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Preface

THis handbook has three objectives: (1) to describe the advantages of capitalist sytems, (2) to
discuss some of their disadvantages, and (3) to describe some of the differences in capitalist
systems in different countries. In putting this volume together, | have been fortunate in being
able to work with a great group of scholars.

The original outline included two additional chapters: one discussing market competition, and a
second describing capitalist institutions in Europe. Unfortunately, these chapters did not
materialize. Because the first of these would have focused on the positive side of capitalism,
its absence makes the volume seem a bit more critical of capitalist institutions than was
originally intended. This bias would have been even greater had Thorsten Beck not offered to
write a second chapter on financial markets. Despite the two missing chapters, | think the
diligent reader will come away with a rather complete picture of capitalism's pluses and
minuses.

In putting this volume together, | have been greatly aided by Heide Wurm, who has edited the
essays and made sure that they are properly formatted. | thank her for all of her efforts.
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[-] Abstract and Keywords

This introductory article briefly describes the essentials of capitalism. It then proceeds to take up its good, bad, and
ugly characteristics. Capitalism is at its best when individual self-interest is channeled into the production of goods
and services and innovative activity. To undertake the huge risks that surround the innovation process,
entrepreneurs must possess great optimism about their ability to make decisions. Although many entrepreneurs fail,
the innovations generated by the few who succeed lead to the great advances in wealth associated with the
developed, capitalist countries of the world. The seamy side of capitalism is largely the reverse of its attractive
side. The desire to create empires, the pursuit of great wealth, and the optimism needed to fuel entrepreneurship
and innovation, when channeled into rent seeking, growth through acquisitions, and asset speculation, can
undermine the efficiency of a capitalist system.

Keywords: capitalism, entrepreneurship, innovation, wealth, capitalist system

I have chosen the title of Sergio Leone's classic spaghetti Western as the subtitle for this introductory essay
because it nicely captures the range of views of capitalism contained in this volume. One might expectthata
Handbook of Capitalism would focus only on its merits—why describe at length a set of institutions that is
essentially bad? This volume does contain several chapters that highlight the positive side of capitalism. Most (if
not all) contributors to this volume probably believe, as | do, that capitalism's virtues greatly outweigh its faults. The
high standards of living observed in Europe, North America, and other highly developed parts of the world would be
impossible without exploiting the great potential of capitalistic production. But there is a darker side to capitalism,
and this volume contains several contributions that explore some of the negative consequences or, perhaps
better, side effects of capitalism.

Although it is customary to speak of “capitalism” as if it were a well-defined set of institutions that either exists or
does not existin a given country at a particular point in time, capitalistic institutions actually come in many
varieties and have evolved in different ways in different countries. Chapters by Frieden, Beck, Roe, Coffee, and
Odagiri describe the great variety of capitalistic systems that exist and how they evolved. | briefly describe the
essentials of capitalism in the next section. | then proceed to take up its good, bad, and ugly characteristics. Some
conclusions are drawn in the final section.?

What Is Capitalism?

The defining feature of capitalism is that the means of production—capitalistic production—are in the hands of
private individuals and firms. Implicit in the notion of a capitalist system, however, is also the existence of a
market economy—a “free market” economy. A planned, socialist economy could engage in capital-intensive
production—as the Soviet Union did—and we would not think of it as a capitalist system. Even if the capital was
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nominally held by private parties, it would not be a true capitalist system if the state intervened to set prices,
restrict the flow of finance, and so on. Indeed, when economists extol the virtues of capitalism, they typically dwell
on the efficient allocation of resources that market competition is thought to produce, rather than the benefits from
capitalist production as such. If traders are endowed with initial stocks of goods, Walrasian markets can produce
Pareto optimal reallocations of these stocks. “Invisible hand” stories can be told without having to invoke
capitalistic production.

The vast wealth of the rich countries of the world did not arise, however, because Walrasian markets efficiently
reallocated existing stocks of goods. Starting around the time Adam Smith wrote Wealth of Nations, the Industrial
Revolution began to enfold (see Frieden's chapter). The Industrial Revolution changed both the way goods were
produced and the nature of the goods themselves. Production processes became more capital-intensive and this
necessitated the development of institutions to accumulate and allocate capital. Building on the advances of the
scientific revolution of the seventeenth and eighteenth centuries, entrepreneurs during the Industrial Revolution
introduced new products and new production techniques. The innovations creating these new products and
production techniques introduced great uncertainty into the capitalist production process and gave rise for the
need for contracts and institutions to enforce them.

Contracts exist due to uncertainty. In a spot market transaction, say, the exchange of an apple for an orange, two
traders will not bother to write a contract (I promise to give you my orange ...), nor does it add insight into the
nature of the transaction to say that an implicit contract exists. Each trader knows what he is giving up and what
he gets in return. There is no uncertainty. However, when a transaction takes place over a longer period of time (I
promise to buy a train carload of apples fromyou in one year), uncertainty enters into the transaction (the spot
price of apples in one year), and the traders might well choose to write a contract specifying the terms of the
transaction to ensure against unknown contingencies that may arise because of the long-run nature of the
exchange, or to ensure against the opportunistic behavior of the other party in the transaction. If they do not write
an explicit contract, there will still be some sort of implicit contract underlying the transaction. (I promise to buy a
train carload of apples fromyou in one year at the spot market price at that time.) Thus, the uncertainty inherentin
capitalistic production makes contracts an important institution underpinning the system (see chapter by
Goldberg).

If an entrepreneur is going to invest time and money to develop a new product, she must know that she can sell it
at a sufficiently high price to recoup her investment and earn a profit. In capitalist systems, this assurance is
typically afforded through the grant of a patent or trademark—a form of property right to the new product.
The product or the innovative ideas behind it belong to the entrepreneur, at least for a limited period. Property
rights are thus a second, key institution underlying capitalism that help induce entrepreneurs to make the
investments and take the risks needed for successful capitalist development (see chapter by Rubin and Klumpp).

As the scale of production expanded over the nineteenth century, the accumulated wealth of rich families no
longer sufficed to finance all of the profitable large-scale investments that appeared. Alternative institutions were
needed to accumulate savings and transfer them to the entrepreneurs who could profitably invest them. The rise of
modern capitalism thus brought with it the rise of large banks, and the development of organized stock and bond
markets. The role of financial institutions in capitalist systems is discussed by Thorsten Beck.

As the Industrial Revolution unfolded, the scale of production increased, and new organizational structures had to
be created. The large corporation began to emerge. Although not a logical necessity for a capitalist system, large
corporations have become a salient feature in virtually every rich, developed capitalist country. Indeed, so greatis
the role played by large corporations in modern capitalist systems, it is more revealing to refer to them as
corporate capitalism instead of just capitalism.

The modern corporation represents a kind of economy within an economy with its own internal capital market,
internal labor market, and system of incentives to induce good performance. To understand how capitalism works
today, one must understand the internal workings of the large corporation (see chapter by Teece).

Although large corporations existin all capitalist economies today, there are important differences in ownership
and control structures across countries. In some countries, founding families continue to control companies
decades or even centuries after their creation. In other countries, control lies mainly with professional managers,
and ownership is in the hands of dispersed individual and institutional shareholders (see discussion in chapters by
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Coffee and Odagiri). An ongoing debate exists in the profession to try to account for the conspicuous differences in
capitalist systems across the world. Are these differences due to differences in the politics and ideologies of
different countries, differences in legal institutions, or some other idiosyncratic events specific to a particular
country? The chapters by Frieden, Beck, Roe, Coffee, and Odagiri describe and account for these differences.

Thus, the answer to the question posed in the title of this section—what is capitalism?—is that it is not a single
institution but a set of institutions—private ownership of the means of production, competitive product and factor
markets, large banks and financial markets, contracts, property rights and judicial institutions to enforce them, and
large corporations. Although all capitalist systems have these institutions in common, there are also many
important differences across countries in the forms these institutions take and how they are combined.

The Good

Since the agricultural revolution during the Neolithic Age some 10,000 years ago, nearly all societies have
consisted of small, relatively well-off elites ruling and often exploiting the rest of society, whose members toiled
long hours to produce just enough to survive. For the first time in history, today countries in the rich, capitalist
countries of the West do not confront the problem of people lacking food and dying too young but of being
overweight and living too long.

In the eighteenth century it took several months to cross the Atlantic Ocean on a trip fraught with danger. At the
beginning of the twentieth century, it still took the better part of a week to cross the Atlantic with the possibility of a
collision with an iceberg still creating some risk. Today, the trip takes a matter of hours and involves almost no risk.
Indeed, a trip to the moon takes less time than a transatlantic crossing a century ago, and by the end of the
twenty-first century, private citizens are likely to find a trip to the moon about as arduous as a transatlantic flightis
today. For those disinclined to fly, the Internet provides instant face-to-face communication between Buffalo and
Berlin.

The growth in incomes afforded by capitalism has made it possible for all citizens to acquire an education, not just
a small elite. With mass education, rule by the masses becomes possible. The term “the West” today conjures up
the image of both capitalism and democracy.

The term “democracy,” in turn, carries with it the idea of individual freedom. Individual freedom requires more,
however, than just the absence of slavery. An individual who must work twelve hours a day, seven days a week
justto earn enough to survive cannot be said to be truly free. The rising incomes produced by capitalism have
enabled work weeks to be shortened and vacations lengthened. The automobile, airplane, and mass transit have
reduced transportation costs. Home appliances have freed people from the drudgery of housework. Most important
for women, the invention of the birth control pill made family planning a practical reality and freed them to acquire
educations and pursue careers. Individuals have never had as much freedom to choose their careers and
lifestyles as they have today in capitalist countries. If one seeks proof for this, one need only look at the plight of
individuals in the many countries of Africa, Asia, and South America where capitalism does not exist or exists in
only a rudimentary, state-controlled form. Or one can look at the plight of individuals in former members of the
Soviet Union, which are technically no longer communist but also are not truly free and capitalistic.

At the heart of any successful capitalist system are free and competitive markets. If one sought a single
explanation for why countries that were once part of the Soviet Union continue to perform poorly after
communism's official demise, itis because their authoritarian governments continue to interfere with the workings
of market institutions. Much research in the laboratory and real-world markets demonstrates that they do function,
for the most part, as our textbooks say they do. Adam Smith did not exaggerate. The long queues of people
waiting to buy shoddy products so often observed in communist countries do not appear when markets are allowed
to function freely.

Capitalism's virtues are not restricted to achieving a Pareto optimal allocation of an initial stock of apples and
oranges, however. Capitalism's triumph over Soviet-style socialism was not simply because capitalist economies
got the prices right. Western capitalism triumphed because it was vastly superior to Soviet-style social planning in
producing new and superior products and production techniques. The dramatically higher standards of living
achieved in Western capitalist countries arose because of the steady increases in productivity that brought prices
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down over time and the steady stream of new products reaching the market that expanded consumers' range of
choices. The former Soviet Union countries continue to lag the West because they have failed to establish secure
property rights and the other institutions of capitalism that give would-be entrepreneurs incentives to innovate.

Once we recognize the importance of innovations for the success of capitalism, we see that it is not Adam Smith's
account of the wealth of a nation butJoseph Schumpeter's that explains the great increase in living standards over
the last two centuries in the West. Competition remains at the heart of a capitalist system, but it is competition from
the new product, the new production technique, and the new organizational structure that drives economic
progress and growth (see chapters by Scherer and Baumol, Litan, and Schramm). To understand how capitalism
functions, and why it produces the increases in wealth we associate with it, it must be viewed as a dynamic
process. Changes in prices can lead to Pareto improvements as consumers and producers move toward the
production possibilities' frontier, but shifts in the frontier brought about by innovations have the greatest impacts on
individual well-being.

The Bad

The most obvious negative feature of capitalismis that it can produce private monopolies that restrict output and
thereby harm consumers. The chapter by Cowling and Tomlinson describes the many possible adverse
consequences of “monopoly capitalism.” Thus, monopoly in a capitalist system can be seen as a double-edged
sword. The lure of monopoly and the rents that accompany it are what drive individuals to become entrepreneurs
and introduce the innovations from which we all benefit. Those who succeed to become monopolists, however,
have the incentive to prolong their monopolies as long as possible to the detriment of social welfare. Without
Schumpeter's perennial gale of creative destruction, capitalism can atrophy into the kind of “oligarchic capitalism”
described by Baumol, Litan, and Schramm, where only an oligarchic elite benefits from capitalist production.

In addition to the static welfare losses produced by monopoly in the form of high prices and smaller than optimal
outputs, there are the dynamic welfare losses that arise from the rent-seeking activities of monopolists and those
who aspire to become monopolists. Without economic rents there cannot be rent seekers. The great success of
entrepreneurs innovating and creating monopoly rents opens the door for others to attempt to seize those rents.
For the individual who seeks to become rich, it is a matter of indifference if she does so by creating a large rent
through the introduction of a new product or by acquiring an existing rent. As Baumol, Litan, and Schramm point
out, patents are an important institution for protecting the monopoly rents generated by an innovation, and thereby
provide entrepreneurs with incentives to innovate. But once granted, they produce additional incentives for the
innovator's competitors to try to break or circumvent the patents. Thus, dominant firms that invest heavily in R&D,
like Intel, Microsoft, Pfizer, and Merck, must employ armies of lawyers to protect the rents that their many patents
generate, and their competitors match their expenditures with lawyer armies of their own. These rent-seeking
outlays—vast as they are—generate little or no benefits for consumers.

A similar observation can be made with respect to advertising. Advertising the introduction of a new product
increases social welfare, because the benefits from consuming the new product cannot be obtained if one does
not know of its existence. Much advertising is of existing products, however, and is undertaken to protect the rents
associated with a particular brand or to capture the rents of a rival's brand. No new consumer surplus is created,
no social benefits are generated.

An innovative idea—a formula for a new drug, a blueprint for a new production technique—is essentially a piece of
information. Patents give their holders property rights to these pieces of information. The peculiar properties of
information give rise to all sorts of rent-seeking activities.

Jack Hirshleifer (1971), in an important and neglected article, pointed out that investments to acquire information
had social value only when they lead to individual decisions that improve the allocation of resources. Launching
satellites to gather weather information has social value if the information leads to better decisions by farmers as to
when to plant and harvest crops. Gathering information about the extent of damage to this year's orange crop
caused by an unexpected severe frost might be highly profitable to someone wishing to speculate on orange
futures before the extent of damage became widely known, but it would have no impact on the size of this year's
harvest and litle or no social value.
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Some 95 percent of the shares traded on the New York Stock Exchange are not new issues. The funds spent
buying them do not flow into new investment, but go to the previous owners of the shares. Large gains from trading
can be made from knowing which share prices are likely to rise or fall, and large sums are invested generating and
acquiring information to predict price movements. Although this information may make the capital market somewhat
more efficient and lower corporate costs of capital a bit, or improve the market for corporate control, the bulk of it
simply results in private gains to those who have good information, which are matched by the private losses
to those with poor information. Much of the information gathering surrounding financial markets is a form of rent
seeking. This fact helps explain the empirical results discussed by Beck in his chapter on financial institutions. In
poor or middle-income countries large financial markets facilitate the flow of funds to firms making investments and
innovations, thereby promoting economic growth. The link between the size of the financial sector and economic
growth weakens—or even reverses—once countries become rich and reach the technological frontier. Now rent
seeking in financial markets can lead to great private gains but have little impact on economic growth. Growth is
actually harmed to the extent that talented risk takers are drawn into the financial sector to engage in rent
transfers, rather than starting businesses and engaging in rent creation.

When Joseph Schumpeter (1934, pp. 93-94) described the goals of the entrepreneur in his classic treatise on
economic development, he depicted the entrepreneur as an empire builder first and foremost. At the time when he
wrote—the beginning of the twentieth century—the only way that an entrepreneur could command an empire was
to build one.2 This was just as true in the United States, where the Carnegies and Rockefellers were building
empires, as it was in Europe, where Schumpeter observed the Krupps and Thyssens building empires. A young
man wishing to command an empire today has two options: he can follow the paths of Carnegie and Krupp and
build a corporate empire from scratch, or he can try to work his way to the top of one of the many existing
corporate empires in the United States, Europe, and the other developed countries of the world. The risks involved
in building an empire are far greater than those in trying to mount an existing one—even if one does not make it all
the way to the top, one can expect a comfortable income—and thus most people who wish to command an empire
today choose to join existing corporate empires rather than to create new ones.

If we define a rent as the difference between a person's income with his present employer and his opportunity
costs with a different employer, then LeBron James's $40 million salary with the Cleveland Cavaliers in 2009
probably contained no rents, as many NBA teams would match this figure to acquire his talents. If, however, we
define a rent as the difference between a person's income in his present occupation and his opportunity costs in a
different occupation, then most of the $40 million salary is an economic rent. Thousands (if not millions) of young
boys in the United States spend countless hours playing basketball in the hopes of developing the talents that
would make them the next LeBron James. Only a tiny fraction will get to play professional basketball, only one or
two will have the success of James. The hours spent playing basketball by those who do not succeed—treated as
an investment—go wasted. Society and the boys themselves would be much better off if they had spent the time
studying algebra and chemistry.

Something similar happens in the world of business. At the top of the Forbes list of CEO incomes in 2009 was
Oracle's Lawrence J. Ellison, with a total compensation of $557 million. Although Ellison would no doubt have earned
a sizable income if he had chosen another profession—say, law or medicine—much of his more than half billion
dollar income must be considered an economic rent from being a business manager. As with basketball,
thousands if not millions of young men, and in this case also women, in the United States spend countless hours
getting MBAs and trying to work their way up corporate ladders in the hopes of becoming the next Ellison.

If the procedures corporations use to select and promote their personnel function well, the most talented managers
will reach the tops of the most important companies. The performance of these companies is no doubt better than it
would be if a less competitive process with smaller rewards for success existed, just as the quality of basketball in
the NBA is undoubtedly better with top salaries of $40 million than it would be with top salaries of $4 million. But the
social gains are unlikely to exceed the rent-seeking costs. The United States would almost certainly be better off if
more young people went to work for small, new businesses or started their own businesses, rather than entering
large companies in the hopes of rising to the top.

Monopoly and the rents it creates are often referred to as market imperfections in economic textbooks. Such
market imperfections can be regarded as part of a much wider class of problems in market economies that fall
under the heading of market failures. Although monopolies are intended consequences of individual actions, many
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other market failures like negative externalities are unintended consequences of the pursuit of profit. Richard
Nelson's chapter makes clear that these “side effects” of the market process cannot be ignored when considering
the performance of capitalist systems.

The Ugly

Rents are an inevitable part of capitalistic production in a world in which resource movements are not costless and
instantaneous, that is to say, in the real world. Rent seeking, therefore, is a central feature of every capitalist
system, and the more successful the system is at generating rents, the more resources are wasted in rent-seeking
activities. Although this seems quite obvious today, some forty years ago the concept of rent seeking was
unknown.3 Even today, although all economists know what rent seeking is, often when they discuss broad issues,
like the virtues of capitalism, they ignore rent seeking and the costs that come with it.

The same can be said of the principal agent problem. Principal agent problems abound (see the chapter by Morck
and Yeung). We enter into one every time we go to a dentist, have our car repaired, or enter a taxi. The greater the
division of labor, the more principal agent problems we confront. Yet despite their ubiquity, the term “principal
agent problem,” like rent seeking, is a scant forty years old.# The “problem,” however, was recognized much
earlier. The separation of ownership from control in U.S. corporations was described and documented by Berle
and Means nearly eighty years ago in their classic Modern Corporation and Private Property (1932, 1968). In this
book, Berle and Means identified the most serious of all principal agent problems—at least in capitalist
systems like the United States where shareholdings are widely dispersed—that between the stockholders as
principals, who want to have their wealth maximized, and their agent-managers, who have their own goals to
pursue.

Despite the attention that the Berle and Means book received, the implications of the existence of this form of
principal agent problemin large corporations did not affect the way economists analyzed corporate and market
behavior for many years after the book's publication. Indeed, at a conference held at the University of Chicago
ostensibly to commemorate the fiftieth anniversary of the book's publication, most participants presented papers
claiming that the problem did not exist or was of little importance.> How can one explain such neglect of a problem
that today seems so obvious and important? Perhaps the answer lies with the fact that Berle and Means were
“outsiders” to the economic profession. Indeed, Berle was not even an economist, and Means worked in the
Roosevelt administration at first. Means even had the audacity in 1935 to publish a paper that attempted to explain
the “stickiness” of prices in the downward direction during the Great Depression by claiming that managers of
large corporations did not set prices by equating marginal revenue to marginal cost.

Today, it is difficult to ignore the existence of a major principal agent problem between managers and shareholders
in large, dispersed ownership corporations—although a surprising number of economists still do. What is it that
managers pursue with the great amount of discretion that the separation of ownership and control gives them? To
this question, economists have given many answers. Perhaps the most obvious goal of all, at least to an economist,
is money. Managers use their freedom to pursue their own interests by increasing their wealth at the shareholders'
expense. Berle and Means were concerned that managers would simply steal or embezzle money from the
shareholders. Many examples of this happening came to light during the first few years of the Great Depression,
and the recent examples of Enron and WorldCom reveal that some managers still do succumb to this temptation.
The more frequent accusation, however, is that managers greatly overpay themselves. Someone who earned the
minimum hourly wage of $7.25 in 2009 and worked forty hours a week for fifty-two weeks would have earned
$15,080. If Lawrence ]. Ellison putin the same number of hours of work, he earned more than this minimum-wage
worker in the first three minutes and sixteen seconds that he worked. Is Ellison's marginal product really that much
higher than the minimum-wage worker's?

As Conyon describes in his chapter, the literature offers two sets of answers to this question. One group of
scholars emphasizes the principal agent problem in large corporations and claims that this effectively allows
managers to select their own compensation packages. It is thus unsurprising that these compensation packages
seemoverly generous.

The other stream of the managerial compensation literature sees the high salaries of managers as a consequence
of intense compensation for managerial talent. Although managerial compensation has grown rapidly over the past
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quarter century, so have the sales and market values of companies. The growth in managerial
compensation has simply kept pace with the growth in firm valuations.

These are two, quite divergent views of what has been happening with respect to managerial compensation. Over
one fact, both sides agree, however—the single best predictor of managerial compensation is some measure of
company size. Company size is a far better predictor of managerial compensation than measures of company
performance like profitability and returns to shareholders that one might think should be closely linked to
managerial compensation.

The close association between company size and managerial compensation does not dispose of the principal
agent problem as far as managerial compensation is concerned, however. Early contributions to the managerial
discretion literature by Baumol (1959, 1967) and Marris (1964) claimed that it was size or growth in size that
managers maximized, not profits or shareholders' wealth. One justification for this claim was the close association
between size and compensation.®

A manager who wishes her firm to grow fast has several options. One is to invest heavily in R&D, innovate, and
enjoy the rapid growth that innovations often generate. Microsoft might be regarded as a classic example of such a
Schumpeterian firm. After twenty years it was the dominant firm in computer software and its founder, Bill Gates,
was the richest man in the world. Such growth through innovation takes time, however, and can carry enormous
risks. A quicker and surer path to growth is through mergers. General Electric did not attain its current size merely
by exploiting the potential in Edison's light bulb invention. Most Fortune 500 companies owe a considerable fraction
of their size to mergers.

Whether managers choose to grow internally by innovating or through mergers should be a matter of societal
indifference, if both strategies generate wealth. On this question the merger literature—like the managerial
compensation literature—divides into two streams, and the streams are nearly parallel in their assumptions and
conclusions (see my chapter). One stream in the merger literature assumes that managers maximize shareholder
wealth, markets work efficiently, including “the market for corporate control,” and thus that mergers generate
wealth and improve the allocation of resources. The other assumes the existence of agency problems, that
managers seek to advance their own personal welfare, and that they may undertake mergers that destroy
shareholder wealth.

The assumption that managers maximize shareholder wealth when they undertake mergers is difficult to reconcile
with the overwhelming evidence that the average merger generates little or no gains to the acquiring companies'
shareholders at the merger announcements and large and significant losses after two to three years. Some
mergers definitely do benefit the shareholders of acquiring companies and improve the allocation of resources, but
this cannot be said for the average merger.

The preponderance of mergers in the United States and United Kingdom have taken place during stock market
booms. This is an empirical fact that researchers on both sides of the merger issue agree on. Itis also an empirical
regularity thatis difficult to reconcile with many theories of mergers that assume wealth- creating motives.
Wealth-creating opportunities, like achieving economies of scale and scope, should be attractive even when stock
prices are behaving normally. An agency explanation for the link between share prices and merger activity would
be that managers prefer to announce mergers that are likely to destroy shareholder wealth at times when optimism
in the stock market is high. In such periods of “irrational exuberance,” when shareholders are looking for reasons
to buy shares, announcements of mergers, with accompanying predictions of economies of scale and scope and
undefined synergies, are more likely to be greeted favorably by investors than when made in periods of more
sober stock market sentiment. This agency explanation for the link between share prices and merger activity also
helps account for the more favorable performance of acquirers' share prices around merger announcements than
in the years that follow.

Thus, to understand mergers one must also understand stock market booms. As Malkiel's chapter shows, asset
bubbles existed even before the Industrial Revolution. Perennial gales of destruction of asset values are another
common feature of the economic landscape, along with Schumpeter's gales produced by innovative activity.
Although the assets subject to bubbles have varied widely from tulip bulbs in Holland to condominiums in Japan, the
psychology underlying bubbles seems to be remarkably the same. Prices of an asset begin to rise producing an
expectation that they will rise further. This expectation proves to be self-fulfilling. The gains made by early
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speculators feed their optimism and lead them to buy still more of the inflating assets. Prices continue to rise until
they are far above their historical values and above any possible calculation of true, underlying economic value.
As they rise higher and higher, more and more traders realize that the bubble is unsustainable. Once these traders
begin to sell, prices begin to fall and the bubble breaks.

Each of the bubbles in share prices in the United States dating back to the end of the nineteenth century has been
accompanied by a merger wave. The stock market boom and merger wave of the late 1920s was followed by a
“lost decade”—the Great Depression. The stock market boom and merger wave of the late 1960s was followed by
another lost decade, and at the time of this writing (2010), the decade of buoyant share prices and surging merger
activity that began in the mid-1990s seems likely to be followed by yet another lost decade. The recurring asset
bubbles and merger waves that seem a part of capitalism inflict heavy economic losses on society.

Conclusions

At the end of the Korean War, both North and South Korea were poor countries with devastated economies. South
Korea chose to develop a capitalist system, and North Korea followed the path of communism. Today, South Korea
has a GDP per capita of over $27,000, comparable to that of New Zealand, and North Korea remains mired
in poverty, scarcely able to feed its population.” A more vivid example of the advantages of capitalism and
freedom extolled by Friedman (1962) is difficult to find.

| have devoted more space in this introduction to problems associated with capitalism than to its virtues because
the advantages of capitalism seem so obvious, as the two Koreas demonstrate. Even China, one of the last
surviving communist countries, has relied heavily on capitalist institutions to foster its “economic miracle” over the
past two decades.

Capitalismis atits best when individual self-interest is channeled into the production of goods and services and
innovative activity. To undertake the huge risks that surround the innovation process, entrepreneurs must possess
great optimism about their ability to make decisions. Although many entrepreneurs fail, the innovations generated
by the few who succeed lead to the great advances in wealth that we associate with the developed, capitalist
countries of the world. Once the pioneers show the way, the pursuit of wealth leads imitators to follow, generating
Schumpeter's gale of creative destruction, and it in turn leads to falling prices and still more benefits to consumers.

The seamy side of capitalismis largely the reverse of its attractive side. The creation of rents through the
introduction of new products and production processes is the driving force behind capitalist development, but once
they are created they become the target of rent seekers who devote their efforts to capturing existing rents rather
than creating new ones. Asset bubbles are fed by the great optimism of traders in their ability to make decisions. In
their pursuit of growth, managers exploit the (over)optimism in equity markets during stock market booms to
undertake wealth-destroying acquisitions. Indeed, so contagious is optimism during stock market booms that the
managers making acquisitions may overestimate their ability to make decisions and actually believe their
acquisitions will create wealth.8 Thus, the desire to create empires, the pursuit of great wealth, and the optimism
needed to fuel entrepreneurship and innovation, when channeled into rent seeking, growth through acquisitions,
and asset speculation, can undermine the efficiency of a capitalist system.

The policy implications are obvious—channel the self-interest of potential entrepreneurs, managers, investors, and
speculators into creating wealth rather than transferring or destroying it. The exact form such policies should take,
however, is far from obvious. Should original patents be better protected from challenges by followers, or should
patents be done away with? Should the state intervene in setting managerial salaries? While markets can fail in
many ways, the public choice literature is replete with examples of state failures. Some of the essays in this volume
offer constructive suggestions for how to improve the functioning of capitalist systems, but there are no silver
bullets in this area. Fortunately, the wealth generated by the productive side of capitalism generally is great
enough to sustain the wealth destruction that transpires on its seamy side.
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Notes:

(1.) Edmund Phelps's chapter arrived after | had completed a first draft of this introduction. There are some
similarities in organization and content between our work, but the differences are great enough that | decided to
leave this introduction largely as it was.

(2.) The German edition of The Theory of Economic Development first appeared in 1911. The 1934 date in the text
is for the English translation.

(3.) Gordon Tullock (1967) was the first to discuss rent-seeking activities. The term “rent seeking” was first used by
Anne Krueger (1974).

(4.) To my knowledge, Ross (1973) introduced the term.

(5.) See the special issue of the Journal of Law and Economics (vol. 26, June 1983) devoted to the conference.
Douglass North's contribution was a notable exception to the pattern described in the text.

(6.) See evidence surveyed by Marris (1964, chapter 2).
(7.) The CIA estimates North Korea's GDP per capita to be $1,800. CIA, The World Factbook, January 28, 2010.

(8.) To explain why acquiring shareholders lose as a result of mergers, Roll (1986) advanced the hypothesis that
acquiring companies' managers often suffer from hubris. They know that the average merger is unsuccessful but
believe that they are better than the average manager. Although Roll did not put forward his hypothesis as an
explanation for merger waves, the kind of hubris he describes is particularly likely to grip managers during stock
market booms, when their companies' share prices are rising rapidly.
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Capitalist economic activities are of very long standing—some would say they were presentin proliferation during
Roman times.! By the late medieval and early modern period, large areas of Western Europe had thriving, relatively
free markets for labor and capital, both in the city and in the countryside. We can most fruitfully and confidently
speak of the full flowering of modern capitalism once it became a truly international economic order. That epoch
evolved over the course of the sixteenth, seventeenth, and eighteenth centuries, as capitalism expanded froma
limited Western European base to affect much of the world, from the Americas to East Asia.

A Mercantilist World Economy

Market economies flourished in many parts of Europe during the high and late Middle Ages, most prominently in
Italian commercial and manufacturing centers such as Genoa, Venice, and Tuscany. Although they relied
heavily on long-distance trade, these islands of capitalism had little structural economic impact on the rest of the
world. But after the 1450s, the Ottoman Empire's control of the Eastern Mediterranean drove Europeans out into the
Atlantic, and eventually around the world, in search of trade routes. Western Europeans' recognition of the
economic potential of the New World and of more consistent interaction with Africa and Asia opened a new era.

For nearly four centuries, from the mid-1400s to the mid-1800s, the rest of the world was drawn into an economic
and political order dominated by European capitalism. This order was organized around the overseas colonial
empires of the Atlantic powers: first Spain and Portugal, then the Netherlands, England, and France. This was the
first true international economy, and it was controlled in a very particular manner by its European founders. The
economic system they built has come to be known as mercantilism.

Mercantilist ordering principles defined the international capitalist economy for several hundred years. Although
there was variation among the principal mercantilist powers, the system's main features were common to all. First
and foremost, mercantilism depended on substantial government involvement in the economy. These were, after
all, colonial systems, and military might underpinned the predominance of the colonial powers over their
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possessions. But that was not all. Mercantilist governments considered their economic policies to be part and
parcel of broader national goals, especially in the continuing struggle for diplomatic and military supremacy.
Mercantilism enriched the country and the Crown, which then used those riches to build up military force. “Wealth
is power,” wrote English philosopher Thomas Hobbes, “and power is wealth.” One of his fellow mercantilist thinkers
drew the connections: “Foreign trade produces riches, riches power, power preserves our trade and religion.”?2

The mercantilist economic order relied on systematic government intervention in the economy, particularly in
international economic transactions. Although there was variation among countries and over time, core mercantilist
goals and policies were similar. Mercantilist governments tried to stimulate demand for domestic manufactures and
for such national commercial and financial services as shipping and trade. They did this, typically, by requiring
their colonies to sell certain goods only to the mother country (the “metropole”) and buy certain other goods only
from the mother country. Restrictions on trade turned the terms of trade against the colonies: prices of colonial
exports were depressed, while prices of colonial imports were elevated. This, of course, benefited metropolitan
producers, who could purchase their inputs (raw materials, agricultural products) at artificially low prices and sell
their output (manufactures) at artificially high prices. Virginia tobacco farmers had to sell their leaf to London,
although Amsterdam would have paid more; they had to buy their cigars from London, although Amsterdam would
have charged less. The rents created this way went to enrich the manufacturers and “merchant princes,” whose
alliance with the Crown characterized the mercantilist political economy.

Mercantilist governments also required many international economic transactions to be carried out by their
preferred, national agents: shipping, insurance, finance, wholesale trade. In some cases, trade had to be
channeled through certain favored ports. Like import and export restrictions, this provided rents to the privileged.
The colonial governments also endeavored to discover and exploit precious metals. The Crown usually took (or
taxed very heavily) the gold and silver discovered in the colonies. Mercantilist governments typically chartered
monopolistic enterprises to which they delegated both economic and administrative functions in the colonies, such
as the Hudson's Bay Company and the Dutch East India Company.

Mercantilist policies achieved several interrelated goals. They provided revenue for the government. This might
come directly from precious metals and other forms of tribute or indirectly from the revenue provided by those
enriched by the policy. This was one sense in which mercantilist economic policies supported the broader
diplomatic and military goals of the government: they made available the wherewithal to sustain and increase
national power. Mercantilist policies also aimed explicitly at encouraging early manufacturing, seen as central to
modern economic and military advance.3 And the restraints on trade and monopolistic charters cemented ties
between the government and its powerful supporters in business.

The political economy of mercantilism was largely based on an implicit or explicit alliance between the government
—the Crown, exceptin the Dutch Republic—on the one hand, and the merchants, manufacturers, and investors
that carried out the bulk of economic interactions with the colonies on the other.# The character of this alliance
varied from country to country. In the Netherlands, the mercantile classes effectively and directly controlled the
state; in the other colonial powers, the government had interests of its own, which sometimes conflicted with those
of its business allies. The Spanish Crown, for example, was particularly concerned with consolidating its control
over the country, which was only fully freed of Muslim rule in 1492, and in which there were powerful regional
noblemen. This made the Spanish Crown more insistent on centralizing control and revenue and less willing to
encourage the rise of powerful private actors than many other mercantilist rulers.

Mercantilist policies benefited the favored metropolitan businesses, at the expense of the colonies (and
consumers). To be sure, some colonial subjects valued membership in a powerful empire, especially inasmuch as
the empire protected them from others. While many citizens of Great Britain's North American colonies chafed at
mercantilist restrictions on their trade, many others appreciated the security British naval and military power
provided.

The mercantilist era's main characteristics highlight enduring features of modern capitalist economies. The first is
an ambivalent relationship with the world economy. To be sure, the leading colonial powers were heavily oriented
toward engagement in the international economy and eager to take advantage of what the rest of the world
economy had to offer. At the same time, mercantilist policies were highly nationalistic and strongly protected the
home market and national producers from foreign competition. This tension, between the desire to take advantage
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of international economic opportunities, on the one hand, and the fear of harm from foreign competition,
on the other, is a recurring theme in capitalist attitudes toward the world economy. The mercantilist powers dealt
with the issue by aggressively expanding their access to foreign markets, but jealously guarding and protecting the
markets they conquered within their colonial empires.

A second feature of the mercantilist experience was the tension between state and markets. In the mercantilist
period, as at other times, market actors wanted economic freedom, and governments wanted the prosperity
markets could provide. Indeed, markets were almost certainly much better developed and much freer in this era
than they had been in the previous medieval centuries. At the same time, mercantilist governments were
aggressive in their intervention in the economy. To some extent this reflected real or imagined demands of national
security and military power, in an attempt to harness economic dynamism to national goals. To some extent it
reflected the interests of powerful economic interest groups, which were enriched by state-enforced monopolies,
state controls on trade, and the backing of their governments. The result was a mix of state intervention and
market development—not always harmonious.

Indeed, these two dimensions have been at issue throughout the history of capitalism. The firstis the international-
national dimension: the conflicting desire for integration with and insulation from the world economy. The second is
the state-market dimension: the conflicting desire for government involvement in markets and market freedom from
government. Over time, both countries and the world in general have oscillated between periods of greater and
lesser economic openness and between periods of greater and lesser government intervention in the economy.

Mercantilism reflected the economic and political realities of its era. Western European economies had advanced
enough beyond those in the rest of the world, both in technology and in organization, that their predominance was
largely unchallenged. Meanwhile, previously unimaginable overseas economic prospects had opened up, a whole
world of resources and markets that could be tapped and, in most cases, controlled. This provided the incentive, to
rulers and capitalists alike, to assert themselves wherever possible. At the same time as the mercantilist powers
were subjugating vast areas to their colonial control, they engaged in continuing conflicts with one another for
supremacy. This gave them powerful motivations to use their colonies to enhance their military might and to use
their military might to amass more colonies. Domestically and internationally, at home and abroad, the mercantilist
systems generally reflected a mutually rewarding partnership between rulers and capitalists, enriching both and
drawing most of the world into their orbit.

The End of Mercantilism

A combination of political and economic developments began to erode the mercantilist system. Politically, one of
the attractions of mercantilist policies had been their connection to the struggle for diplomatic supremacy:
reserving access to colonies to the home country and restricting it to others served to help the government amass
resources for military purposes and to deny resources to real or potential enemies. But in 1815, a British-led
alliance defeated Napoleon at Waterloo and effectively ended three centuries of warfare among the Atlantic
powers. With British maritime supremacy ensured, and the Continent largely stable, the military arguments for
mercantile colonialism faded.

Domestic political trends also undermined the mercantilist system. Throughout Western Europe, autocratic dynastic
rule came under challenge, largely from the rising business and middle classes. Although political reform was slow,
and certainly did not result in anything we would recognize as democratic, it did loosen the exclusive grip on
power of some previously favored groups. Among these were the monopolistic enterprises created and favored by
mercantilist policy, whose preferential position was increasingly resented by more modern entrepreneurs in
industry, trade, and finance. As the foreign policy arguments for mercantilism faded, so did the domestic political
alliances underpinning it.

Economic trends also eroded the previous political economy. Most important was the rise of modern industry.
Manufacturing in the earlier era, though certainly an advance over the medieval norm, was on a small scale, often
based on cottage industry. Over the course of the eighteenth and early nineteenth centuries, manufacturing was
fundamentally transformed, especially in Great Britain and some areas of Northern Europe. A flurry of technological
innovations revolutionized production. Employers brought dozens, even hundreds of workers together in large
factories to use new machinery, new energy sources, and new forms of organization. Power looms and mechanical
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spinners transformed the textile industry. Improvements in the use of water power, and eventually the development
of steam power, made the machinery more powerful still. The Industrial Revolution and the rise of the modern
factory system meant that the new industries could undercut competitors in virtually every market, which made
mercantilist barriers to trade either irrelevant or harmful.

Great Britain led the way in gradually jettisoning mercantilism. As British military predominance was secured, both
Crown and Parliament were less concerned about tight colonial control. Many in Britain had indeed, as far back as
the American Revolution, begun to regard the cost of keeping the colonies as outweighing the benefits. As
Parliament, increasingly representative of business and middle-class interests, imposed ever greater restrictions on
royal prerogatives, it increasingly challenged the royally chartered monopolies.

As the British economy evolved, dissatisfaction with mercantile controls grew. British industrialists wanted to
eliminate the country's trade barriers. Removing restrictions on imports would allow British producers access to
cheaper inputs and would give British consumers access to cheaper imported food, which would allow factory
owners to pay lower wages without reducing workers' standard of living. At the same time, industrialists believed
that removing trade restrictions would increase world demand for British goods. For these reasons, Britain's
manufacturing classes and regions developed an antipathy to mercantilism and a strong desire for free trade.

As the city of London became the world's financial center, it added its influence to that of other free-trade interests.
Britain's international bankers had a powerful reason to open up the British market to foreigners: the foreigners
were their customers. American or Argentine access to the thriving British market would make it easier for
Americans and Argentines to service their debts to London. The industrial and financial interests mounted a
concerted attack on what antimercantilist crusader Adam Smith called “the mean and malignant expedients of the
mercantile system.”> By the 1820s those “malignant” mercantilist expedients were under constant challenge.

The battle over mercantilism was joined especially over the Corn Laws, tariffs imposed during the Napoleonic Wars
on imports of grain.® Industrialists and financiers opposed the agricultural tariffs, as did the urban middle and
working classes, and were opposed by the country's powerful farmers. The free traders won after a protracted
struggle. They might not have prevailed had there not been a major reform of British political institutions: a
changed electoral system that reduced the power of farm constituencies and increased that of the cities and their
middle-class residents. Even with the electoral reforms in place, the final votes in 1846 and 1847 were extremely
close and tore the Conservative Party apart. A few years later, Parliament repealed the last vestiges of British
mercantile controls on foreign trade.

The Classical Era: Free Trade and the Gold Standard

After Britain, the world's most important economy, discarded mercantilism, most of the other major economic
powers followed suit. In 1860, France joined Great Britain in the Cobden-Chevalier Treaty, which freed trade
between them and helped draw the rest of Europe in this direction. As the German states moved toward unification
in 1871, they created a free trade area among themselves, then opened trade with the rest of the world. Many New
World governments also liberalized trade, as did the remaining colonial possessions of the free-trading European
powers. Mercantilism was dead, and integration into world markets was the order of the day.”

Over the course of the nineteenth century, much of the world opted for general openness to the international
economy and for a reduced level of state involvement in the economy. Although mercantilism had been marked by
a strong role for the government in both domestic and international economic affairs, the classical order that arose
over the course of the 1800s saw a dramatic reduction in government involvement on both dimensions.

Technological change dramatically reduced the cost of international economic exchange, making an open
economy that much more attractive. Over the course of the century telegraphs, telephones, steamships, and
railroads replaced horses, carrier pigeons, couriers, and sails. The railroad fundamentally changed the speed and
cost of carrying cargo over land. The steamship revolutionized ocean-going shipping, reducing the Atlantic
crossing fromover a month in 1816 to less than a week in 1896.

The new technologies took hold and diffused very rapidly, even in developing regions. In 1870, Latin America,
Russia, Canada, Australia, South Africa, and India combined had barely as much railroad mileage as Great Britain.
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By 1913, these regions had ten times Britain's railroad mileage. Argentina alone went from a few hundred miles of
rail in 1870 to a system more extensive than Britain's.8 On the seas, there was a twentyfold increase in the world's
shipping capacity during the nineteenth century.®

These advances reduced the cost of land transportation by more than four-fifths and of sea-going transport by
more than two-thirds. Europe flooded the world with its manufactures and was in turn flooded with farm products
and raw materials from the prairies and the pampas, the Amazon and Australia. Over the course of the 1800s, the
trade of the advanced countries grew twice to three times as fast as their economies; by the end of the century,
trade was seven or eight times as large a share of the world's economy as it had been at the beginning of the
century.10

International investment also soared. As telegraphy allowed information to be transmitted instantaneously from any
reasonably developed area to investment houses and traders in London, Paris, and Berlin, new economic
opportunities attracted the interests of European savers like never before. Foreign capital flooded into rapidly
growing regions in the New World, Australia, Russia, and elsewhere. By the early 1900s, foreign investments,
largely in bonds and stocks, accounted for about one-third of the savings of the United Kingdom, one-quarter of
France, and one-tenth of Germany.1! This was also an era of virtually free international immigration, at least for
Europeans. Some fifty million Europeans moved abroad, along with another fifty million Asians. Markets for goods,
capital, and labor were more tightly linked than they had ever been.

Perhaps the most striking, and most powerful, organizing principle of global capitalism during the nineteenth
century was the gold standard. After centuries of stable bimetallism, in the 1870s governments were faced with a
choice. New silver discoveries drove the price of silver down and made the existing rate of exchange between the
two metals unstable, so governments had to either change the rate or choose between gold and silver. Meanwhile,
as international trade and investment grew, gold—the traditional international medium of exchange—became more
attractive than domestic silver. Finally, Great Britain had been on gold since 1717, and its status as the global
market leader attracted other countries to use the same system. In the 1870s most major industrial countries joined
the gold standard, with more countries joining all the time. By the early 1900s, the only two countries of economic
importance not on gold were China and Persia.

When a country's government went “on gold,” it promised to exchange its currency for gold at a preestablished
rate. This provided an important degree of predictability for world trade, lending, investment, migration, and
payments. The impact on trade was substantial; being on gold in this period is variously estimated to have raised
trade between two countries by between 30 and 70 percent.12 The gold standard was even more important for
international finance than it was for trade. International financiers regarded being on gold as an obligation of well-
behaved members of the classical world economy, a signal of a country's economic reliability.13 Investors had
good reasons to focus on government commitments to the gold standard. The balance of payments adjustment
mechanism under the gold standard might require a government whose economy was running a payments deficit
to reduce wages and spending to move back toward balance. To stay on gold, governments had to be able to
privilege international ties over domestic demands, imposing austerity and wage cuts on unwilling populations if
necessary. This made the gold standard a litmus test that international investors used to judge the financial
reliability of national governments.14 Membership in the gold club conferred a sort of blessing on its initiates, and
gave participating countries access to an enormous pool of international savings.

Technological and policy change turned a world of closed colonial empires into an integrated global economy. The
results were impressive by almost any standard. Transportation and communications improvements, along with
policies to further economic integration, led to a significant convergence of prices.15 This in turn created important
opportunities for countries to gain access to world markets for goods and capital. As railroads, steamships, and
eventually refrigeration brought grain and beef prices in Omaha and Buenos Aires up toward European levels, rural
backwaters quickly became some of the most attractive places in the world to farm and invest.

Economic integration also led to convergence of levels of development, as many of the countries drawn into this
new world economy grew very rapidly. Industrialization spread from its Northwestern European homeland to the
rest of Europe and much of the world. Great Britain was overtaken: in 1870, British iron and steel production was
greater than that of Germany and the United States combined, while by 1913 Germany and the United States

combined outproduced the United Kingdom roughly six to one. This was true also of living standards: per capita
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incomes in the United States, Australia, and New Zealand were higher than in the United Kingdom, and Argentina
and Canada were gaining fast.16 Although there were periodic panics and recessions, the 100 years from 1815 to
1914 were marked by a general macroeconomic stability that matched the general stability of diplomatic affairs—
which is why the era is often called the Hundred Years' Peace or the Pax Britannica.

Whatever its economic achievements, there were plenty of evils in the classical era. The end of mercantilism was
associated with a decline of the early colonial empires, especially in the New World. But in the 1880s, the major
powers began accumulating new colonial possessions. Europe's colonialists divided most of Africa, Southeast Asia,
and East Asia among themselves (and Japan); the United States joined the fray in the Pacific and the
Caribbean. Many of the new empires were run on lines reminiscent of mercantilism, giving preferential treatment to
the colonial power's economic interests, although the monopolistic features were typically more muted. Some
colonies were afforded reasonable treatment; but some were mercilessly exploited. The horrific abuses of
Belgium's King Leopold in the Congo were particularly egregious (Hochschild 1998). In part as a result, many parts
of the world—especially in Africa and Asia—stagnated or declined economically even during the best of times.

The classical economic order was also no political idyll. Leaving colonialism aside, political rights were severely
limited even in the industrial world. Most of the developed nations made no pretense of being democratic; those
that did had such restricted franchise and limited freedom that today we would not consider them democratic.
Indeed, limited political voice by farmers and the middle and working classes may well have been essential to the
ability of governments to play by the rules of the classical game: itis hard to imagine truly representative
governments being able to impose the austerity measures necessary to sustain economic openness in a world
largely without social safety nets.

The economic dislocations created by economic integration were also not trivial. As cheap farm products flooded
into Europe from the New World, Australia, Russia, India, and elsewhere, most of the Continent's farmers were made
redundant. For decades, much of Europe suffered through a wrenching agrarian crisis. Tens of millions left the land
to resettle in the cities or move abroad. Others demanded protection from imports, and sometimes governments
provided this. Foreign competition also harmed many traditional producers in the developing world, who could not
compete with inexpensive factory products.

Nonetheless, despite problems and challenges, a recognizable economic order prevailed over most of the world in
the nineteenth and early twentieth centuries. This order was almost the diametric opposite of mercantilism. Where
the mercantilist system was based on aggressive closure of home and colonial markets to foreigners, the normin
the classical period was of openness to international trade, investment, and migration. Where mercantilism
presumed extensive government intervention in the economy, both at home and abroad, governments in the
classical system tended—with variations—to leave markets largely to their own devices. Both international
openness and a market orientation were debated and contested, but both prevailed most of the time and in most
countries.

The classical international economic order that reigned in the nineteenth and early twentieth centuries has to be
considered generally successful. The world economy as a whole grew more in the 75 years before 1914 than it
had in the previous 750. There was a great deal of convergence as many poorer countries grew more rapidly than
rich countries. Goods, capital, technologies, information, ideas, and people moved quite freely around the world.
Macroeconomic conditions were stable overall, economic relations among the major economic powers were
generally cooperative, and there was a broad consensus about the desirability of sustaining an open world
economy.

The Interwar Collapse

Despite the achievements of an integrated international economy in the previous century, it came to an end with
World War |, and efforts to re-create it failed for the next twenty years. Instead, capitalism turned inward, in some
cases toward the most insistently nationalistic policies in modern history. In much of the world, a general trend
toward engagement with the world economy and in the direction of minimal government involvement in markets
was reversed almost completely.

World War I had two profound and lasting effects. The first was to shift the center of gravity of the world economy
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definitively away from Europe and toward the United States. The war absorbed the energies of the European
belligerents and drew them out of their colonial possessions. The United States rushed into the vacuum this
created, supplying the belligerents with everything from food to weapons and supplanting the Europeans as
principal traders, lenders, and investors in much of the developing world. By 1919, the United States had gone from
being the world's largest debtor to its leading lender, and it was also the arbiter of the economic and political
settlement worked out among the warring parties at Versailles.

The second enduring effect of the war was to change the political landscape of Europe. Although political
institutions had gradually become more representative over the course of the previous century, on the eve of the
war they remained quite limited. The war led to a remarkable increase in the depth and breadth of democratic
reform, especially in Europe. In part this was due to the collapse of four autocratic empires—the Russian, Austro-
Hungarian, Ottoman, and German—and their replacement by successor states, many of which were democratic. In
part, democratization was a direct result of belligerent governments' attempts to garner support for the war effort,
in particular from socialist parties and their working-class bases of support. Many European governments rewarded
popular backing for the war with some combination of political representation, social reform, and labor rights. By
the early 1920s almost every industrialized nation was governed by a civilian democracy with universal male
suffrage, and many had universal female suffrage as well. Largely as a result, over the course of the interwar
years, Europe's socialist parties—generally anathema, often illegal, before 1914—were parliamentary fixtures and
frequent members of ruling coalitions.

The rise to economic predominance of the United States had a number of implications. It symbolized a significant
change in the nature of modern capitalism. By the 1920s, the United States had pioneered a path soon followed by
other industrial nations,—toward an economy dominated by mass production and mass consumption. Some of this
was the result of economic growth. As incomes rose, the demand for consumer goods beyond food, clothing, and
shelter grew, especially to include more sophisticated consumer durables—including such recently invented ones
as the radio, the phonograph, the telephone, the refrigerator, and the automobile. More and more of what industry
produced was aimed at the general public.

The ways industry produced evolved along with its products. Technological advances in production, especially the
spread of electricity and electrical machinery, drove increases in the scale of manufacturing, including the use of
the assembly line. Organizational developments gave rise to the modern multiplant corporation, integrating many
stages of the production process; some of the new industrial corporations became multinational. Corporations
grew, and oligopolies came to dominate many markets. At the same time, labor unions organized much larger
shares of the labor force.

Where the typical industrial economy of the nineteenth century was characterized by small firms, family farms, and
unorganized workers, by the 1920s most major industrial economies were dominated by oligopolistic corporations
and organized labor unions. Modern societies were driven by big business and big labor. The automobile industry
was both typical of and in the forefront of the change: by the 1920s, motor vehicle production was the largest
industry in most developed societies; the sector was dominated by large corporations and, in many instances,
large labor unions.

In addition to the more general impact of American-style capitalism, the economic rise of the United States had
some more specific effects. The United States largely determined the shape of the postwar settlement, as the
Treaty of Versailles that ended the war largely followed the proposals of U.S. President Woodrow Wilson. These
included institutionalized cooperation among the major powers, on economic issues as well as others. But almost
as soon as the American blueprint was putin place, with the League of Nations and a series of monetary and
economic conferences, the United States turned its back on the rest of the world. In 1920, a Republican Party
committed to “isolationism” swept the presidency and both houses of Congress. The isolationists were hostile to
international cooperation on economic matters that they felt would compromise U.S. autonomy.

The United States remained the most important trading, investing, and financial center in the world, but the
government largely withdrew from international economic affairs. The impact of this was compounded by the
enduring hostility among the former European belligerents. This made it extremely difficult for the major economic
powers to work together on international economic issues.

The difficulties of interwar cooperation, and a more detailed examination of earlier experiences, demonstrated the
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importance of purposive collaboration to maintain an open international economic order. During the classical era,
there had been a widespread belief that an integrated world economy was self-regulating and self-sustaining.
Although this may have been true of some markets, and to a limited extent to the operation of the gold standard, it
was clearly not the case with the global economic order itself. There had been very substantial cooperation among
the major financial and monetary centers, especially in times of crisis. Monetary authorities lent substantial
amounts to foreign governments facing financial difficulties and helped organize concerted efforts to stabilize
markets.

More generally, the classical international economic order had depended on the willingness and ability of
participant governments to adjust their domestic economic activities to international economic conditions.
This meant, most important, allowing and reinforcing the austerity measures required to restrain—even reduce—
wages and prices as necessary to maintain a national commitment to the gold standard. This in turn was possible
due largely to the fact that those principally affected by this austerity—farmers, workers, the middle classes—
tended to be underrepresented, or not represented at all, in the political systems of the classical era.

But the spread of democracy after World War | meant that most industrial-country governments faced substantial
political opposition to attempts to impose gold standard-style adjustments.1? Unlike in the nineteenth century, by
the 1920s farmers, workers, and the middle classes were well represented in national political systems and strongly
resisted adjustment measures that had been imposed with relative ease in an earlier era. The classical system had
been based on a consensus among elites in favor of an open international economic order. The national political
economies that emerged from World War | largely lacked such a consensus.

The interwar years were marked by almost continual conflict among the major economies. Attempts at monetary
cooperation were largely inconclusive or failures. Trade policies tended to become more protectionist over time.
Important financial problems—such as war debts owed by the Allies to the United States, or reparations owed by
the Germans to the Allies—created continual frictions.

Over the course of the 1920s, as economies recovered rapidly, political difficulties seemed less important. At the
start, the immediate postwar years were very difficultin Central and Eastern Europe. The new successor states
struggled to put their economies on a sound financial footing, often after suffering through several years of very
high and hyperinflation. By the time Germany's hyperinflation was brought to an end in 1923, the price level was
one trillion times what it had been in 1919. But by 1924, economic growth had been restored in most of the
Continent and in the rest of the world. Over the next few years, countries gradually came back to the gold
standard, international investment reached and surpassed the prewar levels, and international trade grew rapidly.
Latin America and many of the more advanced colonies increased their primary exports dramatically and regained
access to international capital markets—especially to loans from the new U.S. lenders. It appeared that the world
economy had been restored in something similar to its former conditions.

However, the underlying weaknesses of the post-World War | settlement became painfully obvious when crisis hit
in 1929. What started as a minor recession dragged on and on, exacerbated by growing conflict among the major
financial centers. Debtors in Latin America and Central and Eastern Europe defaulted, exacerbating financial
distress. Financial and currency crises raced through Europe, eventually driving most of the region's countries off
gold. Desperate governments raised trade barriers, imposed capital controls, and restricted currency convertibility
in an effort to combat the growing crisis.

From 1929 until 1936, virtually every attempt at a cooperative response to the crisis failed. Meanwhile, insistent
government attempts to implement the kind of austerity measures that had worked reasonably well in the classical
era ran into economic and political obstacles. Economically, gold standard-style adjustments had been
relatively rapid in the nineteenth-century environment of small firms, small farms, and unorganized labor, which
made for quite competitive markets and flexible prices and wages. But in the conditions of the 1930s, with industrial
economies dominated by large firms in oligopolistic markets and well-organized labor unions, prices and wages
were much less flexible. As a result, attempts to bring the economy back into balance by reducing wages and
prices largely failed. Even when prototypical adjustment succeeded, in the new conditions it created a vicious
circle that Irving Fisher called “debt deflation,” in which deflation raised real debt burdens, which caused further
bankruptcies and further deflation (Fisher 1933). Attempts to hew to gold standard orthodoxy simply worsened the
downward spiral—and often heightened political tensions.
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The new political realities of the industrial world also affected responses to the crisis that began in 1929.
Governments could no longer ignore the impact of the crisis, or of austerity measures, on farmers, the middle
classes, and the working classes, for these groups were now well represented in national politics. Attempts to fit
national economies to their international commitments ran into powerful political opposition and often ended with
the toppling of the government that tried to do so, whether by democratic or authoritarian means.

The result almost everywhere was a turn inward in trade, finance, and investment. In Southern, Central, and
Eastern Europe, Japan, and Latin America, governments imposed high trade barriers, defaulted on their foreign
debts, left the gold standard, and slapped on capital controls. Governments in these nations also typically began to
play a more directive role in economic affairs, sometimes nationalizing large portions of the economy. The Soviet
Union, which had jettisoned capitalismin 1917 but permitted some aspects of a market economy to persist, shut
down these vestiges and embarked on a forced march toward industrialization under central planning. The order of
the day was autarky—a classical Greek term recoined to mean a purposive economic policy of national self-
sufficiency: trade protection, capital controls, an inconvertible currency. This was usually carried out by an
authoritarian government—fascist in Central and Eastern Europe, communist in the Soviet Union, nationalist in Latin
America—as almost all the preexisting democracies were swept away.

The new autarkic governments changed direction toward heavy-handed intervention in the economy and
international economic relations, so much so that the policy was sometimes, and with some justification, called
“neomercantilist.” Yet developing and semi-industrial countries could hardly be faulted for falling back on their own
resources: international trade dropped by two-thirds between 1929 and 1932, international finance was dead in the
water, and the gold standard had largely been abandoned by its strongest proponents. The autarkies could, with
some reason, argue that their turn inward was driven by the failure of the global capitalist economy.

Most of the principal economic centers had also largely abandoned their international commitments. In 1931, Great
Britain left the gold standard, after more than two centuries on it, and so did most of Europe; the United
States followed in 1933. Governments everywhere increased trade protection; even formerly free-trade Britain built
tariff walls around its empire. Every attempt to cobble together some semblance of cooperation among the major
economic powers failed.

It was only late in the 1930s that an alternative to autarky began to emerge in Western Europe and North America.
Governments in these areas—which had largely remained democratic amid the flowering of authoritarianism—
expanded their social policies, experimented with countercyclical macroeconomic policies, and gradually
increased the role of the public sector. The new model, which eventually gave rise to the modern social
democratic welfare state, attempted to blend markets with regulation, an open economy with social insurance. The
governments involved also, by 1936, were recommitting themselves to international cooperation in commercial and
monetary affairs, trying to bring down trade barriers and stabilize currencies. These attempts were halting and
preliminary, but they pointed the way toward a new economic policy synthesis. General sympathy for a market
economy and international economic integration coexisted with substantial government involvement in the
economy, especially in macroeconomic management and social policy.

Second Chance: The Bretton Woods System

Even as World War Il raged, the Allies planned the postwar economy, hoping not to repeat the experience of the
aftermath of World War I. This time around, the United States was committed to both building and sustaining an
open international economy—and although there remained plenty of isolationist Americans, postwar governments
stayed this course. The result was the first international economic order whose general contours had largely been
planned by governments, in this case the U.S. and British governments. Because the final negotiations over the
arrangement were held in July 1944 at a resort in Bretton Woods, New Hampshire, it became know as the Bretton
Woods System.

The Bretton Woods System reflected a general commitment by the capitalist allies (not the Soviet Union), and
eventually by virtually all of the advanced industrial capitalist nations, to an open international economic order. All
developed parties to the agreement shared the goal of generally free trade and investment and stable currency
values. As the system evolved, the General Agreement on Tariffs and Trade (GATT, eventually succeeded by the
World Trade Organization, WTO) oversaw a process of gradual trade liberalization. The International Monetary
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Fund (IMF) supervised monetary relations among member nations, providing balance of payments financing and
encouraging generally stable exchange rates. The International Bank for Reconstruction and Development (IBRD
or World Bank) financed long-term infrastructure projects that would facilitate private investment in
developing countries. Together, these three Bretton Woods institutions watched over an integrated capitalist world
economy, which would avoid the protectionism, financial disarray, and currency volatility of the interwar years.
(The Soviet Union and its allies were not included in this system, as they had opted out of international capitalism.)

The Bretton Woods monetary order was centered on the U.S. dollar, fixed to gold at $35 an ounce. Other
currencies were fixed to the dollar but could be varied in the event “fundamental disequilibria” (never clearly
defined) dictated a devaluation or revaluation. This was meant to provide both the currency stability that had been
lacking in the interwar years and the flexibility that had been lacking in the classical era. In this way, it was
something of a compromise. Governments were expected to abide by the rules of the balance of payments
adjustment game, but not at the expense of important national economic goals.

The Bretton Woods System was replete with this sort of compromise. The system itself was, in the broadest sense,
meant to reconcile a national commitment to economic integration with a parallel national commitment to demand
management and the social democratic welfare state. These two sets of commitments had largely been seen as
inconsistent under the gold standard and during most of the interwar period, but appeared both economically and
politically desirable and obtainable by the 1940s.18 There were other compromises as well. Although trade was
liberalized, this was achieved only gradually. Not only that, but agricultural and services trade were notincluded,
the developing countries were exempt, and there were many escape clauses written into the agreements, which
allowed governments to impose trade barriers in certain circumstances. The same spirit of gradualism and
compromise was clear in financial affairs: although there was a general belief in the desirability of free capital
movements, virtually all governments imposed capital controls of one sort or another to manage international
payments.

The Bretton Woods System governed relations among the industrialized capitalist economies from the late 1940s
until the mid-1970s. Over these twenty-five years, the capitalist world grew more rapidly that it had atany time in
history. Real per capita GDP had risen 1.3 percent a year between 1870 and 1913, a rate vastly higher than
anything previous seen; after dropping below 1 percent a year in the troubled interwar period, from 1950 to 1973
GDP per capita grew by more than 2.9 percent a year—more than twice as rapidly as during the classical age. This
average was brought down by relatively slow growth in the developing world: Western Europe's GDP per person
grew by more than 4 percent a year, Japan's by more than 8 percent a year. Even though the developing and
noncapitalist worlds largely withdrew from international commerce, world trade overall grew twice as fast as world
output.1® There is little question that this compromise between national macroeconomic management and
international economic integration was extraordinarily successful.

The less developed countries (LDCs) of Asia, Africa, and Latin America did somewhat less well. Latin American
nations were hit hard by the Great Depression and spent most of the subsequent twenty years building self-
sufficient national markets. To some extent, this was forced on them by the Depression, World War I, and
postwar reconstruction, all of which limited their foreign economic opportunities. But even after wartime conditions
faded, Latin American governments maintained and increased their barriers to trade with the rest of the world. They
did permit foreign direct investment by multinational corporations, but their principal policies were associated with
what has been called import substituting industrialization (ISI), a systematic attempt to encourage domestic
manufacturing to replace previously imported manufactured goods. Governments imposed high trade barriers,
subsidized domestic manufacturing, taxed exports, took over large portions of basic industry, and generally biased
economic incentives against exports and toward production for the domestic market.

As they decolonized, most of the former European colonies in Africa and Asia followed the Latin American example
and pursued ISI. The result was a world largely divided in three parts: the industrialized capitalist nations, gradually
increasing economic ties among themselves; the developing capitalist nations, growing quite separately from the
world economy; and the centrally planned economies of the communist nations, which rejected most ties with the
capitalist world. Each of these three segments of the world economy represented a different mix of state and
market, openness and closure. The centrally planned economies rejected both markets and international economic
integration. The capitalist LDCs accepted markets domestically, but their governments were deeply involved in
their national economies and also cordoned themselves off from the rest of the world. The industrial capitalist
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countries pursued a modest compromise between state and market at home, and a general if restrained
commitment to international economic integration.

From Bretton Woods to Globalization

These three approaches appeared stable for several decades. But over the course of the 1970s, each ran into
difficulties. Over the course of the 1980s, all were fundamentally transformed. The result was a more inclusive—
indeed, virtually global—and heightened trend toward international economic integration.

The Bretton Woods monetary order was strained by the late 1960s. This was primarily due to divergence between
monetary conditions in the rest of the industrial world, on the one hand, and the United States, on the other. U.S.
spending on the Vietham War and expanded social programs were contributing to a higher rate of inflation in the
United States than in Europe, which undermined confidence in the dollar. Austerity measures could have brought
down inflation and restored confidence, but the U.S. government was reluctant to sacrifice its domestic
macroeconomic policy autonomy to maintain the gold-dollar link, even if this link was the centerpiece of the Bretton
Woods monetary system. In August 1971, the United States broke the link and devalued the dollar, ending
the Bretton Woods era of fixed but adjustable exchange rates.

Another source of tension in the Bretton Woods system was, ironically, due to its success in rekindling international
financial markets. While foreign direct investment had continued through the postwar period, international financial
flows had effectively stopped in 1929 and stayed minimal until the 1960s. As macroeconomic stability and
economic growth were restored, financial institutions rediscovered foreign operations. By the early 1970s,
international financial markets were large and growing, and the increased level of international financial flows
helped undermine the fixed exchange rate regime by heightening speculative pressures on some currencies
(including the U.S. dollar).

Once the Bretton Woods exchange rate arrangement ended, most major currencies began floating freely against
one another. This loosened the previous monetary straitjacket, and a bout of inflationary pressures ensued. On top
of this, in 1973 a cartel of oil producing nations (the Organization of Petroleum Exporting Countries or OPEC)
quadrupled the price of petroleum, putting further upward pressure on prices. A deep recession in 1973-75 led to
an unaccustomed mixture of high unemployment and high inflation—stagflation, as it was called. Inflation continued
to rise, aggravated by another round of OPEC oil price increases in 1979-80.

The rebirth of international finance also made foreign lending newly available to developing countries, which had
been frozen out of capital markets for forty years, and a burst of LDC borrowing ensued. By the early 1980s, a
dozen or so developing countries had accumulated substantial debts to commercial banks in Europe, North
America, and Japan.

Macroeconomic difficulties came to a head after 1979. The developed countries began to adopt more
contractionary monetary policies to slow the rate of inflation. This led to extremely high interest rates and several
years of recession. The spike in interest rates and global recession threw the LDC debtors into a severe debt crisis,
which took many of them the better part of the decade to resolve. Meanwhile, while inflation was brought down in
the advanced capitalist countries, unemployment remained at very high levels. The centrally planned economies,
too, had been experiencing stagnant growth, and their economic and political systems came under ever greater
strain.

In this crisis atmosphere, the developed countries gradually moved to recommit themselves to a market orientation
and international economic openness. Governments exercised greater monetary restraint, deregulated many
economic activities, and privatized previously public enterprises. The trend was epitomized by the policies of
British Prime Minister Margaret Thatcher and U.S. President Ronald Reagan, who made the case for less
government involvement in their respective economies. Reagan did so, anomalously, while running up enormous
budget deficits in the United States. Nonetheless, and despite such setbacks as a costly banking crisis, by the mid-
1980s the developed capitalist countries had made clear their reinforced dedication to an integrated international
economy.

The developing countries, for their part, emerged from debt and related crises with a new-found orientation toward
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international markets. To be sure, some few LDCs, especially in East Asia, had been following an export-led
strategy, but until the 1980s ISl had been the almost universal policy choice of developing nations. The debt and oil
crises, along with the accumulated problems of relatively closed markets in an increasingly open world economy,
led almost every country in Latin America, Africa, and Asia to jettison the prior inward orientation in favor of much
more economic openness to the rest of the world. Developed and developing capitalist countries continued to
reduce barriers to trade and investment, leading to a characterization of the era as one of “globalization.”

The most stunning development on the path to globalization was the collapse of the centrally planned economies.
The economic problems of the late 1970s and early 1980s eventually drove these countries away from central
planning and toward international markets. China and Vietham were the first to move, in 1979: while maintaining
communist rule, both governments reoriented their economies toward exporting to the capitalist world. After 1985,
the Soviet Union embarked on an attempt at gradual reform, which was quickly overtaken by events as the
country's social and political system unraveled. After the Soviet Union collapsed in 1991, the entire Soviet bloc
quickly gave up central planning and moved toward capitalism at speeds varying from gradual to breakneck.

Along with globalization came a renewed interest in regional economic blocs. The European Union (EU) added a
whole host of new members, until it encompassed virtually all of Europe. Meanwhile, by 1992 the EU had putin
place a single market that eliminated barriers to the movement of goods, capital, and people and that harmonized
the regulation of investment, migration, product and production standards, professional licensing, and many other
economic activities. A subset of EU members went a step further in 1999, creating a single currency, the euro, and
a common European Central Bank. The United States, Canada, and Mexico formed a free trade area in 1994, as did
Brazil, Argentina, Uruguay, and Paraguay. All over the world, countries rushed to open their borders, increase their
exports, attract foreign capital, and strengthen their economic ties with each other.

By the beginning of the twenty-first century, the modern world economy looked strikingly similar to the classical
order of the beginning of the twentieth century. International trade, investment, and finance were generally free
from government restrictions. Most governments limited their intervention in markets and in international economic
transactions. Migration was less free than it had been, and there was no overarching monetary standard, but
otherwise there were many similarities to conditions a century earlier. Capitalism was global, and the globe was
capitalist.

Global capitalism had, however, changed profoundly in the intervening years. Today, there is substantial
government involvement in the economy, both in macroeconomic demand management and in the provision of a
wide array of social insurance and other social programs. This is true of all developed countries and of many
developing countries as well. The social democratic welfare state is now the norm rather than a novelty,
and despite periodic objections it seems unchallenged as the standard organizational form of a modern capitalist
political economy.

Just as contemporary capitalism incorporates substantial government supervision of national economic activities, it
is also characterized by a dense network of international institutions. Some are regional, such as the European
Union. Many are global, such as the IMF and the WTO. The informal cooperative arrangements of the gold standard
era have given way to a much more complex array of formal international organizations.

However successful the contemporary economic order may be, it has not eliminated problems that have plagued
capitalism since its beginnings. Foremost among these is the recurrence of periodic crises. A deep recession that
began late in 2007 served as a reminder that financial and commercial ties among countries can transmit crises—
even panics—from market to market with lightning speed. The crisis of 2007-10 also highlights the role of
international financial flows, as it was in large part the result of a decade of very substantial cross-border lending
and borrowing (Chinn and Frieden 2011). Financial and currency crises, it seems, are the price of open financial
markets.

Although contemporary capitalism has been associated with rapid economic growth in many parts of the world—
most strikingly, in communist-ruled China—there are still many parts of the developing world that remain mired in
poverty. Whether this is due to excessive or insufficient reliance on markets or excessive or insufficient integration
into the world economy remains a topic of hot debate. This is not surprising. It is almost certainly in the nature of
capitalist political economies that there will be enduring conflicts over how and how much government should
intervene in markets and how tightly and on what terms national economies should be tied to the world economy.
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Over the past five centuries, capitalism has gone from being a novel economic systemin a small region in Western
Europe to being the prevailing form of economic organization in the whole world. The rise and eventual triumph of
capitalismon a global scale has been associated with the most rapid economic growth in world history. It has also
been associated with spectacular crises, wrenching conflicts, and a great and growing gap between the world's
rich and the world's poor. Global capitalism holds out the hope of extraordinary social and economic advances, but
it must address its weaknesses to realize these advances.
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Stark cross-country differences in levels of economic development have motivated economists to look for factors
that explain these differences. But there is also a historic dimension; only for the past 500 years has Europe gained
a dominant socioeconomic position, which has gone hand in hand with the rise of capitalism. What has driven this
increasing divergence in the economic fates of societies? This chapter focuses on the efficiency of legal
institutions as a major explanation for the rise of capitalism in Europe and other parts of the world, including some—
but far from all—areas settled and colonized by Europeans. Specifically, this chapter (1) defines and discusses
indicators of legal institutions; (2) surveys the historic, theoretical, and empirical literature on the importance of
legal institutions for market-based capitalism and economic development; and (3) presents and compares different
theories of why and how legal institutions developed differently across societies.

Until thirty years ago, economists focused mostly on production factors as major drivers of cross-country
differences in GDP per capita. Specifically, technological progress, capital accumulation, and population growth
have been considered critical factors of growth in the neoclassical growth theory (Solow, 1956). The endogenous
growth theory has focused on endogenous human capital accumulation as additional production factor and
technological progress and constant returns to scale production functions as additional growth drivers (Romer,
1990; Aghion and Howitt, 1998). However, early on, economists noted the large extent to which cross-country
differences in levels of economic development could not be explained by production factors. Solow (1957) pointed
to the residual of more than 80 percent of cross-country variation in GDP growth, unexplained by
differences in production factors, and attributed it to productivity growth. Economists have therefore looked
beyond the production function and focused on the organization of economies. Adam Smith (1776) already
stressed the importance of private property right protection for specialization and market exchange and thus
ultimately for innovation and growth. Hayek (1960, p. 140) pointed to private property right as “vital for preventing
coercion, securing liberty and enhancing personal welfare.” Economic historians, such as North and Thomas
(1973), have provided first accounts of the critical role of institutions. The Barro-style growth regression model has
been used extensively by economists to study the relationship between institutions and growth.

However, itis not only economists that have explored the divergence in economic development and the rise of
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capitalismin Europe. Historians, sociologists, and anthropologists have studied the importance of institutions for
economic development over the past centuries. Going back even further, Jared Diamond (1997) reviews the past
10,000 years of human history and attributes the success of Europe to the east-west geographic extension of
Eurasia as opposed to the north-south orientation of Africa and the Americas. The east-west extension along
similar climatic conditions allowed an easier spread of plants, domesticated animals, and technology and thus
enabled the faster development of Europe and Asia from hunters to settlers to states, implying an earlier build-up of
the necessary institutions, ultimately explaining why it was Europeans who colonized the Americas and Africa and
not the other way around.

This chapter focuses on the economic approach to institutions, thus focusing on their role of supporting markets
and exchange between economic agents, overcoming market frictions. This is somewhat different from the
sociological and legal approaches to institutions and their role in society. The sociological view of institutions
focuses on interactions between individuals within society and on dimensions such as normative behavior, social
codes of conduct and beliefs, social structures and relationships, and tradition (Smelser and Swedberg, 1994;
Greif, 2006, chapter 1). In the legal profession, there are different schools of thought, ranging from traditionalists
who see law as supra-human to realists who see law as manipulated by humans and interpreting it in the context of
public choice theory (McNollgast, 2007). Increasingly, however, economists have been influenced by the work in
related disciplines. Social codes and traditions are seen as important determinant of institutions and comparative
law study has informed the legal origin view of legal institutions.

Legal institutions comprise a wide array of rules, arrangements, and actual institutions. They support commercial
transactions among agents that do not know each other, might not meet again, and can therefore not rely on
reputation and repeated interaction. We can categorize legal institutions along several dimensions, whether they
are private or public, information- or enforcement-based, and whether they govern relationships between private
agents or between private agents and governments. Recent cross-country data collection efforts have allowed
researchers to quantify certain legal processes and measure the efficiency of legal systems. Legal system
indicators range from very general measures of the institutional framework over indicators of specific institutional
arrangements and political structures to measures of specific legal procedures, such as contract enforcement or
property registration. These different measures can also be mapped into different concepts of institutions, ranging
from specific rules to a broader concept of the institutional framework as encompassing both informal and formal
institutions of a society.

Historic accounts, theory, and empirical work have shown that legal institutions have a first-order impact on the
structure and development of economies and have supported the rise of capitalism in Europe since medieval times.
Critically, a growing literature has shown the importance of property rights for economic development (Acemoglu,
Johnson, and Robinson, 2005b). This is confirmed by a large literature showing the importance of legal institutions
explaining cross-country and cross-industry variation in entrepreneurship, formality, corporate governance and
structure, firm investment, and firm growth. The experience of the transition economies over the past two decades
has underscored the importance that effective legal institutions play for the successful transformation into a market
economy (Beck and Laeven, 2006). Similarly, a large empirical literature has shown the critical role that legal
institutions play in the development and structure of financial systems, corporate structure and governance, and
firms' investment decisions and growth (Beck and Levine, 2005).

If legal institutions are so critical to economic development, why do not all countries adopt sound legal institutions?
Different hypotheses have been put forward to explain the large cross-country divergence in legal system quality.
While the social conflict hypothesis conjectures that the socioeconomic distribution of resources and political
power determines formal institutions, including the legal framework, the legal origin view sees today's legal
institutions as result of legal tradition, which in most countries was inherited through colonization or imitation. Policy
choices made in France, the United Kingdom, and Germany several centuries ago therefore have critical
repercussions for legal institutions around the world today. A third hypothesis points to different attitudes of major
religions and different approaches of societies toward individualism and risk taking as driving institutional
differences across countries.

Itis important to point out the limitations of this survey. First, although we review the institution and growth literature
to the extent that it is relevant for the role and origin of legal institutions in modern economies, this is not a
complete survey of that literature (Acemoglu, Johnson, and Robinson, 2005b). This is also not a complete survey of
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the influence of historical development on today's economic outcomes (Nunn, 2009). Second, reformissues will not
be discussed in depth, only to the extent that they illustrate the importance of specific legal institutions.! This
chapter is also related to several other recent surveys, including on the role of finance in economic growth
(Levine, 2005a and chapter 6) and the importance of corporate governance for economic development (Morck,
Wolfenzon, and Yeung, 2005).

The remainder of the chapter is structured as follows. The next section defines legal institutions and presents
different attempts at measuring them. Then, the chapter surveys the historic, theoretical, and empirical literature
that shows the importance of legal institutions for capitalism and economic development. We present different
theories of the divergence of legal institutions across countries and empirical evidence. The final section
summarizes and looks forward.

What Are Legal Institutions and How Do We Measure Them?

Discussing the importance of legal institutions requires first defining them. Furthermore, using legal institutions in
empirical work requires having appropriate measures for them. This section first defines legal institutions before
discussing different indicators and measures.

Defining Legal Institutions

According to North (1990, p.3) institutions are the “rules of the game in a society or, more formally, are the
humanly devised constraints that shape human interaction. In consequence, they structure incentives in human
exchange, whether political, social or economic.”? Legal institutions—as subset of the overall institutional
framework—can be defined as rules that govern commercial relationships between different agents of the society,
thatis, firms, households, and government. In the broadest sense, legal institutions thus support market-based
transactions by defining property rights and allowing for their transfer and protection. They allow for writing and
enforcing contracts between agents that do not know each other, in a cost-effective manner, thus helping avoid
hold-up problems. Legal institutions also provide public goods and govern externalities and third-party effects
through providing coordination mechanisms and resolving collective action problems (Rubin, 2005).

When defining legal institutions, one can distinguish between several levels, which are also reflected in the
measurement of institutions, as | discuss shortly. On the most general level, “legal institutions” refer to the
institutional framework that underpins contractual relationships in a society and encompasses not only laws and
their enforcement but also norms and values. On a more specific level, we can refer to specific institutions that can
be found across the world, such as court systems or property registries. On an even more specific level, “legal
institutions” refer to specific legal procedures, such as enforcing contracts or registering property, which can be
undertaken in a different manner and by different institutional structures across countries.

One specific set of institutions governs the relationship between agents within corporations. Corporate governance
is an important area of legal institutions (Morck, Wolfenzon, and Yeung, 2005) that defines the relationship between
investors and managers and among investors with different stakes in the corporations. This relationship can be
defined by public rules and laws, but also rules within the corporation as well as norms and traditions developed
over time. One important dimension is the distribution of cash-flow rights on a corporation's profits, the control
rights over management, and how the two relate to each other. Over time, societies have defined these
relationships in different ways and allowed for different corporate forms, such as partnerships, limited liability
companies, and publicly traded companies that allow separation of management and ownership. As we will
discuss, corporate governance institutions also help define the boundary between intra- and interfirm transactions.

Given the intertemporal character of financial transactions and the high degree of asymmetric information and the
resulting agency problems, legal institutions play an especially important role in the financial sector. Among the
institutions that financial economists have focused on are those governing agency relationships, such as the rights
of secured and unsecured creditors vis-a-vis borrowers in- and outside bankruptcy and the rights of minority
shareholders vis-a-vis management and blockholders, as well as institutions that help overcome information
asymmetries, including the quality of accounting and auditing frameworks and systems of credit information
sharing.
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One can classify the large number of legal institutions along different dimensions. Specifically, one can distinguish
between (1) organic and designed institutions, (2) information-based and enforcement-based institutions, and (3)
private and public institutions.3 Critically, one can distinguish between contract enforcement and coercion-
constraining institutions.

Let's first discuss the difference between information-based and enforcement-based institutions (Dixit, 2009). On
the one extreme would be the internal value system, which might be influenced by social preferences and
education, and bilateral interactions that govern the behavior of agents and commercial transactions. Information
intermediaries, such as social networks, trade organizations, credit bureaus, or credit rating agencies are
multilateral institutions that focus on information exchange, either in a decentralized or more centralized manner,
and provide a disciplining tool by helping agents build (or destroy) reputation capital. Enforcement institutions, on
the other hand, focus on direct, monetary or nonmonetary punishment as consequence of violating rules and can
be regulatory agencies, courts, and ancillary judicial services, thus mostly public institutions.4

Another important distinction, which we use throughout this chapter, is that between institutions governing
commercial relationships between two private parties and institutions governing relationships between private
parties and the government. These are also referred to as contract enforcement institutions and coercion-
constraining institutions (Greif, 2005), respectively. Coercion-constraining institutions prevent governments from
expropriating private citizens and defaulting on their commitments. Contract enforcement institutions, on
the other hand, help resolve disputes between private parties. Although these two sets of institutions are certainly
not independent from each other, there is not a perfect correlation, as we discuss shortly.

Among contract enforcement institutions, one can distinguish between private- and public-order legal institutions
as well as between organic and designed institutions (Greif, 2005). Whereas organic institutions arise
endogenously out of the repeated exchange of agents, designed institutions are the result of coordinated actions
of many individuals or government. The former can also be characterized as informal, the latter as formal
institutions. While the development of human societies from bands and tribes to chiefdoms and states has resulted
in the development of public legal institutions supporting commercial transactions between agents that do not know
each other, multilateral private institutions have also developed, both complementary and as substitute to public
legal institutions.

Beyond bilateral organic private-order institutions, which are based on reputation and relationships, multilateral
reputation institutions can support market transactions in a wider range of circumstances and in somewhat broader
markets, including across geographic distances and borders. Multilateral arrangements rely on punishment by an
individual member against another member who cheated a third party, also member of the network, without being
directly negatively affected by the cheater (Greif, 2005). The organic character of these institutions implies that in
many cases common social, ethnic, or cultural norms provide the conditions for such networks to arise and enable
punishment. Greif (1993) provides a detailed discussion of the Jewish Maghribi traders who traded all over the
Muslim-dominated Mediterranean in the eleventh century and who used each other as agent for the sale of their
goods. Based on merchant law, a multilateral punishment system, and the expectation that only members of the
network could be hired as agents, the Maghribi trader network survived for many decades.

Although organic multilateral private institutions can help overcome the problem of asymmetric information, they
also have shortcomings. First, they are not inclusive because they are limited to members of certain groups with
common backgrounds or common interests and thus exclude others. Today's ethnic networks in Africa are a good
example; while helping their members, they exclude the majority of agents in the economy and therefore
undermine demand for public institutions. Second, organic multilateral private institutions are built for a specific,
static environment but cannot easily adapt to new and changing socioeconomic circumstances. They “are more
likely to arise where markets are thin and participants locked into relationships” (Greif, 2005, p. 732). Dixit (2003)
shows theoretically how growth in the market beyond a certain threshold can lead to the breakdown of such
networks. Finally, the initial fixed costs of setting up organic multilateral private institutions are low, whereas the
marginal costs of extending them are high; on the other hand, fixed costs are very high for the set-up of formal
legal institutions, and marginal costs are low. This makes the relative benefit of organic private multilateral
arrangements decrease as the size of the population widens and the market increases in size and participants.

Unlike organic private institutions, designed private institutions are “intentionally established by economic agents in

Page 4 of 30



Legal Institutions and Economic Development

response to profit opportunities” (Greif, 2005, p. 739). They are similar to organic private institutions because they
rely on socioeconomic sanctions by their members, while they share with public institutions the formal rules, the
intentional design, and therefore also adaptability. They include business associations and self-regulated stock
exchanges, but also private information providers, such as credit rating agencies and hotel franchises. The
Internet revolution has given rise to new multilateral private institutions enabling market exchange, such as eBay,
an online auction and shopping website, and Craigslist, a centralized network of online classified advertisements.
The optimal size of such a private institutions depends positively on the speed with which information can be
exchanged; in large networks with slow information sharing, violators might be able to continue in the network
before word of their violation spreads. Internet platforms such as eBay and Craigslist can therefore sustain a large
number of participants, as information exchange is almost instantaneous.

Another important private multilateral legal institution is arbitration, often an alternative to the public legal system
that solves conflicts between contract parties that have precommitted to using the arbitration system. The
advantages for the users are greater specialization and thus competence of the arbitrators, the use of customary
law, and flexibility in terms of which legal system to choose. Arbitration without the backup by a public court
system, however, is often not feasible, unless reputation forces the losing party to comply with the ruling (Rubin,
2005).

Compared to private institutions, public-order institutions use the power of a third party, the state, to enforce rules
and laws. They are open as they concern all agents in a political entity or beyond it in case of international legal
institutions. As in the case of private contract enforcement institutions, however, incentives for this third party, the
courts, police and so on, are important. Judges and enforcement officials can be bribed, and they can abuse their
power. Limiting the extent to which this happens is the function of coercion-constraining institutions.

Coercion-constraining institutions govern the relationships between private citizens and the government and are
therefore an important basis for public contract enforcement institutions as well as a backdrop for private legal
institutions. Effective coercion-constraining institutions protect private citizens against unjustified expropriation
from the government. They provide incentives for rulers and enforcement institutions to protect rather than abuse
private property rights. There are coercion-constraining institutions based on an administrative structure or on the
absence of the state in the commercial area, such as in China during most of the empire (Greif, 2005). The form of
coercion-constraining institutions can determine the efficiency of public legal institutions. Coercion-constraining
institutions built on the absence of the state are not conducive to building efficient public contract enforcement
institutions (Greif, 2005).

Legal institutions are typically very persistent. Public legal institutions are especially difficult to change because
this involves large fixed costs. Legal institutions are also self-enforcing, if they reflect the socioeconomic power
distribution in a society and help preserve it (see later discussion). In addition, initial private institutions influence
the development of public institutions through the value system developed with these initial private institutions
(Greif, 2005). The persistence of legal institutions is also reflected in the classification of legal systems into common
and civil law systems (see later discussion).

Measuring Legal Institutions

Although the legal and early institutional literature has extensively discussed different legal institutions and their
importance, up until recently few quantitative measures of legal institutions and their quality were available.> Early
indicators were survey-based responses by experts to questions such as: “How strong and impartial is the legal
system?” or “what is the risk of expropriation of private foreign investment by government?” compiled by the
Political Risk Services (PRS) or Business Environment Risk Intelligence (BERI).® Such indicators are typically
constructed on a scale of 1 to 6 or 1 to 10, with higher numbers indicating higher levels of institutional
development.

There are several concerns with expert survey-based measures of legal institutions. First, they are perception-
based and might reflect outcomes, especially levels of economic development, rather than institutional inputs,
which would undermine their use in establishing the relationship between institutions and GDP per capita (Glaeser
etal., 2004). Second, these measures are very broad, encompassing both formal and informal institutions, and do
not allow any statement about institution-specific characteristics. They therefore also allow limited space for linking
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empirical findings to specific policy recommendations. Third, the scaling can be rather arbitrary; is the difference
between a 4 and a 5 in rule of law the same as the difference between a 5 and a 67 Finally, these measures are
based on responses by experts often focusing on conditions for foreign investors, thus affecting only a small part
of the economy (Pande and Udry, 2006). Institutional development, as perceived by these experts, might therefore
not be relevant for economic decisions by large parts of the population in developing countries.

An alternative approach tries to gauge the quality of coercion-constraining political institutions. The Polity IV
measure of constraints on the executive is one of the most frequently used indicators of coercion-constraining
institutions.” Although more specific than the PRS or BERI indicators, they are still based on expert opinion and do
not refer to specific rules or institutional arrangements.

More detailed measures of political structure and the relative power of different players focus on specific rules. La
Porta et al. (2004), for example, measure the tenure of Supreme Court justices and the possibilities of Supreme
Courts to judge cases involving government administrations to construct indicators of judicial independence. Beck
etal. (2001) construct indicators of checks and balances based on the number of potential veto players in
the political decision process, and Keefer and Stasavage (2003) show that political independence of central banks
in the conduct of monetary policy is more likely in countries with higher checks and balances. Similarly, voting
procedures and average district sizes in parliamentary elections can have an important first-order effect on
economic development (Persson and Tabellini, 2003).

A third type of institutional data refers to very specific contract enforcement institutions and their functioning. Since
2000, the Doing Business initiative at the World Bank Group has collected data on very specific legal procedures.8
These indicators measure the time it takes to register a new company or property claims and the registration costs.
They gauge the time and costs of enforcing a standard contract and the recovery rate for creditors in a
bankruptcy. Cross-country comparability is ensured by defining standard situations, such as recovering the
amount of a bounced check or evicting a nonpaying tenant and standard asset size—for example, relative to GDP
per capita—for registration of property. Another and related set of indicators refers to specific laws on the books
protecting the rights of secured creditors in and outside bankruptcy and the rights of minority shareholders vis-a-
vis majority shareholders and management.? These indicators have also been used to rank countries according to
the ease of doing business and have provided impetus for reform efforts.

Indicators of the political structure and specific dimensions of the business environment have the advantage that
they measure very specific institutional arrangements on a consistent basis, which facilitates cross-country
comparisons. However, they also have several shortcomings. First, they measure only public, not private
institutions. This is important as Fafchamps (2004) points to the lack of private rather than public legal institutions
as characterizing institutional development (or the lack thereof) in Sub-Saharan Africa. Second, they might reflect
de jure but not de facto institutions, as illustrated very well by McMillan and Zoido (2004) for Peru under the
Fujimoro regime in the 1990s, when the country received a perfect score for judicial independence while
corruption was rife in the judicial system.

A fourth category of proxies of the quality of legal institutions is based on firm- or household-level data. Firm-level
surveys since the late 1990s have included questions on the perceived quality of the judiciary, the extent to which
the legal system constitutes a constraint to operation and growth of the enterprise, and the risk of expropriation by
government.10 Such micro-data can capture not only cross- country variation in legal institutions but also within-
country variation in how legal institutions affect firms. Schiffer and Weder (2001) and Beck et al. (2006a) show that
these obstacles vary across firms of different sizes, ownership, and corporate form. There are several
shortcomings to the use of such micro-data, however. First, they are subjective and might not necessarily
represent binding constraints on firms. Second, similar to aggregate survey data, they might be driven by
outcomes, such as firm growth, rather than being the driving force behind firm performance. Nevertheless, using
appropriate econometric models, firm-level assessments of legal institutions have been widely used to
assess the relationship between legal institutions and firm performance (see the next section).

Kaufman, Kraay, and Zoido-Lobaton (1999) and Kaufman, Kraay, and Mastruzzi (2006, 2009) have developed six
meta-indicators of institutional development, based on a large array of different institutional indicators, among them
an indicator of the rule of law, based on more than forty underlying indicators from over twenty sources. These
indicators are estimates from an unobserved components model that assumes that the observed data on
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institutions are a linear function of the unobserved “true” measure of institutions.11 Country estimates of institutions
therefore come with standard errors, which helps underscore an important point often ignored when using such
indicators to compare and rank countries: small differences between countries or changes over time within
countries might not be significant.

Using different indicators of legal institutions also provides insights into the persistence of legal institutions.
Although few indicators are available for more than ten years, some studies have collected data for one or few
countries many years back. Balas et al. (2009) show that judicial formalism was higher in civil code than in
common code countries not only in 2000 but also in 1950. On the other hand, Mussachio (2008) shows a reversal
in shareholder and creditor rights in Brazil after a left-wing miilitary takeover in 1945 and presents evidence that
many French civil code countries had as strong creditor rights as common law countries in the early twentieth
century, whereas the opposite holds nowadays.

Does the variation in the efficiency and quality of legal institutions across countries matter? Are informal legal
institutions substitutes for formal legal institutions? Or are they the results of the economic development process?
The next section discusses historical and empirical evidence that legal institutions—both formal and informal—
matter for modern market economies and the economic development process.

Why Are Legal Institutions Important for a Modern Market Economy?

Many commercial transactions are sequential, that is, the quid and the quo are temporally separated. This is
especially true for financial transactions where the gap between quid and quo can be years. This provides
opportunities for one of the parties to renege on her contractual commitments and can lead to hold-up problems
that increase in the specificity of assets and relationships. When deciding to renege, a party will compare the
benefit of doing so with the cost, which—in the absence of legal institutions or plain violence—would be the loss of
future business with the other party.

Informal, bilateral arrangements are only feasible if there is no information asymmetry, implying geographic
proximity and no alternative trading partner. Even today, the limited choice of available partners can lock people
into partnerships as McMillan and Woodruff (1999) report for Vietnam. During most of human history (except for the
last 5,000 years or so), humans lived without formal private or public legal institutions. Organizations in bands or
tribes did not require formal legal institutions because transactions were repeated and among agents who knew
each other. Instead, humans could rely on the logic of repeated games and reputation.

Bilateral arrangements break down if markets become thicker, thatis, if contract parties have alternative partners
for future transactions, thereby reducing the cost of cheating. In addition, information asymmetries increase as
markets grow in size and geographic extension. Therefore, as tribes developed into chiefdoms and states, the
likelihood of repeated transactions decreased and the need for rules to govern transactions between strangers
arose. As shown by Brown, Falk, and Fehr (2004), third-party enforcement enables a society to move away from
being “a collection of bilateral trading islands” to a market with public offers and one-shot transactions between
anonymous trading partners.

Historic Evidence

Adam Smith (1776) already stressed that private property rights encourage economic agents to develop their
property, generate wealth, and efficiently allocate resources based on the operation of markets. The importance of
property rights and legal system efficiency in the rise of capitalism in the West has been documented by several
economic historians. Among the first, North and Thomas (1973) pointed to the critical role of property right
protection for international trade and economic development in Europe and North America. Similarly, Rosenberg
and Birdzell (1986) point to institutions favorable to commerce and the emergence of the corporation as critical
explanations for the rise of Europe and the West. Engermann and Sokoloff (1997) describe how extractive
coercion-constraining institutions helped secure the entrenchment of the ruling elite in large parts of Latin America
and undermined the build-up of effective market-supporting legal institutions and public infrastructure, while broad-
based coercion-constraining institutions in the northern part of the Americas and the resulting private property right
protection helped develop markets and ultimately fostered economic development.
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Greif has described the positive effect of multilateral private and public contract enforcement institutions in the
medieval ages on international trade and economic development. Merchant guilds, such as those based in several
Italian cities and the Hansa in Northern Europe, were important institutions to support international trade expansion
in the eleventh to fourteenth centuries, also known as the Commercial Revolution, by overcoming rulers'
commitment problem to not expropriate through the threat of a complete boycott if one trader's rights got

abused (Greif, 1992). Similarly, the community responsibility system, whereby a community was held responsible
for the debts of a single member, was critical not only to the surge of European trade during that time but also to
the rise of financial markets, including the use of letters of credit, today a standard instrument of international trade
credit (Greif, 2004). But as already discussed, organic private multilateral legal institutions such as the Maghribi
trader network also helped expand international trade.

Greif (2006) also argues that the historic absence of public legal institutions in the commercial area explains why
China did not manage to develop a functioning market economy. While this gap was filled by private legal
institutions, a tradition of coercion-constraining institutions supporting public contract enforcement institutions
could not develop, so that the eventual introduction of coercion-constraining institutions in the early twentieth
century did not protect private property rights from government abuse and expropriation.

Legal Institutions and the Real Economy

A growing empirical literature has documented the important relationship between efficiency and structure of legal
institutions and the process of economic development. By documenting this relationship, this literature has also
explored the different channels through which legal institutions help economic development.

First, in environments where property rights are well defined and protected, people focus their entrepreneurial
energy on innovative entrepreneurship rather than on predation and other criminal activity (Baumol, 1990). At the
same time, people have to spend less time and resources to protect themselves from predation—from other private
agents or the government—and can therefore become more productive. One convincing piece of micro-level
evidence to support this hypothesis comes from Field (2007), who exploits the staggered issue of land titles to over
1.2 million Peruvian households between 1996 and 2003 and finds a significant and large effect of formal property
rights on labor supply. Entry barriers into the formal economy can also have negative repercussions for
entrepreneurship by preventing the entry of new firms and thus ultimately undermine innovation and competition.
Klapper, Laeven, and Rajan (2006) show that high registration costs impede the entry and growth of new firms,
especially in industries that rely more on new firm entry. Along the same lines, Fisman and Sarria-Allende (2010)
document how entry restrictions distort industrial competition, and Ciccone and Papaioannou (2007) show that
countries with lower entry regulations see more entry in industries that are subject to expanding global demand
and technology shifts. Berkowitz and Jackson (2006) compare the experience in Poland and Russia and find that
lower entry barriers in Poland led to not only a higher share of small enterprises after the start of transition than in
Russia but also a significantly smaller increase in income inequality. Using variation in the implementation of a
business registration reform across Mexican municipalities, Bruhn (2008) finds a significantincrease in
registered enterprises as result of lower registration requirements and the introduction of a one-stop registration
process.

Exit barriers can also prevent the reallocation of assets to their most productive use in society. The insolvency
regime defines how a society deals with failing corporations—whether to restructure or liquidate them—and the
rights of different stakeholders in this process. The goal of the insolvency process should be a speedy, efficient,
and impartial resolution that maximizes the value of a firm's assets by liquidating nonviable enterprises and
restructuring the liabilities of viable ones. In reality, however, there is a wide variation in duration, efficiency, and
recovery rate of insolvency procedures around the world (Djankov et al., 2008a). Gine and Love (2010) show that
a reform leading to a streamlined bankruptcy and reorganization procedure in Colombia contributed to a more
efficient selection of viable firms into reorganization and nonviable firms into liquidation, thus improving the
economy-wide allocation of assets. But it is not only the laws on the books that matter; Claessens and Klapper
(2005) find a higher use of insolvency procedures in countries with more efficient judicial systems. The empirical
evidence, however, does not always point to strong creditor rights in insolvency as the optimal policy. Acharya
and Subramanian (2009) show that countries with more creditor-friendly insolvency regimes see fewer patents in
industries that rely more on patents. Industries relying more on innovation grow more slowly in countries with
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stronger creditor rights.

Second, and related to the first point, the certainty of property rights facilitates investment and ultimately firm
growth, as itincreases investors' confidence that they will be able to appropriate the returns of their investment.
Johnson, McMillan, and Woodruff (2002) show that in transition countries with strong private property rights
protection, entrepreneurs are more likely to reinvest their profits. Similarly, Cull and Xu (2005) find for China that
both property rights protection and access to credit matter for investment decisions of firms. Beck, DemirgUi¢-Kunt,
and Maksimovic (2005) find that both financial and legal constraints can hold back firm growth, with this effect
being stronger for smaller firms and in countries with less developed financial and legal institutions. Through their
impact on investment, legal institutions also impact resource allocation by influencing the industry structure of
countries. Industries that rely more on intangible assets, such as patents or trademarks, whose returns are harder
to appropriate and which are easier to expropriate by competitors, grow faster in countries with better property
rights protection (Claessens and Laeven, 2003). Similarly, more efficient legal institutions increase the availability of
financing to industries that need them most and foster the creation of new establishments in these industries (Beck
and Levine, 2002).

Third, entrepreneurs have higher incentives to work in the formal as opposed to the informal economy, if their
property rights are protected and contract enforcement allows them to broaden their market outreach. By
participating in the formal economy, enterprises can access broader markets and benefit from public investment,
so a higher share of firms in the formal economy has positive repercussions for economic growth (La Porta and
Shleifer, 2008). Several cross-country studies provide empirical evidence for this hypothesis. Djankov et
al. (2002) show that countries with higher entry barriers in the form of higher registration costs have larger informal
economies. Johnson et al. (1997, 1998, 2000) and Friedman et al. (2000) document the importance of the
contractual framework in explaining variation in informality across countries.

Fourth, legal institutions can have a critical impact on corporate structure and governance and ultimately firm size.
Specifically, better legal institutions allow firms to grow faster by becoming more efficient and expanding their
markets. Laeven and Woodruff (2007) show that firms in Mexican states with weaker legal institutions are smaller
than in states with strong legal systems. The effect of legal system quality is stronger for proprietorships than for
incorporated enterprises, which is consistent with theories predicting that proprietors are relatively more reluctant
to invest in their companies than incorporated firms in weak legal environments, given the absence of risk
diversification possibilities of such an enterprise. However, legal system efficiency is also important for the rise of
the limited liability corporation. One of the reasons for cross-country variation in the likelihood of incorporating is
the fact that incorporated firms face lower obstacles to their growth in countries with better developed financial
sectors and efficient legal systems, strong shareholder and creditor rights, low regulatory burdens and corporate
taxes, and efficient bankruptcy processes; itis thus more attractive to incorporate in countries with more effective
legal systems (Demirgic-Kunt, Love, and Maksimovic, 2006).

The impact of legal institutions on corporate governance structures of shareholding companies is also reflected in
the valuations of firms by outside investors. Claessens etal. (2000, 2002), La Porta et al. (2002), and Caprio,
Laeven, and Levine (2007) find a positive relationship between the protection of minority shareholder rights and
corporate valuation on the stock exchange. Nenova (2003) shows that the control premium stemming from holding
a control proportion of a company's shares can be as high as 50 percent of firms' market value and is higher in
countries with less efficient legal systems, where expropriation by the majority shareholder is easier, whereas Dyck
and Zingales (2004) use data on sales of controlling blocks to show the importance of legal institutions, but also
alternative control mechanisms, such as media and tax enforcement, to lower the private benefits of controlling a
corporation.

Through its impact on governance structures, legal institutions have a critical impact on the boundary between
intrafirm and interfirm transactions. In societies with better property protection and contract enforcement, there will
be more market transactions because agents can rely on the enforcement of third-party market exchanges, but
also larger hierarchies and thus larger freestanding enterprises possible (Beck, Demirgic-Kunt, and Maksimovic,
2006b). On the other hand, weak property rights protection will lead to the rise of pyramidal structures (Khanna and
Palepu, 2000), with negative repercussions for innovation and growth, for several reasons. First, in societies where
most of the transactions takes place within (groups) of enterprises, capital allocation is also limited to intragroup
allocation, thus reducing aggregate allocative efficiency (Almeida and Wolfenzon, 2005). Second, a limitation
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to intragroup transactions goes often hand in hand with barriers to entry and thus competition. Third, there will be
less innovation, as the losses for other enterprises and products arising from innovation might not be external to
the group, as would be the case for most freestanding enterprises (Morck, Wolfenzon, and Yeung, 2005). Finally,
these negative effects are exacerbated by connected lending through banks, especially if they are part of the
group.12

Fifth, a very rich literature has shown the importance of legal system efficiency for financial sector development,
both in general and with respect to specific institutions (Beck and Levine, 2005). The rights of secured creditors
and minority shareholders have been found to be positively associated with the size of credit and stock markets
across countries; 13 credit information sharing is important for financial sector depth;14 the effect of legal
institutions on financial development can be traced through to economic growth; 15 and more efficient contract
enforcement institutions are associated with lower interest margins, thus a higher intermediation efficiency.16

The impact of legal institutions on financial sector development has also been explored on the country level.
Visaria (2009) exploits subnational variation in the introduction of new tribunals to resolve large claim contract
disputes and finds not only lower delinquency rates but also lower ex ante interest rates for borrowers of large
amounts. Variation in legal procedures (and thus trial duration) across Indian states can explain variation in
farmers' access to credit market and growth of the manufacturing sector (Chemin, 2009b). Recent research has
also been able to differentiate between different institutions. In the transition economies of Central and Eastern
Europe, bank lending is more sensitive to reforms of collateral regimes than bankruptcy reform.17 In Pakistan, better
judicial training for judges has a significant productivity effect, with the results of a higher case load for courts and
new firm entry in the real sector (Chemin, 2009a).

Given the micro-economic evidence for the importance of legal institutions, it is not surprising that researchers
have been able to link institutional quality to economic development. Using historical data to extract the exogenous
component of countries' legal institutions, and thus mitigate the concerns of reverse causation and simultaneity
bias already discussed, recent work has shown the importance of institutions for economic growth. Hall and Jones
(1999), Knack and Keefer (1997), and Mauro (1995) were among the first establishing an empirical relationship
between institutions and growth across countries using an instrumental variables approach and exogenous
country characteristics such as ethnic fractionalization to extract the exogenous component of institutions.
However, the most convincing empirical analysis so far is by Acemoglu, Johnson, and Robinson (2001, 2002), who
combine historical evidence with new data. They show that former colonies with geographic endowments
conducive to the rise of coercion-constraining institutions that protect property rights have significantly higher
levels of GDP per capita today than former colonies with geographic endowments conducive to the rise of
extractive coercion-constraining institutions. In transition economies, the speed at which market-compatible
institutions were built after the start of transition had a critical impact on growth during the first postcommunist
decade (Beck and Laeven, 2006).

Legal Institutions and the International Economy

Legal system efficiency also has critical repercussions for the level and structure of real and financial flows across
countries. Lucas (1990) was the first to point to the paradox that capital does not flow to capital-scarce countries,
where the highest returns should be, but to capital-abundant countries with low returns. Khan (2001) explains this
with the lower private appropriation of investment returns in countries with less efficient legal institutions. This is
confirmed by empirical work. Alfaro, Kalemli-Ozcan, and Volosovych (2008) show that cross-country differences in
institutional development are an important factor in explaining the Lucas paradox. Similarly, Papaioannou (2009)
finds a positive relationship between the level of institutional development and international capital flows.

Cross-country variation in legal institutions also has an impact on international trade patterns, as both theoretical
and empirical work has shown. This impact comes on top of the overall positive impact that public contract
enforcement institutions have on the level of international trade, though the effectis economically smaller than one
would expect (Leeson, 2008), which points to the importance of private contract enforcement institutions, as
already discussed in the context of the historic evidence.l8 Including differences in the quality of contract
enforcement institutions across countries can theoretically reverse predictions about factor price convergence
and gains from trade.19 Countries with more efficient contract enforcement institutions can gain comparative
advantage in industries that depend more on legal institutions. Using import data at the four-digit industry level for
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the United States, Levchenko (2007) shows that countries with better developed institutions are more likely to
export goods to the United States in industries that rely on a greater number of inputs. Along similar lines, Nunn
(2007) constructs an indicator of the extent to which each industry relies on inputs that are traded on an
exchange, reference priced, or neither, with the latter conjectured to be more relationship-specific and thus relying
more on legal institutions. He finds that countries with more effective contract enforcement institutions export more
in industries that rely more on relationship-specific inputs.

The empirical work cited in this section has addressed endogeneity concerns using different econometric
techniques, including instrumental variables, such as historic country traits relating to colonial history. However,
what is the reason that historic country traits such as legal origin or colonial experience are related to the quality of
legal institutions today? On a more basic level, why do some countries have more effective legal institutions than
others? In the next section, we address this question.

Why Do Legal Institutions Vary across Countries?

If legal institutions are critical for the development of economies and for the rise of capitalism, well-informed policy
makers around the globe should focus on constructing such institutions. In reality, however, we observe a large
variation in the design and efficiency of legal institutions across countries. We can distinguish between three broad
hypotheses for such variation—the social conflict, legal origin, and culture views. These theories refer to
institutions in the broader sense, both formal and informal, both coercion-constraining and contract-enforcing,
although they have different emphases.

A fourth hypothesis that has dominated economic thinking until recently is that of efficient institutions. This
hypothesis would imply that each society adopts the institutions that meets its needs best (Coase, 1960;
Williamson, 1985). This builds on one of the most important principles in institutional economics and in the field of
law and economics—the Coase theorem, which states that as long as property rights are tradable, their initial
definition and distribution is irrelevant because parties can trade these rights and thus achieve a Pareto
improvement (Coase, 1960). However, such a trade requires a clear definition of rights and a mechanism to trade
them. In the face of high transaction costs or the lack of a mechanism to transfer property rights in a certain and
final manner to the most efficient owner, the Coase theorem will break down. As we will discuss, the Coase theorem
also breaks down on a higher level on the creation of coercion-constraining institutions, as one of the parties
involved (the state) is also an interested party in the transfer. The efficient institution hypothesis has therefore lost
appeal as an explanation for cross-country differences in the efficiency of legal institutions. Informed by history,
comparative legal studies, and sociology, economists have considered alternative explanations for the wide cross-
country variation in the efficiency of legal institutions.

Social Conflict Theory

The social conflict view, most clearly and eloquently formulated by Acemoglu, Johnson, and Robinson (2005b),
builds on the premise that the institutional framework is endogenous, imposed by the group with the largest political
power. De jure political institutions reflect de facto political institutions that in turn are driven by resource
distribution in a society. Political institutions are persistent, as the ruling group will fortify its de facto political power
with the structure of de jure political power. The institutional framework is therefore not necessarily the most
efficient, but the reflection of the economic and political distribution of power, which makes it inflexible when new
opportunities or technologies arise. The ruling elite will create coercion-constraining institutions that entrench its
powers and dominance, rather than institutions that maximize society's aggregate welfare. Critically,

negotiated solutions to improve the institutional framework to increase aggregate welfare are not possible because
winners cannot commit to compensate losers, as they will be able to write the rules afterward. This is why the
political Coase theorem does not hold for coercion-constraining institutions (Acemoglu, 2003).

Changes in the political and therefore legal institutions are only possible under outside pressure or exogenous
shocks, such as new technologies, diseases, or globalization. One historic example, discussed by Acemoglu,
Johnson, and Robinson (2005b) is the devastating effect of the Black Death epidemics in the 1340s in Europe. The
dramatic reduction in the labor-land ratio increased peasants' bargaining power vis-a-vis landlords and started the
decline of feudalism.
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Acemoglu, Johnson, and Robinson (2005a) apply the social conflict theory to explain the rapid development of
Europe after 1500, a process that can be seen as the First Great Divergence. There was also a divergence within
Europe, with some countries or areas developing significantly faster than others. Specifically, Britain and the
Netherlands saw more rapid economic development after 1600 than did other countries in Europe. The access to
Atlantic trade opportunities after 1500 in interaction with initially better institutions explains the divergence.
Specifically, both Britain and the Netherlands had institutions that allowed merchants to benefit from the new trade
opportunities in the Atlantic and thus gain economic power. In the case of Britain, the merchants used this newly
found economic power to fight for greater political power during the civil war (1642-49) and the Glorious Revolution
(1688/89). In the Netherlands, the new wealth was used in the fight for independence from the Hapsburg Empire. In
other countries with vast Atlantic trade opportunities (France, Portugal, and Spain), on the other hand, trade was
monopolized by the government, with the gains thus flowing to the Crown and further strengthening their economic
and political power.

The social conflict hypothesis also finds support in the colonization experience. Acemoglu, Johnson, and Robinson
(2001, 2002) show how economic development across the areas colonized by Europeans experienced a great
reversal in the eighteenth and nineteenth centuries, with areas that were wealthier at the time and during the initial
period of colonization losing their position vis-a-vis areas that were relatively poor during the initial period of
colonization. They attribute this reversal to two main factors. First, in areas with disease environments friendly for
colonizers, settler colonies were established with the necessary institutional framework for commercial
transactions. In areas with hostile disease environments, on the other hand, extractive colonies were established
with little if any institutions. Second, the population density of the colonized areas was critical in determining the
nature of colonization. Where areas were densely populated, little new European immigration took place; rather,
the native population was used for forced labor. The institutional development during the colonial period persisted
even after independence as the new incumbents used the existing institutional arrangements for their own
purposes. Critically, the reversal and divergence in economic development among colonies started after the
Industrial Revolution, as institutions became more important with new technologies requiring broad and
long-term investment.

The evidence presented by Acemoglu, Johnson, and Robinson is complemented by historic accounts. Engerman
and Sokoloff conjecture that climatic conditions across the Americas provided different conditions for different
crops and therefore agricultural organization and production.2% While the climatic conditions in the northern parts
of North America were conducive to crops such as wheat and corn that were best produced by small-hold farmers,
the conditions in the southern United States and the Caribbean were conducive to crops that were best grown on
large plantations, such as tobacco or cotton. Similarly, large parts of Spanish America had higher levels of natural
resources and an abundant population that could be used for forced labor. These differences had repercussions
for the choice of agricultural production and immigration policies. While the United States and Canada (as well as
Argentina and Chile) encouraged open immigration from across Europe, immigration was restricted in other areas,
and the focus was on importing slaves rather than attracting free labor. This went hand in hand with colonial
governments granting monopolies to the ruling elite. These different policies had implications for the political
structure and the coercion-constraining institutions built across different parts of the Americas. While the large
middle class arising in the north of the United States and Canada led to institutions that protected individual
property rights, the enormous inequality in socioeconomic conditions in other parts of the Americas led to building
extractive institutions that protected and entrenched the interests of the elite. This had implications not only for
public investment, including in education, but also the process of economic development and inequality over the
following 200 years.21 Easterly and Levine (2003) confirm this hypothesis for a large cross-section of countries,
linking different crops that are conducive to different agricultural organizations to institution building.

A related strand of literature relates to the existence and/or dominance of natural resources in an economy as
explaining the lack of institution building (Sachs and Warner, 2001). It is generally easier to materialize short-term
profits from natural resources, such as oil, than from fixed assets, such as manufacturing plants, equipment, and
machinery, because proceeds from natural resources depend less on the creation of a market, human capital, and
R&D investments. This in turn reduces incentives to investin institutions (Besley and Persson, 2010). Higher
natural resource abundance can thus increase the share of entrepreneurs engaged in rent-seeking rather than
productive activities, with negative repercussions for economic growth (Torvik, 2002). The surplus nature of
natural resources allows elites to extract rents and perpetuate their sociopolitical power. Beck and Laeven (2006)
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show that variation in the extent of natural resources across transition economies can partly explain variation in
institution building after 1990, when all these countries faced the same challenge of building market-compatible
institutions. Cross-country regressions have confirmed this negative relationship between natural resource
abundance and the rule of law (Norman, 2009), control of corruption (Papyrakis and Gerlagh, 2004), and
overall institutional capacity (Isham et al., 2005).

Related to the social conflict view is the hypothesis that ethnically fractionalized societies are more likely to
develop extractive institutions as the ruling ethnic group tries to cement its dominance over the other group(s)
(ab)using coercion-constraining institutions. Easterly and Levine (1997) show that the ethnic fractionalization can
explain a large share of today's underdevelopment in Africa, and Coffee (2001) posits that the ethnic and societal
homogeneity in Scandinavia can explain the socioeconomic success of these countries.

Although institutions are persistent, they can also be endogenously unstable, as with the community responsibility
systemin the medieval ages already discussed (Greif, 1992). This contract enforcement system was supported by
coercion-constraining institutions reflecting the interests of those benefiting most from international trade. As the
size of the network as well as the heterogeneity within the communities and across communities in terms of wealth
and size increased, the benefits became less and less equally distributed within and across communities, and the
costs of verification of community affiliation increased. Ultimately, the system became a victim of its own success.

Social conflict theory also makes predictions about the relationship between the corporate sector and the political
elite. In societies with more concentrated ownership in the corporate sector, entrepreneurs will be more likely to
invest in political connections to preserve their privileged position and erect entry barriers against potential
competitors, a phenomenon that Morck, Wolfenzon, and Yeung (2005) refer to as economic entrenchment.22
Through political connections, the corporate elite is able to influence the development of legal institutions,
ultimately leading to something that Hellman et al. (2000) referred to as “state capture” in the context of the
transition economies.23

Critically, the social conflict view holds that coercion-constraining institutions have a first-order effect on economic
development and attributes less importance to contract enforcement institutions. Greif (2005, p. 728) posits that
“the ability to effectively supply designed ... contract-enforcement institutions, depends on the prevailing coercion
constraining institutions.”

This is confirmed by the historical accounts by Malmendier (2009) that the Roman form of the shareholding
company developed in the early—Ilegally less developed—days of the Roman Republic, when it was supported by
the political environment, while it disappeared during the Roman Empire, when the coercion-constraining
environment was not favorable toward such an institution, in spite of increasing legal sophistication. Acemoglu and
Johnson (2005) show that coercion-constraining institutions can explain cross-country variation in GDP per capita,
whereas contract enforcement institutions cannot. As discussed by Woodruff (2006), however, these results might
reflect the accuracy with which these two kinds of institutions are measured, rather than their importance.

In summary, social conflict theory posits that the efficiency of legal institutions, especially coercion-constraining
institutions, is the result of the distribution of socioeconomic resources and power. It also posits that
institutions are persistent and can most easily be affected and changed by influences outside the “system,”
including technological innovations, trade, or war. The work by Acemoglu, Johnson, and Robinson has started a
large and still growing literature that relates historical events to patterns of institutional and ultimately
socioeconomic development today. Some of the work is on the cross-country or regional level, and other work
exploits historic and institutional variation within large countries, such as India or the United States.24

Though there is considerable historical and empirical evidence in support of social conflict theory, it has also been
criticized.25 Specifically, geographic endowments, such as the disease environment or distance from the equator,
might have a directimpact on economic development rather than through institution building. This geography view
posits that temperate climates, such as in Europe, North America, and Australia have the advantage of higher crop
yields, fewer fatal diseases, and more conducive temperatures for economic activity.26 Similarly, being landlocked
can have negative repercussions for accessing other markets and thus exploit scale economies. Several studies,
however, show that the effect of geographic endowments goes through institution building rather than having a
direct impact on economic development.27 Perhaps most convincingly, Acemoglu, Johnson, and Robinson (2002)
show that the growth divergence between settler and extractive colonies started with the Industrial Revolution
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rather than before, underscoring the importance of institutions for sectors that rely heavily on specialization and
division of labor.

Legal Origin View

A second view is that the legal tradition adopted by countries has a critical impact on the nature of legal institutions
and ultimately economic and societal organization.28 This view has been informed by the comparative law
literature that categorizes legal systems into several families or traditions as, most importantly, common and civil
law code systems.29 Whereas common law can be described as decentralized or bottom-up law, code or statute
law is centralized or top-down law. Djankov et al. (2003b) argue that in constructing their legal institutions,
societies face the trade-off between addressing disorder stemming from market failure and avoiding government
failure and abuse. Any government strong enough to impose effective public contract enforcement on institutions
is strong enough to abuse them unless restrained by effective coercion-constraining institutions. Different legal
traditions have chosen different points along the line of this trade-off. Specifically, European history has determined
the relative trade-off for a few countries and enshrined them in legal tradition, with repercussions for the rest of the
world that received these legal traditions through colonization or imitation.

But let us step even further back. Different approaches to legal system development can be observed during
Roman history. Although Roman law had developed over centuries on a case-by-case basis, adjusting from the
needs of a small farmer community to the needs of a world empire with only a minor role left for formal
legislation, Emperor Justinian changed this process by codifying existing law into the Codex Justinian in a.d. 529.
This was part of an attempt to not only eliminate jurisprudence and gain control by the chief executive over the
law- and rule-making process but also a political attempt at power concentration. This “Justinian deviation,”
however, did not succeed; rather, jurisprudence continued to shape the law. Over the next centuries, European
law developed in a piecemeal manner, with several legal frameworks, such as canonical and merchant law,
competing with each other.

The medieval ages saw a critical difference in political structure between England and France that shaped the
development of their legal systems.30 The French Crown wanted to use the judiciary to unify a politically divided
and strife-ridden country and therefore adopted a centralized and inquisitor judicial system, whereas the English
Crown could afford a relatively decentralized judiciary as England was relatively more peaceful but also politically
more unified during this period. Therefore, England developed jury trials as early as the twelfth century and
adopted the Magna Carta with habeas corpus rights in 1215. The legal development in England in the following
centuries was dominated by competition between several court systems, including ecclesiastical, royal, feudal,
and mercantile law courts (Zywicki, 2003). As parties could choose their court, the outcome—the adoption of the
merchant law into common law—can be considered the most efficient one.

The seventeenth and eighteenth centuries deepened the differences between the legal traditions in England and
the European Continent. English common law asserted its independence from the state during the great conflict
between Parliament and the English kings in the sixteenth and seventeenth centuries. While the Crown attempted to
reassert feudal prerogatives and sell monopoly rights to cope with budgetary shortfalls, Parliament (composed
mostly of landowners and wealthy merchants), along with the courts, took the side of the property owners against
the Crown. This political struggle culminated in 1688, when the Stuarts were thrown out and James | lost his head.
Being on the winning side, the English judiciary gained considerable independence from the Crown, including
lifetime tenure in the Act of Settlement (1701). Important consequences of this independence were the respect for
private property in English law, especially against possible encroachments by the sovereign, and for freedom of
contracting.

On the other extreme, Napoleon made a similar attempt as Justinian at codifying law, exploiting the fact that the
French judiciary had been on the losing side of the revolution. Like Justinian, Napoleon sought a code that was so
clear, complete, and coherent that there would be no need for judges to deliberate publicly about which laws,
customs, and past experiences apply to new, evolving situations. As in the case of Justinian, the French deviation
did not hold for long. Nevertheless, critical differences between both legal traditions survived and were widened in
their export to other countries. Specifically, jurisprudence and precedence have a limited role in the French civil
code system, and procedural rigidity is more important. Similarly, the judicial approach of the civil code system s
inquisitor as opposed to the adversary approach of the common law system that requires open
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arguments. Finally, the role of the judge is quite different in the two legal traditions, with the judge being
independent from government in the common law tradition and being seen as an executor of law in the civil law
tradition.

The German and Scandinavian legal systems developed somewhat separately, but were informed by the common
law and French civil code approach. In the case of the German legal tradition, simultaneously developed in
Germany, Austria, and Switzerland, the development and adaptability of legal systems is a critical elementin the
respective codes. In the German civil code, for example, several articles refer to “good faith” (Art. 157 and 242)
and emphasize that the “underlying intention and not the literal meaning of the word should prevail” (Art. 133),
which allows judges to adapt to new circumstances and go beyond formal rules.

The British common law tradition was transplanted around the globe via colonization, while Napoleon spread his
code throughout continental Europe, and the French legal tradition was in turn spread by the French, Belgians,
Dutch, Spanish, and Portuguese to their respective colonies. The German civil code spread through imitation to
Japan and from there to Korea and China. Critically, not only the codes but the legal culture was transplanted, with
important repercussions for legal system efficiency in the receiving countries. As shown by La Porta el al. (1997,
1998) and Beck, Demirglc-Kunt, and Levine (2003a), the different development of the legal families had important
implications for the legal institutions. Although there are arguments that legal systems within the industrialized world
have started to converge recently, the differences across legal families have been exacerbated in their export
outside Europe.

There are several reasons that transplantation of the Napoleonic code to colonies outside Europe had more
detrimental consequences than within Europe. First, the Europeans rigidly imposed the civil code in their colonies
even though there were—and remain—serious tensions between the code and indigenous laws, which impeded the
efficient development of legal institutions.31 Second, while the European nations overcame the rigidities of the
Napoleonic code, they exported its antagonism toward jurisprudence and its reliance on judicial formalism to
minimize the role of judges. They also exported the French tradition of avoiding open disputes about legal
interpretation and the Napoleonic doctrine to formally inhibit open disputations by judges on how to weigh
competing statutes, ambiguous laws, and past court decisions in deciding new cases hindered the development of
efficient legal systems around the world. Third, given the Napoleonic doctrine, judges frequently “are at the bottom
of the scale of prestige among the legal professions in France and in many nations that adopted the French
Revolutionary reforms, and the best people in those nations accordingly seek other legal careers” (Merryman,
1996, p. 116). As a consequence, the legislature will have a tendency to write “bright line laws” to limit the role of
the courts. Once a country adopts the “bright line” approach to law making, itis very difficult to change, as courts
will not be challenged to develop legal procedures and methods to deal with new circumstances, thus retarding the
development of efficiently adaptive legal systems (Pistor et al., 2002, 2003).

Legal traditions in Europe have repercussions for both coercion-constraining and contract-enforcement
institutions. The political structure implied by the civil code tradition foresees a strong executive vis-a-vis a purely
executing and not-independent judiciary, whereas the common law tradition foresees a strong and independent
judiciary. This is confirmed when comparing indicators of judicial independence across legal families (La Porta et
al., 2004). Similarly, Berkowitz and Clay (2005, 2006, 2007) use the fact that parts of the United States were
originally colonized by civil code countries, such as Mexico, France, or Spain to show the persistence of legal
tradition, as states with civil law tradition were less likely to grantindependence to their judiciary in the twentieth
century, provide them with fewer resources, and have lower quality courts at the beginning of the twenty-first
century. The flexibility and adaptability of contract enforcement institutions also vary across legal traditions. While
the French civil code systems rely more on formalistic procedures and judgments based narrowly on statutory law,
the common law tradition embraces case law and judicial discretion (Djankov et al., 2003a). Furthermore, litigation
against existing rules and laws helps find the most efficient outcome (Posner, 1973). Beck, Demirglc-Kunt, and
Levine (2003b, 2005) demonstrate that this difference in adaptability of legal systems, rather than judicial
independence, can explain differences in financial sector development and financial constraints reported by firms.

The effect of legal origin is not limited to legal institutions, but has had a much broader impact on the societal
organization of economies.32 The approach of the civil law system is policy implementing and socially conditioned
private contracting, whereas common law can be considered dispute resolving and unconditioned private
contracting.33 This difference can even be traced back to different schools of philosophy. Jean-Jacques

Page 15 of 30



Legal Institutions and Economic Development

Rousseau's social contract (1762) built on the idea of the state securing freedom, equality and justice for all, even
if against the will of the majority, whereas John Locke (1689) started from the individual and his right to defend his
“life, health, liberty of possessions.” These different approaches toward society and policy making can be
observed across a large set of policy areas. Entry into the formal economy is subject to more cumbersome
regulation in civil than in common law countries (Djankov et al., 2002); labor market regulation is less employer
friendly in civil code countries (Botero et al., 2004); media freedom is lower in civil code countries (Djankov et al.,
2003c); military conscription is more likely in civil code countries (Mulligan and Shleifer, 2005a, 2005b); and
individual liberties and private property rights are more strongly protected in common law countries.34 Mahoney
(2001) finds a higher growth rate of common law countries over the period 1960-92 than in civil code countries.

Common law and civil law also have different approaches to enterprises, with repercussions for corporate
governance (Ahlering and Deakin, 2007). While the common law tradition sees an enterprise as a purely private
initiative with workers being contractual claimants on its revenues, the civil code tradition of continental Europe
sees workers as stakeholders with rights beyond their contractual claims and employers with obligations beyond
contractual relationships. On an even broader level, Pistor (2005) links the legal origin of the Organisation
for Economic Co-operation and Development countries with two different models of market economies: liberal
market economies where the control rights are on the individual level and transactions are undertaken in
competitive markets and at arm's length and coordinated market economies where control rights are vested to a
larger extentin groups and the government and nonmarket exchanges have an important role. She links the
difference between liberal and coordinated market economies to the respective legal tradition: common law in the
case of liberal and civil code in the case of coordinated market economies.

The legal tradition view has been criticized for several different reasons. First, categorization into a few legal
families is seen as too crude. For instance, Franks and Sussman (2005) describe differences in the adaptability of
two common law countries: the United Kingdom and the United States, where in the U.K. freedom of contracting
predominates the rights of judges, whereas the reverse holds in the United States. Berkowitz, Pistor, and Richard
(2002) stress that the transplant process—not just whether countries are classified as having British, French,
German, or Scandinavian legal origins—is important for establishing well-functioning legal systems. Pistor et al.
(2002) describe the significant differences in the transplant process in Colombia and Chile, which resulted in the
latter adopting more appropriate and efficient legal institutions than the former. Second, several authors have
focused on the time variation in legal institutions, which is not compatible with time-invariant legal traditions and
have suggested that changing political conditions determine institutions (e.g., Pagano and Volpin, 2005). Brunt
(2007) analyzes the transition of South Africa froma Dutch to an English colony and shows that the definition of
property rights and thus coercion-constraining institutions (rather than changes in contract enforcement
institutions) resulted in improvements in agricultural productivity and output in the early nineteenth century.

Beck, Demirgic-Kunt, and Levine (2003a) and Levine (2005b) conduct a horse race between the social conflict
and the legal origin view and show that among former colonies, both proxies for the social conflict view and legal
origin dummies can explain cross-country variation in property rights protection and financial development.

Culture and Religion

A third strand of the literature focuses on cultural and religious differences across nations driving differences in
legal institutions. Weber (1958) attributes the success of Great Britain and other European countries to the
Calvinistic Reformation and its emphasis on individual accountability, thus fostering entrepreneurship and
competition. The more hierarchical religions, such as Catholicism and Islam, on the other hand, are more hostile to
free competition and market exchanges (La Porta et al., 1999). In the nineteenth century this became obvious,
when the Catholic Church embraced corporatism as an alternative economic model to socialism and capitalism that
featured an economy's organization into vertical corporations and cartel-like structures that prevented
competition from new entrants as well as wage and price controls (Morck and Yeung, 2009). This model was
happily adopted by several south European dictators in the twentieth century, including Benito Mussolini and
Francisco Franco, as well as later by several Latin American countries. This should be therefore also reflected in
the legal institutions developed in countries dominated by different religions or denominations. La Porta et al. (1999)
show that the quality of governmentis indeed higher in Protestant countries than in countries dominated by
Catholics or Muslims. The difference in legal institutions across major religions can also be observed in the legal
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institutions underpinning the financial sector (Stulz and Williamson, 2003). In particular, the Catholic Church has
historically taken a negative stance toward the charging of interest and creditor rights, and the Quran prohibits the
charging of interest. In contrast, the Protestant Reformation advanced a different religious attitude toward finance,
whereby the payment of interest was considered a normal part of commerce, so that the rights of creditors were
more naturally emphasized in countries dominated by Protestant religions. As shown by Stulz and Williamson
(2003), countries with a predominantly Catholic religious heritage tend to have less developed credit markets and
more poorly developed financial institutions.

Another critical difference across nations is the attitude toward individualism and risk taking. Licht, Goldschmidt,
and Schwartz (2005) show that the variation in the quality of legal institutions across countries can be partly
explained by variation in societal attitudes toward assertiveness, venturing and active determination, and
individualism, as opposed to risk avoidance and collectivism. Greif (1994) applies the distinction between
communalist/collectivist and individualist societies to discuss the different development of China and Europe and
explains why it was Europe that gave rise to capitalism, not China. The absence of the Chinese state in the
commercial area and the rise of organic communalist contract-enforcement institutions, influenced by the
Confucian ideology that focuses on informal conflict resolution, ultimately resulted in an institutional development
that did not provide for the necessary public contract-enforcement institutions as in Europe.35 This is different from
the individualistic tradition in Europe, going back to ancient Greece and early Christianity, which allowed the
establishment of economically motivated (rather than kin-based) private institutions. Similarly, the ethnic
fractionalization in many African countries gives rise to segregated organic communalist private legal systems that
prevent the rise of designed private and public legal institutions. The ultimate consequence is that the absence of
designed private multilateral legal institutions, and not necessarily the lack of public legal institutions, explains the
low quality of legal institutions in many developing countries (Fafchamps, 2004). More than in the other two views,
the culture and religion view sees private institutions, both organic and designed, as critical because they impact
the subsequent development of public institutions.

Finally, specific historic events might turn into a traumatic experience for nations, with long-ranging implications for
institutions. Murphy (2005) sees the 1720s Mississippi Bubble, with its subsequent banking crisis and hyperinflation,

as critical for the negative French attitude toward the financial sector. Similarly, the hyperinflationary
experience in Germany has resulted in a hawkish approach toward monetary policy deeply entrenched for the
following 80 years. Malmendier and Nagel (2010) show that “Depression babies,” that is, individuals growing up
during the Depression era in the United States, are less likely to invest in equity and have overall more risk-averse
investment strategies.

From the Origin of Institutions to Their Impact on Economic Development

The three explanations just discussed are competing but not exclusive; however, they have different implications
for policy reforms, focusing either on coercion-constraining institutions, public contract-enforcement institutions, or
the underlying informal institutions. All three hypotheses posit the persistence of institutions, though for different
reasons. However, increasing globalization together with the recent IT revolution has reduced communication
costs to almost zero and might have an additional impact (Morck and Yeung, 2009). Specifically, suppressive
coercion-constraining institutions might be easier to challenge in times of globalization and rapid information flows,
as suggested by political revolutions in Eastern Europe, Central Asia, and North Africa in the early years of the
twenty-first century.

The systematic variation of legal institutions with historic country characteristics allows the use of these
characteristics as instrumental variables in regressions of real sector outcomes on indicators of (legal) institutions.
They are exogenous to today's real sector outcome, including economic development, and can explain cross-
country variation in today's (legal) institutions. At first look, these variables therefore seem to be good instruments,
and their use will allow us to answer several questions on the origin of institutions and the channels through which
institutions affect real sector outcomes. Recently, however, doubts have been raised.

First, as already discussed, measurement issues have been raised. Albouy (2004) has shed doubts on the
Acemoglu, Johnson, and Robinson data on settler mortality. Legal origin dummies have been seen as too rough and
simplistic. Measuring religion is complicated by the fact that the dominance of a religion or denomination might not
necessarily be captured by the percentage of population being nominally registered but the intensity of religious
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practice. In addition, there might be a high correlation between French legal origin and the dominance of the
Catholic denomination, as becomes obvious in the discussion of corporatism, originally championed by the Catholic
Church but propagated in countries both dominated by the Catholic denomination and political structures fostered
by the Napoleonic legal tradition.

Second, the exclusion condition, that is, the condition that the exogenous characteristics influence the dependent
variable only through the endogenous variable, is hard to test. As shown by the prolific La Porta et al. group, legal
origin can explain an array of institutional arrangements. However, this also disqualifies legal origin as
instrument for one specific institution, because using it as an instrument for one institution might lead to an upward
coefficient estimate in the second stage if the instrument is correlated in the same direction with another omitted
institution. This problem is exacerbated by the fact that the number of exogenous country traits is limited.

Relating exogenous country traits to the development of legal institutions has therefore helped us understand the
origins of legal system development. However, there is a limit to which using these country traits as instruments
can help us understand the relationship between legal institutions and real sector outcomes and help us even less
unbundling institutions. Other methodologies might be more helpful, an issue | pick up next.

Implications for Policy Reform and Future Research

This chapter surveyed the literature on legal institutions and their importance for market-based capitalism and
economic development. This section discusses what we have learned and where there are still gaps. | also point to
some policy conclusions from this research program.

A large body of literature has shown the importance of legal institutions for the real economy. Coercion-
constraining institutions that guarantee private property rights and effective contract enforcement institutions that
resolve conflicts in a swift, predictable, and fair manner foster entrepreneurship and investment in the formal
economy, enhance market exchange and trade within and between countries, and ultimately help economies grow
faster. Less is known, however, about which institutions matter. Although Acemoglu and Johnson (2005) have
undertaken a first attempt in disentangling the effect of coercion-constraining and public contract-enforcement
institutions, more work remains to be done. More promising than cross-country work seems to be in this context,
country-level studies allow the study of the functioning of specific institutions within a country and are best to do
when these institutions are introduced in a staggered manner.36 The shortcoming of such a country-specific
approach is the lack of external validity beyond the country being studied. One can hope that through
accumulation of studies the profession will get to consistent results. Furthermore, most of the empirical literature
has focused so far on public institutions, whereas private contract-enforcement institutions and their interaction
with public institutions have been significantly less explored. A recent but growing literature has linked social
capital to real sector outcomes;37 bridging the gap between that literature and the literature on public legal
institutions will bring us closer in understanding the relative importance and complementarities of public and private
institutions. New private institutions arising on the Internet, such as eBay and Craigslist, are important to
understand in this context. On a more general level, the faster speed and lower costs of information transfer and
dissemination might have important repercussions for the emergence and importance of private legal institutions,
an area that will certainly be the focus of intensive research in the coming years.

While a large body of literature has helped us understand the historic origins of legal institutions, including colonial
ties, less is known about the cultural origins of legal institutions. This debate has obtained new attention as China
has recently been cited as counterexample for the law and development and—more specifically—the law and
finance literature, as it has economically thrived without the public legal institutions of the West.38 Understanding
the interaction between private and public legal institutions over time and across countries is thus important not
only for assessing their relative importance for economic development but also for understanding the origins of
legal institutions.

As already discussed, a lot of progress has been made in constructing indicators of public legal institutions, but
there is still a significant gap on measures of private institutions. Promising in this context seem to be enterprise
and household data. Although firm-level surveys regularly include questions on the functioning of legal systems
from firms' viewpoint, these questions focus on public institutions only; expanding the questionnaire to private legal
institutions is important to understand the use of both public and private contract enforcement. Similarly, designing
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household surveys on the use of public institutions and private arrangements for conflict resolution can help make
progress in this area.39

The research discussed in this survey also has critical repercussions for policy reform in developing countries.
The finding that legal institutions have a critical impact on the development and structure of economies calls for
attaching a high priority to reforms in this area. This certainly has been heeded by international organization and
donors. However, the experience in transition and developing countries as well as the literature also provides
important insights into how to reform legal institutions. First, legal institutions have to be seen in the context of the
legal tradition of a country. Trying to impose institutions out of a different legal tradition is not helpful, as Russia
found out the hard way—the short flirtation with the common law tradition did not bear fruit. A different focus might
be called for. Consider the example of court reform. In spite of their shortcomings and deficiencies, court systems
in the former British colonies still have a reasonable reputation. They can rely on a large body of case law and
precedents, from London and other parts of the former British Empire. What courts in many common law countries
in Africa are lacking are capacity and specific skills. The introduction of commercial courts might be helpful in this
context. The situation in most civil code countries in Africa is different, as courts in these countries have
deficiencies along many dimensions and suffer from very low reputation. In these countries, establishing alternative
dispute resolution systems might be more helpful. Second, in the absence of external pressures, legal system
reform cannot happen against the interests of the ruling elite. Again, the experience of the transition economies

has clearly shown this. In countries with more entrenched communist elite and where these elites had higher
surplus stakes in the form of natural resource rents, there was a slower or no development of the necessary legal
institutions for a functioning market economy (Beck and Laeven, 2006). A third important insight from the literature
is that contract enforcement institutions cannot be separated from coercion-constraining institutions. Although the
legal and economic literature has made a distinction between these two types of institutions (Acemoglu and
Johnson, 2005), there is a high correlation and interaction between them, even if this is not always documented in
the data. The state cannot really function as neutral arbiter in disputes between private agents if it cannot be held
accountable through coercion-constraining institutions (Greif, 2005).
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[-] Abstract and Keywords

This article outlines the main weaknesses in the interaction between political institutions and capitalism in both
developed and developing nations, illustrates this interplay with historical capital markets examples, and shows
how the interaction between capital markets and politics has been seen in the academic literature. It focuses not
on the standard and important channel of how institutions affect preferences and outcomes, but on how and when
immediate preferences can trump, restructure, and even displace established institutions. The article is organized
as follows. First, it describes the concepts of how capital markets depend on political institutions and preferences.
The second part shows how political divisions can lead to differing capital markets outcomes in the developed
world, describing conflicts between haves and have-nots and fissures among the haves. The third part develops
these concepts for the developing world, looking at elites' interests, nonelites' interests, political stability, and the
impact of economic inequality. The fourth part examines several contemporary and historical examples in the
developed world, including the power of labor in Europe, managers in modern America, populists in American
history, and the forces for codetermination in mid-twentieth-century Germany. The fifth part extends and deepens
the argument, showing the impact of left-to-right shifts over time and how these can be better analyzed in the
academic literature. The sixth part describes overall limits to a political economy approach, while the final section
concludes.

Keywords: pdlitical institutions, capitalism, financial markets, pdlitical divisions, labor, managers, populists, pdlitical economy

For capital markets to function, political institutions must support capitalism in general and the capitalism of financial
markets in particular. Yet the shape, support, and extent of capital markets are often contested in the polity.
Powerful elements—from politicians to mass popular movements—have reason to change, co-opt, and remove
value from capital markets. The competing capital markets' players themselves have reason to seek rules that
favor their own capital channels over those of others. How these contests are settled deeply affects the form,
extent, and effectiveness of capital markets. Investigation of the primary political economy forces shaping capital
markets can lead us to better understand economic, political, and legal institutions overall.

Much important work has been done in recent decades on the vitality of institutions. Less well emphasized,
however, is that widely shared, deeply held preferences, often arising from the interests and opinions that prevail
atany given time, sometimes can sweep away prior institutions, establish new ones, or, less dramatically but more
often, sharply alter or replace them. At crucial times, preferences can trump institutions, and how the two interactis
well illustrated by the political economy of capital markets. Since North's (1990) famous essay, academic work has
focused on the importance of institutions for economic development. Here, | emphasize the channels by which
immediate preferences can trump institutional structure in determining the shape and extent of capital markets.
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It's not fully obvious how and why political institutions come to support a deep, wide, well-functioning capital
market, because it's focused capital owners who benefit most directly from a strong capital market, and many
widespread interests have reason to undermine the capital market and the capital owners. The polity in a
functioning democracy must come to see capital markets as benefiting the majority, despite the fact that the benefit
is indirect and not always vivid.

In this chapter, | outline the main weaknesses in the interaction between political institutions and capitalismin both
developed and developing nations, illustrate this interplay with historical capital markets examples, and show how
the interaction between capital markets and politics has been seen in the academic literature. | focus not on the
standard and important channel of how institutions affect preferences and outcomes, but on how and when
immediate preferences can trump, restructure, and even displace established institutions.

Two core afflictions affect the interaction between politics and financial markets, both emanating from capitalism's
propensity to generate large pools of financial assets whose disposition and use the polity can contest. The firstis
that those who do not control or benefit directly from the assets, the have-nots, can use the political arena to grab
financial assets that they could not obtain in the economic arena, thereby creating a pernicious contest between
the haves and the have-nots, burning resources and needing to be settled or accommodated for the economy to
progress. How that contest is resolved deeply affects both the shape and the extent of the capital market.

The second recurring problem is that the haves—typically the capital owners themselves, and sometimes those
who control capital but do not directly own it—often have considerable political influence. They often fight among
themselves in the political arena for rights to those assets. Much of the political economy of capital markets arises
from varieties of these two fundamental conflicts—one between the haves and the have-nots, the other among the
haves themselves.

Although it is tempting to explain the survival of long-standing financial and corporate structures as resulting from
rational optimization of private goals, these structures are often just as much reactions to conflicts among capital
owners or mandates from the winners. | give some examples of how conflicts among capitalists and their managers
largely explain core features of the capital market for the large public firm in the United States. Other examples can
be seen in Western Europe. Private rational optimization explanations alone cannot fully explain these fundamental
events that construct capital markets institutions.

When we academics see weak capital markets in a nation, or when we ask why a nation's capital market takes on
a particular configuration, there's a tendency to look to explanations based on efficiency considerations and
institutional capabilities. Less well highlighted, even today, are the political economy explanations that are also
core to any full explanation. Look to the dominant political interests and decision makers in the society. If
we do not see strong capital markets, it's often because it's not in the interest of politically decisive players to allow
them to be strong. If their interests change, or their power declines, we should expect that the nation's capital
markets' characteristics will change as well.

This political explanation is especially compelling in nations that have had little difficulty in building other resilient
institutions, because for such nations, political support for capital markets is particularly likely to be a policy choice
rather than an issue of institutional capabilities.

Complications abound. Causation is bidirectional; several economic, institutional, and political features are
determined simultaneously. Few political features are fully discrete. These political, economic, and institutional
determinants interact, with coalitions and multiple political forces in play. | sketch the simple stories first, then show
several of the interactions, complications, and causation reversals.

Financial markets can be seen as primarily a function of a nation's governing institutions. Considerable progress
has been made in economics since North (1990) demonstrated institutions' importance. But institutions interact with
preferences, and indeed, widespread deeply held preferences (emanating from immediate interests and, at times,
overall ideologies) can bend, destroy, and build institutions. Here | give more emphasis than is typical to the role of
preferences in constructing the institutions of financial markets.

| divide the inquiry along two major dimensions. First, what is the political economy of capitalism's financial
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channels for the nation's haves versus the have-nots? Who prefers what financial outcome, and who dominates
political decision making? Second, what is the political economy of capitalist finance that divides the nation's

haves? Subsidiary to each dimension, | ask how these questions play out in the world's richer nations and in the
world's developing nations. Are there enough commonalities across nations so that patterns can be discerned?

I also show how this inquiry highlights the importance of attending to the interaction between institutions and
immediate preferences. The former has been central in scholarship of the past few decades. Institutions are
important, but they do not always fully shape preferences and interests. Immediate preferences, often emanating
from immediate interests, when sufficiently powerful and sufficiently widely held, can wash institutions away as
easily as hurricanes blow away institutional shacks in their path. That does not happen often outside of severe
crisis, but during those severe economic and political crises, preferences' and immediate interests' impacton
institutions and finance can be, and have been, especially strong. Immediate, powerful, widespread preferences
can then induce politicians to build the institutions that can withstand (some of) the future's fickleness. Today's
institutions developed out of the preferences that dominated in the past. Tomorrow's institutions may well be as
much a function of today's preferences as they are of today's institutions.

A roadmap for this chapter: in the first part, | describe the concepts of how capital markets depend on political
institutions and preferences. In the second part, | describe how political divisions can lead to differing capital
markets outcomes in the developed world, describing conflicts between haves and have-nots and fissures among
the haves. In the third part, | develop these concepts for the developing world, looking at elites' interests, nonelites’
interests, political stability, and the impact of economic inequality. In the fourth part, | examine several
contemporary and historical examples in the developed world, including the power of labor in Europe, managers in
modern America, populists in American history, and the forces for codetermination in mid-twentieth-century
Germany. In the fifth part | extend and deepen the argument, showing the impact of left-to-right shifts over time and
how these can be better analyzed in the academic literature. | describe overall limits to a political economy
approach in the sixth section. Last, | conclude.

Concepts

Capital Markets' Dependence on Political Institutions

Simply put, if a nation's polity does not support a strong capital market, that nation will not have a strong capital
market. Ask whether strong capital markets are in the interest of the decisive political actors—or what shape of
capital markets best implements their interests—and one is likely to have a primary explanation for the shape and
extent of that nation's capital market. The conceptis simple, but powerful.

The Interests that Support or Denigrate Capital Markets

Capital owners typically have an interest in promoting capital markets and their supporting institutions, but other
interests may not. Local interests may oppose centralized financial institutions that transfer capital in the economy.
Those with strong human capital could fear that strong capital markets would erode that human capital's value if
strong, liquid capital markets are more likely than other configurations to force workplace changes that would
threaten their human capital. Those without financial capital today and with poor prospects of acquiring capital in
the future could prefer that the polity take capital from those who have it and use it to benefit those who do not.

Capital is usually unevenly distributed in a nation, facilitating conflict between haves and have-nots. Even when
income and property are more evenly distributed than is typical, economic rationality demands aggregation
institutions, like banks and securities markets, to achieve operational economies of scale. These aggregations can
become vivid in the polity and attract negative attention.

Capital markets are not generic. Banks have an interest in preserving bank financing channels and in weakening
securities market channels. Securities dealers and investment bankers have an interest in preserving and
expanding securities markets. Dominant owners, such as wealthy families traditionally or private equity firms more
recently, have interests in preserving their privileges. Owners of existing firms want access to cheap capital but
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prefer that their competitors not have the same easy access.

Government bureaucracies can be wary of rival power centers in capital markets or, sometimes, wish to promote
them as counterweights to other power centers in their society.

Capital Markets and Financial Politics in the Developed World

Two basic political splits organize the inquiry for developed nations: (1) the contest between those who control
capital and those who do not, and (2) contests among those who control capital.

Haves versus Have-Nots

Private Power versus Governmental Power

A basic political economy type of “have versus have-not” conflictis between governmental authorities and private
sector players who command capital. Though not usually seen as a conflict between haves and have-nots, itis
indeed such a conflict—as government often seeks to obtain capital for its own spending needs or seeks to
command its private sector use. In extreme form, a nondemocratic, dictatorial government could prefer to directly
allocate capital itself, stifling the development of a private sector in general and capital markets in particular, to
thwart such markets from becoming a rival power center.

Governmental authorities can build, shape, or destroy capital markets, for their own reasons and not as tools of
other interests or ideologies. Governmental authorities may wish to denigrate a rival power center, one that could
seek to control the government. Governmental authorities could also be susceptible to ideologies and unstructured
beliefs that capital markets just will not produce social welfare and that the government needs to direct and control
capital flows to better produce wealth or justice. Finally, governmental authorities may see government action as
the vanguard of economic and social development; in pursuing policies to implement their goals, they can crowd
out private capital markets and thereby impede them from developing.

More standard accounts, which | address shortly, examine how interests lobby, capture government decision
making, and then use captured governmental institutions for their own ends. One account does not
exclude the other, but the concept in this section differs from the more standard ones. Government authorities are
themselves an interest, one that's separate from those outside, in the civil society. Their own direct interests and
beliefs can motivate their actions vis-a-vis capital markets.!

Power versus Populism; Business Elites versus Masses

Populism can affect financial markets and institutions, often in reaction to financial crises and poor economic
results. Popular opinion may seek as much to punish financiers and their institutions as to improve the financial
system's functioning, as the two—punishment and improvement—could be conflated in the popular mind. When this
feature is powerful in politics, it can induce an institutionalization of anticapital rules and reaction. Then, once
institutionalized, interests arise with reason to perpetuate the new rules and the resultant arrangements. Thus,
even when the popular animus against finance dissipates in more normal political times, the created interests can
stymie a return to the previous arrangements.

Analogously, workers could dislike capital and capital markets. Farmers may blame financial markets for their
misfortunes as much as bad weather. Each group may have simple redistributional goals, or their thinking and
voting may be influenced by envy.

Capital Markets versus Social Democracy

Social democracy played a central role in how capital markets developed in Western Europe after World War Il
“Social democracy,” as | use it here, means a nation committed to private property but where distributional
considerations are vital, labor is typically powerful, and government action to foster economic equality is central on
the political agenda.
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Figure 3.1. Relationship between Labor Power and Ownership Separation

Social democratic pressures can pressure managers to stray from capital owners' interests. For diffuse stock
markets to persist, the diffuse capital owners must see their firms as managed by agents who are sufficiently loyal
to shareholders to provide shareholder value. For dominant shareholders to turn their firm over to ownership in
liquid stock markets and, hence, to turn the owners' operational control over to managers, they must expect that
the net value of turning the firm over to managers and markets benefits them, the original owners. But if the benefits
of liquidity and professional management are offset by managerial disloyalty, fewer dominant stockholders will turn
their firms over to managers. For shareholders to count on this managerial loyalty, they need institutions and norms
that induce loyalty to shareholders. But if a polity does not provide those institutions, or if it denigrates such norms,
shareholders can obtain more value if dominant stockholders keep control of the firm. Managerial control will not
ordinarily appear and will be unstable if it does. Stock markets will not be strong in such nations, because
managerial agency costs will be too high and too hard to bring down to levels acceptable to the original owners.

Figure 3.1 illustrates the relationship between labor power (quantified by union and job security rules) and the
degree to which large firms have large blockholders. Greater labor power is associated with greater ownership
concentration; weaker labor power is associated with more diffuse ownership. Details, sources, and background to
the graphic can be found in Roe (2000, 2003).

Visible incentive compensation that ties managers to owners may be denigrated in a social democracy more than it
is in @ more conservative polity. Any resulting wealth disparity could especially demoralize lower level employees
and lead them to demand further compensation for themselves. As already noted, governmental players can be
less willing to provide capital market-supporting institutions, such as disclosure rules and enforcement, insider
trading sanctions, and commercial courts. The social democratic authorities may see these difficulties as merely
disputes among the well-to-do—disputes that the public authorities need not attend to. These private costs to
owners of controlling managerial agency problems can accordingly be particularly severe in social democratic
polities.

A considerable literature has developed on the primacy of institutions in property rights protection, which has
obvious relevance to protection of capital market investors. Although institutions are surely important, the
possibility exists that the academic literature is oversold on institutions now, while underestimating simple, basic
political power. Politicians and public opinion can mold institutions.

Even in the United States, where property rights institutions are typically seen as being as strong as they can be, a
Congress that wanted to attack capital markets could do so effectively. Legal institutions—constitutional, judicial,
and otherwise—may not explain why that kind of an attack is unlikely to succeed as well as is commonly thought.

What may well count as much as institutions for the United States is that there is no political will for a frontal assault
on U.S. capital markets, even when capital institutions are seen as not serving the public interest, as was widely
thought to be the case in the recent financial crisis. Outside of the United States, recent evidence indicates that
right-leaning governments are perceived by property owners to protect their property better than left-leaning ones,
and this partisanship dimension dominates institutional characteristics in explaining the degree of
perceived property protection (Weymouth and Broz, 2008).

Those, then, are the major “have versus have-not” breaks affecting capital markets in developed nations.
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Haves versus Haves

Vertical conflict—between the capital markets' haves and the nation's have-nots—is not the only political economy
array here. There is a horizontal dimension as well, of conflict among the haves, with that conflict coming in three
major varieties: conflicts between capital owners, conflicts between large firm managers and capital markets, and
conflicts between controlling shareholders and capital markets.

Capital Markets' Internal Fissures: Banks versus Stock Markets

Different capital markets owners and capital markets players compete to maintain and expand their control over
capital. They compete both in the market economy and in the political arena.

If securities markets are weak, more capital will flow through the banking system, thereby benefiting bankers.
Deposit banks have an interest in keeping securities markets weak, unless they can control securities flows
themselves. The interests seek to protect themselves using the political realm. Macey and Miller (1991) showed
that in the United States, deposit banks often lobbied for state-based securities laws (“blue sky” laws in the trade)
that raised the costs of stock sales.

Small banks have an interest in weakening the competitive strength of big banks. In the United States, this
historically took the primary form of small banks inducing political decision makers to bar the large, money-center
banks from entering the small banks' local market. The result was that the small banks had local monopolies or
oligopolies, and large banks lacked a nationwide deposit base. Roe (1994) emphasizes this feature of nineteenth-
century (and most of twentieth-century) American financial history, particularly when the power of local bankers
combined with populist opinion that militated against large, centralized financial institutions. With even the largest
banks relatively small in relation to the economy, banks could not readily provide the financing for continent-
spanning industries at the end of the nineteenth century. The consequence was that the demand and need for
securities markets grew.

Intra—capital market tactical conflict can have unexpected but profound outcomes, as Langevoort (1987) shows.
During the 1933 banking crisis, larger money-center banks sought to dissuade Congress from enacting deposit
insurance, because they thought they would end up paying disproportionately for the insurance but not benefit
much from it. Without deposit insurance, deposits would run off from smaller, country banks to the larger, more
stable money-center banks. (Yes, there was a time when such large, money-center banks were seen as
the most stable in the American economy.) Because they knew that Congress would insist on doing something
visible during the crisis, and because they hoped to dissuade it from mandating depositinsurance, the large banks
suggested and supported splitting investment from commercial banking (as they were not making much money in
the securities business anyway). Congress did sever investment from commercial banking via the famous Glass-
Steagall Act of 1933, as the large banks suggested. But Congress also decided nevertheless to insure banks
deposits, which the large money-center banks had opposed but which the more politically powerful small banks
wanted.

Managers versus Capital Markets

Managers of large, diffusely owned firms have reason to disrupt their shareholders' capacity to aggregate their
stock ownership, as aggregations will reduce managerial autonomy. Although they do not necessarily own capital
themselves, managers effectively control capital in large diffusely owned firms and they seek to maintain their
control over the capital in their own firm. They seek laws that impede or bar hostile takeovers, rules that make it
costly for shareholders to take large, active positions, and proxy contest rules that make it hard for shareholders to
elect directors other than those that incumbent managers support. (Corporate election contests are costly.
Stockholder votes need to be solicited, corporate election contest rules have to be complied with, and publicity
needs to be sought. The firm pays for the incumbents' nominees, while insurgents generally pay their own costs
but must split any corporate gains they induce with all other shareholders. Free rider problems abound, deterring
otherwise valuable contests.) These conflicts could be characterized alternatively as politically powerful haves
(the managers) moving value into their hands (or keeping it there, if it has already moved) and away from
economically well-to-do haves (capital owners) who are less politically powerful.

These managerial efforts have been significant in the United States historically and continue to be central today.
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Managers have successfully opposed the strongest proposals in this past decade to allow shareholders to elect
directors not supported by incumbent managers. Prior outbreaks of these shareholder-power proposals in the
United States, starting in the 1940s, also died after managers successfully opposed the proposals. There's a
considerable literature on managerial-shareholder conflict in the United States, see, for example, Berle and Means
(1933), and Jensen and Meckling (1976). The literature on the spillover of managerial preferences and authority
into the political sphere is thinner, although efforts can be found in Roe (1990, 1993), Grundfest (1990), and
Bebchuk and Neeman (2010).

Managers of fully stockholder-controlled firms could not readily turn to the polity to seek such rules initially, as their
controlling shareholders would be unhappy with such managerial lobbying to stymie shareholder power. But once
ownership became diffuse, perhaps because of the combined impact of American populism and the interests of
small-town bankers in the nineteenth century, managers could more readily engage in such political action, free
from shareholder veto.

Controlling Shareholders versus Capital Markets

Controlling shareholders have reason to maintain rules that allow them to shift value to themselves. Corporate rules
affect the private benefits of control—such as the ease with which small shareholders can reverse related-party
transactions between the firm and the controlling insiders, and the ease with which controlling shareholders can
squeeze out minority stockholders at an unfair price. Once a player controls a public firm, it has an interestin
maintaining (or expanding) its capacity to shift value to itself (Bebchuk and Roe, 1999). This feature has been
important in several Western European nations in recent decades.?

Capital Markets and Financial Politics in the Developing World

Rudiments without Government Institutions

Before we focus on the “have versus have-not” issues in the developing world—the setting to which we now
switch—consider the developmental authorities' capital markets' programs and the basic academic understandings
of what must be done. Development authorities often focus on bolstering institutions that promote financial markets,
in the belief that better financial markets will lead to economic development. They seek to develop superior
corporate laws, better securities laws, and better courts and other institutions to enforce financial and other
contracts. Although these efforts are appropriate, the initial conditions needed historically for financial markets
have been simple, with political economy conditions central. If the developing nation is sufficiently stable politically
and socially, the first steps for financial markets institutions can be taken, and often have been taken, with limited
government action. Thereafter, as the financial markets develop, there will be interests that seek to institutionalize
that development and push it to the next level—and who have the know-how to do so. This alternative view
implicates core have versus have-notissues, as we shall see.

First, though, let's understand that this sequence—first social and political stability, then financial market
development, and then legal consolidation—is illustrated in studies of the initial development of the world's
strongest securities markets. They all show a rather weak corporate institutional environment initially, but one
embedded in a sufficiently stable environment so that reputational forces could propel initial, extralegal financial
market development. Related concepts of repeated games, with expectations of long time lines for repeated
interaction, which generates mild but real institutional self-enforcement, are relevant here. See Greif (2006, ch. 3
and pp. 441-443) and Scott (1987).

Consider Bradford DelLong's (1991) famous piece on J.P. Morgan's directors. In an environment of weak corporate
law (see Rock, 2001), the Morgan firm put their partners on firms' boards to offer their own reputation to protect
shareholders from scurrilous or incompetent management. (And, it must be added, perhaps facilitating
cartelization, through the Morgan partners sitting on boards of competitors.) Pernicious insider dealings, or
undiscovered managerial incompetence, would have cost the Morgan firm dearly, so they warranted (albeit
weakly) that such nefarious or incompetent results would be unlikely to occur in the firms on whose boards they
sat. Outside investors might not trust the firm, but they had more reason to trust the Morgan directors. Other
investment banking firms presumably acted similarly.
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Miwa and Ramseyer (2002) find an analogous reputational market at work in the nascent Japanese stock market of
post-Meiji Restoration, late nineteenth-century Japan. Firms sought directors with sterling reputations to warrant to
smaller stockholders that the firm had and would continue to have fair and competent management. The
reputational directors had a lot to lose socially and perhaps psychologically, so they cared what happened inside
the firm. Franks, Mayer, and Rossi (2009) and Mayer (2008) demonstrate a similar process at work in Britain at the
end of the nineteenth and early twentieth centuries. Reputations and repeat dealings supported a nascent stock
market. Hard-edged, government-facilitated legal institutions came later.

The point here is not that reputational structures are a panacea, obviating the need to build supportive institutions.
Rather, the pointis twofold: a capital market can start developing without preexisting strong institutional support,
but it needs a stable political and social environment that makes the reputational markets valuable (and possible) to
build. Once a rudimentary capital marketis in place, a constituency in the nation that would support more rigorous
institutions to regulate and promote capital markets begins developing.

The steps toward more rigorous institutions do not need to lead immediately to “hard” law. Stock markets'
enforcement, for example, can initially be built, again albeit weakly, by the financial players (Coffee, 2001;
Mahoney, 1997). They can punish miscreants by exclusion (such as by delisting in stock market terms or breaking
the miscreants' trading bench at medieval trading fairs; North and Weingast, 1989).

These private, exclusionary mechanisms were important in the development of U.S. stock markets.3 But such
private ordering is imperfect, as the punishments the private players can invoke—typically exclusion or a
besmirched reputation—cannot reach the severity that public punishments can via criminal penalties and fines.
Still, the point persists that some sanctions can start before the public authorities act, as long as the political and
social setting is sufficiently stable. Gilson, Hansmann, and Pargendler (2011) show this bottom-up process, starting
in the market itself, has been in motion in Brazil in recent years.

Presumably such private ordering mechanisms could come forth and be effective in other nations, including
developing nations today. But for many nations without sufficient political stability, such reputational and
private ordering institutions are difficult or impossible to start up. Hence, those seeking to promote capital markets
should have reason to inquire into the sources of political stability, a subject | look at next and which we see
depends in important part on have versus have-not considerations.

Elites' Interests
The interests of a developing nation's elites are often key in pushing for or preventing capital market development.

A nation's elites may oppose capital market development. Two self-interested reasons could be in play. First, the
elites may have satisfactory access to capital through, say, family banks or informal channels. Their grip on the
polity may also allow them to stifle entry into banking, thereby keeping capital in the channels they already control.
But a strong capital market could challenge the elite's monopoly status by facilitating upstart competitors' access to
capital and, hence, increasing the upstarts' capacity to compete with the elites.

Rajan and Zingales (2003a) analyze this channel in several contexts, in both developing and developed nations,
and show how trade openness affects a nation's elites' calculations. If the nation is open to trade, then the elites’
underlying businesses must compete, simultaneously making efficient allocation of capital vitally important to them
and making any suppression of competition with local upstarts less valuable (because international, cross-border
competition will be intense anyway). Thus, Rajan and Zingales (2003b) conclude that in open-trade countries,
elites would be less likely to oppose capital market development. Elites in closed countries would have greater
incentives to suppress capital market development.

For developing nations, Acemoglu, Johnson, and Robinson (2001), Engerman and Sokoloff (2002, 2005), and
Engerman, Haber, and Sokoloff (2000) each indicate how land and agricultural conditions, setdlement conditions,
and factor endowments could affect early colonial structures so as to strengthen (or weaken) elites with repressive
interests and capacities. Particularly where settlement conditions were difficult due to terrain or climate, or where
plantation-style agriculture was most efficient, colonial conditions induced powerful, concentrated elites who had
litle need for either broad-based property rights or open opportunity societies. Those original conditions persist, or
they induced equality-impeding institutions that persist to today. In other colonial settings, particularly where land,
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climate, and agriculture made European settlement easy and favored smaller, more widely distributed and often
individually owned farms, colonization induced broad-based property rights, with weaker elites. These contrasting
original settlement conditions then set the stage for equality-enhancing or equality-impeding institutions, which in
turn affected property rights and capital markets over the long run. Analyses of the same general genre can be
found in Boix (2003, pp. 45-46, 93) and Rodrik (1999); see also Olson (1984). Land, agricultural conditions, and
local economic strengths and weaknesses gave more power or less power to elites and nonelites, and
these have versus have-not differences shaped subsequent capital market and institutional development.

For Russia, Sonin (2003) and Hoff and Stigliz (2008) analogously evaluate the political economy of the elites—
there, the “oligarchs.” Property protection can be provided privately or publicly. The oligarchs were well positioned
to protect their property from other less powerful private players, and accordingly opposed strong public protection
of property rights. Adequately protected already, they judged that publicly provided property protection would
mostly facilitate competition from the less powerful, which could only hurt their own secure position. Hence, strong
protection of property, financial and otherwise, did not arise, and financial markets did not develop.4

This elite suppression of competition explanation is important, although incomplete, because the elites that can
shut down local financial markets can presumably also shut down open border trading markets. The explanation
works well when trade barriers decline for an exogenous reason, such as European political goals of fostering a
continent-wide economy in recent decades, in ways that overrode local interests. But these explanations work less
well in other nations at other times, where exogenous shocks do not reduce trade barriers.

Moreover, in a democracy, one must explain why the democratic polity accedes to the elites' interests. A plausible
starting point is that the elites' interests coincide with those of others, making a politically dominant coalition
possible. A common example is that labor in the elites' industries also have reason to stifle product competition.
The two may ally, with labor providing the democratic voting muscle, as Roe (2001, 2003) indicates. (Consideration
of more complex coalitions comes later in this chapter.) For now, let us observe that movement to democracy, all
else equal, should foster deeper capital markets, as elites have less weight in the nation's decision making, and
hence, their goal of suppressing competitive upstarts will be harder to attain. However, all else will not be equal
when an oligarchy becomes a democracy, as the elites would then have reason to form coalitions with broader
voting groups, like labor. Corporatism and varieties of capitalism concepts (see Hall and Soskice, 2001) contain this
kind of coalition of elites with similarly interested nonelites embedded in the conceptualization.

Nonelites' Interests

Nonelites in developing nations can affect property protection and capital markets. If they are living a subsistence
life, then they can improve their immediate well-being by appropriating capital. If they have weak prospects or are
currently calorie-deprived, their immediate survival considerations should trump long-run development goals. Their
long run may be capital markets' short run.

The have-nots can see property rights, such as investor protection, as protecting the haves. They could conclude
that weaker investor protection would enable them to become the equivalent of squatters on the elites' financial
assets.

Elites may want government protection against financial squatters, but their offsetting desire to suppress new
competition may weaken their interest in greater property protection overall. The have-nots may want to protect
their meager property, and a few of the upwardly mobile may think they could enter the elite. But most conclude
that investor protection protects the elites' capital from the have-nots' incursions and hence oppose strong
property rights for capital.

Political Stability

Roe and Siegel (2011) advance a complementary idea—that financial markets cannot develop easily in severely
unstable political environments. As Huntington (1968, p. 8) observes, “authority has to exist before it can be
limited, and it is authority thatis in scarce supply in those modernizing countries where government is at the mercy
of alienated intellectuals [and] rambunctious colonels.” Roe and Siegel find that political instability robustly explains
differing levels of financial development, even after controlling for trade openness and the level of economic
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development—and does so in both country fixed effects and instrumental variable regressions, and across multiple
measures of instability and financial development. In an unstable society, investors' basic property rights cannot
be secure, because they cannot be sure what the polity will look like over the life of their investments.

Moreover, a political economy literature plants instability's roots in inequality-perpetuating institutions and ethnic
fractionalization.> The first factor, economic inequality, fits tightly with explaining why investor protection doesn't
develop in unstable environments: for the unstable polity to protect investors, it would have to protect the most
favored elements in that polity. Haves versus have-nots again. Yet that unstable polity is riven by contention over
the division of wealth and income—that is, whether the favored can keep their wealth. Roe and Siegel use proxies
for inequality-perpetuating institutions and social fractionalization of the type that Engerman and Sokoloff (2002)
brought forward and that Easterly (2007) validated, as further evidence of the old idea that inequality induces
instability. A developing nation needs to break the negative causal chain of inequality to instability to weak financial
development in order to position itself to develop its capital market.

Inequality

It bears separate emphasis that inequality—haves and have-nots—is at the base of several of these theories.
Severe inequality undermines political stability, and political stability is foundational for financial market
development. Yet it may not be easy to reduce that inequality, not just for the obvious reason that those who lose
from reducing inequality do not always supportits reduction. Inequality may be due to the production technologies
available in the economy; it may be endogenous to the polity itself.

Yet several of the world's most developed financial markets are in nations, like the United States, that have quite
high Gini coefficients for the distribution of wealth and property. This characteristic deserves further inquiry.

Original Conditions

Path dependence could explain this outcome. The nation's income and wealth distribution may have been
substantially equal when financial markets first developed, and then the nation accepted the inequality later. For
the United States, such path dependence is plausible, as U.S. income and property distribution until the end of the
nineteenth century was relatively flat (Lindert, 2006). Financial markets started to develop during that era and
persisted, without a major political upheaval pushing the country off that path. Preferences were not always pro-
capital market, but they sought to channel and confine that market, not destroy it. Conversely, in countries that
suffered a major political upheaval, the distribution of income and wealth during the period in which the capital
market was reconstructed could have profoundly influenced its subsequent shape.

A similar sequential process holds true for England. England was the locus of the first Industrial Revolution. Its
severe labor shortage at the time and its energy abundance pushed forward the technological development
needed for the first Industrial Revolution (Allen, 2009). Less well noted is that the higher wage rate that
accompanies scarce labor also mitigated inequality, thereby reducing potential political instability, and hence,
creating a favorable environment for capital market development.

Engerman and Sokoloff (2002, pp. 44-46, 63-83), as noted previously, offer a general structure of the political
economy of property rights in the developing world, in which we can place rights in the capital market as a subset.
If a colonizing power came to land areas best used for plantation-style crops or, say, mining activities using mass
unskilled labor, then the original political institutions would reflect the underlying land use characteristics. The
colonizers then had little reason to foster broad-based property rights, as they could protect themselves well
enough. They had little reason to foster developing broad-based education and skills for their plantation workers,
because the elites only needed unskilled labor.6 The consequence is that the nation early on, while still a colony,
lacked widely distributed property and had weak property protection institutions. Oppressive institutions persisted
and capital markets had little role in future development.”

Conceptualizing Economic Inequality

A second characteristic is related but not identical. Politically destabilizing inequality may not be a function of the
raw ratio of wealth and income of the richest to that of the poorest. Rather, it might be based on something more
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complex, which we can call a severity ratio. To construct the ratio, we look at the number of people unable to
obtain, say, their 2,000 calories per day. That is the denominator. The numerator counts those who have no
difficulty obtaining the minimal calories for a comfortable existence (Williamson, 2009).

In these terms, the United States is less severely unequal than the conventional Gini concept indicates—even the
bottom fifth can usually get their 2,000 calories per day. In another polity, where the bottom fifth struggles
to obtain only 1,500 calories per day, the reconceptualized severity ratio could be quite high, even though the
usual Gini calculation would consider the nation to be more equal than the United States.

Mapping Inequality and Equality onto Race

Race, ethnicity, and religion can be central in a polity, particularly when wealth and income disparities cleave
along racial or ethnic lines. If race and economic class map onto one another, it becomes easier for groups to
demonize and dehumanize opposing groups and make a stable polity harder to achieve. Several studies have
found such ethnic conflicts to be central to political instability.8

Race and ethnicity can have other effects that complicate analysis of their impact. They can make it easier for
capital markets to flourish by diverting political conflict from economic to noneconomic issues, thereby pushing
conflict between haves and have-nots lower on the political agenda. If the polity cleaves along cultural or multiple
identity lines that do not map onto distributional differences, those distributional differences can recede in political
contentiousness. Dahl (1971), Benson (1961), Sombart (1906), and Schattsneider (1960) speak to this kind of
issue.

Overall, though, instability increases if class and property-owning fault lines are also race and ethnicity fault lines.
When they are, capital market-debilitating conflict intensifies.

Contemporary and Historical Examples in the Developed World

In this part, | expand on several of the have versus have-not categories, with an eye on political economy
configurations around the developed world in recent decades and further reference to the existing political
economy of finance literature. For several of these examples, rational systemic optimization in a system of
preexisting institutions does not well explain the capital markets outcomes. Powerful preferences and compelling
interests seem as important, or more important, as preexisting institutions.

Contemporary

Labor in Europe

After World War I, labor was particularly powerful in Europe in ways that profoundly affected postwar capital
market development. Capital market institutions were poorly supported, even decades after the war, in terms of
budgets and personnel for the capital markets' regulatory apparatus (Jackson and Roe, 2009). Strong
owners had two reasons to stay close to the firm, one to better ensure that the firm's cash flowed to them, the
owners, and the other to be sure that the polity supported policies that would protect the firm's profitability.

On the first, with labor able to make strong claims on firms' cash flows, owners had more reason to stay in place
and run the firm themselves, or keep a controlling block of stock to facilitate keeping close watch on the managers.
Owners had reason to stay involved to better ensure that managers resist powerful labor's strong claims on the
firm's cash flow. On the second, strong owners had reason to influence the polity to keep the firm's market position
dominant; in the weakened international trading markets after the war, labor and owners had reason to unite in this
dimension to preserve their firm's market position, to keep out competition, and then to bargain to divide the spoils
(Roe, 2000, 2001, 2003).

Managers in the United States

Managers in the United States—major American “haves”—are a powerful interest group in making the rules
governing corporate finance and capital markets. In the 1980s, for example, capital markets created the hostile
takeover to facilitate capital markets' control over managers. (As is well known, American diffuse ownership
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facilitated high levels of managerial agency costs, because managers lacked a day-to-day boss and often drifted
from shareholders' interests with higher compensation, unnecessary expansion, and mistaken operating policies.)
This technique had the outside firm or entrepreneur buying up enough stock of the target firm such that the new
owner could direct managerial policy or replace the target firm's managers.

But the American “haves”—the managers and directors of large companies—successfully disrupted those hostile
takeovers both transactionally and by using their political muscle. Transactionally, managers and directors
developed poison pills and staggered boards that made it costly for the outsider to buy up the target company's
stock. Politically, managers, through their lobbying organizations such as the Chamber of Commerce, the Business
Roundtable, and often enough the business section of the American Bar Association, obtained favorable laws
through the political process—Ilaws that validated and often added to these disruptions of the hostile takeover.

Historical

American Populism: Have-Nots versus the Powerful

Populism can affect financial markets and institutions. Andrew Jackson's destruction of the Second Bank of the
United States in the 1830s is the most famous example in U.S. history. It was a seminal event in American financial
political history, leaving the United States without a truly national banking system until the latter part of the twentieth
century. The effect of the bank's demise was to make securities markets more vital for the United States
and to deny the nation even the rudiments of a central bank until the beginning of the twentieth century (perhaps
not until 1935). American capital markets could not develop via a nationwide banking system in the nineteenth and
most of the twentieth centuries. Roe (1994) attributes a significant fraction of the differences between American
and many other nations' capital markets to the U.S.-specific aftermath of Jackson's veto, fueled by populist interests
and thinking. Thereafter, institutions and new interests developed to accommodate and perpetuate the resulting
weak national banking system.

It could have gone the other way, as two early Congresses and two U.S. presidents chartered the First and Second
Banks, making the decision to have a quasi-central bank a closer one than basic history books usually have it. The
happenstance of political maneuvering derailed the American incipient central bank, as an ambitious Henry Clay
mistakenly thought that early passage of a rechartering bill would put Jackson on the defensive, forcing him to
approve it, while at the same time, the incumbent head of the Second Bank of the United States, Nicholas Biddle,
proved to be politically clumsy. Clay underestimated both Jackson's resolve and the influence of smaller, weaker
banks that preferred not to be challenged by the Second Bank's regulatory impulses. Jackson's veto and
destruction of the Second Bank left the United States without a strong, national banking system and created the
interests—small banks, scattered throughout the country—that deeply influenced financial market developmentin
the country for the next century and a half.

Political economy and populist political impulses persisted, and institutions created by earlier preferences had
staying power. After Jackson's destruction of the Second Bank, there were multiple efforts to facilitate a truly
national banking system. However, these failed on the twin shoals of smaller banks' influence in Congress and
populist resistance to a truly national banking system.

During the Civil War, for example, the United States built institutions called national banks, which substantively
received their governing charter from Washington. But these banks were national in name only and notin their
operation, as they were restricted to a single physical location. This limit was challenged in the 1890s, as the
Treasury proposed to allow nationwide branching, but the proposal failed in Congress. It was challenged again in
the 1920s and 1930s, but it was only mildly tweaked: branching of banks was still limited to a single state at most
and, for many states, a smaller geographic profile.

Popular animus continued to play a role in major banking and insurance legislation. Glass-Steagall's separation of
investment and commercial banking, the Bank Holding Company Act of 1956's limits on bank activities (recall, for
those familiar with the politicians of the time, Wright Patman's influence), and the major life insurance companies'
lack of power to own common stock (due to the Armstrong investigation of 1906) can all be traced in major part to
this popular animus. This left the United States with severe limits on national financial operations: a lack of a
national banking system, banks without power to engage in commerce, and insurance companies without authority
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to own common stock. Although other nations have had some of these limits, few have had them all. Britain, for
example, has had powerful insurers. Germany has had universal banks with substantial stock ownership
and even more powerful control of their customers' votes. Japan has had nation-spanning banks with significant
stock ownership.

German Codetermination

German codetermination is a formal institution reflecting this shareholder-social democratic balance of power,
vividly illustrating the political economy effects on core corporate institutions. To settle raw political conflict at
several moments in the twentieth century, German social democracy led to the Bundestag enacting laws
mandating that labor be represented in firms' boardrooms, culminating in the 1976 law requiring near-parity
representation for labor in the boardrooms of the nation's largest firms. Because unconstrained managers have
tended to have an agenda favoring firm continuance, size, and risk avoidance (see Jensen, 1986) and that agenda
maps onto employees' own agenda for the same, an implicit coalition can easily form between managers and
employees. When it does, shareholders will want to have a cohesive countercoalition in the boardroom.
Concentrated ownership is a primary way to build that countercoalition.

Preference Aggregation and Combinatorics

Thus far | have generally examined discrete interests and their preferences for and against various capital markets
forms. But, as the German codetermination experience shows, discrete interests can overlap and coalitions can
arise. In this part, through a series of historical examples, | examine, first, how coalitions form, persist, and morph.
Second, | examine the political institutions resulting from preference aggregation and how they shape political
results and institutional formation, which in turn affect capital market results.

Shifting Coalitions

Banks and Labor in Europe

One of the more interesting instances of the formation of a capital market-affecting coalition can be seen in post-
World War Il Western Europe. Perotti and von Thadden (2006) provide compelling argumentation and significant
data to support the idea that Western European polities in the post-World War Il era had the equivalent of a
banker-labor coalition that impeded capital market development.

Their argument begins with the median voter theorem: In postwar Western Europe, they posit that the median voter
had strong human capital but litde financial capital. As such, the median voter had little interest in promoting
financial markets, for fear that powerful financial markets would more readily erode his or her human
capital than weak financial markets. Stronger capital markets punish slow-moving firms. They demand that firms
more quickly adopt new technologies, if profitable, and those new technologies could readily erode the value of
labor's human capital, tied as it is to experience with the old technologies. Lacking financial capital and dependent
on human capital, the median voter was risk-averse to policies that could erode the voter's human capital.®

At the same time, banks—to the extent that their creditors' interest dominated their other financial interests—were
moderately risk-averse (because the downside disproportionately affected their loans, whereas the upside
benefited stockholders). Accordingly, banks that became primary corporate governance players had a risk-averse
profile that fit well with the median voter's preferences. Labor with limited capital preferred banks to stock markets—
and that is what they sought from the polity and, powerful as they were, that is what they got from it. The median
voter voted for bank-oriented capitalism.10

Managers, Labor, and Populism in the United States

A similar, albeit indirect alignment of interests existed between American managers and American populism at
several times. A plausible view of the sequential development of U.S. capital markets history is the following. In the
1890s, national enterprises became viable: railroads had by then spanned the North American continent, turning
the nation into a single market, and engineering economies of scale made large-scale production especially
valuable, inducing local firms to merge to form nation-spanning enterprises. With American populism having
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facilitated a weak national banking system, mergers needed stock market financing. With stock market financing in
place, ownership started separating from control and managers increasingly gained control over the firm, with the
stockholder-owners becoming geographically distant, poorly informed, and not motivated to control or even
influence the firm's operations. Once ownership separated from control in the large American public firm, managers
then became political actors in their own right, via their lobbying organizations such as the Business Roundtable,
the National Association of Manufacturers, and Chambers of Commerce. Their interest was to preserve and
enhance managerial authority, which they have accomplished.

A similar American coalition formed in the 1980s. Hostile takeovers made managers' lives considerably more
difficult during that decade. These takeovers also disrupted workers' expectations of their future in the firm by
putting their jobs at risk. Even if a potential takeover would not leave the workers unemployed, the employees
would find themselves in a disrupted work environment. Thus, they shared managers' opposition to hostile
takeovers.

This kind of managerial-labor coalition was often enough decisive in pressing states to pass antitakeover laws.
When a Pennsylvania corporation was targeted for a hostile takeover, it sought strong antitakeover law from the
state legislature. For many Pennsylvania lawmakers, voting for the legislation was an easy political

decision, as both the Chamber of Commerce and the AFL-CIO supported the legislation. Roe (1993, p. 339), quotes
a contemporary comment: “[The] lobbying effort is the product of teamwork between ... Pennsylvania labor unions
and a coalition of over two dozen corporations working for the passage of the bill under the well-organized
direction of the Pennsylvania Chamber of Business and Industry.”

Constituency statutes, which allowed boards to consider labor interests when deciding whether to support or
oppose a takeover, are also manifestations of this coalition.

Dominant Stockholders and Labor

Dominant stockholders could ally with labor. As we've seen, business elites often have an interest in suppressing
financial markets, as upstarts need access to capital to compete with incumbent elites, which they cannot get
without strong financial markets. But this begs the question of why, in a democracy, the polity would accede to the
elites' interests.

Mistake is one possibility. Ideology is another. A tactical coalition is a third: Labor at the incumbent firms may geta
slice of the incumbent firms' profits, motivating labor at the business elites' firms to support the elites' interests in
suppressing new competitors because the elites' interests here coincide with their own. If labor obtains such a rent,
it wants to suppress product market competition with their employer, suppress upstarts' access to new finance, and
suppress open trade with foreign competitors.

A sophisticated rendition of the multiple possible coalitions can be found in Gourevitch and Shinn (2005), who show
how there are almost as many permutations in play between and among labor, owners, and managers as there are
rich nations. Labor power can dominate owners and managers, as in Sweden. Or owners and managers can
coalesce to dominate workers, as in Korea. Or owners can dominate both, as in oligarchic nations. Or workers and
owners can coalesce to dominate managers. Or workers and managers can dominate owners, as in corporatist
states, such as Germany, Japan, and the Netherlands.

Western European nations have been analyzed as corporatist systems for some time, with analysts viewing the
economy as being largely governed by tripartite decision makers: the government, peak labor associations, and
employer representatives. The varieties of capitalism literature (Hall and Soskice, 2001) integrated this thinking into
production characteristics. That literature argues that economies that depend on skilled labor tend not to have
liquid stock markets, which would disrupt labor skills. Conversely, economies that depend less on labor with firm-
specific skills could handle capital markets' disruptions. These analyses look at the informal institutions of coalition
formation. Business leaders would want to be represented at the centralized decision-making institutions, thereby
putting a thumb on the scale for close ownership and weaker capital markets as well.

Political Institutions and Preference Aggregation
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Here | shift focus from how raw preferences and interests can shape institutions and financial markets to how the
political economy of institutions shapes financial outcomes. Conceptually more traditional than the former, the
political economy of institutional structure deserves to be applied to capital markets formation and deserves
summary and development here.

Since Arrow's impossibility theorem, political scientists have examined mechanisms of preference aggregation in a
polity, because these profoundly affect policy outcomes. As is well known, the impossibility theorem's conceptual
power comes from voters having differently ordered preferences. When a choice between two of three viable
options is presented, the voting result may differ from what would result if the ordering of the choices had been
otherwise.

Parliamentary versus Presidential Systems: Proportional Representation and Party Lists

Pagano and Volpin (2005) apply Persson and Tabellini's (2000, 2005) general inquiry into parliamentary systems,
proportional representation, and presidential systems to the specifics of corporate and capital markets. Party-list
and proportional representation enable a coalition among business owners and labor to enact rules that poorly
protect capital providers (so that incumbent business owners benefit at the expense of outside investors) and
protect incumbent labor well. Decisions are driven not by the median voter but by the way a dominant coalition is
formed.

Iversen and Soskice (2006) argue that proportional representation structures facilitate center-left redistributive
coalitions, whereas majoritarian, presidential, first-past-the-post systems facilitate center-right, low-redistribution
outcomes. In majoritarian systems, they indicate, the decisive middle-class vote will side with the well-to-do for fear
of being taxed by the poor; butin proportional representation systems, the middle class can ally with the poor to
redistribute from the well-to-do while still maintaining enough influence in the middle-poor coalition to ensure that
the middle class are not themselves the target for redistribution.

Mueller (2006) shows further how first-past-the-post electoral systems, such as those in the United States, can
affect corporate governance outcomes. In such political systems, a national interest group, such as labor, needs to
persistently recapture a working majority in the legislature, working district by district, legislator by legislator. This is
hard to accomplish. But in a party-list system, the identity of the particular legislator is not vital to the interest group
getting that legislator's vote: the legislator follows party discipline, thereby facilitating national deal making in which
national labor institutions could be quite influential. In systems with first-past-the-post territorial elections, such
national coalitions (and their concomitant influence) are harder to create and maintain. It's thus no accident that
Tip O'Neill's famous aphorism—that all politics is local—came froma U.S. national politician, the locally elected
leader of the House of Representatives, a legislative body thatis a collection of locally elected representatives who
make national policy.

Mechanisms for preference aggregation can have a profound impact on the ability of players to form coalitions
and, consequently, on the influence they can exert on the development of capital markets.

American Federalism |

The organization of the U.S. Congress is relevant here in another dimension as well. If all politics (in the United
States) is local, then local interests can determine national outcomes. One reason all politics is local is that the
House of Representatives is organized and elected by local geographic districts. With representatives dependent
on local interests for their election, the House was responsive historically to local bankers who wished to be
shielded from out-of-district competition. When technology only allowed for localized bricks-and-mortar banking
(i.e., before the era of automated teller machines, online banking, and cheap telecommunications), bankers had
the means and motivation to influence their local representatives' voting on whether to facilitate nationwide bank
branching, a result that we've seen deeply affected U.S. capital markets. The state-by-state organization of the
Senate presumably has had a similar albeit weaker impact.

Hence, one can see a structure-driven process: U.S. political structure promoted local interests. When local
banking was technologically possible, this local power overly emphasized local banking, making national banking
markets impossible during the formative years of national industry. This meant that large industrial firms had to
raise their capital from disparate sources that could not readily concentrate their stock holdings, facilitating a shift
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in authority inside the firm to managers.

American Federalism IlI: Delaware

U.S. corporate and capital markets law is made in two principal jurisdictions: Delaware (via the laws of corporate
organization) and Washington, D.C. (via the laws covering securities regulation). Unlike other polities, the United
States effectively allows the corporation to choose its own state of incorporation, regardless of where it does
business in the nation; the corporation thus chooses its own governing law. Most major American public firms
choose to incorporate in Delaware.11

The federal organization of U.S. corporate lawmaking has long been a focus of corporate law academics, who
have seen competition among states for corporate charters (and their resulting revenues) as a core driver in
making corporate law, thereby applying Tiebout's (1956) insights on political jurisdictional mobility to the specifics
of corporate lawmaking. Some thought the competition was “to the top” in making corporate law more efficient,12
whereas others saw the competition as one “to the bottom,” by favoring the corporate players most central to the
incorporation decision—managers, controlling shareholders, and their lawyers.13

This federal organization of the polity can affect capital markets, as interests dominant on the state level can get
rules that a busy Congress might not provide. During the hostile takeover era, many states passed strong
antitakeover laws, making it transactionally more expensive for an outsider to buy up stock of a public
firm. In the political balance were the managerial, labor, and capital interests. Local managers did not want the
hostile takeover to proceed. Local labor employed by the target company did not want the offer to proceed. While
shareholders in the capital market presumably wanted the takeover to proceed, many of them were not local,
because capital markets were national or international. Hence, the balance favored in-state managerial and labor
interests over capital market interests.14 Again, all politics is local.

American Federalism lll: Delaware and Washington

The simultaneous state-federal structure of U.S. corporate lawmaking can affect capital markets in another
dimension. The interests that prevail in Delaware, the dominant state corporate lawmaker, are not the same as
those making corporate and securities law in Washington. Particularly during times of financial crisis or scandal, the
populist input to weaken shareholder and financial strength in the corporation, or to punish managers who are seen
to be overcompensated, is strong in Washington and weaker in Delaware, where the interests of managers and
shareholders dominate.

In areas that are of overlapping concern to national and Delaware lawmakers, the national and local polities
interact in two major ways. First, Delaware may preemptively pass financial and corporate law to reduce the
chance of federal action. It may do so out of self-preservation: If Delaware is far out of line with national sentiment,
corporate lawmaking could move from Delaware to Washington and become, like securities law, national,
congressionally made law. Second, Delaware may act to protect its local interests: with first-mover advantages,
Delaware may pass rules that go some but not all of the way to satisfying the national appetite. Doing so would
allow it to preserve as much autonomy for managers (or value for shareholders) as possible, by persuading
Washington decision makers that enough had been done, so that nothing more is needed from Washington. This is
analogous to the process Spiller and Gely (2008) posited for the Supreme Court, by which the Court often decides
cases in ways that diminish the chance of congressional action (by coming closer to congressional preferences
than they would have otherwise).

Weak Capital after World War Il

Earlier in the chapter, | indicated that a defining feature of the political economy of U.S. capital markets can be
found in the destruction of the Second Bank of the United States, which left the country without a nationwide
banking system during the nineteenth century, when a continent-wide, nationwide industrial economy arose. The
interests, ideologies, and institutions that resulted tended to reinforce themselves during times of crisis, because no
subsequent American crisis was so severe as to leave the economy flat, destroyed, and needing a fully new set of
institutions. Even the 1930s New Deal tended to strengthen preexisting interests, not destroy them.

Could there be a similar foundational political economy event for Western European and East Asian capital

Page 16 of 25



Capital Markets and Financial Politics: Preferences and Institutions

markets? | think there is, but as of now that possibility must be seen as a hypothesis, needing further theoretical
and factual development.

The concept would be that after World War Il enough political and economic institutions had been destroyed that a
substantial new construction of those institutions took place. In those years, capital owners and labor interests
sought to establish the new rules of the game that would then govern markets and finance from that time on. The
twist arises from the following difficulty: we know that the continental European rules of the game had a prolabor
and not a procapital tilt in the subsequent decades. But with capital scarce after World War I—the physical capital
was, after all, largely destroyed—and with labor (especially skilled labor) relatively abundant, the bargaining
process in the economic arena should have favored the scarce resource's preferences in rules and returns. Yet at
least as far as the rules were concerned, the results went the other way. Labor markets, including wage rates and
other benefits, were favored in the decades after World War II.

When the bargaining began for a new postwar understanding as to how to organize capital and labor markets, the
pro—capital markets players were relatively weak in the political arena—relative both to labor at the time and to
their own more usual strength in influencing results. Their physical capital had largely been destroyed during the
war; they had limited capacity to affect the politics of the time with campaign contributions, lobbying, or otherwise
when the foundational deals were made. Only later could they afford the time, money, and personnel for such
efforts; then they made sure that they were represented at the peak bargaining of the corporatist model. By that
later time, however, labor had acquired its postwar favored status. For now, the original conditions idea—that the
preferences and weak institutional structure in continental Europe right after World War Il set the institutional
framework for subsequent, relatively weak capital market development—is a hypothesis for further development.
During the immediate postwar period, strongly held popular preferences and politically weak ownership interests
could well have established the new institutional arrangements that would endure, affecting capital markets
structur