CLIFFORD [HOUGHT
CHANGCGCE LEADERSHIP)

THE RISING POWERS:
WHAT ROLE DOES

LAW HAVE TO PLAY IN THE
ECONOMIC DEVELOPMENT OF
THE BRIC COUNTRIES?




This research will be of interest both to our clients
and to lawyers working with BRIC countries

and should enhance our understanding of other
growth economies and developed markets where
the causal relationship between the legal and
economic systems is still inadequately understood.
This opportunity to study different countries at
comparatively early stages of their development
should contribute to a better understanding of stable
market systems. This briefing introduces the project,
explains why Clifford Chance is supporting it and
looks at some of the themes of the research.

The primary aim of the project is to examine the
role of law in economic development in the BRIC
countries. The project has received funding from
the Economic and Social Research Council (ESRC).
The causal relationship of law and economic
growth is one of the big outstanding questions for
economists and has acquired greater impetus since
the financial crisis. The research will specifically
consider (i) the role of formal institutions such

as the courts and regulatory bodies in providing

the conditions for growth, (ii) the effectiveness

of reforms aimed at improving the legislation
governing the rights of creditors and shareholders,
(iii) the role of the state and (iv) the extent to which
formal institutions are complemented by prevailing
legal and business culture.
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The research team comprises lawyers and
economists from leading British universities,
collaborating with institutions in the countries
themselves. The team is led by Simon Deakin,
Professor of Law at Cambridge and Director of the
Centre for Business Research. Other members of
the team include John Armour, Professor of Law
and Finance at Oxford, Matthias Siems, Professor
of Law at Durham and Kristin van Zwieten, the
Clifford Chance Associate Professor of Law and
Finance at Oxford.

Clifford Chance is providing technical input

on the relevant legal systems and access to

our contacts with knowledge of the legal and
business environment in the countries concerned.
In addition, John Hamilton, a Consultantin
Clifford Chance’s Moscow office, whois also a
Senior Research Fellow at the Centre for Business
Research, is conducting research on the Russian
dimension of the project.

John says “This research will give us and our
clients a deeper understanding of the role of law
in the markets in which we and they operate.

In collaborating with local institutions we will
create valuable links which will enhance our
expertise and capabilities in these markets.



Supporting the project will also bring the
research to a wider audience and enhance the
scope for future projects.”

‘Law and economics’ - why is it
important? An introduction to the
themes of the research

The importance of law and legal institutions in the
economy is a subject which has been comparatively
neglected, although it has been of interest to agencies
such as the World Bank and the EBRD for some time,
and more generally since the financial crisis of 2007
and 2008. The field is dominated by economists,
with academic lawyers and practitionersin an
essentially reactive role; this may have contributed
toinaccurate characterisations in some of the
economic literature of different types of legal system
and the role of legal rules in economic activity.
Economists essentially see law as a system for
altering incentives in a general way, whereas lawyers
seeitasaset of rules and procedures applyingto a
particular set of facts.

A better understanding of the optimal design for

law and legal institutions would not only help

growth economies to achieve sustainable and stable
development but would also be likely to yield insights
into the way in which more established markets

and legal systems function. The ability to track legal
and economic change in rapidly evolving systems
such as the BRIC countries enables correlations

to be observed and inferences drawn about causal
relations. These insights would not emerge from

the observation of comparatively static systems

in economies which have developed organically

over several centuries. The need for abetter
understanding of the role of regulation in markets

(or on alarger scale, the law in the economy) has been
highlighted by the financial crisis and the subsequent
attempts to improve the regulatory framework.

‘ ‘ This research should give us and our
clients a deeper understanding of the role of law
in the markets in which we and they operate.”

John Hamilton Consultant, Clifford Chance




How has academic theory in this

field evolved?

The protection of rights to private property has

long been regarded as an essential condition for
commercial activity and the notion has become
further embedded through the development of the
idea in the 1960s that when goods and services are
traded it is really rights to those goods and services
that are being bought and sold.! The importance of
property rights was emphasised in new institutional
economics?, as was the importance of informal rules
in the functioning of society, although the role of the
legal system in providing the rules for the orderly
conduct of economic activity has been somewhat
neglected in the economic literature.

The emergence of law and economics as a discipline
can be traced back to a paper published in 1960
by the economist Ronald Coase, who argued
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that allowing parties to negotiate an appropriate
level of compensation for the commission of a
nuisance leads to amore economically efficient
economic outcome than a fine imposed on the party
responsible by the state®

From the mid 1970s, under the influence of
Richard Posner, an academic at the University
of Chicago and judge at the US Court of Appeals,
the focus of law and economics moved away
from Coase’s interest in the implications of legal
rules for economic efficiency towards the use
that can be made of economic theory to explain
the common law. In this analysis, laws are

seen as prices, with the behaviour of economic
agents, who are assumed to be rational and
self-interested, being influenced by the perceived
cost or benefit of breach of or compliance with
applicable laws.*




The approach started in the sphere of economic
relations, but has been extended to criminal and
even family law, in the belief that simple market
economics has explanatory power across a broad
range of human activity.® Although the theory
claims to be descriptive rather than normative,
itis implicit that the law evolves towards greater
economic efficiency with inefficient laws being
amended or replaced by those which are more
economically efficient, tending to reinforce the
self-interested rational actor model of human
behaviour on which the approach is predicated.

Posner does not say much about growth economies
as such, but he does argue, as a natural extrapolation
of the idea that the law evolves towards greater
efficiency, that provided that some basic institutions
have been created, the existence of a class of private
property owners creates a demand for law, which
will lead to wealth creation and better institution
building, in a virtuous circle of reform.®

The economic analysis of law has not

been particularly well received in civil law
jurisdictions, where law may be seen as having a
more autonomous status inherently less capable
of influence by forces of the market, and where it
is objected that the organic process of evolution
through jurisprudence is less significant than in
common law jurisdictions.”

However a more fundamental limitation of the
approach of economic analysis, both at a theoretical
level and as a tool for policymakers, is that it is
essentially concerned with causation in one
direction — from the economy to the legal system.

Inthelate 1990s a team of economists led by Andrei
Shleifer, a Harvard economist who had a key role in

advising the Russian government on privatisation in
the early 90s, proposed a method of evaluating legal
systems by ascribing values to laws according to the
degree of protection they provided to shareholders or
creditors. The research, which was based on a survey
of 49 countries, concluded controversially that
common law jurisdictions performed better than
civil law jurisdictions in terms of conduciveness to
economic growth.

Tt was this line of research thatled to the World
Bank’s Doing Business Reports which have also
proved controversial, particularly in civil law
jurisdictions where they have been accused of having
an inherent common law bias, with some developed
civil law jurisdictions, such as France, being initially
ranked very poorly® A positive effect of the Doing
Businessreports has been to encourage a number of
countries to examine their legislation carefully to see
how it could be improved.

The research mentioned above, which has come
to be known as the Legal Origins Theory, has
attracted criticism for the quality of data, the
criteria used in the tests, and for being a snapshot
of the position at a given time, as opposed to a
time series which demonstrates a trend over a
period of several years and from which it is easier
to infer causation as opposed to just correlation.’

More recent research done by a number of the
members of the team working on the ‘rising
powers’ project has looked at data over a period of
time for a number of the countries in the original
survey, and concluded that there is no inherent
superiority of the common law over civil law

in terms of economic growth, and that civil law
and transitional systems which were once seen
to lag behind common law systems in terms of
shareholder and creditor protection, have been
catching up.1°



A more recent restatement of the Legal Origins
Theory by the founders of the field places less
emphasis on the content of legal rules and associates
the legal origin of a country with a ‘style of social
control of economic life’ with the common law seen
as inherently more adaptable and pro-market and
the civil law as more rigid and statist.™ Asfarasthe
BRICs are concerned, Brazil and Russia are both
civil law systems, and India is a common law system.
China does not belong entirely to either category, but,
atleast according to the criteria of the Legal Origins
Theory, is closer to a civil law jurisdiction.

Ifthe claims of the Legal Origins Theory in its
original or restated form are true, it means that the
trajectory of economic development of a country

is to some extent determined by the type of legal
system (civil or common law) it has, whether freely
adopted or imposed by conquest or colonisation.

A limitation of the methodology of Legal Origins is
that the causation is also one way - this time from
thelegal system to the economic system, although
this is mitigated to some extent by the time series
approach which permits inferences of causation in
either direction. The ‘rising powers’ project assumes
that the interaction between the legal and economic
systems is a two way process, with the market
exerting influence on legal evolution, and the legal
system having an impact on economic growth.

The Trising powers’ project will be testing some
more recent ideas about the way in which
growth economies develop and which challenge
some earlier assumptions. In the heyday

of neoclassical economic theory (from the
demise of Keynesianism in the late 1970s to the
financial crisis of 2007-2008) it was assumed

that the market had a primary role in economic
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development and the state a relatively passive
‘night-watchman’ function.

In Russia the neoclassically inspired reforms, which
placed reliance on the market rather than the state
as the prime mover behind legal and economic
transformation ran into difficulties. Research on
Chile, South Korea and China seems to show that an
‘economically benevolent’ authoritarian regime can
actually be better, at certain stages of development,
than a market system supported by a system of
property rights, with the state substituting for both
the market and the legal system.® The view thata
strong state is important in a period of transition has
been gaining ground in recent years, and cautions
against attempts to impose the Western paradigm of
liberal market democracy on developing countries at
too early a stage of their development.®

In relation to China, South Korea and Taiwan, it
has been argued that, at least in the early stages
of development, economic activity may be best
served by not relying on the legal system but by
relying on reputation, relationships and trust. The
formal legal system in China has been criticised
for being unwieldy and slow to accommodate the
changing needs of economic activity.*

In Indiathe challenge is said to lie not so much in
reforming the law but in getting the court system

to work more efficiently and reliably. In Brazil the
new stock exchange (Novo Mercado) seems to
function effectively as a source of finance for new
listings, which are required to opt into a corporate
governance regime which emphasises the protection
of minority shareholders, although established firms
are not required to move over to this regime. The
reason for the success of this model and whether
itis capable of being transposed to other growth
economies, is something that will be considered as
part of the project.



The rising powers project promises to provide new insights into the role that legal systems play
in economic development. Clifford Chance’s support for this project means that we will be able
to share these insights with our clients and develop a deeper understanding of the markets in
which we operate. Further briefings will present the findings of the research and explore what
this means for those investing and doing business in growth markets.
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