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The central issue in this paper are the dynamics of transition to the rule of lawv—an
issue that has become paramount in the debate over the transition from communism to a
market economy. Thereisalong history recognizing that property rights are very
important. There has also been along debate about how the institutions of property rights
evolved (e.g., Smith, 1776, Book 111, iv; Marx and Engels, 1848; North 1981). In Western
European history, in general, they evolved gradually and incrementally. But for transition
and developing countries today, policymakers seek to expedite this process. For the
countries in transition from communism, the theory was put forward that the process could
be expedited by the mass privatization of state enterprisesto individuals: Privatization
would create ademand for property rights institutions and the rule of law. Theinstitutional
evolution that was expected to follow would lead to growth—wealth creation and wealth
maximization. There was alogic to this theory, but the theory neglected a variety of reasons
why rapid privatization might not have the desired effect on institutional change.

Preliminary evidence more than a decade out is that this strategy has not worked
in Russia and many other transition countries. The political scientist Stephen Holmes
(2002, p. 87) writes that “no well-organized constituency for the rule of law existsin
Russiatoday” and that for lack of one, the rule of law cannot be established. Thisview is

shared by numerous scholars with respect to not only Russia but also many other

YFor example, Shleifer and Vishny (1998) argued that “Privatization offers an enormous political benefit
for the creation of institutions supporting private property because it creates the very private owners who
then begin lobbying the government...to create market-supporting ingtitutions.. . . [Such] institutions would
follow private property rather than the other way around” (pp. 10-11). Privatization creates “an
economically and politically powerful lobby for institutional reform” (Boycko, Shleifer, and Vishny, 1995,
p. 154), central to which isthe rule of law (Hay, Shleifer, and Vishny 1996, p. 96).



transition countries.? Figure 1 plots nonparametric estimates of the distribution, in 1996
and 2004, of World Bank scores of adherence to the rule of law for 27 transition
countries and the world asawhole.® Therule of law indicator is scaled so that the values
of the world average and median are zero and the standard deviation is one. Higher
scores represent greater adherence to the rule of law. 1n 1996, the transition countries
had, on average, slightly less adherence to the rule of law than the world as awhole, but
showed alow level of dispersion. Between 1996 and 2004, atwin peaks pattern emerged
in the transition countries. Some achieved a good measure of rule of law by world
standards, while the majority had scores that remained low or even deteriorated.

When it became clear in Russia s privatization that many individuals were
obtaining equity stakes through rigged bids and that controlling shareholders were
stripping assets, even then some people argued that businessmen would, sooner or later,
settle down to value-building. The following passage attributed in 1996 to the first head

of Russia's privatization program (Anatoly Chubais) is suggestive:

2 See, for example, Pistor (1999) and the symposium “Demand for Law” in the East European
Congtitutional Review, Hellman (1998, 2002), Aslund and Dmitriev (1999), Black et a. (2000), Nagy
(2000, p. 88), Sperling (2000, pp. 16-17), Kolodko (2001), and Graham (2002, esp. p. 49). Other scholars
have argued that in many countries, the cause of the absence of the rule of law lies on the supply side—for
instance, the inability to collect taxes to finance a market-oriented system (Johnson, Kaufmann, and
Shleifer (1997) and Roland and Verdier (1999)). But financia problems reflect endogenous decisions of
essentially the same kind as the demand side that we analyze here. In Russia, it was clear that the state was
giving away assets of value an order of magnitude greater than the cost of administering a rule of law
system. The lack of finance was areflection of the same lack of demand for the rule of law on which we
focus here.

3 The governance indicators are weighted composite scores constructed by Kaufmann, Kraay, and
Mastruzzi (2005) from indicators produced by 31organizations, including Freedom House and the
European Bank for Reconstruction and Development.



“They steal and steal and steal,” Chubais complained of the country’s
businessmen and their routinely corrupt practices. “They are stealing absolutely
everything and it isimpossible to stop them. But let them steal and take their
property. They will then become owners and decent administrators of this
property.” (Freeland, 2000, p. 70)
But there was no way to evaluate how long that would take, or what price would be paid
in the interim. Many apologists for what was happening in Russia suggested that the
theft was nothing more than redistribution—a small price to pay for establishing the rule
of law and thereby attaining an efficient economy. In contrast, in this paper, we present a
model in which there are social costs attendant to theft.

We argue that the linkage between privatization and the demand for the rule of
law has been misinterpreted. A central analytical failure is misunderstanding the
difference between an individual’ s owning an asset and an individual’s having control
over an organization of which heis not the sole owner.* Control rights enable one to take
others' assets. In the absence of therule of law, control rights undermine more general
property rights because they make it easy to steal. Privatization without institutions to
enforce good corporate governance may Vvitiate private property rights and give those
with control rights an interest in the persistence of aweak, corrupt state that would not

interfere with their theft.

The paper isorganized as follows. In Section 1, we present an infinite period

*The mass privatization in Russiain the early 1990s entailed the transfer of control rights before the
establishment of rules of corporate governance and other institutions to limit the abuse of corporate control.
If it is expected that one person would quickly get control of all the assets of the entire corporation, then
that person will simply want to be sure that no one steals from him. So thereisamodel of aworld of vast
inequality in which issues of corporate governance are of only fleeting concern. In the 1990s, no one
openly contemplated that degree of inequality and had they done so, concerns about equality might have

motivated attempts to limit such concentrations of economic power.



model in which forward-looking agents who control assets choose an economic strategy—
to build value or strip assets—and express in each period, e.g., by voting, a political
preference for or against establishing the rule of law. The probability of transition to the
rule of law depends on the size of the constituency that demandsiit, and an agent’s optimal
economic strategy depends on his beliefs about when the transition to the rule of law will
occur. If he believesthat this constituency islarge, so that the probability of transition is
high, then the relative expected returns to building value and to supporting the rule of law
will both be high. Thisisthe scenario predicted by supporters of rapid privatization. If,
however, the agent believes that the constituency for the rule of law is small, then the
expected return to building value (relative to stripping assets) will be low and he may
choose to strip assets. Asset stripping may in turn give him a preference for postponing the
establishment of the rule of law because stripping gives him a stake in the existing system
that does not interfere with histheft. We assume that the individual votes his self-interest.
This means that he compares the long-run gain from a more efficient society under the rule
of law to his short-run foregone ability to strip. He naturally ignores any effect of his
behavior on how othersinvest and vote. We show that even if only those who have control
rights determine the outcome of the political process (i.e., those who under the naive
theory would support the rule of law), the outcome of the interactions of many actors may
be very inefficient because the political environment is a public good (or public bad). We
show that aweak constituency for the rule of law may be self-perpetuating.

In Section 2, we solve the model for a numerical example and illustrate the stark
implications that the mechanism studied in the paper can have for growth. Economists

are well attuned to analyzing group behavior that isinconsistent with what would be in



the interests of each and all if they could act cooperatively. We provide a setting of
interactions between economic and political decisions that illustrates this failure
dramatically. We thus show that the argument that mass privatization always leadsto a
demand for awealth-maximizing legal regimeis not correct.”

In Sections 3 and 4, we consider the assumptions of our model in more detail and
use the model to address three policy questions One concerns the sequencing of
privatization of large state enterprises and regulation of corporate governance. We show
that whether or not privatization first, as rapidly as possible, is superior to the strategy of
regulation of corporate governance first depends on the magnitude of certain behavioral
parameters. As asecond example, we consider macroeconomic stabilization policy to
address the inflation that accompanied price decontrol. We ask: what is the effect of
high interest rates on the size of the constituency for the rule of law? We show that at
high interest rates, the relative returns to stripping assets and opposing the establishment
of the rule of law may both rise; thus, atoo stringent macroeconomic policy can
undermine the constituency for legal reform. Asathird example, we consider the
liberalization of international capital flows. When capital flight is easier, therelative
return to stripping assets will rise and the constituency for the rule of law will fall.

In the concluding section of the paper, we consider the problem highlighted in our

® A key issue that this paper does not deal with is oligarchy. The reason that we begin with the model of
this paper isthat it is obvious that the creation of oligarchs would lead to a demand to preserve the
differential access to power, as opposed to therule of law. This paper will show that the problem with the
strategy of using mass privatization to jumpstart institutional change is not just, nor even, the creation of
the oligarchs, but the broader problem of corporate governance and the social consequences of widespread
asset stripping. This problem can arise in the absence of concentrated wealth, and concentrated wealth

exacerbates the problem we identify here—see Figure 9.



model in abroader context. Theissueishow, when the legitimacy of the distribution of
property rightsis contested, a society can establish afoundation for building the rule of
law. The various forms that privatization took represented alternative ways of assigning
private property rights at the beginning of the transition from communism. The question
of the assignment (origins) of property rights and their legitimacy has bedeviled many
African countries, aswell. We argue that the Coasian view that focuses on the problem
of defining property rights, rather than the broader problem of building a political
consensus for rules that will govern their allocation, is a misleading guide to building a

political constituency for the rule of law and an efficient economy.

1. A dynamic model of the demand for therule of law

In this section we develop our basic model of the demand for the rule of law.

1.1 Theagents

A continuum one of agents has control rights over enterprises. We think of time as divided

into an infinite number of periods, in each of which the agents choose between two actions:
Building value: Making an irreversible investment to increase the enterprise’ s value.

Stripping assets:  Stripping the assets of the enterprise, appropriating corporate value
for themselves, whisking capital to a safe place, and letting the capital stock wear out.

All agents have identical preferences, with a discount factor 6 [ (0,1), but agents differ in
their ability to strip assets. For instance, those who control natural resources that can be
extracted and sold on world markets in a process relatively insulated from the rest of the
economy have the greatest ability to strip assets. & denotes an agent’stype. Agentswith
ahigher value of @ strip better. We assume that 8 has a continuous distribution H(6)

and density function h(.).



1.2 Thepolitical environment
We consider a society in which the possible legal structures vary only along the
dimension of the security of property rights. The two possible legal structuresin our
model capture the ends of the spectrum. By the rule of law, we mean well-defined and
enforced property rights, broad access to those rights, and predictable rules, uniformly
enforced, for resolving property rights disputes. By no rule of law, we mean alegal
regime that does not protect minority shareholders’ rights from tunneling, does not
enforce contract rights, and does not protect investors' returns from confiscation by the
state. We will refer to these two legal regimes as states of the world. We assume that
initially the economy isin the non-rule-of-law state.®

In each period, agents have to express a political preference, e.g., by voting over
policies that would create the rule of law. A fraction of the agents, denoted by 1- x; ,
demand the rule of law, while the remainder (x;) oppose its establishment. These political
preferences determine the probability of transition to the rule of law at the end of that
period.” Thus, we assume that the probability, Tg, of transition to the rule of law in

period t is a decreasing function of x;:

Q) T, =TMx), TU() <0 forx(0,1), 0 = m(1l) < 0) =1

® Toillustrate, we cite four characterizations of the environment in Russia in which mass privatization
occurred: “awild market outside the law” (Rose 1993, p. 430), a*“systemic vacuum...[without] effective
regulations and controls’ (Kolodko 2000, p. 196); “alawless climate, in which managers could justify self-
dealing by claiming (sometimes correctly) that they had done nothing illegal” (Black et al. 2000, p. 1782);
“arobber-anarchical form of capitalism” (Nagy 2000, p. iX).

A part of the economy does not have assets. A premise of the analysisis that those who do are the

decisive players.



Once a society attains the rule of law, we assume that it continues in that state forever.®
Similar results would hold if there were a small probability of reversion to the non-rule-
of-law state.

We will explore a subset of possible equilibrium paths such that, aslong as no
rule of law prevails, the fraction of agents opposed to reform remains the same:

X, = X4y = X4p =.... Thereareother dynamics where the constituency may jump from

one period to the next, which we do not explore.
1.3 Thepayoffs
Technology is constant returnsto scale. If an individual builds value in a given period,

he obtains an income flow f per unit asset and increases the asset to a proportion g > 1 of
itsformer size. We assume dg <1 so that asset values are finite.

To build value requires an investment |/ < f per unit asset. 1! depends on the state
of the world at the end of the period, indexed by j: j isrule of law (L) or no rule of law
(N). Weassumel" < IN, which captures the ideathat in order to build value an
individual must interact with others. He benefits from the rule of law because it enforces
his property rights and expands his access to markets. Without the rule of law, he risks
even being able to capture the return on his investment in productive assets.” Let b’

denote the net flow per unit asset to an agent who builds value:

8 his assumption follows naturally from the central case considered in this paper, namely, that the rule of
law isthe Pareto optimal state—see (6). Weingast (1997) formalizes thisidea

% For s mplicity, we have modeled the technology as requiring a given level of investment so that, in the
absence of the rule of law, higher levels of investment are needed, e.g. to obtain inputs and protect assets.
Alternatively, we could have modeled the rule of law as entailing an increased return from the same level

of investment. Nothing depends on the simplification chosen.



(2) bl=f -1 forj=L,N.

The model makes an important simplification that |eads to an underestimate of the
value of therule of law: it abstracts from externalities that affect f and g . Inredlity, if a
large fraction of the economy is engaged in asset stripping, then (asin Russiain the
1990s) overall production will suffer and f and, most importantly, g will be depressed.*

Next consider the payoffsto stripping assets. An agent who strips may increase
the current income per unit asset at the cost of reducing the asset to a proportion zZ <1 of
itsformer size. An agent of type @ can only strip so much, and the rule of law further

constrains his ability to strip. Let s’ denote the flow per unit asset to an agent who strips:

(3) sV (@) = 6, s"(6;A)= g1-A] with A>0.
A represents the diminution in the ability to strip after the imposition of the rule of law.
A > 0 means that the rule of law circumscribes certain actions used by strippersto
maximize their returns. In effect, the way we model it, A measures the reappropriation by
the state of assets that have been illegitimately appropriated.
To simplify notation, let
4 g =09 andz= 0z
and let V! denote the present discounted value of future lifetime income per unit asset if

theinitial stateisj. Thus,

10, particular, the return to asset stripping will be increased relative to that of building value. There are
other channel s besides the impact on aggregate demand. With lower levels of production, the demand for
non-traded intermediate goods is reduced, and this has adverse effects on aggregate supply. If many
people are engaged in corruption, the relative returns to being honest may fall. These kinds of direct
interdependencies among economic agents, which we abstract from here, are the focus of Murphy,
Shleifer, and Vishny (1993) and Acemoglu (1995).



(5) V=

In this section, we assume building value under the rule of law yields every agent

(weakly) higher lifetime income than stripping assets under no rule of law:
(6) AV 6 forall and V- > 6 for some @
1-2 1-z

which impliesthat the rule of law is the Pareto optimal regime. Writing (6) as an equality
fixes the maximum upper bound of &in the population, denoted Grax: that is,

vt = O . Itisinteresting to consider the case where (6) holds because we can

1-2
show that, even in this case, alarge fraction of agents may oppose the establishment of

the rule of law along the equilibrium path from state N to state L.

Circumstances under which (6) would not hold are sufficient access to power by
some agents, which would confer sufficiently large opportunities to extract rents through
self-dealing, that the agents would aways prefer the non-rule-of-law state. We will
illustrate such a case at Figure 9 and show that it amplifies the coordination problem on

which we focus here.!*

1.4 Theagent’seconomic strategy
This compl etes the set-up and we proceed to the analysis. Wefirst consider an agent’s
economic strategy starting from state N. Then we consider each agent’s political

behavior and the interaction of economics and politics.

M Another circumstance under which the assumption in (6) would not hold is rampant greed by

government. Suppose the rule of law is accompanied by atax ratet”. Then b" —=b" = M =" —t-f
can be of either sign. We owe this point to Avinash Dixit.

10



Individual choicein state N to strip assets or build value is predicated on
aggregate political behavior (). Each agent has an expectation concerning x and in the

equilibria explored here, this expectation is correct. For agiven value of x, expected
incometo an agent of type @ is b(x) = 77(x)b" +[1— 77(x)]b" if he builds value,
ands(x,8; 1) = G[1- n(x)A] if he strips assets. We can characterize an individua’s
decision problem by writing the appropriate Bellman equation. For an agent of type 6, let

W(x,8\) denote the optimal value function,* so

(7) Wi gy = MR+ gLV + L= AW (6. 4) ]
N S(x,6;A) + A7)V " +[1- (X)W (x,6; )]}

For building value in state N to be the optimal strategy, we need

) W(x,8;0) = b(X) + g[m(X)V" +[1- m(X\)W(x,6;1)]
€) 2 5(x,6,4) + Z(x)V" +[1- m(x)]W(x,6;7)],
which implies®

(10) {1—2[1—77(X)]}5(X) - {1—9[1—ﬂ(x)]}§(x,9;/1) + m()g-2V" = A(x6,4)

(20) defines afunction A(x,8,A) that has the same sign as the lifetime expected
gain from building value in state N rather than stripping assets. The inequality in (10) is
satisfied if the expected current income loss, if any (the difference between the first two

terms), is offset by the expected lifetime gain after transition to the rule of law (the third

12 ) isthe only system-level parameter that will vary in our analysis.

Bin computing (10), we use (8) to solve for W(x,8;A) and substitute this value into (9).

11

v



term, which is positive since g > 2).

A similar analysis can be carried out for stripping assets in state N to be optimal.
By reversing the inequality in (8) and (9), the condition simplifies to (10) except with the
inequality reversed.

Since A isdecreasing in the agent’s ability to strip, that is,

0A(6,x;A) _

(11) Y

~[1- ()AL~ g@-7(x)] < 0

thereisacritical value, &, , where A(8, x;A) = 0. Thecritica type, 8(x;A), isimplicitly

defined by the economic switch line: V™ (x) — SY(x,8;1) =0 or, more compactly,
(12 A(X,6;N) = 0. Economic switch line

Agentswith 8< 6, (x;A) build valuein state N and have future lifetime expected income

VN(X) =b + g{m(x)V" +[1—-7(x)]V " (X)} or, equivalently,

tTJrﬂglt—)Lg b 779
@ VYO = e gt Hb/ ~Vh(x).

Agentswith 8 > &, strip assetsin state N and have future lifetime expected income

SN(x,8;A) =s+A4m(x)V" +[1- m(X)]S" (x,8; 1)} or, equivaently,

L

S+ 7z _
S

W S od) = et = v M Seea)

The bracketed terms on the far right-hand side of (13) and (14) are the capital gains from

12



transition to the rule of law. (Given (6), thisisagain.)

Anincreasein x, by reducing the probability of transition to the rule of law,
lowers the expected income from building value (b ) and raises the expected income
from asst stripping (5 ). Both effects lower the economic switch point in state N. Thus,
the economic switch line is a downward sloping function of x—see Figure 2. Proposition
1 states this and also the intuitive result that greater constraints on stripping under the rule

of law shift up the economic switch line.

Proposition 1. (a) w <0 ad (b 66’aa(/>]<;/1) > 0.
X
6, _ _ﬂ,aA(x,Ha;A)/an where

Proof. (a) Differentiating (12) gives
@ 9(12) gves OL(x,6,:1)/06

(15) 6A(>§ 79;;/1)

[b" -b"|1-[1-773 + 6AM1-[1-7g} + {[9— ZV" - gs(x,6,;4) + j3(><)} :
The first two terms of (15) are positive by construction, and we prove in the Appendix

that the final bracketed term is positive. Part (a) then followsimmediately from (11).

The more sensitive the relative return A(.) isto aggregate political behavior x, the steeper

the switch line will be.

ﬂ(X)H{l o[- ﬂ(x)]}
(b) Similarly we obtain —2 = -

> 0, by using (11).
o) D (x.6.:1)/96 y using (11)

1.5 Theagent’spolitical position
In each period, agents have to express a political preference, e.g., by voting. In statelL,

all agents build value and support the rule of law (given (6)), so we have only to analyze

13



the agent’ s political position in state N. Those who build value will demand the rule of
law, since they earn higher returns under the rule of law. But asset-strippers face atrade-
off: their lifetime payoff is 8- A6+ ZV- if thetransition to the rule of law occursin the
current period, and 8+ zS™(x, & 1) otherwise. Let B denote an asset-stripper’ s benefit

(which could be positive or negative) from prolonging the non-rule-of-law state:™*
(16) AxE:x) = A8 - AV- - S'(x6 7).

The two terms on the right-hand side are the gain in current income and the capital loss

on the reduced asset base.

Lismonotonically increasing in the ability to strip, i.e.,

(17) o8 _ 5 4 A-m

= _— >
0 1-A1-7

and so there exists a critical value §, where 5= 0. When @ > §, > &, anindividua will

strip assets and oppose the transition to the rule of law. When 8 O (6., &), an individual

will strip assets but demand the rule of law. The critical value &, solves

(18) Bxg,;4) = 0.

As intuition would suggest, the benefit to an asset stripper from prolonging the non-rule-
of-law state islarger, the more that the state reappropriates of his gains that have been
illegitimately appropriated:

%:—1_2 g >

(19) A 1-Z1- 7]

14 We treat (16) asif it were defined over all &, but it affects behavior only through (22) (depicted in
Figure 2), and thus only for typeswith 8> &, , i.e., only for asset strippers.

14



Note also that for atype who has a stake in the existing system that does not
interfere with his theft (i.e., atype for whom £(x, ;1) > 0), an increase in the opposition to
the rule of law (X) increases . In contrast, for atype who is hurt by the absence of the rule
of law, an increasein X reduces B. What isimportant to our analysisis only the knife-edge
case [(x,6;A) = 0. Intuitively, an agent who isindifferent between states N and L will also
be indifferent to the size of the constituency against reform. Formally we have:

(20) 9B _ 08, o ZZBXEA) )5 )0
ox o 1-A1-m1 ¢ (

The next result follows immediately from these properties.

Proposition 2. g,(x;A) isdecreasingin A and invariant to aggregate political behavior (x).

0B/ 0x ,.
ey %% - 9Bl 20 WP
Y IFYITY, ox 0106

We are now ready to define the political switch line, & (x;A):
(22 & (x;A) = Max { &(x;A), G(x;1)} Political switch line
It follows that agents of type € < & (x;A) demand legal reform (the rule of law), and agents
of type 8> & (x;A) opposeit. Figure 2 depicts an example of a political switch line.
1.6 Interaction of economicsand politics

We next show that, if some agents choose to strip assets, then at |east some of those
agents will oppose the establishment of the rule of law: Economic choices in equilibrium

are linked to political choices.

Proposition 3. 64(0;A) > 8,(0;A) for al A > 0.

15



Proof. Sinced&/oA >0 and 04,/0A <0 (by Props. 1, 2), this proposition is proved if, as
A approaches zero, 8,(0; A) approaches §,(0; 1) from above. So we will show this. Using
(1) and (12), V" =V"(0) = $"(0,6,;0) =0. Using (18), V" =S"(0,6,;0). Since S"(.)
is strictly monotonic in &, it follows that 64(0;0) = &,(0;0). From Props. 1 and 2, for any
A >0, 8(0;1) > g,(0;1). Thisprovesthat asA approaches 0 from above, &4(0; 1)

approaches 6,(0; 1) from above.

Given Proposition 3, there remain two possible cases: either &, (.) > §y(.) for al xJ
[0,1], or thereis an interior intersection existsin &x space. In one case, al who build
value demand the rule of law and all who strip opposeit. Thisismorelikely thelarger is
A (which raises €4(.) and lowers gy(.)) and the smaller is IN (which raises 6(.)). Inthe
aternative case, &, (.) = Gy(.) for somevalue of x, say x". Thenif x> x’, the marginal
asset stripper demands therule of law. Thisisthe scenario that supporters of big bang
privatization, who discounted the social consequences of a corrupt privatization and weak
corporate governance systems, had in mind. Therefore, thisis the interesting case, and
Figure 2 depictsit. Theintersection of &, (.) and &,(.) partitions the space (x,6) into three
areas. In Areal, agents build value and demand the rule of law. In Areall, they strip
assets and oppose the establishment of the rule of law. In Arealll, where 6, < 6, they
strip assets but demand the rule of law for the sake of the future increase in returns to
building value.

1.7 Thestripping ability curve

To analyze the equilibrium demand for the rule of law, one additional curve is needed—

the stripping ability curve —defined as x = 1-H(6). For each value of 8, the stripping

16



ability curve plots on the horizontal axis the fraction of agents (x) whose ability to strip is
greater than or equal to that value. If, for example, the ability to strip assetsis
approximately normally distributed, then the stripping ability curve will have the shape of
the dotted line in Figure 3.

1.8 Equilibrium paths

An equilibrium path is completely determined by the fraction of agents x* who opposein
each period of state N the establishment of the rule of law. x* solves

(23) x* = 1-H(6* (x*;)N))

Aninterior equilibrium occurs as a pair of values (x,6) for which the political switch line
& (x;A) and the stripping ability curve, x(6) = 1-H(6), are satisfied. Since both curves are

downward sloping, they can obviously have more than one intersection.

Proposition 4. An equilibrium path always exists, but it may not be unique. If there
exists an interior value of x* that satisfies & (x*;A) = & (x*;A\) and

dé,(x*;A)
dx

(24) —h(6,(x*))
then there are at least two other equilibrium values of x*, one with a higher and one with
alower probability of transition to the rule of law. On the other hand, if & (X;A) = G(X;A)
for al x, or if a every equilibrium (24) does not hold, then aunique value of x* exists.

Proof. @(x;A\)=1—H(& (x\))—x satisfies @O:A) = 0, @(x*;\) =0, and @(1;\) <0 and

iscontinuous. If, and only if, (24) holds and & (x*;A) = &, (X*;A), then @ (x*;A) > 0.

(24) has an intuitive interpretation. The inequality holds when the political switch
line evaluated at an equilibrium is steeper than the stripping ability curve that cutsit at

that point—an exampleisat x” in Figure 3. When this condition holds, the response to a
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perturbation in the opposition to the rule of law (the left-hand side of (24)) is greater than
the perturbation itself. Soif thereis a perturbation above x’, the “switched” agents do not
wish to switch back. (The perturbation in aggregate political behavior changes the way
agents believe the system will evolve and so changes their economic strategies and
political preferences.) If (24) holds for some values of x, then that path will be unstable
and multiple stable equilibrium paths in state N will exist. Figure 3 depicts the case of

two stable values of x* (at 0 and x”).

We next prove that an equilibrium in state N in which al agents demand the rule

of law aways exists.

Proposition 5. x* = 0 always exists.

Proof. The proof is by contradiction. So suppose not. Then there exists atype of agent
who, when x = 0, will oppose the rule of law. This means that there will exist avalue of
6, say 8, that satisfies 8 > 6 (0;A) = &(0;\). The statement 8 > 8,(0;\) implies that
typed stripsin state N, so VV(0) < SY(0,8;)). Since VV(0) = V* (using (1)), the
preceding inequality implies V- < S¥(0, 8;A). This contradicts (6), which proves the

proposition.

Taken together, Propositions 4 and 5 show that an equilibrium with unanimous
support for the rule of law exists, but that it need not be stable or unique. Thisresult is
derived under the implicit assumption that all agents know the structure of the
economy—in particular, they know that the rule of law is the Pareto efficient regime. We

will consider this assumption in the conclusion.
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2. A numerical example

In this section we explicitly solve the model for a set of values of the exogenous
parameters,™ and for the transition probability function T(x) = (1-x)* . Figure 4 illustrates
the partitioning of the space (x,8) by the switch lines. Below the economic switch line
(Areal), agents build value in state N ; aboveit (Areas |l and 111), they strip assetsin
state N. The economic switch lineis downward sloping because increasing opposition to
legal reform decreases the expected lifetime return to building value.

Thecritical value gy(x;A) isahorizontal line that divides Areall from Arealll.
Abovetheline, agents' stake in the maintenance of alegal regime that does not interfere
with their theft leads them to oppose legal reform. Below the ling, that stakeis
sufficiently small, since the ability to strip is sufficiently small, that agents demand |egal
reform for the sake of the improvement in the returnsto building value.

Arealll isof particular interest because the argument was made in Russiain the
1990s that individuals who steal may nonethel ess support the establishment of the rule of
law. The parameter A—the fraction of current stripping returns reappropriated under the
rule of law —influencesthe size of Arealll. If A falls, Arealll expands for two reasons—
see Figure 5. First, more agents strip assets since the expected return to asset stripping
rises (the economic switch line shifts down). Second, fewer asset-strippers oppose legal
reform because they forgo a smaller fraction of what they have “stolen” in that period in
the transition to the rule of law (the political switch line shifts up).

In the limiting case, A = 0: “stolen” assets are fully protected. In thislimiting

' The parameter valuesaref = 0.05, 1"=0.01, IN=0.0475, g =1.05, Z=0.9, A =0.3, and 5 = 0.945.
The excel program is available at www.econ.worldbank.org/staff/khoff.
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case, al agentsin our model would demand the rule of law—see Figure 6. Thisresult
holds generally rather than just in the case of this numerical example. To seethis, recall

from the proof of Proposition 3 that 6,(0;0) = &,(0;0). Recall also that the assumptioniin

(6) that the rule of law is the Pareto efficient regime fixes a maximum upper bound Gnax
on the distribution of types in the population. It is easy to check that Gy(x;0)= Grax ", and
so all agents demand the rule of law, as was to be shown. But we will arguein Section 4
that in ademocracy, A isbounded away from zero. In brief, thisis because perceptions of
justice constrain the range of possible laws and because, even if the political framework
remains unchanged, democracy constrains the range of commitments that a government
can make for the future. Giventhat, A >0 and Areall isnot the empty set.

To illustrate an equilibrium, we need to specify a distribution of stripping abilities
in the population. We consider avery simple distribution: suppose that two-thirds of the
population have 8= G, and for the remaining one-third, &has a uniform distribution on
[6,_Gred .*” Figure 7 depicts the stripping ability curve as a dotted line and superimposes
on it the graphs of 64(x;A) and &,(x;A). There are two stable equilibrium pathsin state N:
at x* =0and x* =0.75.

A striking aspect of the numerical anaysisisthat the two possible stable
outcomes differ markedly in the expected length of the transition. Along the first path,

the transition occurs in the period 1. Along the second path, the transition is expected to

18 Evaluated at A=0, gyisimplicitly defined in (16) by v" = SV (x, 6,:0) and (since stripping returns are
invariant to the state of the world if A=0), (14) simplifiesto SN(x,é’p;O) = gp/[l— Z] . Omexisimplicitly

defined from (6) by V' =4, /[1-2] . Itfollowsfrom these three equalities that 6,=6,,-

7\ the numerical example, we set = 0.66, but our qualitative results are independent of the choice of 8.
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occur in period 16.*®  Figure 8 depicts the growth paths of aggregate expected income
associated with the two stable equilibrium values of x*, under the assumption that each
agent has control rights over an equal share of aggregate assets.'® We normalize the
initial value of aggregate assetsto one. If the vertical axis were measured in logarithms,
theinitial decline and the expansion paths would be straight lines. Along the lower path,
expected income falls as assets are stripped, has a dip when the transition to the rule of
law occursin period 16 because agents lose a fraction A of their stripping returns, and
then expands at a constant rate. In this equilibrium, each agent adopts a rational,
forward-looking strategy given the political behavior of others, but it is one that
collectively the agents would regret: In the example, the present discounted value of
expected lifetime income in aggregate is 4.5 along the lower path, compared to V- = 5.5
along the higher path.

The declining segment of the income curve overstates the growth path of GNP,
since part of theincome of asset strippersis “theft.” Thedip in the period of transition to
the rule of law is aso redistribution, not area decline. Abstracting from the dip, the
actual difference in the growth paths of GNP is greater than the difference in the agents
aggregate income. Asthefigureillustrates, an economy that experiences alonger period
of no rule of law will always be poorer than another economy with the same initial wealth

but aless prolonged experience without the rule of law: The economy starting along the

18 One can show by standard methods that given a probability of transition 11, the expected period of the
transitionis Tt In our example, x* = 0.75, T(x*) = (1-x*)? = 0.0625, and L/T(x*) = 16.

9 This implies that the fraction of agents who strip assets equal s the fraction of assets that are stripped.
6,(0.75; 0.3) ,whichis indicated by a+ signin Figure 7, is at the 13" percentile of the distribution of
stripping abilities. Thus, 13 percent of agents build value, and the rest strip.
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lower equilibrium path will never catch up. Our simplifying assumption of constant
returns to investment is what leads to this stark result. We will discuss aternative
assumptionsin Section 4

Besides the potential opposition to the rule of law from those who strip assets,
another source of opposition is from those who have access to power that enables them to
appropriate great wealth from the state. They do not want equal treatment under the law,
acentral component of the rule of law. One way to alow for that in our model isto
introduce a set of agents who always have a preference for the non-rule-of-law state—i.e.
to make a qualitative change in the distribution of @ that departs from the assumption in
(6). Figure 9 depicts asimple parameterization.® The figure shows that the minority of
agents for whom stripping dominates building value under the rule of law have a
disproportionate influence on the equilibrium, since their opposition to the rule of law
lowers the expected relative return to others of building value.”* Thisiswhat is captured
diagrammatically by the downward sloping portion of the political switch line. The
presence of this minority eliminates the higher equilibrium path (at x* = 0) and leadsto a
unique stationary equilibrium path (at x* = 0.85) along which the expected transition to
the rule of law occurs very late.
3. Two palicy applications
In this section, we assess the implications of our model for the sequencing of reforms and

for macroeconomic policy.

250 percent of the agents have 8= 1.2 > &, (0;0.3), and the rest are uniformly distributed on [0.66,1.2].

%L The model isan example of ageneral class of models where “responders’ —agents whose decisions are
predicated on aggregate behavior—respond in a manner that reinforces the minority of “non-responders,”
whose preferences are independent of aggregate behavior; see Haltiwanger and Waldman (1991).
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3.1 Thesequencing of reform

Our analysisidentifies characteristics of an economy that affect how long it islikely to
take to reach the rule of law. Decisions made prior to the strategic setting analyzed in
our model affect these characteristics. The model provides away of thinking about the
debate over alternative sequences of reform in transition economies: privatization first,
institution-building second (henceforth, “big bang” privatization) versus building
institutions for corporate governance first and privatizing large state enterprises second
(henceforth, “gradualism™).

At the outset of the transition from communism to a market economy, a central
issue of debate was whether it was feasible to preserve wealth within the state. Let us
assume that the state owns assets that diminish at rate p aslong as they are owned and
controlled by the state. If the government announces that it will begin to privatize state
enterprises after T periods, i.e., under gradualism, the cost is the decay of state assets.

We can think of the policy of gradualism as creating corporate governance
mechanisms that reduce the ability of an agent of any type to strip assets; such
mechanism shift the stripping ability curve left. We parameterize that shift by w. As
Figure 9 showed, in the neighborhood of a stable equilibrium, a shift left in the stripping
ability curve reduces the opposition to establishment of the rule of law.

Suppose that policy-makers are solely concerned with the maximization of
aggregate expected income, Y. We can write the equation Y°(w) = Y? (1) to define a
locus of (w, 1) where policymakers are indifferent between big bang privatization and
gradualism—see Figure 10. If pishigh, then Y? islow and big bang is preferred. If wis

high, then Y° islow and gradualism is preferred. In general, supporters of big bang
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privatization were focusing on the inability of the state to protect the value of assets held
within the public sector, and assuming that competition and private ownership would
resolve agency problems and force managers to maximize profits (Boycko, Shleifer, and
Vishny 1995, 1996). Still another argument made by supporters of big bang privatization
was that market-supporting institutional reform was politically infeasible before
privatization, so that there was no practicable aternative to privatization first, followed
by institution-building.

Poland provides an example where privatization of large state enterprises was
delayed and wealth within the state was preserved (1 was low). Given Poland’ s successin
preserving wealth and also in moving towards the rule of law (Grzymala-Busse 2003 and
EBRD 2004), there is a strong presumption that big bang privatization would have been
inferior to the gradual privatization strategy that Poland adopted. Further, with respect to
Russia’ s principal assets—natural resources— Russia could plausibly have done arelatively
effective job of preserving these assets within the public sector. For example, with respect
to oil reserves, one can at worst steal the flow and allocate the productive inputs
inefficiently. One cannat, if the right to sell such assets does not exist, steal the capital
value. But whether policy of gradualism would have been politically feasible in Russiais

clearly contentious.

3.2 Macroeconomic policy

The second policy we consider is macroeconomic policy. We will argue that a narrow
focus on stabilization can block the transition to the rule of law if it reduces the relative
returns to building value. The main point can be illustrated with a very simple example.

Suppose that the establishment of the rule of law depends on a majority voting
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rule: t=0if x> %2 and otherwise t= 1. The “tipping point” at which the rule of law is
established is a population fraction X = Y.

Associated with the tipping point is a critical value of stripping ability, which we
denote by 6 , such that half of the population has a stripping ability above the critical
value and half below it. To make things interesting, we assume that 8 is suffici ently
high that if an individual of type 0 stri ps, then he will have an interest in voting against
the establishment of the rule of law in the current period. Formally, 6 > &(;A). This
inequality will be satisfied if A is sufficiently large and zis sufficiently small.

The establishment of the rule of law now depends completely on the incentives of
the individual of type 6. If he prefersto strip assets rather than build value, then so will

at least half the population (those with ability to strip above 67), and therule of law will

surely not be established. Denote the discounted sum of hislifetime payoffs from
stripping assetsby S (é, r) , where the first argument of this function denotes the

individual’s stripping ability and the second denotes the interest rate.

If, however, he prefers to build value rather than strip, then again so will at least

half the population (those with ability to strip less than 9) and the rule of law will be

established with certainty. Denote the discounted sum of lifetime payoffs from building
valueby V " (r). Thus, asanindividua of type 6 votes, so votes a majority.

Consider next the decisive voter’ s lifetime payoffs from alternative actions. If he

strips assets in the non-rule-of-law state, Tt= 0 and his lifetime payoff is

SN(@,r)y=s"(8,r)+ zS"V(8,r) . If hebuildsvalue, then t= 1 and hislifetime
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payoffisV " (r) =b"“(r) +gV " (r).

We are now ready to consider the effect of macroeconomic policy. Government
chooses alevel of public spending (G) and through monetary policy influences the level
of theinterest rate. Under plausible circumstances, raising r lowers the relative return to
building value: at ahigher value of r, the cost of capital is higher, the likelihood of credit
rationing is greater, and future profits obtained from current investments are more heavily
discounted. For simplicity, suppose that the level of G does not affect the relative return
to building value. (Thiswould be easy to generalize.) Then the rule of law will be

established if and only if

s"(4.r) _ b
1-z 1-g

Rule-of-law constraint
Equating the two sides of thisinequality defines a critical value of the interest rate, .
Only if the interest rate is below the critical value will the rule of law be established. We
cal thisthe “rule-of-law constraint.”

Suppose that social welfare depends on growth, the level of social expenditures,
and inflation and, in turn, these three variables depend on r and G. Then welfareisan
indirect function of these two government policies. So let uswrite, for state L, that
function as Q(G,r). Figure 11 depicts a possible shape for the iso-welfare curvesin state
L. Inthetraditiona approach, the socia optimum isat point P, where Q; =0 and Qg = 0.

Our model poses afundamental objection to the traditional approach. The
structural equations relating growth, socia expenditures, and inflation to the policy

instruments{r,G} depend on the institutional structure, which itself is endogenous.

Macroeconomic policies and institutional evolution are not independent issues, especialy
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in an economy such as Russia' s, which was in the midst of institutional evolution. Y et
outside experts advising particular macroeconomic policies virtually never took into
account the political and institutional consequences of their macroeconomic policies.??
Suppose that social welfare under the rule of law is so much higher than under no
rule of law that we need only focus on the rule-of-law state. Then we must recognize that
{r,G} should be chosen so that the rule of law emerges as part of the political equilibrium.

Thisrequires r < . Theiso-welfare curves are dashed in the policy region where the rule

of law is unattainable, and maximum social welfare is obtained at point P, not P.

In this case, defenders of tight monetary policiesin Russiawho said that the
problem was not the policies, but the weak Russian institutions, were missing the mark.
If our analysisis correct, the institutions themsel ves are affected by the macroeconomic

policies, and in away that can be adverse to the creation of the rule of law.

4. Discussion of the assumptions

This section examines the assumptions of the model, and discussions extensions and
alternate assumptions.

4.1 Intertemporal effects

We examine first the assumption that today’ s political state affects today’ s economic

action, and that today’ s economic action affects one’s “vote” for the political regime that

22 pdvisers often emphasized the painfulness of the reforms (implying that they did not believe the benefits
would be reaped in the short run), and seemed to hope that the belief that the reforms would be sustained
would enhance the political constituency for reform. But they did not seem to contemplate the alternative
dynamic that our model suggests: that stringent macroeconomic policy would undermine the political

constituency for reform, and therefore that they would worsen even the economic outcomes.
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will prevail next period. In the case of perfect “grandfathering,” the link would not exist.
In the case of perfect capital markets, the link would be greatly attenuated.

Grandfathering. First, if A isset equal to zero in the initia period of the rule of
law, then those who have “stolen” assets are fully protected under a change in the legal
regime towards rule of law. It follows using (6) that the political interests of all
individuals would lie with the establishment of the rule of law (recall Figure5).

However, empirical evidence suggests that perceptions of justice constrain the range of
possible laws. Thislimits the extent to which—under any rule of law—certain actions
used by strippers to maximize their returns could be immune from judgment. The
perceived justice of a system isimportant to gaining the cooperation of those involved in
the process of producing the rule of law, e.g., judges, regulators, and jurors (Robinson
and Darley 1995), obeying the law (Tyler, 1990), and complying with government
prescriptions (Levi 1997).

Further, in ademocracy, to make a credible commitment to grandfather the existing
distribution of property rights would require blocking the emergence of a coalition that seeks
better policiesif the impact of theinitial distribution of property rightsis sufficiently
adverse. Thiswould require disempowering the population. If it isfeasible for agiven
government to commit not to take back the privatized property, the commitment might lead
to an improvement in the security of property rights only in the short run. In that case, those
with control rights would make an investment today only to strip more efficiently in the
future. Stripping assets may thus dominate building value—even under the rule of law—by
those who have obtained their assetsillegitimately. We have not modeled areversion from

the rule of law state to the non-rule-of-law state. This, too, can be modeled in a Markovian
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way. The greater the number of those who have obtained their assetsillegitimately, the
more likely areversion would be.

In fact, we believe our model underestimates the importance of the link between
what happens today and what happensin the future. A commitment to the rule of law today
may proscribe not only certain actions used by asset-strippers, but also certain processes by
which the assignments of assets were made. This means that the value of an asset under the
rule of law depends in part on how the asset was obtained. If it was obtained through a
process that is viewed as, or comes to be viewed as, illegitimate, then thereisacertain
probability that it will be reappropriated by the state, even under the rule of law.

Thereis still afurther difficulty in implementing grandfathering. No matter how
finely property rights are specified, there remain areas of ambiguity, and both their scope
and how those areas of ambiguity are addressed almost define whether thereis arule of law.
A commitment to give asset strippers wide discretion to determine the adjudication of
disputesis not arule of law as that term has come to be used.**

Capital markets. Besidesafall in A, the other possibility that would attenuate
intertemporal effectsin our model is that the prospect of the rule of law in the future
always induces individuals to take actions today to maximize the long-run value of their
assets. This might be the case, for instance, if there were perfect capital markets (with

non-governmental enforcement). With perfect capital markets and the future prospect of

23 As Przeworski (1991, p. 64) emphasizes, “in a democracy, substantive commitments cannot be binding”:

each government is sovereign and can affect only the transaction costs of a changein the law.

2 Feudal lords had well-defined property rights (extending well beyond what we today call ordinary
property into rights over vassals and serfs), but disputes over property rights were not guided by predictable
rules: the feudal lord had wide discretion. Such alegal regime does not provide the security of property
rights required by a market economy.
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the establishment of the rule of law, it would be in the interest of each individual to take
actions that maximize the value of assets because he could “capture” that value. This
may have been the economic model in the minds of the supporters of big bang
privatization, but the whole issue of transition concerns the sequencing and pacing of
reforms and institution creation. Privatization occurred prior to the creation of effective
capital markets. ©

Ironically, with imperfect capital markets, the belief that the rule of law might
eventually be established might lead to even more, and more inefficient, asset stripping
than our simplified model—with afixed intensity of stripping—suggests. Stripping
assets sufficiently quickly ensures that assets appropriated illegitimately from the state
would not be reappropriated. The historian Orlando Figes (1996) describes how, in a
Russian town on the weekend between the departure of the White Army and the arrival of
the Red Army in 1920, citizens stripped the streets of the trees. In Brazil, the
announcement that restrictions were about to be imposed to prevent environmentally
unsound logging may have exacerbated such unsound logging in the short run. In Russia,
those controlling assets, especialy with uncertain long-term rights, had an incentive to
strip assets quickly, before they either lost those rights or before controls (such as those

associated with the export of capital) were imposed.”®

25 Further, if A £0, then even with perfect capital markets, outcomes would not be fully efficient, because
some of the agents' efforts would be directed to redefining the share A of stripping returns that the

government would reappropriate. For simplicity, we have assumed A to be fixed.

% |n that sense, the belief that the rule of law would be introduced not immediately, but in the intermediate
term, represents the worst of al possible worlds. If it were believed that the rule of law would be
introduced only in the very long run, a more efficient pattern of asset stripping could emerge. If it were
believed that the rule of law would be introduced very quickly, then it might not pay to strip assets, given
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Part of the hoped-for dynamics of the transition was that the more assets that the
state privatized, the greater the assets whose value would be increased by the rule of law,
and so the greater the political pressures from the property ownersfor legal reforms. But
if individuals have an alternative location for the investment of their wealth, then the
constituency for the rule of law will be diminished for two reasons. First, they do not
need the rule of law to obtain the higher returnsto building value. Second, because
others are taking their assets out of the country, the economy isin recession, which
reduces the returns to investing in the country under any legal regime. The policies
pursued in the transition created a world with safe havens protected by the rule of law,
and also places where individuals could use their control rightsto steal. That iswhy
international capital controls play akey role in shaping the political pressuresfor the rule
of law.

4.2 Stationarity in stateN
We next examine the assumptions of the model that give rise to an equilibrium in which, as
long as the non-rule-of-law state prevails, the fraction of people opposed to reform is

constant: x, = X,,, = X.,, = .... Our quaitative results would continue to hold for any

the high value of assets under the rule of law. Thus, what happened in Russia may have represented the
worst of al possible worlds. Individuals who believed that the rule of law would eventually be established
worried that in that case, their illegitimately obtained property rights would be questioned, asindeed they
were; and the way to most surely secure those property rights was to strip the assets and move them outside
the jurisdiction. Some outsiders recognized this problem and argued strongly to let bygones be bygones, to
create an oligarch-dominated society that would ensure that the oligarchs felt securein their property rights,
so that they might even repatriate funds they had previously taken out. But this strategy too was risky, for
it meant along-term commitment to a framework that we have identified as a non-rule-of-law state (in
which oligarchs receive preferential treatment), which in turn encourages asset stripping by others and, of
course, slows the movement towards the rule of law (see, e.g., Holmes 2003).
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equilibrium process in which higher opposition to the rule of law today (x;) was associated
with beliefs that x.; would be higher. Then ahigher x, would always be associated with
higher asset stripping.

For simplicity, the model assumes that each individual is characterized by atime-
invariant ability to strip. We could assume, without changing the qualitative results of the
model, that atype is characterized by a path—a sequence of 8’ s—provided that those types
can be ranked so that there are unambiguously lower and higher abilities to strip among
agents. Then, asin our model, we could consider the effect on the demand for the rule of
law of exogenous changes that shift the distribution of types. Given the variation over time
in the distribution of 8, the fraction of agents supporting the non-rule-of-law regime would
also vary over time.

We could also consider endogenous shifts in the distribution of types. If stripping
assets and building value were characterized by learning-by-doing, then behavior would be
self-reinforcing. The model would have the feature that an individual who stripped assets
could shift, over time, from a supporter to an opponent of the establishment of the rule of
law. (More generally, athough (6) once held for all agents, if the non-rule-of-law state
persisted sufficiently long, then (6) would ceaseto hold.). Inthis case, support for therule
of law would fall over time. AsHolmes (2003, pp. 20-21) states,

Bullies and plunderers—who could never flourish if the rules of the game were

crystal clear and reliably enforced—cannot be expected to promote or enforce a

system that will radically devalue the rude skills of acquisition and domination they

have perfected in the state of nature.
The result among different societies, some with initially high and some with initially low

levels of asset stripping, could be abimodal pattern in the constituency for the rule of

law, as suggested by the paths of institutional change depicted in Figure 1.
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Deindustrailization, which progressed in Russiain the 1990s, *’ is a second factor
that might endogenously shift the distribution of abilitiesto strip. Given Russia s vast
natural resources, in ten years Russiawill still be amajor exporter of natural resources.

A bad situation—characterized by a high relative return to stripping—could worsen
because the value of man-made capital (machines, buildings, equipment) tends to
deteriorate more quickly than that of natural resources under a stripping/low-maintenance
strategy. This process may shift the distribution of types, among those who still control
assets, toward those with greater ability to strip. In that case, the incentives to strip
would be increasing over time and the prognosis for the rule of law would be worse than
our model might suggest.”®

But there are plausible factors that would hasten the transition to the rule of law. The
model assumes only two possible activities: building value and stripping assets. If, in
addition, there is a subsistence activity (“gardening”) that agents could undertake in the non-
rule-of-law state,?® then ultimately that activity would be adopted by everyone as the asset
base was depleted. In the long run, no one would oppose atransition to the rule of law.

For ssimplicity, the model assumes constant returns to scale to investment. If, asin

2 The value of fuel and mineral exports as afraction of total exportsin Russiarose from 53.2 to 60.6
percent between 1996 and 2000, as the value of exports in manufacturing fell and the value of natural

resource exports rose (World Bank, Statistical Information and Management Analysis).

28 Arguing slightly in the other direction is that the extractive industries still need to finance the
investments required for resource depletion, so that there is a need for a minimal rule of law to elicit these

funds.

29|t hasto be assumed, moreover, that individual s cannot simultaneously “strip” and engage in this stand-
alone activity, or at least that the increase in value from the rule of law in the stand-alone activity exceeds
the decrement in value in the asset stripping activity.
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standard growth models, we made the assumption of increasing marginal returns, then as
more and more funds were taken out of the economy, the capital stock would become
depleted and the attractiveness of reinvesting profits (and of foreign direct investment) and,
thus, of the rule of law, would increase.

Another assumption of the model is that beliefs are independent of events that
occur after privatization. But the experience of the transition may reinforce one or
another view of man; one can learn not to trust. The experience of low or high levels of
corruption can guide expectations with respect to the equilibrium that will be achieved.*

Further, populations that experience different levels of corruption over long
periods may exhibit different behavior because the level of corruption affects the way
that behavior is evaluated and, thus, the extent to which societal norms are adiscipline
device (Dyck and Zingales 2002). Eventually, abuse of power may come to be perceived
as legitimate by significant sectors of the society. The response of a Russian minister to
allegations of corruption isacasein point:*

Vladimir Rushaylo hasflatly denied the allegations that 70 per cent of all Russian
officias are corrupted ... “Only those who have links with the organized criminal

30 Experimental economics has addressed the question of what happens when large groups of individuals
repeatedly play a coordination game with multiple equilibria. van Huyck et al. (1990) find in laboratory
settings that in large anonymous groups, trust is fragile: Once betrayed, it is not restored.

3 There are two strands of thought suggesting that one should be unconcerned with corruption. Oneisthe
principal subject of thispaper: that it matterslittle how property rights are established, only that they be
established. The other likens corruption to an auction. With robust competition, the assets are “sold” to the
highest bidder. In this perspective, bribe-taking improves economic efficiency. The only conditions under
which such a conclusion might hold would be those in which markets worked well, e.g. because there was
perfect information, in which case the issue of corruption itself would simply not arise. Theoretical and
empirical work finds that a corrupt state creates regulations so that it can release firms from them in
exchange for bribes (Kaufmann and Wei 1999 and Laffont and Martrimort 1999), and finds a negative

relationship between corruption and investment, and between corruption and growth (Mauro 1995).



gangs can be regarded as corrupted officials. Do not mistake bribe-taking for
corruption,” the Russian Interior Minister stressed.
(RIA news agency, Moscow, March 13, 2001/BBC Monitoring © BBC)
Our model overdraws the ability of peopleto start fresh. After aprolonged period with high
asset stripping, it becomes more difficult to implement the rule of law—mi(x) shifts down®.
In [imiting cases, e.g. Russia, where high levels of criminal activity were
undertaken to obtain control rights, there may be still another reason why it is difficult to
exit the non-rule-of-law state. For individuals who engaged in criminal activity, the
switch to the rule of law may not entail an increase in the net returns that they can earn
from investment because of the risk of retroactive criminal prosecution. Recognizing the
huge cost associated with the transition to the rule of law, these individuals may “invest”
agreat deal in the maintenance of no rule of law, including killing those who work to
establish the rule of law. Not only are some individuals locked in by their pasts, but

others who might wish to support the rule of law may incur tremendous risks in doing

s0. History matters,

5. Concluding remarks
Thereisalogic to the link between private opportunities for wealth creation and
ingtitutional change. As Adam Smith (1776, Book 111,.iv) argued, the creation at the end

of the feudal period of opportunities to invest beyond one’'s own estate engendered a new

2And thus, support for the rule of law will (weakly) fall—a proof isin the working paper version of this
paper.

33 The assassination in August 2002 of V. Golovlyov, a member of the Duma, is one of along list of
assassinations, nearly all unsolved, of Russian public officials who had links with criminal activities. Itis
reported that “Mr. Golovlyov was killed by former cronies because he had jumped [from a criminal past] to
the side of the law helping the investigators.” (Michael Wines, “Politics in Moscow More Dagger than
Cloak,” New York Times, August 24, 2002, pp. A1-4.)
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set of political interests that brought about a slow improvement in institutions. At the end
of communism in the former Soviet bloc, the states owned assets of immense value that
had been created in some cases by collective efforts over aperiod of 70 years. The
privatization of state enterprises increased private opportunities for wealth creation, but
also—qgiven the absence of effective corporate governance systems—for theft. We
showed that even when all agents are better off building value in the rule of law state
than stripping assets in a lawless environment, once agents have engaged in asset
stripping, at least some of themwill have in an interest in prolonging a weak, corrupt
state that does not interfere with their theft. Thus, the path of institutional change can be
inefficient even from the narrow point of view of the asset strippers, who do not
internalize the effect of their economic choices on how the political environment evolves.

A central criticism of privatization of large enterprises, but not of smaller
privatizations, isthat it led to the creation of large agglomerations of wealth. We have
presented amodel of why privatization that does not create concentrated wealth might
fail to induce ademand for the rule of law. The argument for why oligarchic
privatization might fail to do so is even more compelling.

We have focused on the problem of the transition of post-communist statesto a
private ownership economy with the rule of law. But the issues raised here bear on a
guestion of concern in many post-colonial developing countries, aswell: How does a
society with a distribution of property rights whose legitimacy is contested, establish a
foundation for building the rule of law? The problem of legitimacy isinherent in the
problem addressed in this paper because the assignment of property rights prior to the

creation of the rule of law—or of a government with political legitimacy—will itself not
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have legitimacy and therefore not be secure.® This question has bedeviled many
countries where alegacy of colonial ruleisaset of weak and conflicting property rights
institutions and patterns of authority. To cite just one example, when land-hungry
citizensin Zimbabwe seized control of large, privately owned, commercia farmsin
2000,
“the courts and the international media [interpreted this] as a battle over ‘the rule of
law,” but the crisis quickly expanded to a debate over the history of racial domination
and the legitimacy of inherited laws and institutions.. . Responding to international
pressure that land reform must proceed within the law, Zimbabwean activists and
intellectuals replied that [the distribution of property rights] was an artifact of

colonial rule...Today, they point out, it isillega in Zimbabwe to possess stolen
property. So who is subverting the rule of law?’ (Berry, 2002, p. 36, 40).

A view going back to Ronald Coase is that economic efficiency requires only
unambiguously defined property rights. The Coasian view implies that it would be
best—on efficiency grounds—to grandfather the existing distribution of property, no
matter how obtained. We have argued that there are three difficulties with the Coasian
line of reasoning. One difficulty isthe incompleteness of any commitments made to
grandfather the existing distribution: no matter how finely property rights are specified,
there remain areas of ambiguity. Every society circumscribes in some ways the use of
property rights. Another difficulty is obtaining cooperation from judges and jurors and
citizensin implementing a set of rulesthat are perceived as unwarranted or unjust. But
the most fundamental difficulty concerns the credibility of a commitment to grandfather

the existing distribution of property rights. If it isultimately the social consensus about

% This paper has focused on how the lack of legitimacy of property rights affects the dynamics of the
creation of the rule of law. A full discussion of the subject of the title of this paper would include an
account of the characteristics of the rule of law that generate legitimacy of property rights. On this, see,
e.g., Unger (1976) and Dahl (1990).
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the fairness of the distribution that underlies the security of such rights, then in order to
establish the rule of law after a period of widespread asset “theft,” either the distribution
must change or beliefs about the fairness of the distribution must change. Myths have a
roleto play in building a political consensus,® but inventing myths takes time.

Itisat times of transition that new myths and new beliefs are created. At the
beginning of the transition, not everyone believed that privatization and the creation of a
market economy would, at least by themselves, lead to an improvement in the well-being
of most citizens. Support for the Coasian position depends on the fact that it leads to
efficient outcomes. Thereisan equilibrium in which thisis not believed, and justifiably
S0, because it does not produce the promised resultsif it is not believed. (Our paper has
focused on thistype of coordination failure) Worse still, in the real world, individuals do
not know the structure of the economy. They do not know for sure that a political and
economic system with privatization and the rule of law will lead to Pareto efficiency and
most likely make them better off. They are Bayesians. They update their beliefs about
the accuracy of official statements that privatization will lead to efficiency both on the
basis of their short-run observations of economic outcomes, and on the basis of the
incentives of those taking particular positions. The fact that short-run outcomes were so
poor, and that the wealth gains of those advocating privatization were so large, created

further doubts about the validity of the Coasian view. Thisinevitably led to political and

35 Some have suggested that the leading business ownersin Russia are like the U.S. robber barons who
made fortunes from predatory behavior in the 19™ century, yet whose wealth ultimately came to be viewed
aslegitimate. But the robber barons established new industries that gave rise to broadly distributed
economic benefits—achievements that made them cultural heroes. By contrast, beneficiaries of a corrupt
privatization owe much of their wealth to the transfer of pre-existing state enterprises. In Russia, the
privatization has not so far delivered the promised broadly distributed economic improvement.
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economic behaviors making adverse outcomes more likely than our analysis of
equilibrium paths would suggest. A full analysis of the Bayesian dynamics,* while
beyond the scope of this paper, would almost surely be even more pessimistic for the
success of the rapid privatization strategy.

The presumption of supporters of big bang privatization was that the faster state
property was turned over to private hands, the faster a true market economy, including
the rule of law, would be established: effective political pressure for legal reform would
appear only after privatization. In our model, although privatization does automatically
create some agents demanding the rule of law, it may also create agents whose
entrepreneurial efforts are directed towards theft and who oppose legal reform. Our
analysis shows that even if eventually the rule of law is established—and there is no
assurance that it will be—big bang privatization may put into play forces that delay the
establishment of therule of law. The tortoise once again may beat the hare! What has
happened in Russia and other economies in transition in the last fifteen years suggests

that thisis more than atheoretical possibility.

31 which agents update their beliefs both about the state of the economy and about the truth of the

Coasian view.
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Appendix
We prove the following property of the economic switch line:
Lemma. [g-2ZV" -g5(x,.8,;4) + b(x) = O
Proof. Rearranging termsin (10) and using (12) gives

S(x,6,;4) ~b(x) ~[1- 71[g5(x,6,; 1) — 2D (X)]

10 -zv- =
(10) [9-7] %)

Thelemmais equivalent to

5(x,6,;4) _B(X)

[0-2V" - g5(x,6,;A) +b(x) = %[1—9][1—21{ 1-7 1-g

(by substituting for [g - z]v " from (10") and rearranging terms)

= [g-ZV" -V (X)]
(by substituting for %_ g from (13) and %_ . from (14) and

recognizingthat V"(x) = S"(x,6,;1)).

Sinceg > zand V"> VY(x), the lemmais proved.

|
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