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PREFACE

The G-24 Discussion Paper Series is a collection of research papers prepared
under the UNCTAD Project of Technical Support to the Intergovernmental Group of
Twenty-Four on International Monetary Affairs (G-24). The G-24 was established in
1971 with aview to increasing the analytical capacity and the negotiating strength of the
developing countries in discussions and negotiations in the international financial
ingtitutions. The G-24 is the only formal developing-country grouping within the IMF
and the World Bank. Its meetings are open to al developing countries.

The G-24 Project, which is administered by UNCTAD’s Macroeconomic and
Development Policies Branch, aims at enhancing the understanding of policy makersin
developing countries of the complex issues in the international monetary and financial
system, and at raising the awareness outsi de devel oping countries of the need to introduce
adevelopment dimension into the discussion of international financial and institutional
reform.

Theresearch carried out under the project is coordinated by Professor Dani Rodrik,
John F. Kennedy School of Government, Harvard University. The research papers are
discussed among expertsand policy makersat the meetings of the G-24 Technical Group,
and provideinputsto the meetings of the G-24 Ministersand Deputiesintheir preparations
for negotiations and discussions in the framework of the IMF's International Monetary
and Financial Committee (formerly Interim Committee) and the Joint IMF/IBRD
Development Committee, aswell asin other forums. Previously, the research papersfor
the G-24 were published by UNCTAD in the collection International Monetary and
Financial Issues for the 1990s. Between 1992 and 1999 more than 80 papers were
publishedin 11 volumesof thiscollection, covering awide range of monetary and financial
issues of mgjor interest to devel oping countries. Since the beginning of 2000 the studies
are published jointly by UNCTAD and the Center for International Development at
Harvard University in the G-24 Discussion Paper Series.

The Project of Technical Support to the G-24 receives generous financial support
from the International Development Research Centre of Canada and the Governments of
Denmark and the Netherlands, as well as contributions from the countries participating
in the meetings of the G-24.



THE STANDARDIZATION OF LAW AND
ITSEFFECT ON DEVELOPING ECONOMIES

Katharina Pistor

Kennedy School of Government
Harvard University

G-24 Discussion Paper No. 4
June 2000



The Standardization of Law and Its Effect on Developing Economies

vii

Abstract

A widely used tool in law and devel opment programmes is the supply of well-designed laws
from the outside. This method of law development has now been embraced by international
organizations as a way to improve the legal framework for global markets. The International
Monetary Fund (IMF) has endor sed attempts by various organizations to devel op legal standards
with special emphasis on corporate and financial institution laws. The common idea behind
these attempts is that the supplied laws once incorporated into domestic legal systems will
improve the existing legal framework, and thus further economic development. This paper takes
issue with this concept of law development. It arguesthat for developing effective legal systems,
the contents of the supplied laws is of only secondary importance to the process of law
devel opment and the compatibility of the new laws with pre-existing conditions, including existing
legislation and legal institutions. Three factors account for this: (i) only a few rules are
freestanding, i.e. can be fully understood and enforced without reference to other legal terms
and concepts; (ii) law is a cognitive institution, and the application and enforcement of rulesis
determined by the perception of new rules by users and enforcersin the receiving country; and
(iii) effective law enforcement is a function of the extent of voluntary compliance and available
resources in a given country. A closer analysis of the rules whose standardization is currently
proposed for building an international financial architecture shows that the implementation of
these standards and their effectuation will require more efforts by the law receiving countries
than underwriting them, if the goals of standardizing the law are to be achieved. The paper
discusses the implications for countries wishing to attract foreign investments by adopting the
new standards, and makes some proposals for creating more effective legal systemsin the area
of financial law.
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THE STANDARDIZATION OF LAW AND
ITSEFFECT ON DEVELOPING ECONOMIES

Katharina Pistor

. Introduction

The integration of markets has gone hand in
hand with a proliferation of effortsto harmonize key
aspects of the law relating to finance and trade. Fol-
lowing the recent financial crises in Asia, Russia,
and parts of Latin America, the International Mon-
etary Fund has embarked on improving the interna-
tional financial architecture, with special emphasis
on the legal framework for corporate finance and
corporate governance.

The vehicle for building the legal architecture
for globa marketsisthe harmonization of law around
the globe by way of developing legal standards.*
These standards may be incorporated into interna-
tional conventions, bilateral treaties, or retain the
non-binding form of recommendations. The expec-
tation is that standardization will accelerate the
process of legal convergence, with the double ben-
efit of reducing transaction costs for transnational
investors and increasing the quality of legal in-
stitutions in countries whose institutions are less
developed. Thisexpectation isbased on the assump-
tion that convergence towards international legal
standardswill improvetheinstitutional environment
inthereceiving country. The standards proposed have
aclear normative agenda. At least at facevalue,? their
purpose is not simply to harmonize in order to re-

duce transaction costs and to benefit from economies
of scale, but to improve domestic legal institutions.®

The paper takes issue with this approach to
reforming domestic legal systems. The proposed
standards often do not hold what they promise, as
will be further discussed in chapter VI. Moreimpor-
tantly, the paper questions the assumption that legal
harmonization will result in improvement of legal
ingtitutions. It argues that the quest for developing
an optimal set of legal rulesignoresacentral feature
of successful economic development, namely the con-
stant change, innovation, and adaptation of ingtitutions
and organizations in a competitive environment. The
standardization of “best practice” or “efficient” law
replaces the Schumpeterian process of “creative de-
struction” with theideal of the*perfect construction”
of law. Instead of improving domestic legal systems,
standardization or harmonization may in fact under-
minethe development of effectivelegal systems. The
reason for this can befound in two essential features
of legal systems. First, the interdependence of legal
rules and conceptsthat comprise alegal system, and
second, the fact that law is a cognitive institution.
The interdependence of legal rules means that there
are only very few rules that can be understood and
applied without referenceto other legal rulesor con-
cepts. This implies that standardized rules can be
realized and enforced only if other bodies of law al-
ready exist in the standard receiving legal system, or

* | should liketo thank the participants of the G-24 Technical Group Meeting in Lima, 2—4 March 2000, aswell asthe participants
at the MacArthur Transnational Economic Security Workshop at MIT, for their comments and suggestions.



2 G-24 Discussion Paper Series, No. 4

if additiona law reform efforts are made. Without
ensuring complementarity between the new law and
pre-existing legal institutions, harmonization may
distort rather than improve the domestic legal frame-
work.

The notion that law is a cognitive institution
means that for it to be effective and actually change
behaviour, it must be fully understood and embraced
not only by law enforcers, but also by those using
the law, i.e. its“customers’, or legal intermediaries,
including courts, judges, etc. The external supply of
best practice law, while facilitating more radical
change than might be feasible without external
pressure, sterilizes the process of law-making from
political and socio-economic development, and
thereby distances it from the process of continuous
adaptation and innovation. The process of lega in-
novation depends on the availability of information
not only about the contents of lega rules — some-
thing international legal standards do provide — but
also about their functioning in the context of aliving
legal system. The perfect construction of law by le-
gal experts for wide dissemination can deprive law
makers and law enforcersin the receiving countries
of the knowledge of living law, which is context-
specific. Moreover, the imposition of rules from the
outside — not a new experience for most developing
countries, as the history of colonization exemplifies
— may aso lead to domestic resistance. Thus, irre-
spectiveof thequality of the supplied legal standards,
the paper questions the feasibility of using this ap-
proach for developing effective legal systems, i.e.
legal systems that are capable of effectively enforc-
ing laws and adapting them to a changing domestic
and international environment.*

The development of effective domestic institu-
tionsiscrucial for the governance of global markets,
because without asupranational enforcement system,
law enforcement is dependent on local institutions.
Even in cases where disputes are settled by inter-
national arbitration tribunals in accordance with
international arbitration standards, domestic courts
will need to recognize the award. Domestic bailiffs,
court enforcers, sheriffs, etc., will need to seize as-
sets, freeze bank accounts, or take other actions to
execute the award should the parties fail to comply
voluntarily. Thus, the standardization of law does not
solve the problem of transnational transactions be-
ing governed by multiple jurisdictions. At best, it
may reduce uncertainty about the substance of the
applicable law. Standardization, however, is not a
guaranteefor uniforminterpretation and enforcement
of set standards.

A morefundamental issuethat isnot addressed
inthis paper iswhether the areas of thelaw currently
targeted by IMF standardization claims are in fact
the most relevant areas for legal reforms by devel-
oping countries. While there is some empirical
evidence that equity markets are important determi-
nants of economic growth (Levineand Zervos, 1996;
Levine, 1998),° comparative data also suggest that
countries need to cross a certain threshold in their
income levels before viable securities markets can
take off. More importantly from the point of view of
legal development, most of the proposed reforms
depend on the existence of a fairly developed and
well functioning legal infrastructure. Without this
infrastructure, reforms in the proposed areas of ac-
counting standards, securities legislation, insurance
regulation, and even corporate governance will re-
main at the surface. In most of this paper, however,
weshall not question therelevance of reformsinthese
areas of the law, but focus on the question whether
the desirable improvements in domestic legal insti-
tutions can be achieved by adopting legal standards.

The paper is organized as follows: chapter |1
gives an overview of the most important stand-
ardization efforts for the international financial
architecturethat are currently underway, assessesthe
justification for harmonizing law in these areas, and
reviews the debate about the costs and benefits of
harmonization versus regulatory competition; chap-
ter 11 discusses the problem of the interdependence
of standardized rules within the pre-existing legal
system; chapter |1V introduces the concept of law as
a cognitive ingtitution; chapter V discusses the pro-
pensity of newly introduced standards to affect
behaviour, i.e. the problem of |aw enforcement; chap-
ter VI applies this framework to the legal rules that
form the core of the international financial architec-
ture; chapter V11 discusses the possible implications
for attracting foreign investments by countries that
subscribe to standardized rules, and develops some
policy proposals for improving the effectiveness of
legal institutions as an aternative or complement to
adopting standardized rules.

II. The perfect construction of law
through international standardization

The current trend towards globali zation of mar-
kets has not invented but re-enforced the idea of
defining acommon core of legal standards. The most
prominent examplefor legal harmonization of finan-
cial market regulations is the Basle Capital Accord
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of 1988, which established capital adequacy rules
for banking engaging in cross-border activities.® The
integration of financial markets, in particular the
massive flow of international capital to emerging
markets, has exposed the legal and institutional en-
vironment of these countries to pressures they were
often not ableto withstand.” In responseto the recent
financial crisesin emerging markets, the governance
of markets, firms and intermediaries has become the
focal point of attention.

The legal standardization efforts identified by
the International Monetary Fund to be of primary im-
portance for the international financial architecture,
in addition to banking regulation, include account-
ing, auditing, bankruptcy, corporate governance,
insurance regulation and securities market regula-
tion.2 Variousentitiesareinvolved in devel oping legal
standardsfor these areas of law. Some are professiona
interest groups whose members come primarily from
the private sector. An example is the International
Federation of Accountants (IFAC). Others recruit
their members from national regulatory agencies.
Both the International Association of Insurance Su-
pervisors (1AlS) and the International Organization
of Securities Commissions (IOSCO) represent this
category of international standard setters. In addi-
tion, several multilateral organizations are involved
in building the legal architecture for global markets.
The United Nations Commission on International
Trade Law (UNCITRAL) has a long record of de-
veloping model laws and international conventions,®
and has recently adopted a Model Law on Cross-
border Insolvency. UNCITRAL collaborateswith the
World Bank and the International Bar Association
(IBA) in developing amodel law for domestic bank-
ruptcy law. Finaly, the Organization for Economic
Cooperation and Devel opment (OECD) hasrecently
adopted standards for corporate governance, the
so-called “Principles of Corporate Governance”. In
addition, the OECD has devel oped a separate set of
corporate governance principlesfor transition econo-
mies. The World Bank is also engaged in improving
the framework for corporate governance in many of
its lending countries.

A common feature of the above listed stand-
ardization effortsistheir non-binding nature. All take
the form of recommendations directed at the mem-
bers of their organizations. In cases where sovereign
States are members, the addressees of the standards
are law makers. Where members are primarily pri-
vate parties — as is the case with the International
Accounting Standards Committee (IASC) — the
standards pursue, at least implicitly, a dual goa: a

bottom-up dissemination of standards through their
adoption by individual companies and firms, and a
lobbying effort for legislative change to incorporate
the organization’s standards into domestic law.*®

Another feature of the financial law standards
is that they tend to be general in nature rather than
specific, and leave ample scope for their interpreta-
tion to law makers and law enforcers. Rather than
harmonizing highly specified rules, the standardsaim
only at establishing the principlesfor suchrules. This
means that thereis no attempt to force asingle set of
rules—the perfect law — upon sovereign law makers
around the world. In principle, countries can there-
fore choose not to adopt these standards, and arefree
to modify them where appropriate. Yet, the aim of
standardization is to minimize deviations from the
standards, lest the very purpose of standardizationis
undermined. Most standard settersaretherefore quite
explicit about the need to abide as closely as possi-
ble by the standards.™* Moreover, the endorsement
that legal standardization hasreceived fromtheMF
strongly suggests that these standards may serve to
assess the quality of domestic laws in the future. It
also leaves open the possibility for them to be used
as conditionalities in loan agreements.

The voluntary and non-binding nature of legal
standards reduces the degree to which law will actu-
ally be harmonized across jurisdictions, and by
implication it reduces the possible savings for trans-
national investors as a result of the standardization
effort. However, it gives countries greater scope for
taking an active rolein the reception of these stand-
ardsand their transformation into domestic law. This
requiresthat domestic law makers have agood sense
of the purpose of the proposed rules and the aterna-
tive choicesfor detailed rule-making they may entail,
which in turn presupposes familiarity with living le-
gal systems. The supply of ready-made standards to
domestic law makers does not facilitate, and may
actually impede, the acquisition of this knowledge.
Legal standards devel oped at the supranational level
aretypically distilled fromlegal practiceinindividual
countries, without their merits having been tested in
afunctioning legal system. The generality of stand-
ards may also disguise the fact that they often entail
a substantial reallocation of rights with important
implications for the political economy of enforcing
them within a domestic setting. At the same time,
their generality opens up the possibility for subscrib-
ing to them without necessarily implementing them.*?
Thismakesnot only monitoring of compliance diffi-
cult, but also misguidesinvestors, who may take the
fact that acountry hasformally subscribed to astand-
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ard as evidence that the law isin fact used and en-
forced in acertain way. Alternatively, investors may
take the signals for what they are — formal or crea-
tive compliance with international standards. While
they may perfectly understand that this does not nec-
essarily increase the security of their investmentsin
the long term, they will at least have covered their
back vis-a-vistheir own superiorsand ultimately their
investors.®®* However, if subsequent experience re-
veals that these assumptions are wrong, this may
increase rather than reduce uncertainty asto how to
assess the investment environment of a given coun-
try. Conversely, countriesthat are actually complying
in practice with these standards may experience sig-
nalling problems, as the law on the books will loose
its signalling power.

Developing international legal standards and
adapting legal systems around the world to these
standards is a costly undertaking, and thus requires
some justification. The harmonization or standardi-
zation of law can be questioned on principle grounds,
irrespective of the area of the law in question and
the quality of the standards that may emerge from
the effort. This is the topic of the debate over the
costs and benefits of harmonization versus regula-
tory competition in producing better rules from an
economic efficiency point of view.* This debate has
long focused on law development within domestic
legal systems, in particular federal systems, but
has more recently also embraced the topic of law
development in aglobal economy. Advocates of har-
monization claim that minimum standards are needed
to prevent arace to the bottom between different ju-
risdictions. Countries around the world compete for
capital and, in order to attract foreign capital, they
will tend to offer lax rules in the relevant areas of
law, including tax, torts, environmental protection
and financial market regulation. Moreover, harmo-
nized legal rules will lower transaction costs, and
therefore foster international trade and commerce.
Proponents of regulatory competition argue that har-
monization will result in sub-optimal rules: Different
reasons are put forward to support this point of view.
The process of selecting legal standards that are to
be harmonized may lead to the choice of the lowest
common denominator, instead of the most efficient
rule. Where there is little certainty about the right
choice, asin most cases, harmonization will lock a
large number of jurisdictions into sub-optimal rules
and prevent flexible adaptation to better rules and to
changing circumstances. Instead, competition be-
tween regulators will lead to a race to the top and
bring about efficient rules, because experience will
teach regulators that in the long term they will ben-

efit from adequate protection of investorsand ahigh
quality legal system.

Some authors have developed a more attenu-
ated assessment of the relative costs and benefits of
harmoni zation versusregulatory competition.*® They
argue that both harmonization and regulatory com-
petition tend to lead to indeterminacies and thus to
suboptimal legal rules, albeit for different reasons.
In the case of legal harmonization, the diversity of
opinions and the necessity to compromise lead to
indeterminacy. When expertsare in charge of devel-
oping legal standards, they may have incentives to
ensure the need for their services in the future. The
use of open-ended terms typically requires further
expert consultation, and indeed can be frequently
found in private law-making activities.® But regula-
tory competition may also lead to indeterminacies.'”
Oncearegulatory system has established ahead start
over others, it benefits from rules that can be inter-
preted and applied only within that regulatory regime.
Superior legal expertise of attorneysand judgesis an
important asset that is not easily emulated by other
jurisdictions.®® Thisadvantage can bere-enforced by
developing rules that require their expertise. Anim-
portant implication of thisdebateisthat the outcome
of thelaw-making processis not independent of that
process.

But the quality of the law that results from de-
centralized or centralized law-making may not bethe
only reason for or against harmonizing law, or de-
veloping international standards for certain areas of
the law. From the menu of possiblejustificationsfor
harmonization efforts (Leebron, 1996: 51-66), we
choose the ones that are relevant for the assessment
of those standards this paper focuses on, including
jurisdictional interface; the presence of externalities;
the non-efficiency of unilateral rules; political econo-
mies of scale; and transparency.

Animportant justification for harmonization is
the interface of different jurisdictions in cases that
involve more than one jurisdiction and the difficulty
inreconciling different legal regimes. TheUNCITRAL
Model Law on Transnational Bankruptcy is a case
of interface harmonization of legal rules. No attempt
is made to standardize domestic rules for all bank-
ruptcy cases. The goal is to reduce transaction costs
and increase certainty only for those casesthat are at
the interface between different jurisdictions without
necessitating far-reaching domestic change.

The International Accounting Standards (IAS)
pursue adual role. They seek to establish acommon
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set of accounting standardsindependent of domestic
legislation, and to convince domestic law makersto
adopt these standards. The latter goal is intended to
improve local institutions, but it is not a necessary
condition for achieving the first goal. Thisgoal can
be justified primarily on grounds of economies of
scale and transparency. If all companiesin theinter-
national market disclose their financia information
according to the same standards, transparency will
be greatly increased and transaction costs reduced
for investors as well as for firms monitoring each
other’s activities.

The other standardization efforts listed above
target primarily domestic legal institutions, even
though the standards of IOSCO and IAlSalsoaim at
improving collaboration between national supervi-
sors in coping with cross-border transactions. The
standardization of domestic securities market regu-
lation could be justified on the groundsthat negative
externalities of movements in the stock market in
one country or region of theworld should be avoided.
The 1997/98 financia crisis in Asia had a strong
contagion effect on other emerging markets. Studies
have shown that the quality of domestic law has
played an important role in buffering the effects of
the crisis. Countries with better laws on the books
and more effectivelegal institutionsweremorelikely
to weather the storms of the crisis than countries
where shareholder protection was only weak on the
books as well asin practice.’® Another justification
would be that the fungibility of securities makes it
difficult for each country to unilaterally enforce its
laws.? Thus, there is a strong theoretical possibility
of arace to the bottom, as issuers may prefer coun-
tries with loose regulations over countries with
stricter ones. Available evidence, however, does not
support this proposition. On the contrary, there seems
to be a strong trend to migrate to stricter regimes
(Coffee, 1999a; Romano, 1998). Asfar astheinsur-
ance industry is concerned, interface jurisdiction
makesastrong casefor harmonization. In both cases,
however, the efficacy of harmonized rules will de-
pend to a large extent on the ability of different
countriesto enforce them. To the extent issuerswish
to migrate to weak regulatory regimes, weaknesses
in enforcement can create incentives for migration
similar to weak laws on the books.

The development of best principles for corpo-
rate governance could be justified on the grounds
that political economies of scale can be used to jus-
tify legal harmonization in thisareaof law (Leebron,
1996, note 4: 63). Changes in the existing corporate
governance regime may be difficult due to political

stalemate. This problem could be solved by shifting
jurisdiction to asupranational body, or by providing
principles from the outside. However, the enforce-
ment of legal standards thus introduced depends on
substantial domestic support as well as additional
ingtitutional change, and the supply of legal stand-
ards may not be sufficient to accomplish this. A
second argument in favour of standardizing princi-
ples of corporate governance could be that they
prevent governmentsfrom adopting rulesthat clearly
serve only some interests, thus making these rules
moretransparent (Leebron, 1996, note4: 65). On the
downside, however, standardization reduces the
choicesfor domestic law makersin developing their
own legal solutions, which might be a better fit for
the problems they face, or for the institutional ca-
pacities they have. Moreover, the harmonization of
standards still leaves ampleroom for ambiguity when
trand ating them into specific domestic rules, and isno
guarantee for the standards being enforced in practice.

Thus, although there are good justificationsfor
harmonization, at least in some of the areas of the
law mentioned, the test for the success of harmoni-
zation effortswill bethe enforcement of the new laws.
This leads us to the basic proposition of this paper:
Even if it were possible to design the perfect law or
to devel op the best standards for a particular area of
thelaw, theincorporation of thislaw into adomestic
legal systemisper senot aguaranteefor it to become
effective. For the latter, the process of law-making,
the compatibility of the new rules with pre-existing
ones as well as with given economic and political
conditions, and the existence of constituencies with
ademand for these rules is more important than the
contents of the supplied rules.

In the end, this argument favours decentralized
law-making and, by implication, regulatory compe-
tition over harmonization. But the point is not that
regulatory competition consistently produces supe-
rior law, but that it produces law in a way that its
relevance will be understood domestically and that
innovations and adaptations will take place endo-
genously through the process of socio-economic and
political change.

[11. Theinterdependence of rules

The purpose of standardizing legal rulesis to
achieve conformity in the contentsand quality of law
across different countries. Additional expectations
areusually associated with the standardization of law,
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including lowering transaction costs for market par-
ticipants, improving the quality of legal ingtitutions
in some countries, and ensuring consistency in the
application, interpretation and enforcement of the
law. Thischapter demonstratesthat even the primary
purpose of standardizing legal rules— conformity in
the contents of law across countries — is difficult to
achieve. The reason is that only very few rules are
free- standing and do not require further explanation
intheform of explicit or implicit referencesto other
rules, legal terms or concepts. In principle, the more
explanations or cross-references arule requires, the
more difficult it is to achieve conformity.

A good example for free-standing rules are
most, although not all, traffic rules. The rule that a
car comes to a stop at an intersection does not re-
quire further explanation. The use of traffic signals
isameansto facilitate the recognition of thisrulein
different countries, but adds nothing to the rule it-
self. We shall ignore the possibility that thisruleis
enforced differently in different countries (i.e. in
some the police may not intervene when cars slow
down rather than bringing the vehicle to a complete
stop, while in others they may insist on afull stop).
The point is that no further referencesto other lega
rules or concepts are needed to convey the full con-
tents and meaning of the rule (although different
enforcement practices may change its meaning over
time). Some traffic rules require, if not a reference
to other legal concepts, at least clarification. An ex-
ample is speed limits that apply only under certain
conditions, i.e. whentheroad iswet, infoggy weather,
etc. Courtsin most countries have had to clarify the
threshold for “wetness’ or “fog”. This creates the
possibility for diverging contents of seemingly iden-
tical rules. In some countries, aroad is said to be wet
only onceaseamlesslayer of water hasformed, while
in others afew drops of rain may suffice.

More complexity is added when a rule is not
free-standing but its meaning can be understood only
in conjunction with other legal concepts. We call
these “dependent rules’. A simple example of ade-
pendent rule is “do not steal”. The critical term is
“stealing”. An example for defining stealing taken
from the German criminal codeis “the taking of an
alien object by breaching someone el se'spossession”.
A host of further questions arises from this defini-
tion, and real world cases demonstrate that the
application of thevery smplerule*do not steal” does
in fact raise questions, such as what is an object?
Doesit include electricity or gas? For example, isit
stealing if somebody hooks his home to an electric-
ity linewithout contract and payment? What isaien?

Only objects that are clearly owned by somebody
else, or aso those the “ offender” co-owns, or those
that are part of acommon pool ? What is a breach of
possession? What happensiif the original owner has
“logt” his property?

If wewant to standardize therule“do not steal”
asalegal onethat will be consistently applied across
different jurisdictions, we need to agree on some of
the basi ¢ concepts behind thisrule. Otherwise stand-
ardization will remain at the surface of very diverse
legal conceptsthat give adifferent meaning to iden-
tical rules when applied in different contents. This
suggests that the standardized rule must include ref-
erenced legal concepts. There are several possible
waysto go about this. First, one can use the concepts
of aparticular national legal order. Second, one can
try to find the lowest common denominator of the
diverse legal conceptsthat arein usein thejurisdic-
tions that participate in the standardization effort.
And, third, one can try to create new concepts that
synthesize different legal concepts. The three ap-
proaches have different tradeoffs, which are dis-
cussed below.

A. National model

The choice of a particular national legal order
may reduce the costs of adaptation, as at |east one
country already complies with the new standards.
However, at least if adopted by States, this approach
smells of domination, or legal imperialism. Political
reasonstherefore makeit unlikely that this approach
istaken openly, although the search for common de-
nominators or a new synthesis often disguises the
influence of a particular national legal order. Politi-
cal factors should betaken serioudly, not only because
they may delay or dwarf the standardization effort,
but because they will have astrong impact on recep-
tion of the standardized rule. If alegal standard is
rejected for political reasons, it isunlikely that sub-
stantial efforts will be made to enforce it. But there
are also other reasonsfor questioning the efficacy of
thisapproach for legal standardization. Most impor-
tantly, foreign national concepts may beinconsistent
with the pre-existing legal and social conceptsin the
law-receiving country. Several outcomes may result
from this mismatch of new and old concepts. First,
the new concept may come to dominate over time
and replace pre-existing ones. This would lead to
convergence of law as a result of standardization.
Second, new and old concepts may coexist with each
other. Thisleadsto asegmentation of thelegal order
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and reduces rather than increases certainty, because
thejurisdiction of different bodies of case law, their
relation to other legal rules, aswell astheir contents,
will need to be determined on a case-by-case basis.
Third, the new legal concept might be ignored and
leave no traces on the domestic legal order, even
though it ison the books. Only in thefirst case can it
be expected that the introduction of standardization
will generate the desired effects, but ex ante this
outcome is undetermined. A different question is
whether companies opt for foreign legal systemsfor
individual transactions. Choice of law as well as
choice of forum (the place where disputes should be
abjudicated) clauses are common in transnational
contracts, and frequently parties choose a jurisdic-
tion that is not the home jurisdiction of either party.
The choice of a particular legal system may entail
additional costsastransactions haveto betailor-made
to it, and lawyers with specific knowledge of that
system need to be hired. However, having afall-back
option for issues the contract does not cover and
referring to a system that is known to be highly de-
veloped and fairly consistent may well be worth the
price.

B. Lowest cost denominator

The lowest common denominator (LCD) ap-
proach is frequently used for standardizing the law.
It avoids some of the problems of choosing a par-
ticular legal order because, at least in theory, the LCD
should be compatiblewith pre-existing conceptsand
rules. However, this approach limits the scope of
standardization. The minimum standards that are
established do not preclude diversity in different ju-
risdictions. On the positive side, they may raise the
level of legal rulesin countrieswhose pre-standardi-
zation laws did not meet the minimum standard. On
the negative, they may lower thelevel of legal stand-
ardsinjurisdictionsthat had already developed higher
standards. This does not necessarily prevent acoun-
try from raising its national standards, but market
forces may force regulators to stick to the common
denominator. Moreover, raising standards may be
prevented by other rules of international or regional
trade, as they could be interpreted as entry barriers
in disguise which violate the principle of free trade.
Recent trade disputes between the European Union
and the United States about the export of beef meat
treated with hormones exemplify different priorities
concerning consumer protection versus free trade.
European Union case law is full of examples that
show the difficulties in balancing the goal of creat-

ing a common legal framework for the European
market on the one hand, and, on the other, national
governments seeking to ascertain their prerogative
over areas of the law that for various reasons are
deemed to be of “national interest”. Similar conflicts
can be expected for other standardization efforts, and
should be taken into consideration when determin-
ing the areas and scope of standardized law.?*

C. Synthetic concept

A compromise between these two approaches
is to create a new legal concept based on compara
tive research and to incorporate it into the standard-
ized rule. This approach is appealing because it
avoids, or at least mitigates, some of the political
problems of using a particular national legal order,
mentioned above. It can also be regarded as an im-
provement to the LCD approach becauseit raisesthe
level of the standardized rule beyond this minimum
level, and thusreducesthelikelihood that some coun-
tries will see the need for more stringent national
regulation. Yet, as with all compromises, some of
the problems outlined for the national model and the
LCD approach remain. For example, there is little
guarantee that the synthesis will be a better match
for pre-existing legal institutions than foreign na-
tional solution. Moreover, the coalition of countries
that pushes through the synthesis may be met with
similar political resistance asthe choice of anational
model. In comparisonto the LCD approach, thelevel
of the standardized rule may be higher, but not sub-
stantially, as a synthesis is based on a compromise.
In addition, new problems arise. Most importantly,
the new synthetic concept is, asthe nameimplies, an
artificial product that has not been tested in any le-
gal system. The new concepts will need to be clari-
fiedinfuture caselaw. Judgesand other law enforcers
in the different jurisdictions lack acommon point of
reference to interpret these concepts, and this in-
creases uncertainty for the end users of the law. It is
therefore not surprising to find that they frequently
opt out of internationally standardized rulesand pre-
fer to choose a specific legal order to govern their
transactions. An example is the Vienna Convention
on the International Sale of Goods (CISG). Avail-
able evidence suggests that in the few cases where
courts have applied the Convention, both partieswere
apparently unaware that this Convention governed
their transaction (Walt, 1999). Parties realizing that
they might be subjected to it frequently opt out of it
by including a provision in the contract that explic-
itly deniesthe application of the CISG.% Thereason
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for opting out is that the uncertainties involved in
interpreting the new terms and conceptsincluded in
the Convention are deemed to be too high (Walt,
1999).2% By contrast, where standardization is based
on an existing national model, that national legal
system may be used as a reference point for further
clarifications. And wherethe LCD approachisused,
judges may resort to comparative research to iden-
tify and interpret legal conceptsreferencedinthelaw.
Newly created synthetic concepts, by contrast, need
to be interpreted from scratch. Legal experts who
helped to design them may participate in this proc-
ess, but thisrai ses the spectre of making future legal
devel opment dependent on asmall group of more or
less arbitrarily chosen experts. It may also create
moral hazard problems, as experts may try to ensure
that their services will be needed in the future when
designing the standardized rules in the first place
(Schwartz and Scott, 1995).

V. Law as a cognitive institution

Theinterdependence of legal rulesand the char-
acteristic of law as a “cognitive institution” are
closely related.?* Because most rules are not free-
standing, they can be understood only in the context
of agiven lega order. Information about the exist-
ence of anorm and its contents is a prerequisite for
any impact of the law beyond a shelf life. This prob-
lem can be overcome by improving legal information
systems.® An additional requirement is that legal
rules be understood. Thisis a serious constraint for
legal transplantation, because — as Sunstein put it —
“the meaning of legal statementsisafunction of so-
cial norms, not of the speaker’sintentions’ (Sunstein,
1996a: 2050).% In other words, however perfectly
designed alaw that is supplied from the outside may
be, its impact is ultimately determined by how it is
understood by law makers, law enforcers, and law
users at the receiving end.

Assuming that a cognitive gap exists between
any rule that is supplied and the understanding of
that rule by its end-users, and that this gap impedes
the effectiveness of transplanted rules, the question
arisesasto how to closethisgap. One approach taken
in the literature is to make appropriate changes on
the supply side, for example by supplying simple,
bright-linerulesrather than detailed complex ones.?’
An alternative approach isfor the law to spell out in
detail the rights and responsibilities of the relevant
parties. This is supposed to have beneficia educa
tive effects on the recipients of the law.? A bright

line approach could be sufficient if the problem was
merely anintellectual, not acognitive, one. It is pos-
sible to argue that in many countries the legal
profession is not sufficiently trained and highly so-
phisticated rules may not be understood for this
reason. However, it is also true that even the sm-
plest rule acquires different meanings in different
contexts. Take, for example, the simple rule “ do not
steal”, we have discussed above. How should this
rule be applied in relation to communal property? s
overgrazing of the commons captured? Where shall
the line between normal use and overgrazing be
drawn? What about takings by people who are not
members of the social group which shares the com-
mons? As discussed in the previous chapter, it is
possible to define the concepts that the rule *do not
steal” refers to in more detail. This will certainly
clarify the scope of application of this rule, but it
may also render the rule useless in contexts that are
outside its scope.

V. Law enforcement

The idea behind the standardization of law is
that well-designed legal standards once adopted by
domestic governments will change the behaviour of
individuals and entities, and thereby influence the
path of future economic development. The adoption
of alaw, however, is not a guarantee that it will in-
deed affect behaviour, or that it will affect behaviour
in the intended fashion. While informal rules of be-
haviour, or norms, surviveonly if asufficiently large
number of people comply with them, formal law may
remain on the books, even if ignored or contradicted
by actual behaviour.

The enactment of anew law that is designed to
change behaviour can have essentially four outcomes.
First, the law may be ignored. Existing behavioural
patternsare not changed and, asaresult, thelaw does
not have any impact. Second, the law may be ob-
served formally, but be circumvented in practice. This
has been aptly called “ creative compliance” . Crea-
tivecomplianceisrelatively easy, wherethe new law
isill-specified and general terms leave much room
to interpretation. The scope of behaviour that can be
subsumed under such a law is broad. Courts typi-
cally try to define the limits of such expansive
interpretation by taking recourse to the spirit of the
law or the intention of the law makers. These con-
cepts, however, are themselves unspecified and
subject to varying interpretations. Creative compli-
anceisalso possiblewhen rulesare highly specified.
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Infact, McBarnet and Whelan, who coined thisterm,
have defined it as “the use of formalism to avoid
legal control” (Belcher, 1995). Formalistic applica
tion of the law often contradictsits spirit. Examples
include the holding of electionsto buttressthe claim
that a country is a democracy, even though only in-
cumbents may stand for office; the convocation of a
shareholder meeting at a remote place, which only
pre-informed sharehol ders are able to reach on time;
or the exclusion of critical shareholders under the
guise of formalistic violations of the law.*

Third, law may be designed so that it applies
only selectively. Examples for explicit exemptions
include awaiver of strict liability rules, and the im-
plementation of safety or environmental standards
for certain sectors. Frequently, however, exemptions
are implicit. An exemption from the application of
an otherwise general rule can be granted by defining
the scope of itsapplication in afashion that excludes
potential target groups, which may render the entire
rule ineffective. An example is a provision in the
German corporate law that denies liability of man-
agement for wrongful conduct if the conduct was
approved by a mgjority vote taken at a shareholder
meeting. Since German companies are often control -
led by friendly blockhol ders, such avote may not be
difficult to come by. The provision in essence ex-
empts management from liability vis-a-vis minority
shareholders.® Even when alaw appliesuniversaly,
enforcement may be selective. In tax matters States
may wish to spare sectorsthat are key to the economy
and/or have good political connections. Finally, the
fourth and —from the standpoint of law makers—most
desirable outcomeisthat the new law may be used and
applied indiscriminately in the intended fashion.

The propensity of the law to affect behaviour
differsin the four scenarios. A law ignored has no
impact on actual behaviour. A law that leadsto crea-
tive compliance has an impact on behaviour, but not
the intended one. The expected effect of the law is
typically not achieved. Instead, economic agents de-
vise schemes to neutralize its impact. The net result
may well beawelfareloss, asthe circumvention strat-
egies may create additional costs. The selective
application of law does change the behaviour of those
who either voluntarily comply with, or are subjected
to (selective) enforcement. The selectivity of law
enforcement may over time erode the force of the
law and lead to widespread creative rather than true
compliance. This will be the case when those who
bear the costs of compliance cannot reap its benefits,
because they will accrue only if a sufficiently large
number of other agents comply aswell. An example

is compliance with disclosure requirements. Even
though thisiscostly for firms, they may benefit from
comparing their information with that of other
market participants and from reading the market re-
sponsesto the disclosed information. However, these
benefits accrue only if afirmisnot alonein disclos-
ing itsinformation.

When voluntary compliance cannot be ensured,
to be effective law has to be enforced by the State.
One may regard voluntary compliance and State
enforcement as substitutes. In fact, they are comple-
ments. To be effective State enforcement depends
on high levels of voluntary compliance. Only in this
case can resources be bundled to enforce the law
against deviant behaviour. If deviant behaviour is
widespread, law enforcement will beineffective. The
reverseisasotrue. Thus, the fact that most disputes
inevery day lifeare solved without reverting to State
enforcement agencies s, at least in part, dependent
on the belief that, if this failed, State enforcement
would in fact be available.

VI. Standardizing law for the
international financial architecture

In this chapter, we apply the above analysis to
those legal rules that currently form the core of the
standardization effortsendorsed by the IMF (see chap-
ter 11 above). We shall excludethe UNCITRAL Mode
law on cross-border insolvency, because the target
of this model law is limited to transnational cases
and the improvement of domestic legal institutions
isnot the primary purpose of thisharmonization effort.

The purpose of this analysis is to establish
whether the incorporation of the standardized rules
arelikely to lead to an improvement in the domestic
legal system or not. This would require, first, that
the standards be used for assessing the quality of the
domesticlega framework. In other words, the stand-
ards should offer independent guidance, which
implies that key concepts are included in the stand-
ards themselves. Second, we shall check the extent
to which the major standardized rules are free-stand-
ing, or else whether they are dependent on domestic
or synthetic legal concepts. Free-standing rules will
be the easiest to incorporate, as they do not require
extensive additional reform efforts to make pre-ex-
isting rules compatible with them. Reference to
domestic systems may increase the likelihood that a
standard will be used and applied in future, as well
as questions as to whether the overall goal of the
standardization effort can be achieved. References
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to synthetic concepts incorporated in the standards
(or related documents) will achieve the harmoniza-
tion of the law on the books, but as discussed above,
they may be difficult to interpret and enforce.

A. International Accounting Standards

Of thedifferent legal standardsdiscussedinthis
paper, only the International Accounting Standards
are free-standing. The immediate objective of these
standards is to formulate an independent set of ac-
counting standards for worldwide use by companies
(TASC, 1999, note 41: 29). The harmonization of
accounting standards around the world is a second
objective, but this is not a prerequisite for the first
objectiveto bereadlized. In essence, IAS can be com-
pared to the artificial language Esperanto. Esperanto
does not replacelocal languages, but functionsasan
independent medium for communication. While Es-
peranto has not been asuccess, thereisevidencethat
firmsin many jurisdictions have decided to disclose
their financial databoth according to domestic stand-
ardsand accordingto IAS. Thisiscostly for companies
and agood reason to harmonize the rules over time.
But the goal of IAS can be achieved irrespective of
harmonization, as they offer an additional set of
standards that facilitates international comparisons.
In order to create a free-standing body of rules, the
IAS include principles of accounting, its purposes,
aswell asdetailed rules about how to enter informa-
tion for specific items, including inventories, costs
for research and devel opment, empl oyee benefits, and
the like. It is certainly possible (and indeed quite
likely) that not everything of relevance is included,
i.e. that IAS have gaps. But this feature they share
with any domestic legal rule. The difference to de-
pendent rules is that the meaning of the IAS can be
derived from reading the IAS aone and no further
referenceto other rules, legal conceptsor entire bod-
iesof law needsto be made. Inthelight of the above
analysis, thisbodeswell for harmonization. Although
domestic law makersmay, for whatever reasons, stick
to their own accounting standards, firmshave at | east
the option to use IAS in addition to the local ones.
This might be costly, but the rewards in the form of
greater recognition on the international market may
well be worthiit.

B. 10SCO Objectives and Principles of
Securities Legislation =

The lOSCO Objectives and Principles of Secu-
rities Legidlation (I0SCO Principles) include only

the basic principles of securities legidlation and re-
fer to ahost of other guidelines and recommendations
that were devel oped by 10SCO. We shall ignore most
of these other guidelinesfor the purpose of thisanaly-
sis, dthoughit should be noted that they often provide
the concepts that the general guidelines discussed
here refer to.

The 10SCO Principles explicitly state that the
efficacy of the proposed rules will depend on the
scope and quality of the general framework for com-
mercial law. Thus, they are making these rules
dependent not only on specific rulesincluded in other
statutes, but on the broader legal framework. Annex
3 to the IOSCO Principles lists those parts of the
legal framework which, according to IOSCO, are of
specia importance. Thelist includes company, com-
mercial, and contract law; tax laws; bankruptcy and
insolvency laws; competition law; banking law; and
the entire system for dispute resolution. For each area
of the law, 10SCO lists those aspects that are of
particul ar relevance to securitiesregulation. Withre-
spect to company law, special company formation,
the duties of directors and officers, regulations of
takeover bids and other transactions intended to ef-
fect a change in control, laws governing the issue
and offer for sale of securities, disclosure of infor-
mation to security holdersto enableinformed voting
decisionsand disclosure of material shareholdersare
listed. For commercial and contract law, the |lOSCO
Principlesinclude private rights of contract, facilita-
tion of securitieslending and hypothecation, property
rights, including rights attaching to securities, and
the rules governing the transfer of those rights. For
other areas, the reference is more opague. With re-
spect to tax laws, the Principles note the importance
of clarity and consistency, “including, but not lim-
ited to, the treatment of investments and investment
products’. And for disputeresolution systems, “afair
and efficient judicia system (including the aternative
of arbitration or other alternative dispute resolution
mechanisms)” aswell asthe* enforceability of court
orders and arbitration awards, including foreign or-
ders and awards’ are noted as prerequisites for
effective securitiesregulation. In sum, securitiesleg-
islation rests on the existence of a comprehensive
and effective legal system.

Without questioning the interdependence of
securities legislation with other parts of the legal
system, it is at least worth considering whether
effective securitieslegidation could serve asafunc-
tional substitute to other legal provisions that may
not be working quite aswell. The concept of afunc-
tional substitute is well known in comparative law,
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where scholars have long asserted that identical le-
gal problems may be solved by different legal rules
and/or ingtitutions.®* A simple example is the treat-
ment of trusts as a contract or a property right.
Economic analysis of the details of these legal con-
ceptsin civil and common law systems reveal s that,
irrespective of thisfundamental difference, they per-
form essentially similar functions (Hansmann and
Mattei, 1995). One proposition madein the compara-
tive corporate governance literature — of particular
relevance to the questions addressed in this paper —
is that weak enforcement of minority shareholder
rights in the general court system could be substi-
tuted by effective securitiesmarket legislation.* The
successful migration of firmsfrom home marketsthat
protect shareholder rights only weakly to markets
with strong securitiesregulationsistaken asan indi-
cation for the host jurisdiction offering substitute
legal protection. Theinteresting point about this ex-
ample is that migrating companies take the home
corporate law with them, but subject themselves to
more stringent securities regulations. Observers of
capital market development in transition economies
have found that effective securities market regula-
tion has been more important in promoting market
devel opment than minority shareholder protection.®
Results from a study using data from 24 transition
economies confirm these findings. In fact, the qual-
ity of securities market legidationisthe only law on
the books variable that has a (marginally) signifi-
cant impact on securitiesmarket development inthese
countries.

The major lesson from these findings is that
despite the fact that IOSCO itself draws attention to
other parts of the legal system as a prerequisite for
the efficacy of the proposed standards, it is at least
worth considering whether strong securities market
regulations could substitute for weaknesses in other
areas. Yet, it isimportant to consider the tradeoffs of
investing in one part of thelegal systemwith limited
impact on otherswhen resourcesfor legal reform are
limited.

Beyond a general reference to other areas of
the domestic legal system, the IOSCO Principles
explicitly reference three types of rules: (i) specific
domestic legidation; (ii) domestic politics and the
accountability of government agents; and (iii) syn-
thetic legal concepts developed in other IOSCO
regulations. The very fact that they do so demon-
strates the breadth and complexity of legal reform
that will be necessary to make securities legislation
work. In addition, the examples show that in the end
domestic law makers are in many cases left to

decide for themselves the appropriate level of regu-
lations.

References to domestic legidiation include the
use of legal concepts that imply further definitions.
An example is the problem of conflict of interests
that, according to IOSCO Principles, is relevant, in
particular for self-governing organizations and man-
agers of collective investment schemes (CIS).*
Where the boundaries are to be drawn between per-
missible actionsand thosethat are clearly considered
aconflict of interests is up to each legal system. In
most countries, the final demarcation of thislineis
left to the courts, asit is difficult to come up with a
definition for codifying arulethat isboth sufficiently
abstract to include arange of potential cases and yet
still specific enough to be enforceable. Other exam-
ples include more general references to regulations,
including accounting standards, theregulation of CIS,
intermediaries, or banks.*” Further guidanceisgiven
in some additional |OSCO guidelines. However, in
several instances, regulators are warned that a par-
ticular issue needs to be regulated, but no guidance
asto the possible contentsisgiven. The lOSCO Prin-
ciples state, for example, that the level of disclosure
required for corporate control differs from jurisdic-
tion tojurisdiction.® Whilethis statement iscertainly
true, it is of little guidance for law makersin devel-
oping marketsin deciding on an appropriate level of
disclosure for their country.®

In several instances, the IOSCO Principles go
far beyond referencesto specific parts of the domes-
tic legal system, but reference the quality of the
overal legal system, or the legal and political gov-
ernance system. In an attempt to define the meaning
of “accountability of the regulator”, the Principles
state that thisimplies:

 aregulator that operates independently of
sectora interests;

* asystem of public accountability of the regula-
tor;

e asystempermittingjudicial review of theregu-
lator’s decisions.

These are important conditions, which point
directly to the political structure and the realization
of the rule of law in a given country. A system per-
mitting judicial review of decisions of the regulator
certainly doesnot imply that all acts of the State need
to be subject to judicial review, but certainly those
of the securities market regulator. The issue of pub-
lic accountability of the regulator raises a host of
guestions about the effectiveness of legal constraints
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and other mechanisms of accountability, including
appointment, dismissal and disciplinary procedures.
Taken seriously, making the securities market regu-
lator accountable would in many countries require
far-reaching political reforms.

Finaly, in a few cases, the IOSCO Principles
reference synthetic legal concepts. Anexampleisthe
reference to regulation of collective investment
schemes (CIS). I0SCO has adopted separate guide-
linesfor CISwhichincludeadefinition of thisterm.*
It is quite comprehensive and tries to include the
variance of investment funds that deal in securities
found in alarge number of countries(or at least those
that were most influential in drafting the guideline).
At the same time, it is limited by excluding closed-
end funds and “schemes investing in property/real
estate, mortgages or venture capital” .* Therearetwo
problems with this approach. First, the definition of
what comprises a collective investment scheme is
based on partial empirical observation. It is derived
from investment schemes common in developed
markets, but is likely to exclude many other struc-
turesthat already exist or may arisein other markets.
Second, the regulation of one class of investment
(open-ended funds that invest in securities), but not
others, can create distortions. Promoters of schemes
that fall under the definition of the guideline will
certainly try to find ways around them when con-
fronted with adjustment and compliance costs.

To summarize, the [OSCO Principles cannot be
characterized as free-standing rules. They reference
other laws and legal concepts, including domestic
laws and synthetic concepts found in other IOSCO
Principles. In addition, they call attention to how
closely related a well-functioning regime for regu-
lating securities market is with the political system
and the existence of absence of mechanisms of ac-
countability. A general agreement to adopt these
standards and comply with them can therefore be
hardly more than a memorandum of understanding.
Without additional reforms, including reformsaimed
at enhancing the accountability of State agents,
change will not be achieved.

C. [1AISInsurance Principles, Standards
and Guidance Papers®

The most striking aspect about the IAIS Insur-
ance Principles, Standards and Guidance Papers
(IAISPrinciples) isthat they fail to define what con-
stitutes an insurance business. The introduction to
the Principles explicitly refersthisto futurework. In

lieu of a common definition of insurance business,
the Principles |eave the definition of insurance busi-
ness entirely to domestic law. This, of course, is not
only an open invitation to creative compliance,* but
defeats the very purpose of legal harmonization.
Thus, the IAIS Principlesfail to meet the first crite-
rion we established at the outset of this analysis,
namely that standards can be used to assessthe qual-
ity of the domestic legal framework.

The inability to find a common definition can
in part be attributed to the wide variety of risks that
may beinsured against, which distinguishesthis sec-
tor from other financial industries. It certainly reflects
the diversity of insurance activitiesin |A1S member
countries and the difficulties in reconciling differ-
encesincommercial practiceand regulatory activities
of different countries. Thisof courseraisesthemore
fundamental question whether standardization in
such adiverse sector is at al meaningful. It is prob-
ably safe to say that until a common definition of
what constitutes an insurance business is agreed
upon, the Principles are unlikely to have any serious
impact. Take, for example, thegeneral licensing prin-
ciples established by IAIS. The basic notion is that
companies wishing to underwrite insurance in the
domestic insurance market should belicensed (IAIS
Principles: 5). However absent a definition of what
insurance business means, it issimply impossible to
determine whether or not countries comply with the
licensing requirement. A provision that states that
“licencerefersto the authority to operate businessin
the domestic market, which under domestic law is
defined as insurance business” (IAIS Principles:
30 (5)) isas meaningless as a provision that would
alocate the right to define the scope of legal protec-
tion of trade marks to their users. The Principles
recognize that differencesin the definition of insur-
ance business can lead to supervisory problems,
especially where cross-border operations are
concerned (IAIS Principles: 31 (13)). Yet, they con-
template excluding certain activities from the
application of the IAIS Principles — without having
established the scope of their applicability inthefirst
place. Thus, insurance activities that are limited as
to the possible number of policyholders or to a geo-
graphical areashall be exempted from the application
of the Principles. The phrasing of the exemption sug-
geststhat the drafters of the Principles had to bow to
pressure from members in whose countries non-li-
censed insurance activities proliferate: “The reason
for thisfact [the exclusion] could be that the insured
sums do not exceed certain amounts, or that losses
are compensated by payments in kind, and that the
activities are pursued following the idea of solidar-
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ity”. It is not difficult to imagine how non-licensed
insurance activities could mushroom under the pre-
text that they pursue the idea of solidarity. More
importantly, to include exemptionsin regulationsthat
do not define the scope of the regulation is a mean-
ingless exercise. Without clearly stating whether the
criteria used to justify the exclusions (number of
policyholders, sumsinvolved, purpose or motivation
of activity) are relevant for defining the scope of in-
surance businessregulations, they can hardly be used
for justifying an exemption from their application.

Given that the IAIS Principles fail to provide
even a common lowest denominator for the type of
activities that will be governed by these principles,
what can possibly be accomplished by the new stand-
ards? They establish a number of procedural
reguirements for setting up and licensing insurance
businesses as well as for the withdrawal of the li-
cence. These include provisions on the type of
information that should be submitted when applying
for alicence; an ultra vires provision that activities
outside the approved scope of business are not
permissible; minimum capital requirements; the sub-
mission of a business plan; as well as detailed
information about the members of the board of di-
rectors, including professional education, training,
and past employment (IA1SPrinciples: 33). But with-
out aclear demarcation of the types of activities that
should be subject to theserequirements, they areonly
checklists for a possible scope of regulation, which
can be determined only once we know what an in-
surance businessis.

D. OECD Principleson Corporate
Governance*

Whereas the I0SCO and IAIS Principles can
be characterized asacombination of LCD approaches
to legal reform with some attempts to establish syn-
thetic concepts, the OECD Principles on Corporate
Governance (OECD CG Principles) takeamoreradi-
cal approach. They use economic rationales as a
normative agendaand deduce specific rulesfor share-
holder protection.® The principles establish the
concept of “basic shareholder rights” and explain this
with the statement that “equity investors have cer-
tain property rights’ (OECD CG Principles: 12). In
other words, the essence of equity investment isthe
acquisition of property rightsand the OECD CG Prin-
ciples derive the basic shareholder rights from
applying the property rights concept to a publicly
traded firm. Yet, the CG Principlesraise similar ques-

tions as to their precise meaning and the scope of
their application as do the IOSCO or IAIS Princi-
ples. The CG Principlesstatethat “basic” shareholder
rights include the right to:

*  secure methods of ownership registration;

. convey or transfer shares,

obtain relevant information on the corporation
on atimely and regular basis;

* participate and vote in general shareholder
meetings;

elect members of the board:;

e sharein the profits of the corporation.

Each of these rights requires further explana-
tion, i.e.

*  When are methods of ownership registration
secured?

* Istherightto convey or transfer sharesviolated
if the transfer is subjected to approval by other
shareholders and/or the board of directors?

. What is relevant information?

Some guidance is given in the Annotations to
the CG Principlesfor answering these questions, but
thetask of trandating the principlesinto specific laws
and interpreting their meaning isleft to domestic law
makers and law enforcers.

The advantage of standards that are derived
from abstract principlesrather than consisting merely
of asynthesis of existing legislation is that they of-
fer standards for assessing the quality of the law in
different countries. The disadvantageisthat the prin-
ciplesfromwhich they are derived may havelittleto
do with existing practice, and the remedies they of -
fer could therefore be quiteineffective. In particular,
the CG Principles “focus on governance problems
that result from the separation of ownership and con-
trol” (OECD CG Principles. 2). Thiscertainly reflects
the classic paradigm within the corporate governance
literature.* Yet, an increasing number of empirical
studies suggest that in most countries the separation
of ownership and control is not the key issue. Con-
centrated ownership is much more common than had
earlier been assumed (La Porta et al., 1998, 1999).
Where acontrolling sharehol der i s present, however,
ownership and control is not separated. Different
problems may arise in this situation, which may re-
quire different legal solutions. The protection of
minority shareholders against blockholders, for
example, will be more important than protecting
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minority sharehol ders against management, as man-
agement is effectively controlled by a blockhol der.
Evenif the blockholder isonly adisguise for defac-
tor managerial control, the target of the rules should
probably bethe blockhol der, rather than management.

An examplefor how misleading the CG Princi-
ples may be when analysed in the light of real world
corporate governance problems, particularly in
emerging markets, is their treatment of “stake-
holders’. Thisterm loosely refersto all parties with
astake in the firm that are not shareholders and in-
cludesinvestors, employees, creditors and suppliers
(CG Principles, Annotations: 18). The only guidance
as to how to handle the interests of these various
stakeholdersisthat “where stakeholder interests are
protected by law, stakeholders should have the op-
portunity to obtain effective redress for violation of
their rights’. And the annotations add that “the legal
framework and process should be transparent and
not impede the ability of stakeholders to communi-
cate and to obtain redressfor theviolation of rights”.

It is difficult to apply these general statements
to real world cases and figure out what the appropri-
ate legal response to such cases could be. The most
straightforward case is employee codetermination.
Where the law gives employees the right to partici-
pate in the company’s board and to vote on issues of
business strategy, these rights should be enforced.
Interestingly, the OECD CG Principles are silent on
whether codetermination is desirable and fail to ad-
dress the potential conflict between shareholder
property rights and the legal rights allocated to
employees under such a scheme. For all other
stakeholders, the rights that could possibly be pro-
tected by law and should therefore be enforced are
ambiguous.

Take, for example, the family-controlled foun-
dation, which is only asubsidiary of, say, a chaebol
in the Republic of Korea, and holds only a minority
stake in the parent company. Yet, this foundation
controlskey businessdecisionsand, in particul ar, the
process of nominating and electing the chief execu-
tive officer of the parent company, who may be, but
does not need to be, amember of the family.*’ Isthis
foundation a“ stakeholder”? What legally protected
rights does it have and what is the meaning of an
unrestricted right to communicate among stake-
holders in an environment where deals among
different members of the controlling family are com-
mon place? Another exampleistheinfluential rolea
local government might have on corporations that
arelocated within itsjurisdiction. Isthe government

astakeholder?If yes, thewording of the OECD Prin-
ciples could beinterpreted restrictively to mean that
only those rights that are protected by law should be
respected. This could be used by a corporation to
defend itsinterests against political interference. But
certainly therewill be provisionsin the local consti-
tution that give the government the right to take
appropriate measuresto enhancethe public good. Are
these legally protected rights?

These examples demonstrate that the attempt
to derive specific rules from economic “truths’ is
not without flaws. The solutions thus arrived at are
meaningful only if the theoretical assumptions about
the main corporate governance problemsare consist-
ent with reality. To the extent this is not the case,
they offer little guidance to law makers for solving
real world problems.

VII. Implicationsfor developing countries

This chapter addresses the question of what
implications the adoption of the above legal stand-
ards may have for the propensity of countries, in
particular developing countries, to attract foreign
investors and to participatein global markets. At the
outset, three points are worth stating. First, harmo-
nization or standardization of law is not necessary
for international trade and investment to take place.
Most transactions today take place using law that
has not been harmonized or standardized. Second,
the areas of the law that are at the core of the IMF
standardization claims are important for attracting
financial investors, in particular portfolio investors.
Their relevance to foreign direct investment, how-
ever, islessevident. Analyses of the flow of foreign
investments and data from surveys of investors
around the world clearly show that afunctioning le-
gal system for contract enforcement and effective
legal constraints that limit arbitrary State power are
important determinants for investment decisions
(WEF, 2000). While this does not mean that im-
provements in financial market legislation are not
important, countrieswith limited resourcesavailable
for law reform clearly need to make a choice and
target their reform efforts to areas that will bring the
highest returns. Third, the adoption of legal stand-
ardsin any area of the law, including financia law,
isnot sufficient for creating an effectiveinstitutional
framework to enhance a country’s ability to attract
foreigninvestment or create effective buffersagainst
the contagion effectsof afuturecrisis. Thethird point
requires further explanation.
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The underwriting of international standardsfor
the said areas of the law may serve as a signa to
foreign investorsthat acountry isindeed complying
with these standards. Past experience showsthat once
acrisishits, investorswill pull out where they might
have serious doubts about the effectiveness of legal
institutions and their ability to protect their claims.
At thispoint, they will not be misled by formal indi-
cators, but take acloser look at the ability of countries
to actually enforce these rules. Improvementsin the
legal infrastructure can serve asabuffer against such
swings, but only if thisinfrastructureis perceived to
be effective.

Thesignalling function of internationally agreed
legal standardsis likely to erode if too many coun-
tries practice formal compliance, rather than real
compliance. The question is not whether or not for-
eigninvestorswill find out how effective legal insti-
tutions are, but only when. This creates a dilemma
for countriesintending not only to adopt international
standards, but also to engage in further reforms. Be-
cause ingtitutional reforms are generaly slow, their
payoffs will take some time to materialize. In the
meantime the positive signal that adoption of the
standard may have originally sentislikely to be un-
dermined by crises in economies that have pursued
merely aformal compliance strategy. Investmentsin
extended legal reformsmay belost. Indeed the cred-
ibility of international legal standards could well be
undermined.

The best strategy to counter this downward
slope seemsto befor countries not only to signal the
adoption of formal legal standards, but also to en-
surethat they have the capacity to enforce the newly
adopted laws and in fact to demonstrate this capac-
ity. A selective approach tolegal reformstiedinwith
institutional reforms and the allocation of sufficient
resourcesto ensure their successwould be apromis-
ing strategy. Successful reformswill re-enforce each
other. Effective enforcement of new laws will en-
hance the credibility of legal institutions and raise
investors' confidencein financial markets. Thiswill
also attract investorswilling to make long- term com-
mitments. By contrast, the best laws on the books
may have little impact on the development of finan-
cial markets and their credibility in the eyes of
domestic or foreign investors. A recent study that
investigates the relation between legal reforms and
financia market development in transition economies
demonstrates this point. The substantial improve-
ments in the law on the books as measured by a
variety of legal indicators by and large have had lit-
tle impact on the development of capital markets.

By contrast, the effectiveness of legal institutions had
a much higher correlation with increases in market
capitalization and improvementsin liquidity (Pistor
et al.,1999).%

Thus, the key to success for any given country
will be the establishment of effective legal institu-
tions. In part, this depends on the resources that are
available, including financial and human resources.
Where these resources are not available, or other
obstacles stand in the way of effectuating financial
law, acountry should consider whether it isready to
expose itself fully to the winds of international fi-
nancial markets.*® Resources, however, are not the
only consideration. In addition, the process of lega
reform needs to ensure that a sufficiently large do-
mestic constituency is engaged in this reform. As
was pointed out in the previous chapter, the efficacy
of law enforcement depends on the level of volun-
tary compliance, and this in turn depends on the
support for law reform by local constituencies. Re-
search on the propensity of countries to develop
effective legal institutions suggests that a strong de-
mand for law reform is more important for the
long-term development of effectivelegal institutions
than the quality of the laws on the books (Berkowitz
et a., 2000).%* These results hold when controlling
for today’slevels of GDP per capita, suggesting that
the effectiveness of legal institutions is not deter-
mined only by a country’s wealth.

A key element for successful reformsis access
to information on the scope of legal solutions that
exist to tackle a particular problem and the condi-
tions under which these solutions may or may not be
enforceable. Thisinformationisnot easily available.
The proposed standards for reforming the financial
architecture certainly do not provideit. Instead, they
rely on ambiguous guidelines and extensive refer-
encesto synthetic concepts, that arein need of further
clarification.

In the light of these considerations, this paper
argues that a new approach to reforming legal sys-
tems in developing countries and emerging markets
is warranted. Instead of having legal standards de-
veloped by legal experts or professional interest
groups, law makersaround theworld should begiven
access to alternative legal solutions found in living
legal systems. Thiswould enable domestic agentsto
identify problemsand find solutionsthat are adequate
and potentially effective, given theinstitutional con-
straints of their country.

Law makers in the Republic of Korea, for ex-
ample, will want to know how other countries with
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large business groups solve the problem of protect-
ing minority shareholdersin these groups. Different
jurisdictions have experimented with different ap-
proaches. Common law countries use takeover codes
to protect shareholders in transactions that could di-
Iutetheir previousholdings. They areless concerned
with minority shareholdersthat have decided to keep
their stakes, unless blockholders misuse their domi-
nant role. Germany, by contrast, has developed a
complex legal regime for business groups in an at-
tempt to protect minority shareholdersin companies
belonging to business groups. The reason for these
different approaches can befoundin diverging policy
choicesin the process of company formation during
industrialization. In the United States, strong anti-
trust rules prevented close contractual or equity
relations between firms, and thereby promoted ei-
ther full integration or separation. Germany, by
contrast, allowed the formation of cartels and thus
saw the emergence of groups of companiesintercon-
nected by equity holdings, and explicit or implicit
contractual arrangements.5! Countriesthat have busi-
ness groups may want to consider legal systemsthat
have developed ex post controls, because they have
aready foregone preventing the emergence of such
groups ex ante. By contrast, the OECD CG Princi-
ples focus on ex ante rather than on ex post controls
(OECD CG Principles, Article 1.D).

Irrespective of their initial conditions, all coun-
tries should have access to information on how
different legal systems create mechanisms of account-
ability for common problems. A casein point is board
members failing to comply with their obligations.
The OECD CG Principlesinclude alist of responsi-
bilities of the board. However, they do not offer so-
lutions to the vexing question as to how members of
the boards shall beincentivized to take these respon-
sibilities seriously, and what redress shareholders
should obtain against memberswho fail to liveupto
their legal duties. Lega solutions range from dis-
missal with or without cause, compensation plansas
incentive devices, rules on frequency of board meet-
ings, and the way to direct or derivative shareholder
suits. Law makersin the receiving country will need
to address these issuesin order to design procedural
devices, without which thelaw cannot be enforced.*

Similar points can be made for the other areas
of thelaw discussed in this paper. In the absence of a
common definition of insurance business under the
IAIS Guidelines, it is crucial that countries abtain
access to information on what constitutes insurance
businesses in different countries, why some activi-
tiesareincluded, and othersexcluded. I1tiscommonly

known that in legal matters “the devil liesin the de-
tails’. These detailsare not included in the discussed
standards. In fact, by definition broad legal stand-
ards avoid these details. The laws to be enacted by
different countries, however, will need to be much
more specific.

What is needed, therefore, is a market for in-
formation about the scope of legal solutionsto solve
comparable problems, including information on how
these solutions are tied into the general legal frame-
work and the enforcement institutions. This would
allow law makers to consult not only the laws from
devel oped market economies, but al so those of neigh-
bouring countries, or other transition economies.
They couldidentify elementsfrom different systems
and use this to develop alegal product they under-
stand, and can afford. Moreover, other constituencies
— professional organizations, self-governing bodies
— should have similar access to information that
would put them in a position to participate in the
debate on which solution might be the best suited to
their country. Accessto different domestic legal sys-
tems is currently impeded not only by language
barriers, but also by the idiosyncrasies of different
legal systems. This makesit often difficult to locate
the legal rulesthat address a particular problem, and
to understand their linksto other parts of the system.
These problems are exacerbated by legal terminol-
ogy, which differs from jurisdiction to jurisdiction.

Yet, it is not impossible to overcome these bar-
riers. Japanese law makers in the late nineteenth
century were able to debate in detail on whether the
French, German, or English common law system
would be more appropriate for them.> They received
experts from Europe and sent del egationsto various
countries to learn about their economic and legal
systems. Law makers throughout the world should
have an easier task to obtain relevant information.
Travel certainly has become more convenient. More
important, however, information technology offers
opportunitiesfor making legal information available
around the globe. In fact, awealth of legal informa-
tion is aready available on the web. The greatest
obstacle for accessing and using this information is
language barriers and, perhaps even more impor-
tantly, differences in the structure of legal systems
which makeit difficult to locate the rules or relevant
case law that deal with a particular problem. Dif-
ferent legal systems use different grammars for
organizing their laws. However, these problems are
not insurmountable, at least not if resources were
made available for new legal information systems
rather than being used for creating general standards.
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VIIl. Conclusion

The objective of this paper was to assess the
standardization efforts of financial lawsthat are cur-
rently under way. Because standardization is costly,
the paper first analysesthe possiblejustificationsfor
standardizing different areas of the law, including
cross-border insolvency cases, accounting standards,
securities regulation, insurance regulations, and
principles of corporate governance. While good ar-
guments can befound to justify these standardization
efforts, the likelihood of their having any beneficial
impact hinges on additional factors. The new stand-
ards need to be fitted into domestic legal systems.
Most of them are not free-standing, but their mean-
ing and interpretation depends on pre-existing rules
or rules that will still need to be established. Asdis-
cussed above, the |lOSCO principlesare quiteexplicit
about the interdependence of the proposed ruleswith
domestic ones. |n addition, the effectiveness of these
ruleswill depend on the efficacy of enforcement in-
gitutions. Given this closerelationship between most
standardization efforts — the IAS being the only ex-
ception to this — and the comprehensiveness and
effectiveness of the domestic legal system, the paper
asks whether standardization is the best strategy for
improving domestic legal ingtitutions. It suggeststhat
thisis not the case. The reason is that the process of
standardizing rules makes it necessary to either
develop synthetic conceptsto bridge differences be-
tween different legal cultures, or to agreeto the LCD.
Neither result offers clear-cut solutionsfor domestic
law makers, economic agents asthe law consumers,
or law enforcers. Instead, they need to give meaning
to these concepts by relating them to pre-existing
legal concepts, or interpreting them from scratch. In
some cases, the process of standardization defeats
itsvery purpose. An exampleisthe lAlS guidelines,
which include acomprehensive reference to domes-
tic legal systemsfor defining the object (“insurance
activity”) for which standardized rules are to be de-
veloped. Onamoretheoretical level, the paper argues
that, to be effective, law needs to have loca con-
stituencieswith astrong interest in and understanding
of the laws. Thisis a prerequisite for the new laws
to become part of the continuous process of legal
change, without which the formal legal system will
remain largely irrelevant. It is aso important for
ensuring high levels of voluntary compliance with
the law, and thus for its effectiveness. In sum, the
paper warns against viewing legal standards as a
panacea for building effective legal systems around
the world.

Notes

1 Theuse of the term “standards’ should not be confused
with quality and product standards as a regulatory tool.
We use this term to refer to the nature of alegal rule, in
particular the level of specificity. For details see below
chapter 1V. We use the terms standardization and harmo-
nization interchangesbly, but note that standardization is
aweak form of harmonization. A strong form would re-
quire that detailed legal rules be unified across different
jurisdictions. For a discussion of the cost and benefits of
law development using legal standards versuslegal rules,
see Kaplow (1992).

2 One may, of course, take the view that the standards are
aninsurance devicefor foreign investors. If high-risk coun-
tries can be forced to adopt internationally accepted legal
rules, foreign investors can no longer be blamed for mis-
guided investment decisions. | would like to thank David
Woodruff for this point.

3 Onthedistinction between normative and non-normative
harmonization quests, see Leebron (1996: 50). He distin-
guishes between pure “non-normative harmonization
claims’, which are “neutral with regard to which rule
should be chosen as the basis of harmonized rule’, and
“pure harmonization claims’ that aim at implementing the
same policies or rules in al countries. Most harmoniza-
tion claims, according to (1996), contain non-normative
and normative claims, i.e. they can bereferred to asmixed
clams.

4 Theimportance of effective legal institutions—i.e. those
that are capable of enforcing existing rules and actually
do this— has also been stressed by Cornford (1995).

5  Foramorecomprehensiveanalysisof therelation between
financial market development and economic growth, see
Goldsmith (1969: 561).

6  For adiscussion of the 1988 standards and the proposals
for their revision, see Cornford (2000).

7  This has become apparent in particular in regard to the
Asian Financial Crisis. For an analysis of the quality of
the legal framework as an explanatory variable for the
extent to which different countries have been affected by
the crisis, see Johnson et al. (1998). By contrast, Huang
and Xu (1999) offer an analysisthat focuses less on legal
design, and more on the financial institutionsin an envi-
ronment with and without soft-budget constraint.

8 The agencies involved in these efforts and a short sum-
mary of the areas of the law standardized by them can be
foundat: http://ww.imf.org/eternal/standards/agency.htm.

9  The Conventions include, among others, those on: the
Limitation Period in the International Sale of Goods (New
York, 1974/1980); the Carriage of Goods by Sea (Ham-
burg, 1978); Contractsfor the International Sale of Goods
(Vienna, 1980); International Bills of Exchange and In-
ternational Promissory Notes (New York, 1988); and the
Recognition and Enforcement of Foreign Arbitral Awards
(New York, 1958). TheModd lawsincludethe UNCITRAL
Model Law on International Commercial Arbitration
(1985); on International Credit Transfers (1992); Procure-
ment of Goods, Construction and Services (1994); and on
Electronic Commerce (1996). For a detailed status report
of the signature and ratification of the various conven-
tions see website: http://www.uncitral. org/english/texts/
index.htm.

10 ThelASC, for example, stressesthe need for international
harmonization in light of the huge costs created by the
current multiplicity of accounting standards, and advo-
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15

16
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19
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22

23

cates the adoption of International Accounting Standards
for developed aswell asdevel oping countries. Seewebsite:
http://iasc.org.uk/frame/cenl_4.htm.

Art. 12 of the Guide to Enactment of the UNCITRAL
Model Law on Cross-border | nsolvency, for example, ex-
plicitly states that while countries are free to make any
changes they seefit, “.. in order to achieve a satisfactory
degree of harmonization and certainty, it isrecommended
that States make asfew changes aspossiblein incorporat-
ing the model law into their legal systems’.

Subscribing to legal standards as used in this paper does
not imply any formal process of ratification. As noted
above, most of the standards discussed in this paper are
not mandatory. We use the term “subscribing” loosely to
refer to any type of commitment acountry makesto these
standards, including public statements that they govern
law reform efforts.

See Woodruff (1999) for a similar point relating to legal
reformsin Russia

Theliteratureisvoluminousand can only be partially ref-
erenced in this context. In the area of corporate law,
Buxbaum and Hopt (1988) and Buxbaum et al. (1991)
give an overview of the main arguments for and against
harmonization. See also Romano (1993) and Bebchuk
(1992). A similar debateis currently underway for securi-
tieslegidation. See Romano (1998) for further references,
aswell asthe contributions in Barfield (1996), and espe-
cially White (1996). An endorsement of the European
harmonization strategy may be found in Warren (1990:
185). More cautiously based on an analysisof the achieve-
ments of harmonization are the contributionsin Ferrarini
(1998).

Compare Kamar (1998), who focuses on the purported
superiority of the Delaware corporate law. For amore gen-
eral argument see Gillette (1998).

See Schwartz and Scott (1995) for a detailed analysis of
private law-making involving legal experts.

Thisis exemplified with the case of the Delaware corpo-
rate law by Kamar (1998:16).

A good example is the case of Nebraska, which copied
the Delaware corporate statutes word by word, but was
not able to attract corporations. This has been attributed
to positive network externality of the Delaware system,
which could be replicated. See Kamar (1998: 16).
Johnson (1998: note 8). The level of lega protection in
this context refersto the quality of shareholder and credi-
tor rights, as measured by La Porta (1998). The effective-
ness of legal ingtitutions refers to the assessment of the
functioning of the judiciary, the ability to enforce con-
tracts, and the likelihood that governments will uphold
contracts and not expropriate property, as well as the ab-
sence of corruption (seeibid).

For adetailed discussion of externalitiesand non-efficiency
of unilateral rules, see L eebron (1996, note 4: 54, 55). For
asummary of the arguments against harmonization of se-
curities legidation, see below.

Itisinteresting to note that the European Union, after first
having attempted to harmonize law in detail, hasincreas-
ingly reverted to establishing minimum standards only and
to support law-making and law enforcement at the lowest
appropriate level (principle of subsidiarity).

Since, upon ratification of the Convention, it becomes part
of the domestic law of a given country, an explicit state-
ment of thissort isrequired to opt out of it. See Walt (1999,
note 27).

Since aclarification of these terms and concepts requires
that many parties ook into the question and seek clarifi-
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cation of the terms, this practice might well render CISG
ineffective, even though all parties may benefit in thelong
termfrom auniform saleslaw for transnational transactions.
Thisterm was coined by Meansin his study of the under-
developed law in Columbia (Means, 1980).

The extent of technical assistance required in this regard
can range from introducing law reports that report new
case law to computerized information systems.

For a more elaborate statement of this point see also
Sunstein (1996b: 925). While his argument deals prima-
rily with social norms, the point is also applicable to for-
mal law.

For this approach see Hay et al. (1996), based on their
experience with legal reformsin the Russian Federation.
See Black et al. (1996), and Black and Kraakman (1996)
for a discussion of the educative function of law which
they employed when drafting the model for the 1996 Rus-
sian corporate law.

Belcher (1995) quoting McBarnet and Whelan, who
coined this term.

For a selection of casesthat violate shareholder rights by
using and misusing provisions of the corporate law, see
Black et al. (1999).

See 8117, section 7, of the German joint stock company
law (AktG).

September 1998. The Securities Principles can be found
on |OSCO’s home page (WwWWw.i0Sco.0rg).

Zweigert and K6tz (1998) devel oped afunctional approach
to comparativelaw in general. For acritical assessment of
this approach see Frankenberg (1985).

On this point see especially Coffee (1999a).

In chronological order these papers are: Pistor (1999 —
the paper was originally presented at the IRIS Conference
on the Value of Law in Transition Economies, 5 March
1999); Coffee (1999b); and Johnson and Shleifer (1999).
Johnson and Shleifer include more indicators than Pistor
(1999), but come to very similar conclusions.

As will be further discussed below, CIS refer to mutual
funds and other types of investment funds.

See p. 26 of the IOSCO Principles for these examples.
See section 10.5, p. 25, of the |OSCO Principles.

The 10SCO Principles mention that the said rules typi-
cally set the threshold well below a controlling interest.
Thisiscertainly of some help, but the contents of the final
rule obviously depend on how acontrolling interest is de-
fined.

10SCO Principlesfor the Regulation of Collective Invest-
ment Schemes, October 1994. Available on the IOSCO
website (htp//:www. iosco.org/public_docy).

The definition of CISis “an open and collective invest-
ment scheme that issues redeemabl e units and invests pri-
marily in transferable securities or money market instru-
ments”.

December 1999. The Insurance Principles can be found
on the |AI'S webpage (Www.iaisweb.org).

Domestic law makers may officially support IA1S Princi-
ples, but defineinsurance businessin such away that only
afew activities are actually governed by the Principles.
April 1999.

The approach isnot consistently followed. In the Annota-
tionto the* basic shareholder rights’, the OECD CG Prin-
ciples state: “This Section can be seen as a statement of
the most basic rights of shareholders, which are recog-
nised by law invirtually all OECD countries’ (CG Princi-
ples: 12).

Thisliteraturewasgreatly influenced by Berleand Means
(1932). For a critique of this paradigm and suggestions
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on how to expand the research on corporate governance,
see Bergl6f and von Thadden (1999).

47  On corporate governance problems in the Republic of
Korea, see Kim (1996). A description of the pyramidal
structure that can be found in the Republic of Korea's
chaebolsisincluded in LaPortaet a. (1999).

48 The various lega indicators used in this study and the
variance of these indicators across different transition
economies is discussed in Pistor (2000).

49 |n the aftermath of the Asian financia crisis, the restric-
tion of portfolio capital inflows has been widely discussed
as apossible policy option.

50 Theauthorsfocuson theintroduction of formal legal sys-
tems in the nineteenth century and distinguish between
countries of origin — i.e. countries that developed their
formal legal systemsinternally —and transplant countries.
Thelatter arefurther divided into transplants with (recep-
tive) and without (unreceptive) ademand for the new law.
Origins and receptive transplants today have more effec-
tive legal institutions than transplant countries.

51 For ahistorical analysis of the development of firms and
legal responses between 1870 and 1933, see Spindler
(1993).

52  Thedesign of such rulesor course does not guarantee that
the law will be enforced, but is still an important prereg-
uisite.

53  See Haley (1991: 67) for a discussion of Western legal
transplants to Japan during the Meiji restoration.
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