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CHAPTER 3

Law Works in Russia:
The Role of Law in Interenterprise Transactions

Karhrvn Hendley, Perer Murrell, und Randi Ryterman

As levels of economic performance increastngly diverge across the countries
undcrtaking the ditficul( transition from communism. the role of economic in-
stitutions ts receiving more attention (Blanchard and Kremer 1597; Johnson,
Kaufmann. and Shleifer 1997). Among (he institutions of prime interes( are
those clements of the legal system that foster the development of productive re-
lations between producer and customer. In this cssay. we examine the effec-
tivencss of these legal instututions in Russia, using data on the microeconontic
behavior of enterprises,

Russia has undertaken sigmificant reform of those legal institutions perti-
nent to the formation and enforcement of interenterprisc agreements, Relative
to other changes implemented since 1991, (hese reforms have been less con-
troversial and generally well regarded. Nevertheless, (here iy still the prevail-
ing view that law is not rermbly relevant in the emerging Russtan market and
even (hat criminal groups are performing state functions in the governance of
relutionships (McFaul 1995, 95-96: Aslund 1995, 5 7. 138: Leitzel, Gaddy,
and Alexeev 1995: Hay, Shilcifer, and Vishny 1996). This essay subjects (hat
prevailing view (o a direct test by examining evidence (hat bears directly on the
question of whether law and legal institutions facilitate the transactions of Rus-
sIdn enterprises.

Our exsay’s case study 1s Russia, but1ts results reflect upon broader themex,
on ongoing debates concerning the importance of law 1n ordering transactions,
Within the existing literature, one finds a gulf between (hose who identify an
“exaggerared emphasiy on court ordering (by the instituuons of the state) over
private ordering (by the immediate parties and affiliates to a (ransaction)™
(Williamson 1995, 174) and those who observe “a wide consensus (0 the effect
that the imstitutions of contract law are largely marginal to the processes of busi-
ness contracting” (Deakin, Lane, and Wilkinson 1897, 105). A prime reason for
(his divergence in apwnion is the dearth of empirical studies that systematically
examine the significance of law and legal institutions in the transacting process
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(Hillman 1997, 246). This essay joins several recent contnbutions to the hiter-
ature in addressing this lacuna (see. for example, Bernstein 1992; Masten 1996,
McMillan and Woodrulf 1999: Fafchamps 1996, 1997; Fatchamps and Minten
1999: Johnson et al. 1999).

One consequence of the relatively small amount of atrention that has been
paid to the empincal analysis of transactions is that the methodological basis
of such anatysis is relatively underdeveloped: there is no consensus on how
such studics should be undertaken. Case studies have been of prime importance
(e.g., Macaulay 1963; Bernstein 1992; Koford and Miller 1995: Uzzi 1996). as
well as istoncal-theoretical reflections on the development of transactions
and wnstitutions (Greif 1689, 1994; Greif, Milgrom, and Weingast 1994: North
1990; Milgrom, North, and Weingast 1990). Empirical studies with larger num-
becs of firmis have most often focused on the choice of contract terms. examin-
ing how these terms vary with factors that allect the usefulness of law (Palay
1984: Joskow 1987; Fafchamps 1996b; McMillan and Woodrutf 1999: John-
son el al. 1999), Few studies directly address the central question, whether law
and legal tnstitutions contribute to the success of transactions. Obtaining an un-
swer 1o this question in the Russtan contex( is (he main contribution of this gssay.

Given the absence of a conventional methodology, we proceed on several
fronts, progressing from the general and descriptive to the specific and analyt-
ical. The following section presents soft evidence. cxamining what Russian
enterprise officials think ot their legal institutions. Then we consider the mech-
anisms that enterprises usc to facilitate their transactional relationships. ana-
lyzing the relative importance of relational contracting, self-enflorcement, en-
terprise networks. private securly hrms. adrmmistrative institutions, and courts.
Nex(, we examine (he value of law and lcgal institutions in individual transac-
uons. providing evidence within a consistent econometric framework. We ex-
amine haw transactional success is affected by the legal human-capital of the
erterprisc, by the way in which the enterprise marshals i(s legal resources. by
the potential for holdup problems. and by tactors facilitating 1the buillding of re-
lationships.

The results reflect information gained from a survey of 328 Russian en-
terprises ¢onducted in mild-1997. [n each enterprise, surveyors administered
different survey instruments to lour top managers: the general director, the
heads of the sales and purchasing (supply) departments, and the official re-
sponsible for legal 1ssues. The sample was drawn trom six cities (Moscow, Bar-
naul, Novosibirsk, Ekatennburg, Voronezh, Saratov), with cach represented
equally. The enterprises span ten major industrial sccrors.' Size ranged from 0
o 17.000 employecs, with a median of 300. Most of the enterprises were es-
tablished during the Soviet era. and about three-fourths (77 percent) are pniva-
tized.

Belore turming to the evidence, we sct the scene with a brief description
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of the pertinent Russian legal wstitutions and legal reforms. Over the past
deeade. Russia’s legislative base has been transformed lo respond (o the de-
mands of the niarket, and many new institutions have been created. At the same
time, post-Soviet Russia i not i tabula rasa with regard to judical institations.
The Sovict Union had courts of general jurisdiction, which heard vinually all
cases except for disputes between state enterprnises. The latter were resolved by
an administrative agency known as state arbitrach (gosudarstvennyi arbitrazih
or gosarbitrazit) (Pomorski 1977). [n 1991, gosarbirrazh was wransformed snto
the system of arbitrazh couns that exist ioday. The Soviet heritage has not been
entirely heipful in building respect and authority tor the new arhifrazh courts.
Gosarbitrazh made no pretense of independence. and although it superficially
resembled i court in that it resolved disputes among state enterprises, (he pn-
mary goal of the decision makers (arbiters) was to facilitate fulfillment of the
national econontic plan. This historical legacy has sometimes encouraged West-
erm observers to dismiss the courts as an important actor (¢.g.. Bluck and Kraak-
man 1996; Hay. Shleifer. and Vishny 1996).

The arbitra-h couns break with the past in termis ol \heir structure, fune-
tion. and procedures (Hendlcy 1998b: Pistor 1996). A new procedural code way
adopted in 1691, marking the change from admimsirative agency to court. This
code was thoroughly reworked in 1995 ag part of the continuing effort to make
the arbitrazh process more “court-like™ (APK). Decision makers are no longer
arbiters but full-fledged judges, and the courts” functions have greatly expanded
(Hendley 1998a). Cases now submiitted to the arbitrazh courts run the gamut
from garden-variety contractual disputes to complex issues of commercial law
and corporate governance (Hendley 1998¢). In contrast o the past. decisions
are to be based solely on the law: the political and/or economie ramificalions
are not to be considered.

The General Perspectives of Enterprises

One straightforward way to assess the functioming of Russian legal instituions
15 10 ask enterprise officials questions about the quality of such institutions. At
first blush. this approach scemns casy Lo implement. However, the data obtained
in responsc can be disturbingly elusive to interpret. Suppose one-third of Rus-
sian enterprise managers have confidence in legal institutions. Is this low or
high? Perhaps, one would obtain the same degree of conlidence expressed by
managers in OECD countries, so that Russia is comparable to other countrics
in this respect. Perhaps [ewer Russian managers have confidence in any other
Russian institution, so that legal instuutions perform relatively well in Russia,

As the above immediately suggests. the solurion to (s problem of data
interpretation is to 1ake a dererminedly comparative approach, ta compare Rus-
sia to other countries, to compare Russian legal institusons to other Russian in-
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stitutions, and to compare (he comparative status of legal 1nsttutons across
countries. The apphcation of this approach, however, s hindered by the paucity
of existing survey information on legal imsitutions in other countries. at leas
information rhat can be profitably used given the present study’s focus, Never-
theless, we did find in the existing literature a small set of studies that contained
both pertinent survey questions and Western responses to those questions. Ad-
mimistering identical questions in Russia allows one to build a usetul mtroduc-

tory picture.

Confidence in Institutions

One question that has been posed in a number of countrics clicits information
on how much confidence the respondent holds 1n a variety of institutions.> Table
3.1 presents data tor four institutions (legal system, the police, the civil service.’
and parliament). When examining these data, itis important 1o keep in mind the
different sample populations and the varying time periods of the surveys, as
noted in the table.

When compared to the UK. responses. the earlicr responses for the Jegal
system for Russia (in 1991) and Poland (in 1989) suggest a surprisingly high
degree of confidence in legal institutions. The Russian businessmen in 1997 do
have significantly less conlidence in their legal system than does the 1991 Rus.-
sian populace, but ths could reflect the overall 1oss of conlidence in alf public-
sector institutions from 1991 to 1997, which 1s clearly evidenced in the table.
Nevertheless, the views of the Russian businessmen on the legal system are
comparable to those of the UK. general populace. Using the data in the upper-
left quadrant of table 1.1t would be difficult to make the case that the Russian
legal system has egregous problems,

This conclusion is strengthened when cast in the perspective of the survey
responses for other insritutions. Russian enterprisec managers clearly have more
confidence in legal institutions than in the civil service, the parhiament. and the
police. While the Russian responses for the legal system are simmlar to those of
the U.K. sample. (he responses for the other three imstiutions arc not. More-
over, (he apparent loss in confidence wn Russian institutions between 1991 and
1997 is much less for the legal system than for the three other pubhic-sector in-
stitutions.

Honesty and Ethical Standards

Some commentators allege that corruptton 15 rife in the Russian judicial sys-
tem.! When applied to the arbitrazh courts, these allegaiions seem to be based
more on observation of the general level of corruption 1n Russia than on any
specific information about the cournts themselves. Nevertheless. given that ju-
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dicial institutions can only be effective it they are perceived as having integrity.
it seems appropriate (o eximine whether these allegations reflect the views of
Russian businessmen,

Table 3.2 presents (he results from our survey and a comparable Western
one on the question “How would you rate the honesty and ethical standards of
the types of people listed [in the survey question]?” The findings in this table
clearly show that cnterprisc officials view the arbitrazh judges as having rela-
tively high ethical standards. (We were not able w {ind comparable mformation
on Western judges.) The evidence n table 3.2 suggests thal the legal system
should be clearly distingunished from other clements of the Russian institutional
structurc when corruption is discussed.

The relatively positive view of the legal system oftered in tables 3.1 and
3.21s combined, however, with evidence of weakness 1n related insututions that
are crucital to the overall functioning of legal processes. The abihity of judicial
officials (0 execute (heir primary functions depends to some extent on the com-
plementary provision of services by a number of other legal professionals, in-
cluding lawmakers, prosecutors, lawyers, bailiffs, and police. Clearly, the pre-
vious tables suggest that some key daspects of the legal system. most notably the
lawmakers and the police. are poorly regarded by the business community and
the public at large.

The Problems of Businesses: Crime and Litigation

Conventional wisdom on Russian bosiness would offer the tollowing charac-
enzaton: crimngl groups are of great concern and the courts have no power
and therctore enterprises fear erime much more than a soit from an aggrieved
trading pariner. We cxamine this conventional wisdont in table 3.3 using the re-
sponses to the question “How worried are you, if at all, that you might become
a vicum of violent crime dunng the coming year?” Cnme s more of a problem
for some strata of Russian enterpnise oficials than for the U.S, general public,
In particular, enterprise directors and managers of sales departtments, who arc
more hkely to interact with banks and the cash-based retail sector, have rela-
tively strong concerns about crime. However, table 3.4 shows that litization 1s
percerved as more serious a problem for Russian enterprises thin 1s the activ-
ity of crirninal groups. These responses are remarkable given that the Russian
courts have himited powers o implement their judgments. Thus, while the evt-
dence on problems of ¢rime that appears in tables 3.3 and 3.4 could casily be
explained hy factors quite irrclevant to the enforcement of transactions, for
example, simple criminality, the roughly comparable concermn for litigation
evidenced in (able 3.4 can only suggest that court decisions are import(an( for
ENtETPTISES.,

It has been suggested that the presence of crimtnal groups in Russian busi-
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ness 1s due to their effectiveness in contract enforecment compared (o the courts
(Hay. Shleifer, and Vishny 1996: Leitzel, Gaddy. and Alexcev 1995). So how
do court and ¢riminal enforcement compure? We asked enterprise officialy this
question directly, using the term private methods of enforcement o describe
both legal and criminal forms of private enforcement. An English translation of
the question is as follows;

Firms in market economies use different methods to resolve serious dis-
putes. In some cases, firms use courts. In other cases, they resort 1o private
nicthods of enforcement. For example. the firm might hire a private secu-
rity service or call on private individuals or groups to assist them 1a the
collection of bad debts. In this question. we ask ¥ou to compare the effec-
tivencss of these two methods for resolving disputes in Russia— Private
Enforcement versus arbitrazh Coyrts—based on (ive eriteria: speed, com-
petence. low cost. cenainty of enforcement, and conhdentiality. Please
convey your views by choosing a point on a scale from 0 to 10. A *0° means
you absolutely prefer Private Enforcement based on the criterion and a
10" mcans you absolutely prefer arbitrazh Courts based on the criterion.

Table 3.5 shows (hat cnterprises generally prefer arbitrazh couns 1o private
methods. Along three dimensions. competence, cost. and confidentiality, man-
agers rate the arbitrazh couns as significantly superior 1o private methods.

The cvidence in (his section has been soft and gencral. but it strongly sug-
gests (that systematic investigation of (he role of law and legal institutons in the
affairs of Russian enterprises is warranted. Such investigation is (he subject of
the next two sections.

TABLE 1.4.  Compurisons of the Sertousness of Problems from Litigation and Crime
(percentage of rexpondents reporting various levels of seriousness of the problems
antsing trom litigation and ceiminal organizations )

Litigation Crinunal Organizations
United Stales. Russj, Russia.
small business general director general directory
executives (1993) (16997) (1997)
Very serious 15 17.7 10 ]
Somewhat serious 26 RER 16.5
Not very serious 27 280 338
Not it all 31 19.5 396

Source: Survey Research Consultants Internationad 1994: 401 srnall bininess execulives: authors” own
SUrvCy
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TABLE 3.5, Effccuiveness of Dispute-Revolving Methods
in Russia: Pnvate Enforeement versus Arbitrach Courts

Criterion Mean Score
Speed 4.72
Competence 6.96*
[.ow cost 6.04%
Certanty of enforcement .01
Confidentiality ol information 3.49¥%

Nnte: Sun ey respondents were asked 1o raw the relauve effectiveness of
private enforcement and arbitrach courts In resolvimg disputes. using five
critera The anywers were placed on 3 (10 10 scafe, a O response indhcat-
ing an absolule prefercoce tor private enforcement bised oo the criteaan,
"1 indicating an absolute prelerence tor arbarach courts based on the cri-
ernon, und “5° showing indifference

#significantly different from S.0 at the 557 level

Enforcing Agreements

Contractual disputes between enterprises dominate the types of cases decided
by (he arbitrach courts (Hendley 1998c). Presumably. (hen, the comparatively
positive assessment of the Russian legal system by enterprise managers reflects
the usefulness of the legal system in helping lo structure and to enforce agree-
ments between enterprises. In this section. we explore whether this is indecd
the case, examining the strategies that enterprises use in (heir transacnons with
suppliers.?

[n the enforcement of interenterprise agreements, law may or may not be
germanc. When the parties have a long history of mutually beneficial trading,
they may rely simply on the integrity of their trading partners or on the disci-
plining eflect of the threat of lost opportunitics in the future. Law may play a
more mcaningful role when the partics are not acquainted with cach other or
when they have good reason to distrust one another. The capacity of law (o serve
this function, however, depends on its own leginmacy within society. When
law’s authonty 18 in question and business pariners do not trust each other, they
may turn lo third parties for enforcement. These outsiders can take many forms,
from people with the respect of the community to people who demand obedi-
ence at the point of a gun.

The popular press, hoth in Russia and the West. has created an image of
the “Wild Eust.” where law plays no meaningtul role in enterprise relations. The
scholarly literature often follows this line, arguing that Russia lacks the neces-
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sary legal structure to enforce contracts or uphold property rights (e.p.. Eck-
stein ct al. 1998: Aslund 1995; McFaul 1995) and that enlerpnses routinely rely
on private cnforcers (e.g., DiPaola 1996; Leitzel, Gaddy, and Alexeev 1995;
Shelley 1995). The following evidence examines this conventional view.,

The Set of Strategies

To organize our discussion. we idennfy seven stylized enforcement strategies,
covering the major alternatives available for enterprises in any country.

I. Relationdd Conrracting. This swategy assumes that entemrises (rust
cach other w fulfill their contractual obligations, most usually because of a long
history of interactions. The relationship is based on personal, not calculative,
trust (Williamson 1993). If problems arise, they are addressed through direet
negotiations, nften on an informal basis or by lower level officials. There is no
recourse 1o outstders or resort to the couns. The implicit threat that underlies
zuch negotiations is that the relationship will be terminated if compromise can-
not be reached.

2. Self-Enforcement. A small step away i1s selt-enforcement. Seli-enforce-
ment might rely purety on each party’s calenlation (hat the other party has a
sell-nterest in completing the deal. But contractual mechanisms can also pro-
vide an incentive to perform. Examples include letters of credit, barer. pre-
payment, and hostages (Williamson 1985). In cases of nonperformance, just as
in relational contracting, the frame of reference is generalty hmited to the two
contracting parties. Neither state instituttons nor third-party private actors are
affirmatively called upon for assistance.

S. Third-Parry Lnforcement. An enterprise can turn to outsiders for help in
cnforcing agreements. by appealing io individuals or associations thal are per-
ceived 1o have some influence over the trading partner. The assumption is that
the trading partner will be concerned about its reputation with the (hird parties
and, fearing ostracism or lost business opportunities, will adapt its behavior.

4. Private Enforcement. When an enterprise experiences high levels of de-
fault among its trading partners and frustration with other enforcement mech-
anisms, it might hire private scetor enforcement specialists. Such behavior as-
sumes 4 lack of trus( i the rading pariner and in the capacity of the legal system
to provide acceptable reliel.

J. Admunisirative Levers of the State. Moving from private to slate actors,
an enterpnise can ask government officials to pressure the trading partner. Gov-
ernments have many levers of inftuence over enterprises and might be willing
to usc them. Presumably, the nonperforming enterprise will change its behav-
101 rather than risk the state’s ire, even if this displeasure would not immedi-
ately resull in matenai sancuons.

6. Shadow of the Law. Confiscatory remedies are often included in con-
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tracls (0 protect the parties in case of default. Examples are collateral arrange-
ments or penalty clauses. These are not self-enforcement mechanisms in that
they are designed to be implemented by eourt action. When relations unravel,
there will be communication (hat threatens to enforce these confiscatory con-
tractual terms. including the possibility of a lawsuit. Settlement often follows,
because 1t 1s cheaper than Tingation.

7. Litigatron. In most countries. filing a lawsnit typically indicates a break-
down 1n the relationship between the (rading partners. Litigation 1§ expensive
in relationship terms. Harsh words are exchanged. and the trading relationship
is sometimes irretricvably severed. Submitting a dispute to the courts implies
an acceptance of the lezutimacy of the institution and a willingness (o abide by
ils decision.

The Use and Effectiveness of the Strategies in Russia

We examine information reported by the head of the purchasing department of
the Russian enterprises.® Our discussion centers on the answers to a question,
which began as tollows!

During the past two years, how important were the following methods in
helping your enterprise to prevent and/or resolve problems ansing in re-
lationships with supphers? First, please tell us whether you used the
method. If the method was used, then pleuse evaluate its etlecuvencss on
a scale from 0 (0 10. A *0' means either that the method was not used at all
or that it was not effective and a “10' means that the method was very ef-
fective.

The question then listed twelve methods (see table 3.6), asking the respondent
to report on the use and etfectiveness ol each method individually

Table 3.6 summarizes enterprise respanses. In (he first colomn, we list the
various methods of addressing disputes that appeared in the survey question und
associate esch method with one or more of the set of xeven strategies. Then we
hist the percentages of enterprises that used each method 1n the last two years.
The next column summarizes etlectivencss, by presenting the mean of (he 0-
10 scale scores for the enterprises that used the method. The final column com-
bines the information on exlent of use and effectivencss, presenting a mean
score across all enterpnses by assuniing that the effectiveness of a method is
0" for those enterprises that did not use 1.

Relational Contracring. Relationships are important in transactions every-
where. and (able 3.0 shows that Russia is no different. The most frequently used
methods of solving problems, and the most effective ones, are those relying
solely on enterprise-to-enterprise interuactions. Foremost are tormal meetings
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between Jower level officials, Presumably, when low-level or informal nicet-
Ings do not resolve (he problem, the discussion is escalated to higher, more for-
mal levels. More than one-half of enwerprises (56 percent) prevent or resolve
problems by holding formal meetings between the gencral directors of the en-
lerprises.

TABLE 3.6 How the Purchasing Depaniment Deals with Problems with Suppliers

Average Average Scale
Scale Seore Score across All
Percentage of - for those Enterprises

Mchods of Preventing and/or Fnterprises  Enterprises (assuming
Resolving Problems in Relation- Using Uking score = () if
«hips with Supplicrs? Method Mcuthod don’t usc)
I Informal mectings between

counterparts i the two enter-

prises. for ¢xample. in a resran-

rant, hamya, reercational tacility,

OF CIVIC nrganiZalion. 23.01 7.39 £.70
I Formal business meetings be-

rween lowcer level officials of the

trading partners 74.38 7.51 573
1.2 Tormal bustness mectings be-

tween the general dircctors of the

trading partners. 56.44 8.52 48]
3 Intervention by other enterprises. 15.34 5.34 (.82
3 Intervention hy banks, 521 371 025
}  Intervention by representatives

of political partics or movements, (0.31 3.00 0.0]
3 Intervention by officiuls of a hus-

nesh assoctation or a hnancial-

industrial sroup. 199 485 0.1Y
4 Use of private enforcement firms

(cecurity firms. collection agencics.

mafia, ¢1¢.) 276 6.22 0.17
4 Use of treteiskie (private arbrication)

COUI., 1.84 4.31% 0 08
5  Intervention by ofhcials of the

local govermment. 10.43 441 (.46
5 Intervenuon by olticialy of the

federal government, 3.37 4.45 (15
7T Useof urbitrazh couny. 25.46 5.40 1.37

"The number in the lefi-hand column identifies the siratcgy number in the ext with which s
mcthod 1IN associated
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Self-Enforcement. Table 3.6 does not present direct information on self-
enforcement. although the formal meetings between high-level officials might
be interpreted in that vein, since such meetings always implicitly contain the
threat of severing trade relations. Elsewhere 1n the survey we sought informa-
tion on the use of instruments that could be characterized as facilitating self-en-
forcement. We find that almost 8 percent of enterprises could be classified as
using hostages: (hey are mn possession of the seller’s property dunng \he exe-
cution of a purchasing agreement. I'ive percent ol the agreemems on which we
have data involve Ietiers of credit. More pervasive 1 prepayment: 74 percent
of contracts for material supplies require some prepayment, with 45 percent re-
quiring full prepavment.

Thurd-Party Enforcement, Third-panty enforcement exists in Russia. pri-
marily in (he form ol assistance from other enterprises and. to a lesser exteng,
banks. Table 3.6 shows that 15 percent of purchasing directors have sought the
assistance of other enterprises, and 5 percent have sought the assistance of
banks. T'he use of informal enterprise networks for enforcement has only a weak
formal counterpart. The data show the peripheral role of business dssociations
and financial indusirial groups in enforcement. Table 3.6 confirms the unim-
portance of political partics despite (he hentage of Communist Party officials
as the universal fixers of the Soviet economy (Grantck 1661).

Privare Enforcement. Two basic strateges for private enforcement exist im
Russia, as in most countnies. dispute resolution through private arbitration and
enforcement by privale agents. Private arbitration tribunals, known as freteiskie
courts. have always exasted in Russia (Vinogradova 1997; Pistor 1996: Halver-
son 1996), but during the past few years, new prefeiskie counts have begun
to sprout. Russian law places no restriction on their use (see Hendnx 1997,
O'Donnell and Ratnihov 1996). Enterpriscs can agree that disputes will be de-
cided by a particular treteiskii court, and in the presence ol such an agreement
the arbitrazh courts will usually decline to hear the case, respecting the bargain
of the parties (Arts. 23, 85-3,107, APK). Notwithstanding these reforms, the
data in table 3.6 indicate that few enterprises are using theni.’

The popular image of private enforcement in Russia is the notorious mafra.
A common wisdomn hay emerged. even among scholars, that Russian enterpriscs
rcutinely rely on private enforcement: “Perhaps [the maha’s| main benefit 1y
contract enforccment. . . . Unsavory as the mafia’s enforecement tactics are. (hey
give Russian business people the confidence to enler into contracts that would
otherwisc be too risky™ (Leitzel et al. 1995, 28-28). This is grounded in the
assumption that the arbitrazh courts arc unworkable (Shlapentokh t997, 875.
Black and Kraakman 1996, 1626). However, our data show that the assunmed
fuulity of appealing to the courts is much overstated. The responses reported in
lable 3.5 hardly suggest that enterprises would turn to the mafia out of frustra-
tion with the arbitrazh courts.f Moreover, 1able 3.6 shows only very hmited use
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of private enforcers to encourage contractual compliance: Jess than 3 pereent
of enterprises had used private firms to prevent or resolve problems with sup-
pliers.®

Adminixtrative Levers of the Stare The tendency to turn to the state be-
came decply tngrained over the decades of Soviet power. Enterprises remain in
tairly closc contact wilh the state according to our survey data (not reported
here) on the frequency of meetings between enterprise and government offi-
cials. Rut this contact does not translate 1nto an effective role for the stale in en-
farcement. Ot all the methods listed in table 3.6, (he state receives the lowest
scores for ctfeetiveness,

Shadow of the Law: In our question to the purchasing managers, there was
no specific element focusing on the “shadow of the law.™ But other data ob-
tained from the survey shows that for every case that goes to arbitrazh courts.
there are six disputes that involve threats of going to court. Henee, the data on
the frequency of wse of the courts and their effectiveness suggest that the
shadow of the law is also 2 common means of contract enforcement in Russia.

Litigation. Table 3.6 refutes the conventional wisdom that enterprises are
shunning the courts. Enterprises clearly regard (he courts as a viable option
when negotiated settlements prove elusive, and they give the courts a relatively
high ranking in terms of etfectiveness. [t is elear thal, apart from direct enter-
prise-to-enterprise contacts. (hreatened or actual use of the courts is the most
important method of contract enforcement in Russia

What Affects the Value of Transactions?

[L14 possible, though unlikely. that the foregoing results reflect a situation where
enterprises ure merely taking a passive legal stance, invoking the courts as a last
option when problems are otherwise intractable. If this were the case, then the
legal system would be simply distributing the wreckage of a fatled relationshp,
rather than adding value to (ransactions. In this section. we ask whether the use
of law indeed adds value to interactions between Russian enterprises. We use
data on a <e( of individual transactions, one trom each surveyed enterprise. To
obtain these data. the survevors asked cach sales manager (0 focus on one spe-
cific transaction in answerning a battery of questions pertinent to this transac-
tion.'?

The Dependent Variables

The idcal data set to examine (he valoe of law would be one that included mea-
sures of the net benefits of a transaction (or both parties. Such data are purely
an ideal. for two reasons. First, i1 (s nigh impossible anywhere o match data
from both sides of a transaction.’’ Second. il 15 inconceivable in present-day
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Russia that enterprises keep books on the costs and benefits of specific trans-
achions.

Aware of the impossibility of obraining @ monetary measure of the net ben-
efits of the specific transaction. we asked sales managers tor their subjective as-
sessment of suecess on the one agreement on which they were focusing. The
guestion was phrased as follows:

Please evaluate how sarisfied your enterprise was with this agreement and
with (he customer’s performance vnder the (erms of this agrecment. Con-
vey your vicws by choosing points on scales from Q1o 10. A "0° means (hat
the relationship with the customer was very unsatsfactory and a “10°
means that the relationship with the customer was very satisfactory. Indi-
cate a separale score for each of the three criteria mdicated below:

Timeliness of payment
Payment received compared (0 expectations
Overall evaluation of the success of the agreement.

We will denote the score on each of these vaniables as timefiness, payment, and
success.

Not surprisingly, these (hree variables are highly intercorrelated. but the
corrclation between tuneliness and pavment is the weakest of (he \hree partial
correlations, suggestimg that these two variables do capture somewhal ditferent
phenomena. The timeliness variable is almost surely an indicator of whether the
agreement is fulfilled without any problems, But 1his 1s not the same as success:
an enterprise might have made risky decisions in order 1o secure higher profits,
and while some of these decisions might have rebounded on the enterprisc. it
might have fimshed up better off after recourse to entorcement mechantsms. In
the following analyscs, we find that pavment 1s the weakest of the three vari-
ables, perbaps because respondents answer this question without discounting
for delays.

There are two building blocks for the cconomelric analysis. First, the tein-
poral siructure of interactiony between (he enterpnses suggests the general
structure of the cquations to be examined. Second, standard transaction cost
analysis indicates which specilic vanables should be included. We examine
each in turn.

The Equations to Be Estimated
The process pertinent to ourt analysis beging when two enterprises meet and nc-

gotiate over an agreement. They bring to the table a set of characteristics that
are predetermined. such as the nature of the good (e.g.. whether special invest-
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raent is nceded for manufacture), features of the enterprise (c.g., legal human
capial) and its customer (e.g., size). jownt propertics of the two enterprises (e.g.,
previous interactions). and market structure (e.g., amount of competition). The
parties (hen negotiate an agreement, with many different terms (e.g.. whether
prcpayment occurs). The agreement is a function of the predetermined charac-
teristics

Perhaps all will go smoothly. and the agreement will be implemented in a
timely fashion. But in Russia today this is far from the norm, and problems are
likely. One or both enterprises will then invoke enforcemen( mechanisms (such
as thosc referred to in table 3.6), resulting in a succession ot partial implemen-
tations and altempts at cnforcement. At the end of this process, the enterprise
can look back on this series of events and charactence rimeline, pavment, and
success, which themselves will be a function of the predetermined characteris-
ucs and the terms ol the agreement.

Since the agreement is itself a function of the prede(ermined characieris-
tics, outcomes can be viewed simply as a funclion of those characteristics. I(is
the relationships between timeliness, paviment. and success and the predeter-
mined charactenstics (hat we will estimate, that is. the reduced forms.!? Sig-
nificance of the law-reluted variables in the reduced form would be sufficient
to establish that they are important in practice, even it the reduced form does
not give precise information on the stage of the transactional process at which
these varables come to be importanc.

The Explanatory Variables

The standard transaction cost analysis (Williamson 19835} drives the sclection
of explanatory variables to be included in the equations. Agreements take ume
(o implement, and one pany will incur costs before the other. This expases one
enterprisc to the possible opportunism of its trading pariner, with incentives to
demand rencgotiation being spurred by the knowledge that bargaining strengths
change once costs are sunk. The possibility of opportunism being costly. the
value of (he transaction will therefore depend upon factors that increasc the po-
tential for opportunism. But problems can be mitgated by the use of law or by
the development of a relationship: the (ransaction is more valuable for (hose cn-
terprises that are abte (o use law or that can gencrate productive relationships.

The (ransaction cost perspective therelore suggests focusing on three dis-
tinct sets of variables, capturing the potential for holdup. the probability of suc-
cessful relational contracting, and the nature and quality of enterprise legal
resources. Given the focus on the reduced form. we use variables that are cx-
ogenous to the agreement on which we have data. desceribing factors that pre-
exist the negotiarions between the enterprises on this particular agreament.
Table 3.7 hsts the variables, giving definitions and summary statistics. We be-
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gin by describing the law-related variables because these are the ones that are
most distinctive to this study and provide the results (hat are of greatest signif-
1cance In inferpreting cvents in present-day Russia.

The Legal Hueman Capital of the Enterprise and Its Internal
Organization on Legal Matters

The statutory and institutional basis of the law aftecting transactions between
enterpriscs has changed vasily since 1991 (Hendley 1998a.b.c; Pistor 1996). So
has the environment in which enterprises interact. especiatly the transactional
hazards that they face. Echoing the divergence of opinion among Western ob-
servers. enterprises have made vaned judgnients about the imponance ot law
in the new environment, As a resull, decisions on law-related restructuring will
vary. Morcover. there will also be diversity in intemal orpanizaton on legal
matters that was inherited from the previous svstem. All these variations give
us much opportunity to study whether law matlers to Russian enterprises,

The vanables desenibed in this section fall in(o three natural catcgaries,
how legat inputs are procured (if at all) by the enterprise: the cnterprise’s em-
phasts on legal acuvities, especially those lepal activities pertinent o transac-
tions. and the legal human capual of the enterprise.

An enterprise might choose (0 station lawyers in the sales department.
have a legal department, use outside lawyers. combine these options, or do
nothing. The three dummy variables capturing these possibilities are LAWIN-
SALLS, IAWDEPT. and I AWOUTSIDE, (When all these dunimy variables are
zeru. there 1s no regular use of legal expertise). Crude measures of the amount
of resources devoted (o these activities arce the proportion of the labor force in
the law departiment. JAWDEPT#. and indicators of whether the resources com-
mitted to law have recently risen or fallen (LAWELP and LAWDOWN).

Given that restructunng is crucial and that there is much guesswork in de-
aiding which way to commut the enterprive, the presence and amount of re-
sources might he less important than how resources are utilized. For examnple,
cnterprises that did not restructure would not pay attention {o contractual mat-
ters since lubor issucs dominated before 1991, To gauge the cnterprise’s com-
mitment to using the law to solve transactional problems. (he survey usked the
respondent for the legal questtonnaire' o report on the allocation of time on
different legal issues. The variable LAWCONTRACT refiects whether this re-
spondent often spent ttme “designing or revising sales contracts,”™

The nature and quality of legal human capital obviously affects (he output
ol legal work. Vanations in human capital could be especially impor(ant in an
cnvironment where just six years inattention could have led 1o woeful ignorince
on the most basic legal 1ssues. To ereate one measure of the quahty of legal cap-
tal, we "tested™ survey respondents on their knowledge of clementary aspects
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of contract law. asking questions about the treatmem ot collateral, the priority
of the government on the claims of bankrupr enterpriscs. and the form of legal
contriicts. Three enterprise officials (the general director. the sales director, and
the procurcment directar) were asked questions 0N CONracts assessing how well
the new legal knowlcdge had permeated the enterprise. 1A WKNOW measures
the composite “(est score” for these officials. It is undoubtedly a crude measure
of legal human capital, but vas(ly better (han using educational attainment or
vears of seniority in an cnvironment where most lawyers were educated and
gained (heir cxperience in a country and a legal regime (hat no longer cxist,

An additional indicator of human capital is the extent to which an enter-
prise uscs old. apparently dysfunctional. procedures {PROTOK OLS). Proto-
kols of disagreenient ( profokoly raznoglasiiu), as (he name suggests. signal an
enlerprise s disagreernent with the terms proposed by a contractual pariner. For
example, i 2 seller (8) sends 1t form contract (0 & potcntial buver (B). then B
might respond by sending back a protoke! of disagrecment in which B proposes
alternative wording to objectionable scctions of the contract. § may respond
with its own protokol, and the process can go on indefinitely. The final terms of
the agreement can be determined only by winding throuzh (he original contract
and all prorokols. This procedure was used during the Soviet period as a means
of cnabling individual enterpriscs to adapt the tornt contracts mandated by -
dustrial ministnes. Under eurrent Russian law, enterprises have almost com-
plete contractual treedom. Moreover, the increased availability of compulers
provides the means to tailor contracts. The usc of protokols is therefore an (n-
dieator of (he degree to which legal activities remawn stuck 1n the old routines.

In contrast. the successful use ot petitions to freeze a defendant’s assets
(FREEZE ) is an indicator of aggressive apphication of new opportunities. Dur-
ing the Soviet period. the law did not allow such petitions. All industrial enter-
prises were state-owned. and judgments tended to be small and easily collected,
making the seizure ol assets superfioous, Petitions to trecze a defendant’s as-
sets were introduced in the first post-Sovict procedural code for the arbirrazh
courts 1 1992, and curren( law allows plaintiffs to make such @ petition at any
point during a case (Ans 75-76 1995 APK). Since the law lcaves the decision
(0 grant a petition largely to (he judge’s discrenion, obtaining such an order cc-
quires an understanding of the informal norms ol the arbitrazh courts and an
ability 10 convince the judge that the defendantis likely (o abscond with ity as-
sets il the order 15 not issued

[t is worthy of craphasis that none of the explanatory variables introduced
above specifically measures aspects of the agreements under study: they all re-
fer 10 general enterprise characteristics. Thus, for example, when we later show
that FREEZE has a significant effect on transactional performance. that resull
does not reflect an atlempt to freese the assets of the parner in he specific
agreement included in the data set. Rather. the result most reflect the fact that
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more successtul transactions are conducted by enterprises with the ability and
mnsight to make use of new legal opportunifies.

Relationships

Long-term relationships might reduce transacting problems (Mucaulay 1963;
Willtamson 1985). One direct way ol examining whether this is the case is (o
analyee the effect on transacuons of the length of Gime that (he parties have pre-
viously interacted (McMillan and Woodruft 1999) We do so with the variable
NEWRLEIATION. hypothesizing that new rclationships are inherently more
nisky than old ancs. To the ex(ent that geographical propinquity factlitates per-
sonal relitionships., this suggests also examimng the variable PROXIMITY.

A crucial element affecting the sustainability ol long-(erm relationships is
the expectation of continuity: each party must expect that the other will survive
the current sea of troubles and that a sufficient number of key emerprise per-
sonnel will remain in place tor personal trust to be pertinent in the longer term.
Such expeclations depend upon several factors. Firs(, there is the simple fact of
cconomic viability. Second. enterprise ownership might affect the probability of
weathenng harder imes. Third. ownership influences whether key enterprise
personnel are rapidly replaced. Fourth, outside help might be available to secure
survival during bad times. The tollowing paragraphs introduce the pertinent
variablex for the reporting (sclling) enterprise. The central hypothesis in those
paragraphs s (hat the customer knows the value of these variables and uses this
knowledge o judge whether w behave as if a longer-tenm relationship is viable.

BADTIMLS, the percentage of employees on a short warkweek., captures (he
econorme viability of the enterprise. Over the past few years, miany Russian en-
terprises have been unable 10 pay their workers on time, Wage payments arc fre-
quently delayed (or months. Some cnterpriscs have responded by limiting the
workweek to two or three days. Hence. this variable mecasures the basic linancial
circumstances of the enterprise.’® Bu( not too much imponance should be at-
luched to the results for this variable in the context of relationships, since it might
simply proxy the overall ability of the enterprise to produce profitable transactions.

Our ownership measures reflect (he postprivatization environment, NEW-
PRIVATE firms have the greatesl vanance in performance: alchough they might
perform much better than old state enterprises on average, their average sur-
vival probability 1s surely lower. A simple categonization would split privatized
enterprises imto those controlled by the state, by outsiders. and by emplovees.'®
We therefore include 1n our regressions STATLEOWN and EMPOWN, with out-
sider ownership the annced category (since these three ownerships sum (o 100).
We assume that state ownership leads to an implhicit state guarantee of survival.
Earle and Fstrin (1996) note that employee ownership could huve some ad-
vantages in sharning (he pain of hard times and therefore that a partner might
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forccast a hizher survival probability for such an enterprise. In addition, stabil-
ity of personnel is likely 1o be greater for employce-owned enterprises. '’

Control might be more important than ownership, however, Some em-
ployee-owned enterprises are controlled by managers or outsiders while others
are truly under the control of the employces. Since direct measures of control
are unavailable, we use a construcied interaction varable, FMPCONTROL =
EMPOWN X BADTIMES. Both elements of this vanable arc correlated with
emplovee control, the first through ownership and the second because an oul-
sider-controlled emerprise will reduce empioyment by firing whereas un em-
plovec-controlled enterprise will spread the pain across many employees whao
arc placed on a shonter workweck. The interaction of these two effects s likely
t0 lcad to a vanable that is morce higbly correlated with employce control than
either of the (wo component variables separately.

The last set of indicators of survival probabilities reflects the enterprise’s
relationships with institutional actors, The soft-hudget constraint 1s notorious
in the history of Russia, and 11 1s hikely to be one factor on the minds of poten-
tial trading partners whao are worrying whether an enterprise has an incenlive
to preserve a long-term relationship. The three vanables that we use, GOVSUB,
TAXSUB, and BANKSUB, indicate whether (he enterpnise has had access to di-
rect subaidies trom the government (including directed credits). reliet from the
tax authoritics, or help from bunks. Given institutional arrangements im Russia,
the hank variable could also be an indicator of factors other (han simply soft
budgets. Enterprises in debt. especially those with (ax arrears, might ind ic dif-
ficult to execute business operations because (he bank will be under orders 1o
send (o creditors all tunds flowing (hrough the enterprise’™s primary bank ac-
count. A good relationship with 4 bank might help an enterprise escape this
problemy, implying that the last of these three variables might sinply capture
the ability of the compuny to conduct its transactions smoothly.

Indicators of the Potential for Holdup

Cerlatn features of goods or of markets make a transaction intrinsically prone
to opportunism. [f parties perceive such problems before they negodate. they
can suitably strucnure agreemients to lessen (hem. But these agreements might
entail extra costs, resulting in a (ransaction (hat 15 less satislactory than a zero
transaction cost agreement (one implementable only by angels). Theretore.
variables reflecting (he potentiil {or holdup will be related to the ex-ante costs
of abating opportunism and inverscly to the success of transactions (Here, ex
ante is taken w umply that the costs are anucipaed hefore any aspect of the
agreemeni 1s implemented.)

[t mighl not be possible, nor indeed profit-maximizing, (0 remove the po-
tential for holdup completely. If opporwunisni does occur during tmplementa-
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tion, then one party might gain at the expense of the other or internecine struggle
might ensue, reducing the value of the transaction to both parties. Because our
dependent variable reflects the value of the transaction to only one enterprise,
our interpretation of the regression results will admit the possibility thal one
party can gain from opportunism even in the presence of a decline in the ag-
grepate value of the transaction. Hence. in interpreting the repression resuls,
one must assess which vanables indicate the possibility of ex-post benefits of
holdup lor the reporting enterprise and which indicate ex-post losses from
holdup, ex post here referring to events after the beginning of implementation
ot the agreement.

When a good is custom-made or when the customer must make special -
vestments in order to buy from a specrfic producer, the potential for holdup
mereases. We use two vanables to capture this phenomenon. CUSTOMMADE
and CUSTOMUSE. When the supplier (the enterprise evaluating (he success of
the agreement) custom-makes the product, the ex-ante and ex-post effects of
holdup mutually reinforce each other, both imposing costs on the supplier. In
contrast, when the customer invests specially in this transaction. the two etfects
can be in opposite directions for the supplier. Thus, one would expect our daty
to show a strunger effeet for CUSTOMMADE than for CUSTOMUSE. 1f this is
the casc, then 1t is evidence that holdup is actually happening.

A similar story applies to the degree of dependence of the enterprises on this
particular transaction. One indicator of such dependence 1s the relative impor-
tance of the interaction for the two enterprises. SUPPWEAK and CUSTWEAK
measure whether the transacting partics conduct a large share of their trade with
each other. When a particular customer is important for a supplier or when a
particular supplier is important for the customer. the party that is deeply de-
pendent on the other incurs large costs 1f the transaction does not take place, ei-
ther becausce the supplier has capacity dedicated to this (ransaction (Williamson
1985) or becanse the customer will find it difficult o replace o supply source
quickly {Joskow 1987).

A similar analysis applies to the existence of other customers and other
suppliers (OTHERCUST and OTHERSUPP). If the supplier has many other
customers then there 1s a greater potential for holdup problems, but if holdup
actually occurs it might benefi( the supplier. [n contrast, when the customer has
other suppliers, the ex-ante bargaining cffect and the ex-post possibility of ac-
tual holdup combine o decrease the likelihood of 4 successful agreement for
the supplier.

The variahles described above examine the cffect of increases i depen-
dence on only one side of the transaction Kranton (1996), however. shows that
niutual dependence can lead to a viable, long-erm relationship. This prediction
is examined wstng the variable BIMONOP

The competition variables described above all measure actual number of
Irading panners rather (han potential ones. Of course, these (wo could be 1den-
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tical since there must be reasons why a sopplying enterprise does not sell 1ty
goods to a customer cnterprisc thac is buying the samie good fram elsewhere.
This 1s all the more hkely in Russia where legacies of the old system. transpor-
tation problems_ and weak transactional nfrastructure all combine to produce
thin markets. Nevertheless, for completeness, we do examine a potential com-
petition variable on the supplicr side: COMPETITION examines the amournt( of
competition in the market in which the supplying entemprise sclls.

Other Variables

A few variables are tncluded in the analysis as controls, to forestall omitted vari-
able bius. Foremost among thesc are regional dummies, destgned to capture both
institutional and ecanontic variations across regions. We also include variables
measuring the enterpnse’s AGE and whether the enterprise is the largest in its
region (JARGE) wn order (o capture any pohtcual-institutional effects that result
from an enterprisc’s veneration or its muscle. Finally, NEWPROD 1 a dummy
variable indicating whether the good that is the subject of the transaction is ncwly
produced duning the era of reform. With the old system inadequately catering to
the needs of consumers. 1t 1s quite likely that agreements on the exchange of new
products arc, ceters partbus, more successful than agreements on old products.

The Resulis

Given the nature of the trimeliness, pavment, and success variables. ordered pro-
bit i the natbral econometric (0ol. (The reader unfamiliar with this technique
can skip this paragraph and the next. The main message of the results lies in
which of Table 3.8 cocfhcients are significant, on which we conument fully in
the text.) Suppose that ¥ is a continuous latent variable measuring onc of the
three aspects of transuctional performance for enterprise i. Then:
YJ lea N E.l

where X 1s a vector ol observations on X lor enterprise J, B 1s @ parameler vec-
tor. and € 18 an error term, Then il Y (s the response of enterprise 7 on (he per-

tincnt survey question, (Y, — 0. 1. . _10), Y 15 related to V) in the Tollowing
manner:

Y =a,.then Y = 0;

ife | <Y = a, then ¥ = jiforj =1,....9 and
if u, < Y". then Y, = 10,

with e, < ... < o, parametcers.

We estimale the paramelers o,. . . . . a . and B using ordered probit methods.
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Table 3.8 lists the estimates of the probit cocfticients und their accompa-
nying f-statistics. omitting the intercepts . . . . . &, Indiscussing these results,
wc focus on the most important ones rather than rerterating all that is o be found
in the tables.

Legal Human Capital and Internal Organization
on Iegal Matters

Ceteris parthus. whether the enterprise has access to legal resources. and where
these resources come from. are not important factors in (ransactional suecess.
(The omitted catcgory from this set of dummy variables is no formal legal ad-
vice at all.) But recent changes in (he use of legal resources are significant. al-
though in an asymmetric way. Although increases in legal inputs (ZAWUP) do
not significantly improve transactional success, decreases (LAWDOWN ) have
anegative cffect. This suggests difficultics in restructuring an enterprise’s legal
aperations: while enterprises lose 1l they reduce preexisung legal operations,
expansion of legal activities does not produce gains. Although this essay s em-
phasis is not on restructuring, this result is nolable since we have dentified
an asymmetric adjustmen( effect. which some have sugaested is a canse of the
dechine 1n economic activity 1n (ransition countrics.

By lar the most significant results of (his essay, both statistically and eco-
nomically. are those on the variables that measure levels of legal human cap-
ital and how that capital is used. There are four such variables Of (he twelve
estimared cocfhicients in table 3.8, eleven have the predicted signs and eight( are
sigmficant at the 5 pereent level (and the results are even stronger if one ignores
the cquation that performs badly, the payment equation). These results suggest
that time invested by lawyers in contract work pays off (LAWCONTRACT)., that
better knowladge of law among enterprise officials results in a greater likeli-
hood of payment bemng received on time (JAWKNOW ), that an enterprine that
keeps to the old methods of contracting does less well (PROTOKOLS ). and that
an abihity (0 adapt to the new. as indicated by previous success on freezing as-
sets, helps to secure payment (FREEZE).

The patterny of results across the three ditferent dependent variables rein-
forces the perception that rable 3.8 presents strong evidence on the role of law
in Russian enterprises. FREEZE has its largest etfect on securing payment bul
not on uimeliness, indicating that the ability (0 freeze assets is mos( relevant af-
ter a relationship has soured. Work on contracts (LAWCONTRACT) has an ef-
fect across the board implying that carcfol attention to contract issues ¢an both
prevent problems and profect the enterprise when problems occur. Knowledge
of the Taw (hat is held outside the legal department (LAWKNOW ) has more im-
portance i preventing problems (timehiness) than in making sure payments are
finally received. which is natural sinee officials in the sales department are less
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flikely to play an impontant role alter a transaction has soured than when it 1s in
process.

Table 3.8 provides litile evidence on the numernical sigmficance of the re-
sults. In a separate seatistical cxercise (not reported here), we have examned the
w1ize of the effect of the four legal-human-capital vanables (JAWCONTRACT.
LAWKNOW, PROTOKOLS, and FREEZE). One summary stanstic is cvocative,
An enterprise making the “right” decisions on these vanables would have
weored 36 percent hetter on nmeliness, 17 percent better on payment. and 27
percent better on suceess than an enterprise making the wrong decision. Al-
though this statement is based on very crude calculaions. 1tdoes speak volumes
about the extent (0 which law and legal institutions can be valuable for the Rus-
sian enterprise.'?

Are (hese results reflective of one-sided gains in the transaction, in winch
the entcrprisc that is better prepared on legal issues 15 able (0 obtan dispropor-
tionate benefits, or are they indicative of an increase 1n the aggregate valuc added
from the transuction? We cannot know the answer to this question for sure, be-
cause our data do not allow us to address this 1ssue directly. Bul we suspect that
the zains are mutual. Note that the legal variables have (heir strongesi total ef-
fcct on timeliness. which is the best indicator of a transaction that has procecded
smoothly. Note also that LAWCONTRACT. IAWKNOW. and PROTOKOLS sll
have an etfect on the general quality of contracting, as well as on the value of
the contracl (o the reporting enterprise. A clear and enforceable contract reduces
transaction costs for both sides by coordinating expectations dunng implemen-
tatton and by reducing the costs of disputes. Since arbitrazh coun cases rcly al-
most completely on the documentary record. any improvenient in the legality
and the clarny of a contract inercascs enforccability for both parties.

Relationships

The variables captuning the possibilities tor fornung long-term relationships do
not appear 10 be ay important as the law-related variables. While the effect of
the supplier’s prescnt plight (BADTIMES) 15 negative and highly sigmticant.
this variable might be proxying the enterprise’s generally poor performance as
well a5 the effect on relationships ot the expectation of a diminished survival
probability.

The most mteresting results on relationships are those relating (0 owner-
ship and control. For these variables, eleven of the twelve signs are as predicted.
State owncrship has a significant positive effect on the overall success of the
transaction. and employee contro) has a significant positive eftect on both over-
all success and timehiness, Given the general expectation that state-owned and
employee-ownced enterpriscs would have poorer performance on enterprise re-
strueturing than outsider-owned ones. these results suggest that transactional
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success Is enhanced by a higher expected survival probability and a lower ex-
pected turnover of personnel. The results here suggest that the effects of priva-
tization on the expected survival of an enterprise could be an important tactor
in general enterprisc performance 1n the early years of transition. As in the case
of law-related internal restructuring. (his is anissue that 1s not a focus of our ¢s-
say. bul nevertheless its resules appear o highlight an smportant phenomenon.

Only one of the subsidy variables (BANKSUB) has any slatistical signifi-
cance, on imeliness, probably indicuting the advantages of a fricndly bank in
the practical aspects of securing payment The sign of GOVSUB is consistent
with the logic of the previous paragraph.

Surprisingly. given the general tenor of the results in table 3.6, the dummy
variable reflecting length of relationship (NEWRLELATION) 18 not significant.
nor is the proximity variable.'¥ One variable bearing on the ability to form re-
lationships, BIMONGPE, 1s significant, but consideration of this result is post-
poned since it 1s more informative in the context of the vaniables capturing the
potential for holdup.

The Potential for Holdup

The s1gn and significance of the custom-made variable tndicaies that holdup
prablems are a reality in Russia. especially when one considers these results 1n
coniparison to those on the custom-use variable. The larger negative cifect of
CUSTOMMADE than CUSTOMUSE indicates that the selling enterprise is
gainng from ex-post holdup in some circumstances. Nevertheless, 1 is impor-
tant to note (he negauve (albert nonsignificant) sign on the custom-use vanable,
This indicales that the ex-post advantages from holdup do not cutweigh the ex-
ante contracting problems of selling a custom-use product.

The results for the variables capturing dependence on (he trading partner
(CUSTWEAK und SUPPWEAK) show that certain features ol markets produce
interactions that have high transaction costs. When the customer 18 dependent
on the supplier (CUSTWEAK ), the (ransaction is significantly [ess beneficial for
the supplicr despite the polential that such dependence holds for supplicer gaing
from ex-post opportunism, indicating very high ex-ante costs from the poten-
tial for holdup.

Why might such cosls be very high in present-day Russia? In the old So-
viet system, dectsions on the scope of internal organization did not follow the
calculus of market-deternmined transaction costs, These decisions have not been
negated after only six years of market activity. Theretore, our data set must con-
tain tramactions (hat would not have been observable in a settled market econ-
only because they would have been between separate divisions of one organi-
zation. Such transactions would hikely be those where the dummy variable
CUSTWEAK equals one, becanse a relatively large purchase by a customer is
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likely to be a crucial input into its production process. Obviously, a similar ar-
gument does not apply when (he transaction is relatively large for the suppher
(SUPPWEAK). Hence, the relauve sizes and signtficances of the CUSTWEAK
and SUPPWLEAK variubles suggest that our results reflect the costs of decistons
that were made on firm boundaries under the Sovict system.

The results for the variables capturing the presence ol other customers and
supplicrs (OTHERCUST and OTHERSUPP) suggest the existence of ex-posi
gains from holdup. This result is consistent with the argument in Blanchard and
Kremer 1997 that expanding opportunities cause transactional disorganization.
However, a nmore prosaic interpretation is also possible. An enterprisc with
more opportunities can probably extract a beter deal ex ante from cach ol 1t
partners. Although we do control for competition in general (COMPETITION),
the positive sign on OTHERCUST could simply represent the bargamning
strength of a firm that has been relatively successtul in attracting many cus-
tomers.

T'he forepoing results highlight \he large costs that arise when the nature
of the product or of market structure leads to a transaction that is particularly
prone to opportunism. However, as Kranton (1996) argues, the hikelihood of
opportuntsm might decrease when both parties perceive a mutual dependence.
[( is an increase in dependence on one side only that leads 1o the costs of op-
portunism. When enterprises are (ruly stuck with each other, they have more 1n-
centive to bwld a working relationship. We examine thts prediction with the
variable BIMONORE, which has a significant effect,

Conclusion and Reflections

The most important results of this essay appear in the preceding scction where
the effect of law ringy clear, a very surprising result given the tenor of the ¢x-
isting literature on Russia. The institutional envirommenc rewards enterpriscs
(hat pay attention to the legal side of thewr operations. Better transactional per-
formance occurs when the legal stafl works extensively on contractual matters.
when enterpnse personnel possess larger amounts of legal human capital (as
evidenced by legal knowledge), whenold practices ( protokols ol disagreement)
have been torsaken. and when new ones (Ireezing assets) have been adopled.

We interpret (hese resudts as providing evidence that law and legal insti-
wrions add value 1o the Russian economy. They add value. rather than simply
redistributing 1t, because many law-related transactonal activities simultane-
ously provide benefits for bolh trading partners. For example, a clear, entorce-
able contract reduces tranzaction costs for both stdes: it coordinutes expectations
during implementation and makes the outcome of disputes more predictable.
Morcover, imprusing the legahty and clarity of a contract increases enforce-
ability for both partics.
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Thesc results break new ground in a several ways. First, we provide a new
methodology for examining how law, relationships, and the potential for
holdup atfect the success of transactions. a methodology that focuses on eco-
nomic activity at the level at which law operates, the individual transaction.
Our inplementation of this methodology shows that the search for effeets of
faw must delve below the surface of the operations of the enterprise. Had we
simply uscd the quantity of legal wnputs in our regressions. we would not have
detected any cffect of the enterprise’s use of law. Rather, when the institutional
landscape is difficult to fathom and law is changing very quickly. quality of in-
puts and the way they are applied. not quanlily. are the significant law-related
variables.

Second. our results show that Russian legal-cconomic institutions do have
an effect.>® We find the strength of these institutions cchoed in the transactional
performance of enterprises that are able o use themi. Nevertheless. our results
alsa show that opportunism occurs frequently; the results for custom use, for
customer dependence, and for the number of atternative customers provide
clear evidence on that score. This is not surprising. Even if transactional prob-
lems were compictely solvable by good legal practice, which we doubt. many
cnterprises could not find the solutions. There are many enterprises that have
not restructured (heir legal operations, that sull use profokols, that work liale
on contracts, and whose personnel are not conversant with current law. Theve
teatures of our results suggest potential sources of economic growth in Russia.
The enterpriscs that have been sueeessiul in using law to lacilitate transactons
provide u demonstration elfect for unrestructured enemrises.

Last, our results provide one pixel of a picture whose significance goes far
beyond Russia and beyond transiton. To gain a bewter understanding of pro-
cesses of legal and economic development, it is cructal (0 assess how quickly
cHfective capitalist institutions arise and what factors determine the success of
new 1nstitutions. This essay shows that the arbitrazh court system is an example
of a relatively successfel institution in present-day Russia. The institutional re-
lorms that Jed to the present eourt system were much less politicized than many
other reforms. much more driven by he concerns of professionals within the
legal system than politicians, supgesting (hemes in the literature that oo back a(
least as tar as Weber. These reforms involved the ransformation of an old sys-
lem. gosarbitrazh, rather than creating a new institution from a tabula rasa. an
1ssue much contended in the carly debates on transition. Whether these were
important elements 1n determining outcomes is a subject for further investiga-
tion. The importance ol such an investigauon is justified by the results in this
essay, which show that the Taw and legal inststutions pertinent (o contract en-
lorcement constitute a relatively bright lighe in what is often regarded as a dis-
mal scene, the development of capitalist institutions i Russia.
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1. The industnial scctors are (number of enterpnses 1n parentheses): food process-
ing (67): textiles. clothing, and lcather (60). fabricated metal (34); machinery and trans-
port equipment (23); clecironics (34): chemicals and petroleum (334 construction (18):
wood products (R): paper and printing (5): and other (46).

2. The question was simply “For each of the following, how much confidence do
you have (n them” A great deal. quite 8 lot, not very much, none acall”™

3. The civil service was referred 1o as state administration m Russia.

4. See the references in the Hendrix essay in this volume.

5. Thin xection is drawn from a much more extentive examnation of enterprise
strutcgics (Hendley. Murrell, and Rywerman 2000), which examincs 1nteracttons with
both custumers and suppliers and includes extensive intormation on matiers not included
here, such as the nature of contractual (crims,

6. When the enterprise did not have a formal departiment for obtaining supplics. the
person who carmed out the relevant dutics m the coterpnse answered the survey.

7 Halverson (1996, 92) notes that “tn sprte of the many domestic arbitration tri-
bunals that have been estahlished in Russia during recent years. these tribunals are sel-
dom wtilized by Russian buxinessmen.” According to Hendrix (1997, 1080). about 500
cases are filed cach year with the International Commereial Arbitrabon Court in Mos-
cow. the busiest of the treteivkie counts. The caseload has remnained at this level <ince
1692. By contrast. the arbitrazh couns decided more than 340.000 cases in 1997, more
than 1) percent of which were hieard in Moscow {see Sudebno-arbitrazhnaya statistical
{988),

R. In the pilot swady Tor our survey {Hendley et al. 1997), cnterprises sometimes re-
portcd that the matia simply implemented the judgments of the arbitruch courts

9. 1If one assumes that the mafia specializes in debt collection. one might conclude
that (his resul reflecws our focus on supplier relationships rather than customer prob-
lerns. But evenif the assumplion is correct, the conclusion is not. More than half of the
contracts (hu( we studied involve prepayment. so that supplier nonperforinance 15 the
most hkely cause of 2 breach.

10. ‘The respondents were asked to pick one agreement that envisaged consumma-
tion 11 the six months before the survey. Respondents were specifically mstructed thal
they could choose cither a successful or an unxuceesstul agreement
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11. A partsal ¢xcepuion 1s Palay (984 in a very nonstundard market.

12. In the litcrature, the usual tocus is on the relationship between the terms of the
agreement and the predetermined charactenistics. For ¢xample, Joskow 1987 examines
contract duranon. Johnson, MeMillun. and Woodruff 1999 examine trude credit How-
ever. a variable cin add value to transactions without influencing the structure ot agree-
ments. For example, when lawvers are usetul in litigation but contracts are standard.
the legal human capstal of the enterprise might not alter agreements., but can affec( 7, £
and §.

|3. Note that the effects of legal variables need not he explicit in contracts nor in
court appearances Bargaining can occur in the shadow of the law, and betler prepared
enterprises might never need to emerge trom the shadows,

[4. Often the head of the legal deparunent., or it there was no such department, the
pervon responsible for legal affairs.

I5. Because much activity 15 unofficial in Russta, the use of profits would be inef-
fective us an indicator of viability

16. See Farlc and Estrin 1997 for 1 more sophisticuted point of view,

17. Outstder-controlled enterpriscs are more hkely to vacrifice present transactional
suecess for more long-run efficiency,

I8 Detailed resulty are available from the author,

19 Contrast McMillan and Woodrull 1999 and Johnson, McMillan, und Wooduff
1549

20. Iohnson. McMillan, and Woodrutt (1999) come to a similar conclusion for a sel
of Ave transition countries. including Russia.
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