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I. INTRODUCTION

Globalization and increasing international flows of goods and capital
have created a sense that the importance of individual nation states and
the public goods they provide, including law and law enforcement insti-
tutions, is in decline.' Opting out of domestic legal institutions and into
those of a third country or into an “international” architecture have been
elevated to important complements, if not substitutes for “good” institu-
tions at home.” If traders and investors could indeed effectively opt-out
of their home jurisdiction’s legal systems, we should observe empirically
that the quality of domestic institutions has little impact on international
patterns of trade flows. Yet, empirical studies suggest the opposite,
namely that a country’s domestic legal institutions have strong explana-
tory power for its integration in international markets.’

Part II of this paper explains this empirical observation. Why do do-
mestic legal institutions matter, and why can trading parties—in
particular exporters of complex goods—not easily opt-out of their do-
mestic legal institutions? We argue that domestic institutions remain
important even in a globalized world, because they are the final option

1. But see, Paul Hirst, The Global Econonmy—Mpyths and Realities, 73 INT. AFF. 409
(1997) (arguing that the world economy has been global already for a long time and that state
sovereignty and state institutions are as important as ever).

2. For a domestic “opt-out” see Lisa Bernstein, Opting out of the Legal System: Extra-
legal Contractual Relations in the Diamond Industry, 21 J. LEGAL STUD. 115 (1992). Piggy-
backing on another country’s laws and legal institutions has been advocated particularly in the
area of financial market regulation. See Stephen J. Choi & Andrew T. Guzman, National
Laws, International Money: Regulation in a Global Capital Market, 65 ForpHAM L. REV,
1855 (1997) and Stephen J. Choi & Andrew T. Guzman, Portable Reciprocity: Rethinking the
International Reach of Securities Regulations, 71 S. CaL. L. REv. 903 (1998). Following the
East Asian Financial crisis of 1997-98 the World Bank and the International Monetary Fund
(IMF) have propagated the building of an “international financial architecture” See WORLD
BANK GROUP, INTERNATIONAL FINANCIAL ARCHITECTURE, at http://www.worldbank.org/ifa/
ifa_more.html (also showing that the focal points of this effort are the local institutions of
countries whose institutional framework is perceived to be weak, thus making the country
vulnerable to crisis). )

3. DANI RODRIK et al., INSTITUTIONS RULE: THE PRIMACY OF INSTITUTIONS OVER
GEOGRAPHY AND INTEGRATION IN EcoNOMIC DEVELOPMENT (Nat’l Bureau of Econ. Re-
search, Working Paper No. 9305, 2002); JaMEs E. ANDERSON & DOUGLAS MARCOUILLER,
TRADE, INSECURITY, AND HOME Bias: AN EMPIRICAL INVESTIGATION (Nat’l Bureau of Econ.
Research, Working Paper No. 7000, 1999). See also Daniel Berkowitz et al., Trade, Law and
Product Complexity (2004) (submitted for publication)(hereinafter denoted as BMP).
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for enforcing a claim against a party in the event of a breach of contract.
International contracts take place in the shadow of the parties’ home in-
stitutions. Unless parties can negotiate a settlement, or the losing party
voluntarily complies with a foreign court or arbitration ruling, the win-
ning party must seek enforcement against the assets of the losing party—
and they tend to be located primarily in that party’s home jurisdiction.
For reasons further explained below, importers and exporters are not
equally exposed to the risk of bad domestic institutions’ actions. By im-
plication, exports, and particularly complex goods exports suffer more
from bad legal institutions in the exporter’s home jurisdiction, than im-
ports.

The second goal of this paper is to identify the factors that influence
a country’s performance on institutional quality indices as well as the
channel through which they influence trade. In order to do so, the effect
of domestic (Part IT) and of international legal institutions (Part III) on
trade are distinguished. We find strong empirical evidence that the qual-
ity of domestic legal institutions—as measured by perception
indicators—is positively associated with a country’s exports in complex
goods. These results are explained using incomplete contract theory. We
also find that international laws, in particular a country’s ratification of
key international treatises affects trade patterns. The mechanism through
which international laws affect trade outcomes is a change in the percep-
tion of a country’s credibility to commit to impartial contract
enforcement. Ratification of such a treaty—even in the absence of tangi-
ble institutional change—sends an easily verifiable signal to foreign
entrepreneurs. We use case study analysis (Indonesia) to explore the im-
portance of domestic institutional change for lending greater credibility
to the signaling effect resulting from the ratification of an international
convention. A positive effect on both trade patterns and perception indi-
ces can be achieved by signaling alone. The signaling effect, however,
can be undermined by events that raise doubts about a country’s willing-
ness to adhere to its legal commitments. These findings lead to a review
of the use of perception data for measuring institutional quality. We ar-
gue that perception data are critical, because they are part of potential
traders’ or investors’ risk assessment. Moreover, our finding that the sig-
naling effect of ratification results in change of economic behavior
through changes in perception of quality of institutions addresses a re-
cent critique about validity of these institutional quality measures.’

4. For a criticism of these perception indices, see Edward L. Glaeser et al., Explaining
Growth: Institutions, Human Capital, and Leaders (Mar. 2004} (unpublished manuscript, pre-
pared for the Brookings Panel on Economic Activity).
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II. EFFECT OF DOMESTIC INSTITUTIONS ON TRADE

Trade has long been identified as an important variable in explaining
economic growth and development.’ There is a voluminous literature that
seeks to explain the propensity of countries around the globe to partici-
pate in international trade flows.° More recently, trade economists have
discovered the role of legal institutions as possible determinants for in-
ternational trade flows. In a recent paper Subramanian, Rodrik and
Trebbi use statistical techniques to demonstrate that the quality of a
country’s institutions is a much more important determinant of economic
growth than either its location or trade patterns.” Using instrumental
variable techniques they provide evidence suggesting that good institu-
tions cause trade rather than the other way around. Anderson and
Marcouiller suggest that “good” legal institutions are important particu-
larly for the importing country.’ The reason is that in a weak institutional
environment corrupt officials may use their gatekeeper function at the
border to extract bribes and rents. Other authors focus on the role of in-
formal networks as alternatives to formal legal institutions.’

The empirical result that the quality of the trading parties’ domestic
institutions has a statistically significant effect on trade challenges pre-
sumptions commonly made in the legal literature, namely that parties to
international trade transactions can effectively contract around defective
domestic institutions." Parties may certainly opt into the law of the im-
porter country or that of a third country, if they choose to do so.

S. WORLD BANK, THE EAST AsIAN MIRACLE: EcoNnomic GROWTH AND PusLIc PoL-
ICY, 292-304 (1993).

6. Jeffrey D. Sachs & Andrew Wamer, Economic Convergence and Economic Policies,
1 BROOKINGS PAPERS ON EconoMmic ActiviTy 1-118 (1995); Romain Wacziarg & Karen
Horn Welch, Trade Liberalization and Growth: New Evidence (Nov. 2003), available at
http://papers.ssm.com/sol3/papers.cfm?abstract_id=471941.

7. RODRIK, supra note 3.

8. James E. Anderson & Douglas Marcouiller, Insecurity and the Pattern of Trade: An
Empirical Investigarion, 84 Rev. Econ. & Stat. 344, 345-52 (2002).

9. ALESSANDRA CASELLA & JAMES RAUCH, OVERCOMING INFORMATIONAL BARRIERS
TO INTERNATIONAL RESOURCE ALLOCATION: PRICES AND GRoUP TIES (Nat’l Bureau of Econ.
Research, Working Paper No. 6628, 1998).

10. See, e.g., YVES DEZALAY & BRYANT G. GARTH, DEALING IN VIRTUE: INTERNA-
TIONAL COMMERCIAL ARBITRATION AND THE CONSTRUCTION OF A TRANSNATIONAL ORDER
(John M. Conley & William M. O’Barr, eds., 1996). In Chapter One of this book, the two
authors state that:

When businesses enter into transnational relationships such as contracts for the sale
of goods, joint ventures, construction projects, or distributorships, the contract typi-
cally calls for private arbitration in the event of any dispute arising out of the
contractual agreement. The main reason given today for this choice is that it allows
each party to avoid being forced to submit to the courts of the other.

Id. at 5.
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Moreover, international efforts to standardize law have created a com-
mon legal framework for key aspects of contract law." Finally, parties
can choose where future disputes shall be resolved. They may opt for
courts in one of their countries or refer disputes to the courts in a “neu-
tral” jurisdiction. Instead of choosing courts, they may also submit their
disputes to arbitration, including arbitration in a third country or to an
international arbitration tribunal, such as the International Arbitration
Court at the International Chamber of Commerce.” If the choice of law
or forum could fully insulate transacting parties from the negative impact
of “bad” legal institutions, we should not find these domestic institutions
to have a strong and statistically significant impact on international trade
flows. An important insight of the empirical studies thus is that private
parties cannot fully insulate their transactions from domestic legal insti-
tutions.

The reason why full insulation of private contracts from defunct le-
gal institutions in their home jurisdiction is difficult, if not impossible, is
that one of the trading partners—and the exporter more than the im-
porter—may rely on his home country’s defective institutions to avoid
contractual liability in case of dispute. International harmonization of
law may lower the propensity of dispute, but once a dispute has arisen,
domestic enforcement of international rulings is the Achilles heel of
transnational relations. Using third country courts or arbitration tribunals
may solve the problem of effective dispute resolution, but this does not
ensure compliance with the final ruling. If the losing party chooses to
ignore the ruling, the winning party has to execute it by making use of
courts, bailiffs, and other execution organs in a place where that party
has assets. Since the defendant’s most valuable assets tend to be located
in his home jurisdiction, the institutions in the exporter’s country of ori-
gin ultimately determine whether or not the winning party can enforce
her claim.

In principle, both the importer and the exporter can find themselves
in a position where they have to execute a foreign court or arbitration
award. In practice, however, exporters can more effectively protect

11. The most important example to date is the International Convention on Contracts
for the Sale of Goods (CISG). To date, 29 countries have adopted CISG. For the period cov-
ered by our trade data (1982-1992) only sixteen countries in the sample had ratified the
convention. Even for countries that have ratified the convention, it is not uncommon for pri-
vate parties to explicitly opt-out of its provisions. This has been attributed to uncertainties
about the interpretation of the convention’s provisions. See Paul B. Stephan, The Futility of
Unification and Harmonization in International Commercial Law, 39 Va. J. oF INT’L L. 743
(1999); Steven Walt, Novelty and the Risks of Uniform Sales Law, 39 Va. J. INT’L L. 671
(1999).

12. See International Chamber of Commerce, at http://www.iccwbo.org/ome/menu_
international_arbitration.asp.



168 Michigan Journal of International Law [Vol. 26:163

themselves against breach of contract than importers. They can, for ex-
ample, require pre-payment or bills of exchange “on first demand,” or
engage reliable intermediaries where payment can be deposited until the
goods have been delivered (e.g. letter of credit).” These mechanisms
have been tried and tested in long-distance trade for centuries' and are a
common feature of the international landscape today.” Thus, exporters
can be reasonably assured that they will get paid for the goods they de-
liver. It is substantially more difficult for the importer to enforce a
contractual claim against the exporter, should the goods prove to be de-
fective. To be sure, importers are not helpless either. They may hire third
party inspection and testing agents in the exporter’s location before
shipping, negotiate for inspection periods, and withhold payment until
the state of the goods has been verified. This does not protect them,
however, against defects that are not immediately apparent and will
therefore be discovered only long after reasonable inspection periods
have expired—and after they have fully paid for the goods. At this stage
all they have is a legal claim. The contract may allow them to file the
claim at an arbitration tribunal in a third country. As long as the exporter
is willing to comply with such a ruling, this mechanism will work to the
benefit of the importer. Should the exporter not be so inclined, however,
the importer must execute the arbitration tribunal’s decision. This typi-
cally implies that she must use the courts in a country where the exporter
has assets, which will tend to be his home Jurisdiction. Put differently,
the domestic institutions in the exporter’s home country are the ultimate
fallback option for effective contract enforcement. Uncertainty about the
reliability of these institutions affects the importer’s willingness to trade
with firms from that country.

13. See GRADY MILLER, The Legal and Economic Basis of International Trade, in THE
LEGAL AND ECONOMIC BASIS OF INTERNATIONAL TRADE 169-83 (1996)(discussing the busi-
ness origins of trade finance).

14. See  FERNAND BRAUDEL, SOZIALGESCHICHTE DES 15.— 18. JAHRHUNDERTS
(1985)(1979)(discussing the history of bills of exchange in long-distance trade). According to
Braudel, the origins of the bill of exchange can be traced to problems that resulted from the
complexity of barter arrangements in long distance trade. The use of bills of exchange allowed
parties to receive payments for their goods before goods that were bartered had been received
or sold to a third party. The price contracting parties paid for this financial service was a dis-
count on the original purchase price. See also Rufus James Trimble, The Law Merchant and
the Letter of Credit, 61 Harv. L. Rev. 981, 983-86 (1948)(suggesting that the origins of let-
ters of credit can be traced back to the ancient Egyptians, Phoenicians, and Greeks).

15. See U.C.C. REVISED ARTICLE 5: LETTERS OF CREDIT prefatory note, at xv (Pro-
posed Final Draft 1995)(commenting that “nearly $500 billion standby letters of credit are
issued annually worldwide, of which $250 are issued in the United States”. See also ANNUAL
SURVEY OF LETTER OF CREDIT LAW & PRACTICE (James E. Byrne & Christopher S. Byrnes
eds., 2004)(containing more recent data on the use of letters of credits in international trade).
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composition of Indonesia’s exports on Figure 1. The graph indicates”
that Indonesia experienced a major boost in exports of complex goods,
while simple goods exports remained almost constant.

FIGURE 1
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Regarding measures of the quality of Indonesia’s institutions, we
find substantial change on all dimensions (see Figure 2 below). Notably,
in the early 1980s Indonesia’s ranking on expropriation risk and contract
enforcement was much higher than rule of law, bureaucratic quality and
corruption. In fact, bureaucratic efficiency and corruption improved little
until the early 1990s, and corruption even worsened initially. The decline
in Indonesia’s corruption ranking in the mid-1980s is notable particu-
larly in light of the fact that in 1985 the customs service reform was
implemented. A possible explanation for these somewhat contradictory
trends could be that foreign observers realized that the reform was local-
ized and did not address the endemic corruption. Yet, the custom service
reform eased the burden of corruption on them and thereby reduced the
risk of (indirect) expropriation.

87. Figure 1 includes data for the two types of single goods identified by Rauch,
namely goods traded on international commodities exchanges, and goods with international
reference prices. Rauch, supra note 22.
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FIGURE 2
LEGAL PROFILE INDONESIA
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The most striking development for our purposes is the volatility of
the contract enforcement indicator until the early 1990s. Indonesia’s
ranking for contract enforcement improved in the first half of the
1980s—after Indonesia opened its borders and ratified the NY Conven-
tion. This was, however, followed by a steep decline until 1988. This
change in perception may have been the result of Indonesia’s poor en-
forcement record, as evidenced by the refusal of Indonesian courts to
enforce foreign arbitral awards prior to 1990, and by the highly publi-
cized Amco case discussed above.” By the early 1990s the downward
trend was reversed by an even steeper upward trend. This change in per-
ception data precedes the Indonesian Supreme Court’s issuing of
implementing regulations for the NY Convention, but may have antici-
pated this change in response to Indonesia’s previous enforcement
record. Other factors that may account for the reversal of the trend in
1988 were Indonesia’s adoption of a package of regulatory reforms, in-
cluding easing of foreign investment rules and capital markets as well as
new banking regulations. These formal legal changes have been attrib-
uted to Indonesia’s shift from being primarily an oil exporter to a major
manufacturing exporter.” These changes were introduced by government
regulations. A further set of investment and commercial laws directed not
only at liberalizing economic activities, but creating an infrastructure to

88. See Amco Asia Corp. v. Republic of Indonesia, supra note 79.

89. See JOHN BALL, INDONESIAN LAW AT THE CROSSROADS (2000) (1996). These legal
changes were part of a liberalization package introduced in October/November 1988. Accord-
ing to Ball, the government “simplified foreign investment rules, making it easier and more
attractive for foreign investors to invest in Indonesia, freed-up inter-island shipping, and
opened up steel and plastic imports to private traders.” Id. at 7.2.
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support growing commercial activities, was passed in 1994-95—only
two years before the East Asian financial crisis, and thus too early to
fully implement the reform efforts.”

With hindsight, Indonesia’s scores on the perception indices may
still have been far too high. In 1997 the East Asian financial crisis trig-
gered the collapse of the Suharto regime and resulted in capital flight,
economic contraction, and substantial violence. Few of these events had
been anticipated. Nevertheless, the actual behavior of foreign entrepre-
neurs suggests that they were well aware that many of their investment
decisions had been based on signaling effects. Accordingly, they quickly
reversed their risk assessment once real world events proved them
wrong. Consequently, the debate over whether institutional flaws or in-
vestor panic caused the crisis could be resolved as follows:” Investors
panicked during what may have been only a temporary economic down-
turn, because they were aware that the existing institutional
arrangements might not be sustainable.” Following the crisis, Indonesia
has made important efforts to improve institutional quality once more
relying primarily on formal legal change. Examples include the adoption
of a new bankruptcy” and corporate law, and a series of banking legisla-
tion.”” Many of these changes were imposed by IMF loan conditions. In
contrast to international conventions, conditions for IMF loans can be
enforced by withholding loan payments. Yet, the adoption or even the
enactment of a new law is only a weak indicator for real institutional
change, as formal laws may be ignored or implemented differently than
anticipated. Some reform efforts, however, have gone beyond statutory
change. Most notably, Indonesia has begun to overhaul its judiciary. The
executive was restrained by judicial independence rules from firing par-
tisan corrupt judges, and has instead reverted to “packing” the courts
with non-career judges drawn from academia and the legal profession.
Whether these reforms will enhance the role of law and legal institutions
in Indonesia remains to be seen. Recent media reports suggest that this
reform may stop short of the Indonesian Supreme Court as parliament is
apparently preparing a law that reserves seats on the supreme court only
for career judges.”

90. See id. at 7.121 (specific discussion on these reforms).
91. See supra note 54.
92. 1d.

93. Stacey Steele, The New Law on Bankruptcy in Indonesia: Towards a Modern Cor-
porate Bankruptcy Regime, 23 MELB. U. L. REv. 144 (1999).

94. Including a new Banking law, and a Central Bank Law. See the WTO’s trade policy
review for Indonesia cited supra note 60. See also BALL, supra note 89.

95. See Indonesia: Judicial reform faces Parliamentary hurdle (ABC Radio Australia
broadcast), available at http://www.abc.net.au/ra/asiapac/programs/s 1024927 htm.
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The impact of these reform efforts on the perception of the quality of
Indonesia’s institutions remains unclear. While rule of law rankings have
improved again since 1998, investors remain skeptical about corrup-
tion” and political stability.” There is little objective evidence that the
investment environment is indeed less secure than it was in 1997 just
before the crisis. As our data suggest, however, perception matters. The
real problem for Indonesia and other countries whose credibility as at-
tractive trading partners or investment destinations has been undermined
is that simple signaling devices are less effective now for attracting for-
eign business.

VII. MEASURING INSTITUTIONAL QUALITY
WITH PERCEPTION DATA

Our empirical results and our case study analysis rely heavily on
perception indices of institutional quality; thus, this raises the question
of whether or not these indices are appropriate measures. In a recent pa-
per, Glaeser et al. criticize the use of perception data for this purpose.”
Specifically, they ask whether subjective assessments of institutions do
indeed measure what they call “objective institutional rules.” They also
raise the issue that perception indicators may be highly endogenous, i.e.
that respondents to these surveys allocate higher scores to relatively rich
countries that may or may not have good institutions.'” Applied to our
focus on trade, the latter concern suggests that if countries that score
well on perceptual institutional measures trade more with the rest of the
world, they may in fact be capturing the importance of national wealth
rather than institutions on trade. Drawing this concern to its conclusion
but reserving causality, our results would then be simply driven by the
impact of trade on national income and wealth.

96. The most recent data on institutional quality are available from the World Bank’s
Governance Research database, available at htip://www.worldbank.org/wbi/governance/
govdatasets?. The indexing differs from the ICRG data we have used in our regression analy-
sis and in Tables 1a and 1b. However, they use similar survey instruments. According to these
data, using a O to 100 scale, Indonesia occupied the 39.8th percentile rank on rule of law in
1996 the year before the crisis, went down to 14.1 in 1998, but scored again at 23.2 percentiles
in 2002.

97. According to the World Bank’s data base, Indonesia was at 35.3 percentiles in 1996,
but declined to 6.6 percentiles in 1998 and is still at 6.7 percentiles in 2002 (after a small in-
crease to 8.7 in 2000). /d.

98. This variable was not separated out in the ICRG indices. According to the World
Bank’s data, political stability was ranked 30.5 percentiles in 1996, 9.1 in 1998, 3.0 in 2000
and 12.4 in 2002. /d.

99. Glaeser et al., supra note 4.

100. Id at7.
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There are two aspects to Glaeser et al.’s criticism. First, they indi-
rectly claim that it is doubtful that the experts surveyed are able to
accurately report on the different dimensions of legal quality across
countries. We investigate the validity of this criticism by simply compar-
ing correlations between perception indices and the ratification of the
NY Convention on the one hand, and between perception indices, GDP
growth and trade openness on the other. Uniformly high correlations
among all these variables would be evidence in favor of their criticism as
it suggests that the respondents to surveys querying them about institu-
tional quality are unable to draw distinctions between the different
aspects of institutions. Second, Glaeser et al. argue that causality runs
from trade to the perceived quality of institutions, because trade can in
fact cause national income (which is captured by the perceptual meas-
ures) to increase. Our regression results in tables la and 1b do not
support this claim; when we regress the various perceptual measures of
institutions on a set of time varying covariates, we find that the coeffi-
cient on openness is very small and statistically insignificant in all cases.
We will present several arguments why reverse causality may not be pre-
sent, and why it is quite reasonable to interpret perception data as
indicators of the perceived contract and enforcement risk of transacting
with a particular country. Thus, these perception indices largely reflect
both formal change and its actual implementation. Second, we argue that
this interpretation is consistent with the interpretation of institutions as
“sustainable systems of shared beliefs.”'” This interpretation is more
relevant for assessing institutional quality from the perspective of entre-
preneurs, but also for students of comparative institutions, than
indicators of formal legal change.

In order to evaluate the criticism that the perceptual indices measure
the quality of institutions poorly, we analyze correlations between the
various perception indices and the correlations between these indices and
indicators for institutional change and economic outcomes (see Table 2).

101. AOKI, supra note 45.
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TABLE 2
PERCEPTION INDICES AND INDICATORS FOR INSTITUTIONAL
CHANGE AND EcoNnomic OUTCOMES
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Rule of Law 0.82

Bureaucratic

Qulty 084 | 078

Contract 034 | 038 | 037

Enforcement

Expropriation | 25 | 080 | 077 | 044

Risk

NYC 032 | 028 | 046 | 020 | 0.43

UN-Sales 031 | 038 | 032 | 020 | 0.33 | 027

Convention

NYC  without | 59 | 009 | 019 | 006 | 0.12 | 041 | 023

reservations

GDP percapita | 077 | 077 | 076 | 037 | 0.73 | 030 [ 0.36 | 0.16

Openness 026 | 030 | 018 | 024 | 025 | -002 | -001 | -0.11 | 029

Note: Table 2 reflects the correlation between measures of legal quality, the signing of interna-
tional treaties and economic variables across countries and over time, 1984-1997 (466
observations).

Openness is defined as the share of exports + imports in GDP.
GDP per capita is measured at Purchasing Power Parity exchange rates.
NYC = New York Convention.

NYC without reservation= countries who ratified the convention without making any reserva-
tions.

We find that most perception indices are highly correlated with each
other, with the notable exception of contract enforcement. This suggests
that countries with good institutions are generally good at most dimen-
sions of legal quality, which is what one should expect. The exception of
contract enforcement suggests that participants in the survey are capable
of distinguishing between the different dimensions of institutional qual-
ity. The correlations between openness to trade (measured by imports
plus exports as a share of GDP) and the perception indices are quite
moderate and approximately at the same level as the correlation between
openness and GDP per capita. As we have seen in Tables la and 1b,
there is no indication that increased openness per se leads to an upward
bias in the evaluation of the quality of institutions. Further, we don’t see
particular evidence for that connection in the correlation analysis either.
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It is also quite noteworthy that the correlation between signing the NY
convention and the perception data is at similar levels, with contract en-
forcement, the aspect most closely associated with the goals of the NY
Convention, actually exhibiting the lowest correlation with ratifying it.
The same is true for the CISG. Interestingly, however, there is almost a
zero correlation between openness and signing a convention.

This simple inspection of correlations casts some doubt on the ar-
gument that experts surveyed cannot distinguish accurately between
the different dimensions of legal quality. It does not, however, suggest
that experts are unable to distinguish between national wealth and
quality of institutions. But it is also not surprising that many richer
countries can afford to build and to enjoy better quality institutions.
Nevertheless, the case of Indonesia suggests that simply being able to
afford good institutions does not necessarily mean that a country will
in fact develop these institutions. An inspection of Figure 2 suggests
that in the case of Indonesia, where income per capita grew rapidly
during our sample period, the perceived quality of perceived institu-
tions had a non-monotonic dynamic during the same period. We
therefore see little evidence from the data that the survey results are
primarily measures of national wealth.

The simple correlations between openness and signing a conven-
tion are consistent with the view that international institutions that
govern trade do not automatically increase openness per se. As shown
in the previous section, however, they influence trade indirectly: Rati-
fying an international convention sends a signal that domestic
institutions are reliable. This apparently changes traders’ perceptions
about the reliability of a country, which in turn influences their trading
behavior. While this does not eliminate the possibility that endogeneity
may be present, it suggests that it might be less severe than suggested
by Glaeser et. al. But trade is only one channel through which surveyed
experts receive information about a country’s quality of institutions.
Only to the extent this trade experience influences a country’s ranking
in perception indices may reverse-causality (from trade to quality of
institutions) be potentially problematic. In the context of international
trade, we do not, however, find any effect of openness on our percep-
tion indices (see Tables 1a and 1b). These results suggest that the
causality is more likely to run from perceived institutional quality to
economic outcome. ,

The debate about appropriate measures for institutional quality also
raises the more fundamental question of what institutions are and how
to measure them. There is a strong tendency in the literature on the new
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comparative economics'” and by multilateral institutions'® to use for-
mal legal indicators for measuring institutions and making inferences
about institutional quality by analyzing the impact of such rules on eco-
nomic outcomes. Others have pointed out that formal law found on the
books may not be very effective and that absent a better understanding of
the mechanisms by which formal law translates into particular economic
outcomes, such inferences are highly problematic. These arguments rest
on evidence suggesting that there is little relation between formal law on
the books and institutional quality as measured by perception indices.”
The weak effects Glaeser et. al. find in their regression analysis for
changes in the law on the books is consistent with this view. This is the
case particularly when formal rules are not implemented, as we have
shown in the case study of Indonesia. Consequently, the potential meas-
urement error involved by using formal rules on the books for assessing
institutional quality as suggested by Glaeser et al. may actually be quite
substantial. Ideally, we would like to obtain data both on formal changes
as well as the quality of their implementation. This is not available, how-
ever. Perception data reflect the combination of new rules and the quality
of their implementation combined with how well these changes are
communicated, which may ultimately be what matters for traders. We
conclude that from our perspective, perception data is still the best avail-
able measure for assessing the quality of a country’s institutional
environment.

More generally, there is increasing skepticism about the notion that
it is possible to identify a particular set of institutions to promote eco-
nomic growth and development irrespective of initial conditions in
different countries. As Rodrik argued in a recent paper, secure property
rights seem to be fundamental for long-term economic development and
growth. There are multiple ways in which property rights can be secured,

102. Simeon Djankov et al., The New Comparative Economics, 31 J. Comp. ECON. 595-
619 (2003); Glaeser et al., supra note 4.

103. WoRLD BaNK, DOING BusINESs IN 2004 (2004). The Report presents a host of
“objective” indicators ranging from formal legal protections of creditor and shareholder rights
to information on the number of days it takes to register a business for most countries around
the world.

104. Most extensively used are formal legal indicators of shareholder and creditor rights
protection and their impact on financial market development. See Rafael La Porta et al., Legal
Determinants of External Finance, 52 J. FIN. 1131-1150 (1997); Rafael La Porta et al.,, Law
and Finance, 106 J. PoL. Econ. 11131155 (1998); Ross Levine, The Legal Environment,
Banks, and Long-Run Economic Growth, 30 J. MONEY, CREDIT, AND BANKING 596613
(1998).

105. See Katharina Pistor et al., Law and Finance in Transition Economies, 8 ECON. OF
TRANSITION 325-68 (2000); Daniel Berkowitz et al., Economic Development, Legality, and
the Transplant Effect, 47 EUr. EcoN. REv. 165-95 (2003); Katharina Pistor et al., The Evolu-
tion of Corporate Law, 23 U. PA. J. INT’L. EcoN. L. 791-871 (2002).
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however, and the formal legal system is only one of them.'” Other means
by which property rights may be secured include informal norms,'” en-
forcement mechanisms within business networks,'™ or government
assurances, including formal guarantees.'” As Rodrik put it, “the impor-
tant point is that effective institutional outcomes do not map into unique
institutional designs. And since there is no unique mapping from func-
tion to form, it is futile to look for non-contingent empirical regularities
that link specific legal rules to economic outcomes.”"" Measuring institu-
tional quality with perception indicators is consistent with this line of
reasoning. We also contend that this “bottom line” approach is precisely
what foreign entrepreneurs are looking for when they decide to trade or
not to trade with a particular country. The fact that perception indices
have been compiled by companies that make a living of selling these
data to potential traders and investors certainly suggests that investors
are willing to pay for this information. Because information is scarce for
most countries, this may not be surprising. Moreover, it does not imply
that investors would not be willing to pay more for objective measures of
institutional quality, were that information available. Still, entrepreneurs
are likely to be interested primarily in whether they are entering a hostile
or friendly business environment. While our data suggest that they find
formal legal commitments reassuring, they also indicate that at the in-
vesting stage, they will pay less attention to the content or
implementation of these commitments.

106. See Dani Rodrik, Gerting Institutions Right (April 2004), available at
http://ksghome.harvard.edu/~drodrik/ifo-institutions %20article %20_April %202004_.pdf; see
also Dani Rodrik, Institutions for High Quality Growth : What They Are and How to Acquire
Them, STUDIES IN Comp. INT’L DEV. 3 (Fall 2000).

107. Informal norms are common in legally-sophisticated countries. See Stewart Macau-
lay, Non-Contractual Relations in Business: A Preliminary Study, AM. Soc. REV. 55 (1963).
108. An interesting study finds that foreign investors in India prefer investments in busi-

ness groups over investments in unaffiliated companies despite the fact that groups have a
reputation for less transparency. See Tarun Khanna and Krishna Palepu, Emerging Market
Business Groups, Foreign Investors, and Corporate Governance, in CONCENTRATED CORPO-
RATE OWNERSHIP, 265 (Randall K. Morck, ed., 2000). Their interpretation suggests that
groups offer important assurances to foreign investors in an environment where political lob-
bying is crucial for economic success. See id. at 272.

109. Such guarantees are particularly important for large-scale project financing. See
Benjamin Esty, Creditor Rights, Enforcement, and Debt Ownership Structure: Evidence from
the Global Syndicated Loan Market (2002) (unpublished manuscript) available at
http://papers.ssr.com/
sol3/Delivery.cfm/SSRN_ID320226_code020730600.pdf?abstractid+320226&mirid=1. Note
however that the World Bank offers similar guarantees for investors to developing countries
through MIGA, the Multilateral Investment Guarantee Agency. See generally
http://www.miga.org (2005).

110. See Rodrik, Getting Institutions Right, supra note 106, at 9.
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VIII. CONCLUSION

In this paper we have presented evidence on the relation between in-
stitutions and patterns of international trade. We measured institutions
and institutional change by using perception data of institutional quality.
Our findings suggest that the perceived quality of domestic institutions
matters for a country’s participation in international trade. Domestic in-
stitutions reduce international transaction costs. High quality institutions
indicate that foreign investors are reasonably assured that they can en-
force a contract by using legal institutions in that country, if need be.
Given that complex goods are more prone to disputes for reasons related
to incompleteness of contracts, higher scores on institutional quality in-
crease a country’s propensity to export complex goods. By contrast,
countries that fail to improve institutional quality may wind up in a low
equilibrium trap of exporting primarily simple rather than complex
goods with relatively limited prospects of diversifying into more lucra-
tive complex goods markets. In addition, high quality institutions reduce
transaction costs at home, which again benefits complex goods more
than simple goods.

We also found that international institutions matter. Countries that
have ratified the NY Convention, for example, are able to improve their
position in international trade flows, even when domestic institutional
quality has not caught up. In particular, ratifying the NY Convention en-
hances a country’s trade in complex goods. This suggests that to the
extent countries can credibly commit to complying with international
norms, international law may substitute for weak legal institutions.

The channel through which international institutions affect trade
flows, however, is indirect. Ratifying an international legal instrument
signals a country’s willingness to play by the rules set forth therein. This
influences the perception of firms from that country as reliable trading
partners. Indeed, our results indicate that ratifying the NY Convention
changes both the perception of institutional quality and trade flows.
These changes occur even in the absence of real reform. Sustaining these
effects requires a certain level of compliance, however. Our case study of
Indonesia revealed that while ratifying the NY Convention may send a
strong signal, failure to comply with its rules can undermine a country’s
credibility as a trading partner. Regaining credibility may require more
than just signaling. Instead, it might call for tangible reforms at home
and a track record of implementing them. This interpretation of our re-
sults is consistent with the notion of institutions as “sustainable systems
of shared beliefs.”'" Signaling affects perceptions, which in turn

111. AOKI, supra note 45.
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influence behavior. This may result in a positive feedback loop. As long
as both parties play by the rules, the system becomes self-sustaining.
Should one party, however, take actions that undermine the signaling
effect, the system may collapse.

Finally, because our evidence employs time-varying perception indi-
ces of institutional quality, we checked for the extent to which this data
pick up quahty of institutions versus national wealth as suggested by
Glaeser et al.'"” Using simple correlation and regression analysis, we
found evidence that suggests that these perception measures reflect do-
mestic enforcement of contracts and property rights and the quality of
domestic legal institutions fairly well. And, they also pick up, albeit im-
perfectly, a country’s willingness to abide by international rules of
arbitration in international trade. It is important to interpret them not as
measures of formal changes, however, but as the overall evaluation of
legal institutional arrangements.

112, See Glaeser et al., supra note 4.



