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We know that political processes influence growth and equality. There is indeed a substantial consensus on this,  a marked change from the recent past.  Indeed so great is the consensus on the importance of politics, that we are able now to disagree on the next big point: just what model of politics do we have in mind?

The latest World Development Report 2006 Equity and Development  is commendable for exploring political variables in shaping policy determination and actual outcomes.  Here I wish to draw out some of the issues that appear in discussion of politics.  I will use examples from the field of corporate governance, on which I have been doing research. Why do corporate governance systems vary around the world?:  why   the prevalence of diffuse shareholder models in the US and  the UK   the prevalence of concentrated blockholder models in most of the world?  A highly influential answer to that question --- legal family(common vs. civil law)  —now   tightly interweaves arguments about corporate governance with important discussions about    economic development and “endogenous institutional change.” What produces “good political institutions” that cause economic growth (and along the way, good corporate governance,  equity, freedom and justice)?  

In these debates, three arguments contend for primacy: a) formal rules of law (legal family),  associated with the research of La Porta, Lopez di Silanes, Shleifer , Vishny and Djankov
) , or “contractual institutions” as labeled by Acemoglu and Johnson 
; b)   formal political institutions, ( de jure
 institutions)  or parchment institutions   ; and c) social forms of power, or de facto institutions which allow actors to bend de jure institutions to their will. 

The next section explores how these debates are used to deal with corporate governance outcomes. The discussion will then apply that analysis to the larger question of development promoting institutions. 

I. Variance in Corporate governance outcomes.

The very important research of La Porta et. al defined a dependent variable (patterns of corporate governance defined as shareholder concentration vs. diffusion),  an important intervening variable (the presence or absence of “minority shareholder protections” 
 ) , and an important explanatory variable (legal family).   Variance in shareholder concentration or diffusion happens because of variance in MSP and variance in MSP is caused by legal family: shareholder diffusion is high in the United States and the UK  because those countries have strong MSP that protects external investors from exploitation by insiders, and they have strong MSP  because they are common law countries.  


The first step in this sequence of causation lies in the connection between shareholder protections and corporate governance patterns.  Research on this requires establishing the range of shareholding concentration,  the pattern of shareholder protections, and the relationship between the two.  Drawing on the foundational work of La Porta et. al,  researchers at the World Bank, and many others , Gourevitch and Shinn
  do this in Figure 1.1 , “Ownership Concentration” by country 
; table 3.1 “MSP Index” by country , and Figure 3.1 , “Blockholding / MSP” relationship by country.   

[image: image1.wmf]
What then explains the degree of concentration? An important argument   looks at   the strength of    “minority shareholder protections” (MSP), arrangments designed to protect the outside investor from abuse by insiders , including top management.
 These measures include ;    information (disclosure and audit), oversight (board independence), control rules (voting processes), and managerial incentives (executive pay). The higher the level of MSP, the more supervision of managers, the more reassured are investors (who buy) and blockholders (who sell to diversify)  and the deeper will markets become --at least that is the core assumption of the “law matters”  school.
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High levels of MSP do correlate with shareholder concentration --- the most frequently used indicator of corporate governance systems: A high degree of shareholder concentration suggestions a blockholding model of insider dominance, while high dispersion suggests a system with diffuse minority shareholders, external to the supervising managers through a Board they elect.  

Figure 3.3 Blockholding and Shareholder Protections
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So, MSP and corporate governance patterns do connect, though the correlation is not very strong.  This suggests  other variables at play – aspects of National Production systems (the ways MSP link to other features of an economy: labor relations, welfare systems, education and training, price setting, anti-trust and product market competition;   see Hall and Soskice  Varieties of Capitalism, and related literature)
; and the role of political processes directly – Roe’s important
 discussion  not only challenges the legal family interpretation of the supply of MSP, but the sufficiency of MSP as an explanation of shareholder concentration, on the grounds it neglects some power relationships outside the firm  that shape investor decisions.   Exploring these other variables is beyond the scope of this paper, and is examined explored elsewhere.
 Fortunately, these other variables correlate with MSP, so if we can explain MSP we have a start on the broader package.  

II. Explaining the Variance: Three Models of Politics

If levels of MSP specifically ( and laws, regulation and their enforcement generally) explain corporate governance patterns via their impact on shareholder concentration, what explains the provision of MSP?  It is here we find the hot spot of arguments about what constitutes a political explanation.  The legal formalism school looks at Legal Family (common vs. Civil Law; the political formalism school looks at de jure political institutions, or parchment institutions; and the political sociology school looks at de facto forms of power in society. Let us examine each of these in turn. 


a. Legal family – the formal rules approach. This influential theory argues that MSP derives from the type of legal system, with common  law providing stronger protections than does civil law.  La Porta et. al provide   evidence that confirms the intriguing “eyeball” observation  that the UK, and its former colonies including the US,  are heavily grouped in the shareholder diffusion and high MSP quadrant, while France, Spain and their former colonies tend toward the blockholder and low protection regions. But this glance at the data deserves closer inspection. On the empirical side, we observe substantial variance in corporate governance patterns within countries over time, while their legal family stays constant, and we observe substantial variance among countries within the same legal family. In their important paper, “The Great Reversals ” 
 Rajan and Zingales  document  this extensively, showing France and Japan developing considerable stock markets prior to WW I, then showing a sharp swing toward bank dominance.  The US looked much like Germany prior to WWI, but policy changes created the regulatory system of anti trust, banking regulation and MSP which produced the system we know today. 
  Within the same legal family, considerable variance exists among countries especially among the civil law group. 

On the conceptual side of the legal family argument, the mechanism of causality remains unclear: just why does legal family produce the claimed effect? Legal family, a formal characteristic, does not explain the content of the actual laws which are passed, and , even more important, the pattern of enforcement. Nothing about common law guarantees that countries will enact vigorous MSP’s ,  nor that they will enforce them.  Nothing about civil law systems prevent countries from enacting strong MSP, nor from enforcing them.   Other variables are needed to explain the content of actual regulation and their enforcement:

B. Political institutions.  Laws are made, and enforced, by political systems. Variation in the content of laws, regulation and enforcement, might then be the product of variation in political systems.   Formal political institutions can be differentiated from formal legal processes. Acemoglu and Johnson call the latter “ contractual institutions”  , while the former they call  property rights institutions.
 Contractual processes, they argue, do differ according to legal family, but do not predict economic development. Property protection institutions don’t correlate with legal family and do correlate with economic growth.  We find similar results for corporate governance.     

What are property protecting institutions? In formal terms, they are the structures which organize power in political systems  – what Acemoglu and Johnson call de jure institutions.   Formal structures to shape the way “preferences” (interests, ideas, goals) are aggregated.
  We know that different methods of counting the votes yield different outcomes because of cycling and  agenda control. The same applies to other aspects of political system.  This insight generates an important   literature comparing countries along different dimensions of their political institutions, including   electoral laws, the executive, the legislature and the relationship between the two,   federalism,  courts and the independence of the judiciary, free speech and press.    Countries are compared with categories such as Presidential vs Parliamentary systems, Majoritarian vs. Consensus systems, high or low number of veto gates or veto players.      Important World Bank research has made an important contribution to this literature, for a number of years, building a valuable data base – Beck, Kiefer et al. , Handbook
; other research projects have added substantially to our knowledge.
  


The institutionalist approach provides leverage in accounting for variance in MSP provision and corporate governance outcomes. In stable democracies, for example, Gourevitch and Hawes (2002) and Gourevitch and Shinn (2005) show that MSP and corporate governance outcomes correlate with the Majoritarian/Consensus distinction. Majoritarian systems are more likely to have high MSP and diffuse shareholder patterns. The logic has to do with the impact institutions have on the bargains among groups in each system.  Majoritarian systems have wider policy swings, which undermines the corporatist foundations of a particular set of arrangements around blockholding, which then induces actors to seek autonomy through arms length economic relationships, and thus to MSP and shareolder diffusion; conversely, Consensus  systems  reinforce the bargains in corporatism and sustain blockholding arrangements.
 Having made an argument like this about corporatist bargains, Pagano and Volpin
 have developed its political foundations by  showing that electoral systems with  proportional representation are more likely to have high shareholder protection rules and diffuse shareholding patterns than are electoral systems with  once-past the post single member plurality districts.  

   The impact of veto players and stable institutions may be different between stable democracies and authoritarian regimes.   Strong regimes can enforce rules but can also predate; weak regimes can’t enforce rules. Blockholding may arise out of either extreme, that many veto points (which can create policy paralysis) , or none (no policy paralysis, but higher threat of predation. The confidence of investors may be highest at some intermediate point on a U shape curve, some “just right” balance, between inaction and too much.  We do know that for some periods,  investment in authoritarian regimes can be high; such regimes are able to signal some kind of commitment to investors that predation will be limited.
  

C) social forms of power, de facto power.  In contrast to this stress on  de jure political  institutions, another literature looks at de facto forms of power – control of land, money, guns, people, resources for political mobilization, organizations—which enables social groups to manipulate the political process to their advantage. These forms of de facto power undermine the de jure commitments, thereby eviscerating the ability of one generation to make a credible commitment, or constraint on future ones, by creating binding political structures. 
  In many countries, constitutions seeking to constrain later generations are undermined by important political actors, able to capture institutions and alter their usage. By implication we need to look more at de facto forms of power and how they operate. 
   Just how formal institutions work turns on who uses them and for what purposes. Stasavage for example critiques the influential North Weingast essay on the English political settlement of 1688,  by noting the limits on the crown came not from formal limits, but form the goals of the particular majority that dominated Parliament at that time, so that a different majority would have led to a different outcome, as in France.
   

In all these cases, the way the institutions influence outcomes is strongly influenced by the political coalitions that emerge among interest groups and political parties.  The case of corporate governance provides good example of this.    Owners, managers and workers can combine in different ways to support or oppose various policies such as the provision of MSP. Roe provides evidence that labor related groups oppose strong MSP, so that where they are politically strong, we have weaker MSP. This dovetails with the suggestion by other authors that capital movement forces convergence around high MSP.  These alliances can also be seen as cross-class or cross group coalitions, where workers, managers and inside owners support a mutually reinforcing regime of blockholding.  These coalitional possibilities and realities can be shown graphically, as in Table 2.3
. 

Table 2.3 Political Coalitions and Governance Outcomes

	Coalitional Lineup
	Winner
	Model Name
	Predicted Outcome

	
	
	
	
	
	

	Pair A: Class Conflict
	
	
	
	
	

	Owners + Managers vs. Workers
	Owners + Managers
	Investor
	Diffusion

	Owners + Managers vs. Workers
	Workers
	Labor
	Blockholding

	
	
	
	
	
	

	Pair B: Sectoral 
	
	
	
	
	

	Owners vs. Managers + Workers
	Managers + Workers
	Social Bargain 
	Blockholding

	Owners vs. Managers + Workers
	Owners
	Oligarchy
	Blockholding

	
	
	
	
	
	

	Pair C: Property and Voice
	
	
	
	
	

	Owners + Workers vs. Managers
	Owners + Workers
	Transparency
	Diffusion

	Owners + Workers vs. Managers
	Managers
	Managerism
	Diffusion


Recently, the role of pension funds may be causing an historical shift in the coalitional patterns around public policy concerning MSP and corporate governance. We can observe the emergence of an alliance among worker based groups and external minority investors on the side of stronger MSP, reversing the expectation that these groups are in conflict. The shift is connected to the role of employee pension funds, where MSPs are seen as a way of protecting an investment.    The result is “left”   governments doing more for external investors, than the supposedly capital friendly right wing governments which are more beholden to insiders and managers. 
  The greater the share of country’s pension funds in private hands, rather than in public Pay-Go systems, the more likely we see demands for MSP. 

Just how pension funds impact corporate governance depends considerably  by the micro-institutional details of financial intermediaries.  Much of the current debate about solutions to pension fund crises around the world has focused on the rate of return – do people do better with public or private systems, taking into account the degree of risk? Of course the rate of return is hugely important. But that issue, and the reliability of the funds, is connected to the micro details of the institutional investors which actually manage these privatized funds: who controls those, are they in the hands of the same people who control the firms where the money gets invested, what is the fee structure, how are these IIs regulated, how much competition,  what control to investors have over the funds and their money?  These details influence both the rate of return and the impact of privatized funds on corporate governance. 

Conclusion: Political variables --- the interaction of preferences and institutions to produce policy outputs – shape the way formal laws, rules and procedures work. An account of law without a model of politics seems limited in predictive power and policy utility. A strong model of politics, is a difficult but vital goal. Several points can be drawn from this discussion.

1.   One size does not fit all.    We can’t assume that the same formal institutions will work the same way everywhere.    We should be cautious therefore about telling countries to adopt the same codes and laws on corporate governance, when they have such greatly differing contexts with which to enforce and apply them. The best  practice codes on corporate governance call for strong MSP, but these rely on enforcement mechanisms which lack support in much of the world.  The diffuse shareholding model takes more regulation, not less, and as the US Enron et. al scandals show, are hard to do even in highly developed legal systems. Blockholders , or various forms of private bonding, may thereby do a better job under certain circumstances. We know a lot about the ability of private bonding mechanisms to substitute for weak formal enforcement.
 These insights can be built into policy advice.
 

2. Formal rules and practice---. Don’t confuse formal rules with what happens. 

It is commonly understood that formal law is not the same as practice. That laws and codes are adopted does not mean we have actually changed the incentives social actors have nor what they actually do.  In the field of corporate governance, for example,  countries around the world have adopted  good governance codes following recommendations from OECD, and many other groups.  Good codes are better than bad ones. But codes by themselves are not practice.   We cannot measure changes in corporate governance activities by noting the adoption of these codes.  We can see if codes get translated into laws, but even then we cannot be sure the laws are enforced.  

3.   Enforcement requires a “politics” committed to those goals.  Without political support, good laws and codes are not enforced.  Studies of the “transplant” effect  
  show this well:   adopting codes   does not produce the desired effect if the conditions for the transplant -- a politics receptive to it --- are lacking.  


4.  Law is made by political process. Courts and lawyers operate in a context of legislation and enforcement policy generated by political choices.   The actual content of law expresses political realities. Good or bad codes can be generated out of the same intellectual roots.


5. Political processes are shaped by formal political institutions.
The de jure forms of political process influence outputs, including the content of laws and enforcement. De jure processes trump legal formalism.


6 “ De facto “ power trumps “de jure” power.  Informal mechanisms of social power are able to adapt formal political institutions to their purposes.  Thus de facto power trumps de jure power which trumps legal formalism. 


This reasoning suggests a compelling research project for the World Bank:  A Handbook of De Facto Forms of Power.  The important work on de jure institutions needs a counterpart on social forms of power – on the distribution of landholding, on private armies and guns, on clientalist networks, on cross-holding and overlapping patterns of ownership, on interest group structures, on press concentration and control, on families and private bonding mechanisms. This sort of material can help make progress in unraveling the interaction of legal formalism, formal political institutions and the social distribution of de facto power, and how these influence economic development.  
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