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In the last several years, the countries of
Eastern Europe and the former Soviet Union
(FSU) have made tremendous progress in
price liberalization, privatization, and macro-
economic stabilization—the standard steps of
the so-called shock therapy. Yet in the after-
math of these reforms, the East European
countries have begun to grow rapidly, while
the countries of the FSU, particularly Russia,
are at best beginning to turn around. It is not
possible to explain these differences in perfor-
mance in terms of either having too much
shock therapy or not enough of it, since the
reforms that the different countries have pur-
sued have been broadly similar.

A more plausible reason for the difference
in performance is that institutional reforms,
such as those of government regulation, the
legal system, and the bureaucracy, have ad-
vanced much further in Eastern Europe than
in Russia (Shleifer, 1997; Simon Johnson et
al., 1997). Indeed, institutional failures have
arguably deterred small-business formation,
foreign investment, and enterprise restructur-
ing in the FSU. For growth to take off, Russia
and other FSU countries must radically im-
prove the quality of their institutions.

In this paper, we discuss the principles of
perhaps the key institutional reform, that of the
legal system. The ideas we describe were de-
veloped at the Institute for Law Based Econ-
omy in Moscow. Since its inception in 1994,
the Institute has been a key player in the Rus-
sian legal reform, and we were both involved
in its work. Despite the Russian specificity of
some of the analysis, we believe that these
ideas apply to the problems of legal reform in
the rest of the FSU, as well as in emerging
economies more generally.
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I. The State’s Failure To Provide
and Enforce Laws

Business people in Russia use the state legal
system a lot less than they feel they need to.
In a survey of shopkeepers in Russia and Po-
land, for example, 45 percent of Moscow re-
spondents said that they needed to use the
courts in the last two years but did not, com-
pared to only 10 percent of the Warsaw re-
spondents who gave this answer (Timothy
Frye and Shleifer, 1997). There are two ap-
parent reasons why the state legal system is
not used in Russia: the low quality of the
services it provides and the unwillingness of
business people to expose themselves to the
legal system, and to the government, more
generally.

The quality of the legal system is notori-
ously bad (Avner Greif and Eugene Kandel,
1995; Katharina Pistor, 1996). The legal rules
are incomplete in crucial areas needed to sup-
port existing business activity, such as real-
estate registration. When legal rules do exist,
in many instances judges do not know what
they are. Many judges, for example, are un-
familiar with the relatively new securities law,
which comes up in securities-markets dis-
putes. Even when the law speaks to a partic-
ular matter, judges may not have the resources
or inclination to verify the relevant facts. And
when the facts are available and the legal rules
exist, judges may be biased, corrupt, or partial
to political sentiment, and hence it is by no
means certain how they will rule. Finally, once
a judge rules, there are often no institutions to
enforce his ruling. For example, contracts be-
tween Russian and Western partners often
specify London courts as the venue for dispute
resolution. When the Russian partner breaks
the agreement and the London court rules
against him, the Western partner is still left
with absolutely no mechanism of collecting
his claims.
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A further reason that private parties in Rus-
sia refuse to use the legal system is that they
operate to some extent extralegally to begin
with and, hence, do not want to expose them-
selves to the government. The tax system in
Russia is sufficiently arbitrary and draconian
that private firms are either in violation of tax
law or even operate unofficially. By some cal-
culations (Johnson et al., 1997), over 40 per-
cent of the Russian economy is unofficial.
Given that many firms have both some official
and some unofficial business, the majority of
Russian businesses are probably in violation
of some tax, customs, foreign-exchange, or
regulatory rules and, hence, would not use the
official legal system to resolve disputes for
fear of exposure.

The consequence of this avoidance of the
legal system is that private rather than state
mechanisms are used to resolve disputes.
These mechanisms range from social norms
and pressures, to arbitration, to employment
of private but legal protection agencies, to or-
ganized crime. In some cases, where parties
interact repeatedly and the stakes in individ-
ual disputes are small compared to the value
of long-term relationships, peaceful private
mechanisms work extremely well (Robert
Ellickson, 1991, Lisa Bernstein, 1992, Greif,
1996). For example, arbitration succeeded as
a means of resolving disputes between bro-
kers on Russia’s commodity and stock ex-
changes, who interact repeatedly and can use
the exchange to enforce the arbitrator’s de-
cisions (Frye, 1996). Even illegal private en-
forcement organizations that gain monopoly
in dispute resolution in a particular area and
manage to gain acceptance for their rules and
enforcement mechanisms may be reasonably
efficient. Why, then, has the private resolu-
tion of disputes left Russia with what is
widely regarded as a dysfunctional legal
system?

The trouble is that private dispute resolution
often does not work efficiently. Many com-
mercial disputes do not fit the nice picture of
repeated interactions over long periods of
time, where access to the system is a valuable
asset that the trading parties would not give
up. This is so with debt collection, where bor-
rowers are too far underwater to worry about
the future, or with big ownership disputes. In
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these and other cases, there needs to be some
force in enforcement.

Moreover, private rules, including those for
using force, are often neither known nor ac-
cepted by the disputing parties. If person A
borrows money from person B and does not
repay, A’s protectors might think that the ap-
propriate rule is to extend the period of repay-
ment, whereas B’s protectors might think the
appropriate rule is to kill A. Once A is dead,
there may be no public lesson to be learned
about what the rules are, since the potential
future borrowers from B or other lenders, in-
cluding A’s associates, would not even gen-
erally know what rule A has violated and why
he was killed. Private rules are often unrecog-
nized, unknown, and not enforced consis-
tently, which makes it prohibitively expensive
for private parties to rely on them to structure
transactions.

Last but not least, private enforcement is un-
helpful in legal disputes with the government.
As a consequence, private parties remain vul-
nerable to the threat of discretionary regulation
and extortion by public officials, without any
effective legal recourse (see Shleifer and
Robert Vishny, 1993). The standard function
of the judicial system of providing a check,
however rudimentary, on other branches of
government is lost with purely private enforce-
ment of private rules.

In sum, private enforcement of private
rules in Russia has emerged as a market re-
sponse to the failure of the state to provide
and enforce its own rules, largely because of
very weak incentives in the government to
provide law and order. This private mecha-
nism has the advantage that both the disputing
parties and the enforcers have economic in-
centives to pursue enforcement. Yet it also
has the major disadvantage that private rules
are often different for different enforcers, in-
sufficiently well known, and not legitimate
enough for business people to rely on them
in structuring their transactions. The result is
that the legal system is viewed as a failure,
and a lot of trade and production simply does
not take place.

A common recommendation to address this
problem, in line with the traditional econo-
mists’ view that laws should be publicly en-
forced (Douglass North, 1981), is to beef up



