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Motivation

A just and functioning legal system has long been perceived as a key
building-block of economic prosperity (Smith, 1776; North, 1986;
Besley and Persson, 2011)

Ideally, the judiciary should be independent from the government, to
prevent improper external influence over the courts (Hamilton, 1788;
Hayek, 1960; Buchanan, 1974)

In reality, courts are often captured, exercising local protectionism,
which could distort economic activities (Cooter, 1996; Hay et al.,1996)

Rich cross-country evidence on strong correlations between judicial
independence and economic activities (Djankov et al., 2003; La Porta
et al., 2004&:2008)

There has been relatively little rigorous evidence on the legal and
economic implications of judicial independence (Mehmood, 2022)
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This Paper

Judicial Independence - Judicial Local Protectionism in
Commercial Lawsuits - Economic Integration (inter-regional
investment flows)

Focus on China's high-stakes judicial independence reform, which
removes the local governments’ personnel and financial controls over
local courts

Compile novel admin datasets on the universes of Chinese court
judgment files (133 million) and business registration records (75
million)

Exploiting the staggered roll-out of the judicial independence reform
since 2014, we:

Estimate the judicial and economic impacts of the reform

Quantify the economic values of judicial independence
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Preview of Main Findings

Judicial independence reform reduced local protectionism in judicial
decisions: local defendants’ win rates against external plaintiffs
dropped by 7.0%

Effects especially salient for firms connected to local governments (but
not for those connected to provincial and central governments)

Results driven by changes in judges' incentives
Longer run: smaller external firms more likely to sue large local firms
Significant improvements in the quality of judicial decisions
Judicial independence reform increased external investment flows
toward local firms by 8.4%

Driven by non-local firms making new entries to serve local markets,
rather than protection-seeking formation of joint ventures

Reducing judicial local protectionism nationwide could potentially
increase China’s GDP by 1.9%
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China's Judicial System
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Commercial lawsuits are tried in the defendant’s jurisdiction

First hearing mostly happen at the county/district basic court level, with
exceptions of some large cases first heard by the prefectural intermediate courts

After first verdict, one appeal can be made to the court one level above

Civil law tradition, no jury or legally-binding precedents, so judges very powerful
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Local Protectionism in China's Judiciary

Provincial
Provincial Financial control Government
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People’s Congress
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County Financial control Government
Basic Court Personnel control County

People’s Congress
Local governments used to have great influence over the local courts, because they
control personnel and finance

President of the SPC: “Law was taken by some local officials as a tool to protect
parochial interests.”

68% of judges see local protectionism as the major cause of unfairness in judicial
decisions (SPC, 2014)

522



Judicial Independence Reform
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The 2014 judicial independence reform moved the control over local courts
personnel and finance from local govts to provincial govts
Rich qualitative evidence suggests reduced local protectionism in judicial
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decisions (Zhou, 2017; Chen, 2018; Zhang and Ginsburg, 2019; SPC, 2019)

Potential limitations:

Remaining protectionism in inter-provincial lawsuits?
More favoritism towards firms connected to prov and central govts?
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Staggered Rollout of the Judicial Independence Reform

Reform Year
No Reform
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Sources: Yearbook of Judicial Reform of Chinese Courts (2013-2020)

»

Reform started in 2014 with a few experimentation sites
By 2020, more than 70% of China's local courts have undergone the reform
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Data

Roll-out information on the judicial reform collected from judicial
yearbooks published by provincial high courts

Universe of court verdicts in China between 2014 and 2021
133 million records from China Judgment Online, run by the SPC
Our focus: over 6 million civil cases between firms

Variables: court, trial/ruling dates, judge name, plaintiff/defendant
name, trial process, claims by plaintiff, rulings, court fee obligations,

judicial reasoning, etc.
Non-compliance records with court rulings from Credit China

Universe of business registration records from 1978 to 2021

More than 75 million records from Tianyancha, a comprehensive
database on Chinese firms, licensed by the People's Bank of China

Variables: location, year of est., registered capital, industry,
employment, shareholders/changes in shareholders, patents, etc.
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Empirical Analysis

We investigate how the judicial independence reform impacted judicial
decisions for civil lawsuits between local and non-local firms:
L1
Yie = BairTic +ac + Ai + [
T
Yit: average win rate for local defendant in court i in semi-year t

Tit:= 1 if, at time t, T semi-years have passed since court i
experienced the reform

O¢: semi-year fixed effects
Ai: court fixed effects

SE clustered at the court level
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Event Studies

Defendant's Win Rate
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After reform, local firms less likely to win in lawsuits against non-local firms
Account for heterogeneous effects following Sun & Abraham (2021)
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DiD Estimates

All Cases Intra-Province Inter-Province
(€)) (@) (©)
Post Reform -0.031*+* -0.044%** -0.023***
(0.005) (0.006) (0.006)
Mean of Outcome 0.44 0.40 0.47
Court FE Y Y Y
Seimi-year FE Y Y Y
Observations 46,907 43,472 38,408
R-Squared 0.212 0.185 0.198

After reform, local rms' average win rate dropped by 3.1 percentag
points (7.0%) in civil lawsuits against non-local rms

Local protectionism might still exist in inter-provincial lawsuits

No evidence for potential side e ects of reform:
No change in win rates for rms connected to provincial/central govt

No change in trial speed
No change in enforcement rate
No evidence for repercussions for judges
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Heterogeneity: Firms w/ Political Connections

Political connection proxied by winning government contracts before

Baseline results more salient for rms connected to local govts, no treatme
e ects for rms connected to prov/central govts

Similar patterns for private rms vs. local SOEs vs. provincial/central SOE
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Intensive and Extensive Margin E ects

The reform could have both extensive and intensive margin impacts on
judicial process:

Intensive margin: Conditional on the same composition of cases,
decisions made by courts could also change

Judges could face less pressure to favor local rms in judicial decisio
Extensive margin: Non-local rms could change their \bars" for
bringing up lawsuits against local rms

The composition of rms in civil lawsuits might change
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Intensive Margin

Local Defendant's Win Rate

® &)

Post Reform -0.071*** -0.080***
(0.017) (0.021)
Mean of Outcome 0.45 0.45
Court FE Y N
Seimi-year FE Y Y
Judge FE N Y
Observations 38,875 32,244
R-Squared 0.209 0.495

Focusing on the subset of cases that were led within 6 months
before the reform, and compare the ones that reached verdicts befc
vs. after the reform

Holding the composition of cases constant, we see a larger treatmen
e ect than baseline
Results robust even after controlling for judge xed e ects
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Extensive Margin

Non-local rms more willing to sue local rms after reform
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Composition of Firms in Civil Lawsuits

Regis. Capital (Million) # of Employees Age
Plainti Defendant Plainti Defendant Plainti Defendant
(@) (©) 4) () (6) )
Post Reform -8.786%+* 8.796*** -115.759** 82.697*** -0.954%** 0.555%**
(2.200) (1.600) (56.649) (28.131) (0.085) (0.077)
Mean of Outcome 86.09 79.80 590.95 508.33 9.36 9.97
Court FE Y Y Y Y Y Y
Seimi-year FE Y Y Y Y Y Y
Observations 1,064,215 1,242,824 602,175 758,559 1,255,078 1,534,28
R-Squared 0.047 0.043 0.066 0.043 0.067 0.068

After the reform, smaller non-local rms are more likely to sue largel
local rms

Might bias our baseline estimates downward: consistent with the fas
that the intensive margin results are larger than the baseline results
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Quality of Judicial Decisions

A. Appeal Rate B. Evidence Examination

External plainti less likely to appeal
No change for local defendant

More likely to approve external plainti 's request to examine evidenc
No change for local defendant
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Quality of Judicial Decisions

A. Length of judicial Reasoning B. Discretionary Codes

Court verdict provides more detailed judicial reasoning

Court verdict less likely to cite discretionary codes
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Economic Impacts: Inter-County Investment

A. Number of Investment (log) B. Amount of Investment (log)

We identify cross-county investments from changes in business
ownership info, and aggregate at the county-year level

After a county carries out the judicial independence reform, local
rms receive more external investments
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Substituting industries v.s. Complementary industries

Figure: # of investment (log) Figure: Amount of Investment (log)

Consistent with Coase (1937), in the presence of a reduction in
transaction costs, the non-local rms:

Increase operations in the local markets
Decrease mergers with trading partners
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Welfare Implications

We rationalize the investment response using a Melitz-style model
inter-regional investment decisions

Model suggests that the investment response is a su cient statistic
for changes in total economic surplus

Back-of-envelope calculation shows the judicial reform increases th
ow of cross-county entrepreneurial investments 822 billion
annually; long-run e ect of national roll-out can increase GDP by
1.9%
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Conclusion

Judicial independence reduces judicial local protectionism

When local courts become more independent from local government
they rule less favorably toward local rms in inter-regional lawsuits

Driven by changes in judges' incentives, particularly salient for
politically connected local defendants

Encouraging small external rms to sue large local rms

Signi cant improvements in judicial quality

Reduced judicial local protectionism leads to economic integration

Firms in reformed regions receive more investments from outside

Reducing judicial local protectionism nationwide could increase
economic surplus by more than 1.9% of China's GDP
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Judicial Independence in China

China is an important setting to study this question because:

For the most part of China's reform era, local courts' nance and
personnel were both controlled by corresponding local governments

President of the Supreme People's Court (SPAUaw was taken by
some local o cials as a tool to protect parochial interests.”

Since 2014, the SPC has been rolling out a high-stakes judicial
independence reform, removing the local governments' personnel a
nancial controls over local courts

The reform\brought China's judicial independence to an
unprecedented level{Zhang and Ginsburg, 2018)

The size of the Chinese economy means that economic integration

the lack thereof due to local judicial protectionism) would likely have
profound welfare consequences
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Contributions to the Literature

Legal capacity and development (Smith, 1776; Hamilton, 1788;
Hayek, 1960; Buchanan, 1974; North, 1986; Glaeser and Shleifer,
2002; La Porta et al., 2004&2008; Besley and Persson, 2011)

Existing literature mostly focuses on courts' speed, rather than fairne:
in processing cases (Chemin, 2009; Visaria, 2009; Ponticelli and
Alencar 2016; Boehm and Ober eld, 2020; Rao, 2021)

We study the legal and economic implications of judicial independent
(Mehmood, 2022)

Local protectionism and economic integration (Young, 2000; Nunn,
2007; Donaldson, 2015; Barwick et al., 2021)

We add to the literature by documenting judicial capture as an
important source of local protectionism and market fragmentation
Chinese political economic institutions (Montinola et al., 1995; Qian

and Weingast, 1997; Xu, 2011)

Existing research focuses on the tension between political centralizat
and economic decentralization, we add judiciaries to the picture
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Anecdotal Evidence for Judicial Local Protectionism

Large Chinese IT companies are known for their notoriously high wi
rates at their home courts
Stark contrast with their win rates at away courts
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Court Verdict Data Quality Check
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Court Verdict Data Quality Check

Missing Rate Missing Rate
1) (2)

Post Reform 0.017 0.017

(0.026) (0.029)
Mean of Outcome 0.21 0.21
Province FE Y Y
Year FE Y Y
Standard Errors Heteroscedasticity-consistent Clustered at Province
Observations 217 217
R-Squared 0.817 0.817
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Measuring Judicial Outcome

To measure local protectionism, we need to quantify the extent to
which local rms are \winning" in civil lawsuits

Following the law literature, we proxy for each party's win rate using
its obligations of court fees

Civil practice rule: the court fees shall be paid by the losing party
Applies to both a partial win/lose and a full win/lose

If the court supports x% of your standing, then you pays 1-x% of the
court fees.

CourtFee

WinRatg =1
8 CourtFeg + CourtFeg
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An Example of Court Judgment
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Reform Expansion and Local Defendant's Win Rate

We calculate the di erence in local defendants' win rate between eventuall
reformed and non-reformed courts, and plot it against reform roll-out
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