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This paper investigates relationships between legal reforms intended to cre-
ate a market-friendly regulatory business environment and their impact on
economic and financial outcomes in Southeast Europe (SEE) transition econ-
omies. We started from the hypothesis that legal reforms in SEE countries in
transition were supposed to contribute to their significant economic growth.
However, several factors have had negatives influence to legal reforms, and
reduce their expected positive impact on economic outcomes in SEE. We
identified the dominant factors which have negative influence: socialist her-

itage, unsatisfactory application of legal regulations, and corruption. We esti-
mate fixed-effects panel regressions to analyse the relationship between
changes in legal rules and regulations and changes in the real economy and
determine the functional dependence between changes in economic effects
and above mentioned factors of influence. Our findings point to that selected
factors reduced systematic effects of legal rules and regulations on economic
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INTRODUCTION

Today, it is widely accepted in both the academic and legislative spheres that legal reforms aimed at
creating a market-friendly regulatory environment are key to economic growth. The opinion that law is im-
portant, that is, that legal reforms can make a difference in improving the economic performance of coun-
tries, is expressed in numerous scientific works. Several works (La Porta et al., 1998, 2004) show that
countries whose legal systems provide stronger protection of the rights of investors and creditors (usually
common law countries) have more developed financial markets and more dynamic market economies. The
conclusion reached by many scientists is that legal reforms aimed at improving the protection of the rights
of investors and creditors should lead to financial development, and therefore economic growth. All of the
above has been proven in developed countries. However, the subject of research in this paper is the situ-
ation in SEE countries, what is the impact of legal system reforms on economic results. The data show that
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the economic results of the SEE countries are very unsatisfactory and they are far from expected. The
economic decline of these countries has been drastic since the beginning of the transition that began in
the 90s, and the GDP of 1990 was only reached after 15 years. We believe that the main cause of this is
right on the slow change in the legal system, and this raises the question of why this is so? Economic
effects in these countries measured by economic growth rates in the period 1996-2019 are given in table
1, with descriptive statistics in table 2.

Table 1. Average annual GDP growth rate (in %) in the period 1996-2019.

Country | 1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007
Alb. 9,1 70180 | 73 |78 | 7,3 |29 | 57 |59 |55 |50 6,0
B&H |86,0 | 37,0 100|100 | 55 | 43 | 53 | 40 | 58 | 50 |62 6,8
MON. 59 | 63 | 19 |-157| 50 | 55 | 43 | 24 | 88 | 47 | 86 | 10,3
Ser. 59 | 63 | 19 |-157| 50 | 55 | 43 | 24 | 88 | 47 | 52 | 6,9
N.Mak.| 1,2 | 1,4 | 34 | 43 | 45 | 45109 | 28 | 41 | 41 | 40 | 59
Country | 2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015 | 2016 | 2017 | 2018 | 2019
Alb. 65 122 |30 |40 |16 | 14 | 14 | 19 | 13 2 2 1,4
B&H | 54 |-34 |05 20 |-05 | 15 | 20 3 29 [ 31 ] 38 | 06
MON. | 69 |-53[-05]| 25 |-25 |33 |18 | 34 | 29 4 49 | 41
Ser. 55 1-30| 20 | 30 |-16 | 15 | 2,0 | 1,8 | 3,3 2 4 1,9
N.Mac.| 48 |-0,7 | 20 | 28 | 08 | 14,7 | 22 |47 | 21 |11 | 29 | 32

Source: 1) Transition Report Update, p. 17; 2) Statistical Yearbook of Yugoslavia, 2001. 3) www. imf,org, 4) M.
Draskovic, R. Jovovic & V. Draskovic, 2021.

Table 2. Descriptive statistics of economic effects (GDP growth rate (in %) in the period 1996-2019.

Range Minimum | Maximum Mean S.t d'. Variance
Deviation
Statistic Statistic Statistic Statistic Std. Error Statistic Statistic
Rate of Growth 26,00 -15,70 10,30 3,2513 ,36375 3,96809 15,746

Source: author's calculation

It is noticeable that the economic results are very modest, as shown by the average growth rate 3,25%
over the period 1996-2019. The following countries were taken for the analysis: Montenegro (MN), Serbia
(SER), Bosnia and Herzegovina (B&H), Albania (AL) and North Macedonia (NM).

The purpose of this paper is to identify and explain factors in the legal system (and its environment)
of SEE countries that have a limiting effect on the outcomes of economic development that is not at the
achieved level, as planned in the transition strategies of those countries. In doing so, we first examine the
literature on the impact of legal system reforms in developed economies to confirm our starting assump-
tion that a high-quality legal system is the main condition for economic progress. Then the situation in SEE
countries is investigated. The evidence seems to indicate that there has been a serious lag in the imple-
mentation of new legal solutions in the following areas: the law on books measured by indices of the
strength of creditor rights and investor protection, the depth of credit information, and the regulatory bur-
den for starting a business, property registration. Obtaining building permits, paying taxes and cross-border
trade. After that, the factors that dominantly influenced it are identified, using estimate fixed-effects panel
regressions to analyse the relationship between changes in factors influencing legal rules and regulations
and changes in the real economy.
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1. LITERATURE REVIEW

Interest in legal institutions and their influence on economic dynamics has a long history, dating back
to the 17th century. Questions about the connections between legal frameworks and economic systems
go back to the works of Adam Smith or Jeremy Bentham. More serious interest in this relationship begin
with the works of J. R. Commons (1924) and other institutionalist economists (for ex. J. M. Clark (1926)).
Nevertheless, consideration of that relationship came to the forefront in the work of D. North (1990) and
with the expansion of the paradigm of the new institutional economy. The dilemma about the economic
importance of institutions, which was present for a long time, was eliminated. B. Cross (2002) considers
institutions central to economic dynamics and performance, pointing to the role of property rights, as a
tool for securing transactions, extending agents' waiting periods, and appropriating investment returns. H.
De Soto (2005) shows that the decline of the shadow economy and the growth of economic activity with
regular business increase the accumulation of capital and provide the basis for getting out of poverty in
the Third World.

The above mentioned authors and many others develop in-depth analyses of legal and political insti-
tutions, from various angles of their impact on economic performance. In the analyses of the determinants
of institutional arrangements (Wei, et al., 2021), many authors after 1990 tend to distance themselves
from F Hayek (the theory of natural selection of efficient institutions). The research perspective is broad-
ened and the consequences of different institutional configurations related to legal systems are analysed
not only qualitatively but also quantitatively. Different areas are treated, first of all, financial market law,
company law and banking regulations. Several authors (La Porta et al., Vishni, 1997; Levine, 1999) place
law regulations as decisive factors in the development of efficient capital markets. New areas are also
being explored: judicial organization, regulation of dismissal, separation of executive, legislative and judi-
cial powers, political institutions, the Constitution, etc. Legal systems (Anglo-American-common law, Ro-
mano-Germanic-civil law) are analysed from the aspect of quantitative measurement of legal institutions,
whereby in the Anglo-Saxon legal system macroeconomic indicators are more appropriate for that meas-
urement and economic analysis of the impact of legal regulations to economic results.

The indicator method has become common both in academic circles and in multilateral institutions,
above all the World Bank, which entrusted its subsidiary, the International Finance Corporation, with re-
sponsibility for a program to measure and evaluate the legal systems of almost 150 countries: the Doing
Business program, inspired by the work and method of R. Djankova, F. La Porte, L Lopez-de-Silanes and A.
Shleifer. The OECD has also developed, in the more limited area of labour market regulation, a synthetic
indicator called "Employment Protection Law" (EPL). Within this work dedicated to legal systems and insti-
tutions, a more detailed examination allows distinguishing several approaches:

— first, those that focus on indicators of the rule of law, defined in relation to several institutions
involved in public administration, and consider the relationship between the rule of law and growth,

— then those related to families of laws, those from common law and civil law in particular, and
consider the impact on growth, investment or economic financing systems,

— finally those that measure the performance of the legal systems themselves, by going to a very
fine level of detail in the study of legal systems or labour market regulation.

The conceptual framework for analysing the relationship between the law and the economy is most
often based on behavioural models inspired by rational choice theory. The focus of the analysis is on the
effectiveness of legal arrangements involving rational individuals focused on their individual interests. So-
cial norms, habits, customs have also been researched in the literature - social norms that are defined as
rules that do not originate from state institutions and are not imposed by legal sanctions (Posner 1997,
1998). The role of social norms was also investigated by R.C. Sunstein (1997) and R. Cooter (2002). An
important point is that social norms are often seen as "substitutes for law" (McAdams, Rasmussen, 2005).

Some works in the field of law and economics therefore explain good or bad growth performance by
the adoption of different legal systems, especially that of civil law and that of so-called customary law. R.
La Porta et al. (2008) therefore underline that legal systems can be quantified and synthesized in indica-
tors that would show that common law is more efficient, more favourable to the market, private contracts
and growth than civil law, which would be more formalistic, slower, dependent on governments and less
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fair. Colonized countries often adopted the legal systems of the colonizers, and this different "legal origin"
would explain differences in growth in developing countries (Sindzingre, 2007).

SEE countries are undergoing a transition to a market economy and simultaneous drastic reforms to
which their economic and legal systems are undergoing. The effectiveness of institutions depends on how
they are designed, taking into account the characteristics of the environment (for example, the availability
of public funds, or the level of corruption). The examples of privatization and liberalization reforms in SEE
countries have shown that it is easy to transfer legal systems "on paper", but that the problem of their
implementation remains, due to limited resources, corruption of the institutions in charge of this applica-
tion and the weakness of regulatory agencies.

A key problem in SEE countries is the large number of unforeseen situations that affect contracts and
the resulting transaction costs; many actions specified in the contracts cannot be verified, nor be the sub-
ject of the contract, thus bribery, lying, concealing (Laffrot, 2001). J.J. Laffont therefore seeks to under-
stand whether formal legal systems can solve these specific issues, in particular whether the application
of the legal obligation of a contract ("legal enforcement") can solve the problems of asymmetric information
(namely, the very high costs of solving these problems), in the context limited public resources, all of which
characterize developing countries. For J,J. Laffont (Ibid.), the more corrupt a country is, the lower the level
of respect ("enforcement").

The literature on development economics often realises corruption as an essential determinant of the
impact of the introduction of legal systems in developing countries. Many works highlight the "poverty
traps" caused by "corruption equilibria" (Shkolnyk et al., 2020; Jovovic, 2021) and the inability of legal or
economic incentives (for example, higher wages) to modify these generalized corruption equilibria once
they have stabilized (Besley and McLaren, 1993; Van Rijckeghem and Weder, 1997).

Researching the extensive literature and practices of the transition countries of the SEE, we have
identified the key factors that inhibit the establishment of a legal system in transition countries that would
enable greater economic effects in accordance with the resources these countries possess. These are the
following factors: historical legacy (path dependence), unbuilt formal institutions, and corruption. They are
discussed in the next section.

3. METHODOLOGY

3.1 The model

As above mentioned, we defined the independent variables starting from appropriate theoretical re-
search and practical insights related to the key issues of the transition of the SEE countries. The key re-
search question is how the selected factors (independent variables) affect the dependent variable / eco-
nomic development (Y). The independent variables are:

— historical legacy of socialism(path dependence (X1)
— undeveloped formal institutions (X2), and
— corruption (X3).

Historical legacy of socialism. We found that the historical heritage is a very complex factor that affects
the change of the legal system. Many authors confirm this (e.g. M. Dzunic & N. Golubovic, 2018; Lj. Madzar,
2000; V. Draskovic, 2014; 2018, 2021; J. Kornai, 2006; M. Draskovic, M. Delibasic, & V. Draskovic, 2019;
V. Draskovic, R. Jovovic & J. Rychlik, 2020; M. Draskovic, R. Jovovic & V. Draskovic, 2021; M. Draskovic,
M., Delibasic, & V. Draskovic, 2021; V. Draskovic, R. Jovovic, M. Delibasic & A. Sherstobitova, 2021). It is
woven from many layers of historical processes. |. Berend (2000) rightly points out that SEE countries are
not in a position to simply discard unpleasant and unsuccessful episodes in the development of the last
half century and "return to normal".

According to G. Ekiert and D. Ziblatt (2013), it is the basis for understanding the goals of the transition
in the SEE countries, because obviously the choice in the transition is strongly related to the patterns of
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the past. We believe that the results of socialism cannot be ignored, and it is logical that it left deep traces,
which we have listed above. M. Draskovic et al. (2019; 2021; 2021a) rightly believes that socialism cer-
tainly represents a temporary deviation from the long-term political process and economic changes within
Europe.

Thus, SEE countries are faced with historical legacies, limitations, a set of habits and cognitive frame-
works inherited from the socialist period, as well as social and cultural patterns that preceded socialism.
Several decades spent under the redistributive and paternalistic system certainly influenced the social
structure, behavioural patterns and culture of these countries, in the transition period. This period of ap-
parent balance and forced uniformity is punctuated by episodes of liberalization and centralization, expec-
tations of political changes and bitter disappointments, partial reforms and abandonment of reforms. All
that left lasting consequences, which shaped the democratic and economic transformation.

SEE countries inherited socialist ballasts (path dependence), the most important of which are: ineffi-
cient economic system, undeveloped property structures, redistributive behaviour, tight financial and non-
existent factor market, tendency to paternalism, underdeveloped entrepreneurial culture, socio-pathologi-
cal phenomena, high hyperinflation, the absence of political consensus, pronounced internal political and
other divisions, administrative control, the manifestation of some anachronistic behaviours characteristic
of a patriarchal society, dogmatic ideas about non-alternative development, the dominance of politics over
the economy and all areas of life and work, the institutionalization of privileges, procedural forms of dom-
ination and totalitarianism, unlimited political power, tendencies towards a soft budget policy, redistribu-
tion of factor incomes, etc.

Underdeveloped institutions. In developed countries like the US, entrepreneurs enjoy all the benefits
of good economic institutions, including securing their property rights, supportive policies for market entry,
contracts based on competition for the private sector. Entrepreneurs in SEE countries in transition, which
do not have good economic institutions, face many difficulties (Acemoglu and Robinson, 2012). They strug-
gle with asset insecurity, barriers to market entry and a two-way supply of contracts. Good economic insti-
tutions provide people with a favourable environment for saving, learning, innovating and investing (Ace-
moglu and Robinson, 2012). Furthermore, a country with good economic institutions has a stable financial
system, low interest rates and a low inflation rate, a consistent macroeconomic policy, etc. This increases
investor confidence and as a result, higher investment, lower unemployment, higher income and improve-
ment in socio-economic indicators can be achieved. Furthermore, efficient allocation of resources can be
observed in a country that has good economic institutions (Acemoglu, Johnson and Robinson, 2004).
Based on the way they contribute to economic development, two types of economic institutions are distin-
guished: inclusive and extractive.

Numerous authors believe that the main development limitation in SEE countries was the slow and
insufficient pace of systemic, institutional and other civilizational changes (M. Draskovic, R. Jovovic & V.
Draskovic, 2021, ). It slowed down the convergence towards developed countries (Draskovic, 2018).

Corruption. To be fair, improving institutions in SEE countries is not enough, as there is no guarantee
that the rules will be applied correctly and consistently. A number of circumstances affect it. Corruption is
often involved in obstructing the implementation of a legal act, which increases the cost that a citizen must
bear in order to implement a legally defined procedure. It does not have to be a question of corruption
alone. Sometimes it is about avoiding responsibility, so government officials deliberately delay or multiply
the levels of decision-making. Bureaucrats often adapt the rules to their views and requirements, moti-
vated by the desire for discretionary decision-making, in accordance with man's natural desire for prestige
and power, and the interest of officials to advance in their careers.

Only the judiciary can undermine the credibility of legal rules. It is logical that credibility depends on
the characteristics of implementation, which include openness and transparency, but also on the interpre-
tation of what the legal precepts actually mean. Based on their own convictions, they know how to adapt
the rules of the judiciary to specific circumstances. Of course, if the majority of cases qualify as "specific",
the application of the same rule may generate different outcomes, which leads to the ambiguity of its
application, i.e., lack of credibility. As legislation is increasingly the result of political exchange of favours
and compromises, this issue becomes more complicated. This leads to unclear texts in the laws, and pos-
sible loopholes and inconsistencies in the law. Such practice creates a wide field for interpretation and
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complicates the relationship between the judiciary and the legislature. Judiciary and legislation were ex-
pected to evolve faster in SEE countries.

The persistence of corruption is a characteristic of many transitional states with major economic and
political changes, but also of many others (Murphy, Shleifer and Vishni, 1993). Based on the previous
analysis, we defined the appropriate research model (Figure 1).

The legacy of socialism - X1
N
Insufficient development of Level of economic develop- Corruntion
institutions > ment SEE countries €« P
Xo Y Xs

Figure 1. Research model

Source: author's creation

3.2 Data

The data panels were prepared in accordance with database of the World Bank and the National sta-
tistics. Linear regression was applied to determine the interdependence of the selected variables.

Data of five countries (Montenegro, Serbia, Bosnia and Herzegovina, North Macedonia, and Albania)
were analysed. If we view the data for the five considered countries, the observation unit i = 1,2, ... N,
where N = 120, and time periodt=1,2, .. .., T.

In our research, the dependent variable is GDP per capita. Independent variables are: presence of
socialist legacy, level of legal system and level of corruption. Thus, they can be used to analyse the eco-
nomic impact of legal system on growth in a dynamic perspective.

Primary data were collected on the basis of the following statistics:
(1) Socialistic heritage (path dependence (X1). Source: https://www.heritage.org/index/,

https://freedomhouse.org/,https//freedomhouse.org/sites/defult/2021-02/Country _and_ Terri-
tory_Ratings_and_Statuses_FIW1973-2021, scale: 1 - 10, 1 the least presence, 10-the greatest pres-
ence.

(2) Undeveloped formal institutions (X2). It is evaluated on the basis of governance indicators in the
world - government effectiveness, Source: www.govindicators.org, scale: 1-most effective, 100 least effec-
tive.

(3) Corruption (Xs). It is evaluated based on the Corruption Perception Index - (CPI); source:
https://www.transparency.org/, corruption is measured as follows: scale: 1 - the least corruption, 10 -
the greatest corruption.

The starting hypothesis is: legal reforms in transition economies are affected by specific restrictive

factors, which are specific for SEE countries, and they explained low level of economics effect SEE coun-
tries.
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4. EMPIRICAL RESULTS AND DISCUSSION

The idea is to determine the functional relationship between the dependent variable (Y): the level of
economic development, and the independent variables (X1, X2, and Xs). Our goal is to estimate the realis-
tically expected mean value of the dependent variable ¥ based on mlﬂtiple linear regression. Our task is

to determine the coefficients: bo, b1, b2 and bs, as well as to calculate Y , using the expression (1):

3
Y e»=bo; + Z b; j x;;
=

Where is/are:

(1)

i — country,
t - time,

Yi,t - mean expected value of the dependent variable;

bo1 - section on the ordinate, determined based on the input data;

b1, b2, bz - coefficients with independent variables X1, X2, X3, which in fact represent the slopes of the
corresponding lines on the abscissa.

The results obtained by analysing the data panels using linear regression and time series for the de-
pendent variable (economic development) and the independent variables are given in Table 3 and Table
4 According to the calculated coefficients (table 4), the following model was set along with the independent
variables:

Y, =17.845,38 — 202,541 X X; — 20,43 x X, — 1744,42 x X5 (2)

The average GDP per capita in observed period is 4.148 $ (SD=2029,32). To decide between fixed or
random effects, the Hausman test was done where the null hypothesis is that the model with random
effects is in relation to the fixed effects alternative (Greene, 2008). It basically tests whether unique errors
are correlated with regressors, the null hypothesis is that they are not. The Hausman test showed that a
model of data panel regression analysis with random effects can be applied.

Hausman test results.
Coefficients (b) Fixed B) random (b-B) Difference

X1 -Corruption -10.49616 -10.24512 -0.25104
chi2(1) = (b-B)'[(V_b-V_B)*(-1)](b-B)
Prob>chi2 = 0,0611

In this model, the time variable is taken into account (panel data). Simply put, the results of the as-
sumed model indicate, in the case of the SEE countries, if there is a change in some examined factor in
the model in a negative direction, the economic effects decrease, ceteris paribus. It is in accordance with
the theoretical claims and the starting hypothesis in this paper that the strengthening of the negative in-
fluence of the explanatory factors reduces the economic effects. The model is qualitative and significant,
which means that the variables have a significant influence on the dependent variable (p<0.05,
R2=0.685), as shown in table 3. What is particularly important is the knowledge that these factors explain
on a large extent the economic effects, 68% of the variation in economic effects is explained by the studied
factors.
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Table 3. Summary indicators at the model level

R R2 Adjusted R2 Standard error F
0,827 0,685 0,676 1155 102.90
Source: author's calculation
Table 4. Descriptive model statistics
Variables Arithmetic mean Standard deviation Min Max coefficients
Economic development 4148,36 2029,32 717,38 | 9367,02 17845,82
Socialist legacy 3,2414 0,76750 2,00 6,00 -202,541
Institution (level of 58,8634 15,48 36,78 | 928 20,43
achieved changes)
Level of corruption 6,7862 0,78 5,40 8,40 -1744,42

Source: author's calculation

Observed at the level of the overall model, the p-value (p=0.000) is low, while the F-statistic is high
(F=102.90), which clearly indicates the high significance of the set model. The conclusion is that in the
observed SEE countries, the selected factors significantly explain the low level of economic development

4.1 Results by countries

The analysis of the linear dependence between the dependent variable and the average values of the
independent variables shows the following: the socialist legacy variable has the greatest limiting influence
in the case of Bosnia and Herzegovina. Corruption is most prevalent in Albania. The underdevelopment of
institutions is the biggest limitation in Bosnia and Herzegovina. In general, the influence of selected factors
limiting competition is very pronounced in all countries. Based on statistical modelling, it was shown that
the mean expected values of the dependent variables by countries are: Montenegro 5.713%, Serbia

4.761%, Bosnia and Herzegovina 3.605$, Albania 3.100$ and North Macedonia 3.821%.

Table 5. Average values of variables by country

Arithmetic mean
Variables . Bosnia and . North
Montenegro Serbia Herzegovina Albania Macedonia

Economic development 5.713,96 4.761,43 3.605,14 3.100,68 3.821,54
Socialist legacy 2,80 2,93 3,89 3,31 3,18
Institution ~ (level of 41,51 58,37 75,32 60,52 55,68
achieved changes)
Corruption 6,26 6,93 6,67 7,07 6,90

Source: author's calculation
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CONCLUSION

This paper presents a theoretical and methodological framework for quantitative modelling of relation-
ships of law system and economic development in the SEE countries. For modelling purposes we used the
following: statistical analysis, linear regression method, and time series analysis.

Functional dependencies between the dependent variable and the independent variable were deter-
mined. Based on the conducted analysis, it was concluded that the restrictive effect of selected factors
(socialist heritage, institutions, corruption) on economic development in the SEE countries is high. Based
on statistical modelling, it is shown that the average expected values of the dependent variable is: Monte-
negro 5.713$%; Serbia 4.761%; Bosnia and Herzegovina 3.605$%; Albania 3.100$; North Macedonia 3.821
$. According to the above, the initial hypothesis has been fully verified. The desired level of economic
development has not been achieved due to the effects of selected factors.

From the perspective of the economic development in the SEE countries, the findings of this research
provide reliable knowledge that selected factors should be considered and its impact as perhaps the most
important in the strategy of further transition of the SEE countries. In addition to confirming the initial
hypothesis based on theoretical consideration, it has also been proven quantitatively using regression
analysis. The model explains as much as 68% of the variation of the dependent variable (R2 = 0.685). If
the countries under study strive to higher level of economic development, understanding these factors
influencing economic effects is valuable knowledge.

Despite some limitations, this research makes a significant contribution. First, it fills the gap of lack of
research in this area. Second, an analysis of influencing factors is given with new findings from the previous
research. Third, it provides a theoretical framework for further research.

Further research should be conducted with the focus on deeper research related to independent var-
iables. There are significant internal reserves for improvement in order to achieve a higher level economic
effects in the SEE countries. From the perspective of improving economic effects, this research findings
support the decision-making on the course of action, that when setting a good development strategy, the
selected factors and its impact should be considered extremely important.

We propose the following three important policy implications for moving forward towards good govern-
ance reforms in SEE countries in order achieve higher economic effects: the stringent regulatory policies,
autonomous judicial decisions, the self-governing rule of law, and timely decisions of the cases are the
ultimate solutions to support combat for sustainable development these countries.
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