A Political Economy of Legal Investor Protection
and Financial Development Trap

Abstract “Politics decides law; Law decides finance;, Then, politics decides finance.
However, finance also decides politics.”

This paper offers a model of financial development in which legal investor
protection is endogenously determined through a political process. Investor protection
helps contract enforcement, promotes external finance, and facilitates entrepreneurial
activity. However, the benefits of protection differ across agents. Rich capitalists
(incumbent firms) are able to undertake investment projects irrespective of protection
since they can resort to internal finance. Moreover, to lessen competition, they prefer
weak protection which excludes poor entrepreneurs (entrants) from financial markets.
Meanwhile, workers as wage-earners basically have little interest in protection. As a
result, a political alliance of capitalists and workers may emerge, which chooses weak
protection as a political equilibrium. In this equilibrium, entrepreneurs are unable to
undertake projects since they must rely on external finance. However, there may be a
coordination problem. If entrepreneurs can undertake projects, the resultant increase in
the labor demand raises wages, which benefits workers. This may generate an
alternative political alliance of entrepreneurs and workers in favor of strong protection,
which actually enables entrepreneurs to undertake projects. Hence, the politics of
investor protection may exhibit multiple equilibria, which can provide a potential
explanation for the variation in the level of investor protection across countries.

The novelty of the present analysis is that political forces at work are purely
driven by economic interests, but are not affected by ideology, culture, and even history.
Put differently, the “political” preference for investor protection of each country is an
endogenous variable solely reflecting “economic” preferences of its constituencies and,
as an important consequence of this, the “political” preference need not be stable, but
can change. In this point, the explanation of the present paper departs from the
structural explanations in previous “law and finance” literature, i.e., the explanation
that the international variation in the level of investor protection reflects the difference
in political ideologies (Liberal democracy vs. Social democracy) and the explanation that
it reflects the difference in legal origins (Common law tradition vs. Civil law tradition)

which have been historically locked in the current law systems.
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