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DoesCourt Speed Shape Economic Activity? Evidence
from a Court Reform in India

Matthieu Chemin*
McGill University

This article investigates the impact of quick courts on firms’ contracting
behavior and economic performance. In 2002, the Code of Civil Procedure
Amendment Act was enacted in India to facilitate speedy disposal of civil
suits. Some State High Courts had already enacted some of the amendments
contained in this reform a long time ago. This spatial variation in the reform’s
implementation is used to identify the effect of court speed on firms’ behavior.
Using data on small firms, | find that the reform led to fewer breaches of
contract, encouraged investment, and facilitated access to finance. (JEL KO,
K12, K40, K42,012, O17, L14, D23, C72)

1. Introduction
Slow court$ may significantly influence the contracting behavior of firms.
First, incentives to cooperate in a contractual agreement may weaken becausg
slower courts make the discounted value of punishment from deviation lower. &
Second, incentives to invest might decrease if there is a possibility of postcon—‘§
tractual opportunistic behavior by a firm’s partner once the investment costs =
are sunk (Klein et al. 1978). Third, slow enforcement increases the opportunis- §
tic behavior of borrowers; creditors might respond to this strategic behavior by <
reducing the availability of credit (Jappelli et al. 2005). However, individuals
often find ways of altering the terms of their formal and informal contracts
to avoid the adverse effects of weak contracting institutigke(moglu and
Johnson 2005). Thus, the magnitude of the impact of slow courts on economic
outcomes is an empirical matter.
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1. In India, it takes an average of 2 years to dispose of any case (author’s calculation). Data
from 2000 indicated that there were 3.1 million cases pending in High Courts and 20 million in
subordinate courts. Extreme examples of judicial slowness refer to cases taking 47 years to be
resolved by which time the plaintiff had died.
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This article provides new evidence on the impact of slow courts on eco-
nomic performance using a unique data set assembled after a major Indian
court reform implemented in 2002. The existing literature does not provide a
clear assessment of the empirical effects of slow courts on economic activity
because it is hard to find a source of variation in court speed that would help
to identify the impact on firms’ behavior. The Indian court reform studied in
this article (subsequently called the 2002 Amendment Act) seeks to simplify
and shorten the procedural handling of court cases as specified in the Code of
Civil Procedure. It is composed of 88 Code amendments all of which have
been carefully examined and classified in this article. Several amendments
had previously been implemented at the state level due to the states’ rights to
locally amend the Code of Civil Procedure. Thus, cross-state variation in
reform implementation can be used to isolate the impact of the courts on
economic activity. The cross-state variation in reform implementation is
related to the contracting behavior of more than 627,000 small nonagricultural
firms measured in detail in four rounds of India’s National Sample Survey
(2000, 2001, 2002, and 2005). A difference-in-differences approach allows a
comparison of outcomes of both courts and firms prior to and after 2002 in 8
states which have passed several of the 2002 Act’'s amendments, and stateg
which have not. The amendments of the 2002 Amendment Act intending to 2
simplify procedures reduced the occurrence of breach of contract, mcreasedC
investment, and reduced shortage of capital. These results are not driven by&
preexisting differential trends.

Much of the literature attempting to measure the impact of courts on eco-
nomic performance exploits spatial variation in the quality of a particular insti-
tution in order to identify its effect on economic activiflappelli et al(2005)
presented a model of the effect of judicial enforcement on credit markets and §
then test it using panel data from Italian provinces. The authors found, among (_'[g
other things, that the duration of civil trials (measured by actual duration in the ﬁ
past), as well as the stock of pending civil trials per inhabitant, were negatively =
correlated with loans granted to domestic companies and positively correlated 2.
with measures of credit constrain@ristini and Powel(2001) related differ-
ences in judicial efficiency across Argentinean provinces to the size of provin-
cial credit marketsCastelar and Cabré2001) performed a similar analysis in
Brazil. Safavian and Sharm@007) interacted country-level court efficiency
and changes in legal protections of creditors and showed that they are strong§
complements. However, it may be, for example, that provinces or states having™
generally better policies are also more likely to have efficient judiciaries. If this
is the case, judicial efficiency merely reflects better economic policies and in
itself may be insignificant in driving better economic outcomes.

In addressing these endogeneity concebjankov et al.(2003) have made
an important contribution to the study of courts. They measured judicial for-
malism in 109 countries around the world. They found judicial formalism
greater in countries with civil, rather than common, law systems and that
it is associated with a lack of consistency, honesty, and fairness in judicial
decisions. Endogeneity concerns were addressed by using legal origin as an
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instrumentfor judicial formalism. Acemoglu and Johnso(R005) used the
same data to relate judicial efficiency to economic outcomes using legal origin
as an instrumental variable. They found that contracting institutions had no im-
pact on economic performance once property rights institutions are controlled
for. This article differs fromAcemoglu and Johnsg2005) as it uses a within-
country analysis of India. By limiting myself to one country and conducting
the analysis at the firm level, | am able to control for a range of factors and
influences that cannot be as convincingly controlled for in cross-country data.
This allows me to identify the effect of court speed independently from that of
laws, legal origins, and other country-wide characteristics.

The methodology of this article is similar to the evaluation of debt recovery Y
tribunals carried out byisaria (2009). A difference-in-differences strategy é
based on two sources of variation (the monetary threshold for claims to be §
eligible for these tribunals and the staggered introduction of tribunals across &
Indian states) is used to show that the establishment of tribunals reduces delin-ga
guency in loan repayment by between 3% and 11%. This article differs from
Visaria(2009) in two ways. First, | explicitly show the link between the reform
and the increased court speed. Second, | relate the reform not only to credit ac
cess but also to other outcomes such as the occurrence of contract breache%
and investment decisions.

The main findings of this article show that one amendment of the 2002
Amendment Act, which simplified or shortened the procedural handling of
court cases, decreased the number of cases pending per judge by 676 in th&
Lower Courts. This decrease represents half of a workload for a judge and in- &
dicates that the reform was successful in reducing case backlog. An addmonalZ
amendment decreased the probability of experiencing a breach of contract by—-
1.4% points, increased the probability of investing in plant and machinery as- §
sets (as well as transport, equipment, tools, and other fixed assets) by 0.3%3
points, and decreased the probability to experience shortage of capital by 4%
points.

The structure of this article is as follows: Sectidrexplores the channels
through which court speed affects firms’ economic performance. Se8tion
describes the 2002 Amendment Act, and Seclialetails the article’s identi-
fication strategy and the empirical model used. Sediprovides background
on the data used, whereas Secttoexposes results pertaining to court speed
and firms’ behavior. Sectionconcludes.
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2. Literature Survey
In this section, the theoretical literature on the potential impact of slow courts
on firms’ contracting behavior is briefly summarized. Three possible mecha-
nisms are described: breaches of contract, investment decisions, and access
to credit markets. As India’s National Sample Surveys contains detailed firm-
level information on these three mechanisms, their empirical relevance will be
tested in the empirical section.
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2.1 Breaches of Contract
Theideal court system instantly resolves a dispute among two neighbors by
a third. In this system, deferred exchanges are made possible, as the rapid
enforceability of the contract through the court system encourages cooperation
among people. The probability of harsh and immediate punishment in mone-
tary or nonmonetary terms heavily dissuades opportunistic agents to default ex
post on previous agreements and, in this way, the court may deter fraud that
might be economically more attractive in the short run.

Courts are not the only means by which to enforce contracts. The fear of
damaging one’s reputation may induce parties to adhere to contkdeits énd
Leffler 1981 Bernstein 1992Greif 1993). However, this is only true for long- 1%
term relationships or in small groupBikit 2003). Reputation mechanisms é
are less important in short-term relationships (or more generally, relationships 8
with an endgame), and in situations with a large pool of partners to choose
from. In these cases, the ideal court system still represents the best enforceme
mechanism.

Yet courts everywhere deviate from this ideal. Evidence needs to be heard, 2
adjournments may be granted, written records might be kept, claims and coun-8
terclaims must be interpreted in the context of existing precedents and laws, £
and appeals may be allowed. The procedures that dictate the functioning ofa
courts stem from a desire for uniformity of judgments across all members of
a society and to curb elite capture. However, a consequence of the uncon-2
trolled procedural proliferation is considerable delay compared to the ideal §
court systent. Slow courts lower the discounted value of punishment, thereby
weakening incentives to cooperate. In extreme cases of infinitely slow courts,
a typical prisoner’s dilemma arises in which no contract is even signed in the
first place.

The simple above comparison between the ideal instantaneous court andg
slower courts shows that quicker courts are associated with fewer breachesz
of contract. Moreover, as described in Sectibg, slow courts may have an
impact on investment.
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2.2 Investment

Considetthe case in which a firm undertakes an investment in order to supply
another with a particular asset. Adein et al. (1978) have emphasized, the
possibility of postcontractual opportunistic behavior arises. In order to induce
a supplier to invest, a firm can either write a long-term contract whose terms are
favorable to the supplier or guarantee exclusivity rights. However, once invest-
ment costs are sunk, there is an immediate incentive for the firm to renege on its
contract and capture the suppliers’ rents. Alternatively, if the search costs for
finding new suppliers are high, there is an immediate incentive for the supplier
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2. For example, in India prior to 2002, an unlimited number of adjournments could be granted
to litigants. Although clearly designed to give sufficient time to litigants, this could be abused by
defendants to indefinitely delay proceedings. As described below, this option was modified by the
2002 Amendment Act.
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to use its monopoly power to impose higher prices. These frictions may reduce
investment incentives; in such cases, vertical integration will supersede market
systems. This might be impossible with imperfect credit markets. Another way
of limiting postcontractual opportunistic behavior is through the existence of
the ideal instantaneous ideal court system described above. If deviations from
a preexisting arrangement are swiftly punished, agents would not experience
the hold-up problem. On the contrary, the low discounted value of a remote
punishment given by a slow court system does not act as a deterrent against
appropriation.

2.3 Access to Credit Markets
It is also possible that slow court systems have an impact on firms’ debt
contracts. Aslappelli et al(2005) explain:

The key function of courts in credit relationships is to force
solvent borrowers to repay when they fail to do so spontaneously.
By the same token, poor judicial enforcement increases the
opportunistic behavior of borrowers: anticipating that creditors
will not be able to recover their loans easily and cheaply via courts,
borrowers will be more tempted to default. Creditors respond to
this strategic behavior of borrowers by reducing the availability of
credit.

/Bio'sfeuinolpioxooa|lj/:dny wou) pspeojumoq

The ideal court system, by imposing higher discounted values of fines paid o
by borrowers, fosters credit supply from formal financial institutions or, more =
generally, from any anonymous lender. In contrast, slow court systems make it §
difficult for anonymous individuals to lend. In this case, in order to get access
to loans, borrowers would turn to relatives, friends, or moneylenders, which =
would reduce the information asymmetry between the two parties and allow
the lenders to better monitor borrowers’ actions.

To conclude the literature survey of this article, one expects slow court sys-
tems, as opposed to the ideal instantaneous court, to be associated with morg’
breaches of contract, less investments, and more difficulty accessing creditS
markets. Two comments may be made at this point. First, it is not obvious 15
that quick courts are high quality courts. A negative correlation between speed g
and good judgment could attenuate the mechanisms presented in this secy
tion. Second, there may be interdependencies between the three decisions. Fadb
example, firms may access financial markets to make investments, as they
know they will suffer less from breaches of contract. The empirical part of
the article addresses this concern by looking at the impact of courts on the
three outcomes of interest separately as well as jointly.
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3. Overview of the 2002 Amendment Act
This article aims to relate court speed to firms’ behavior. One cannot simply
relate the speed of courts to firms’ performance without considering the risk
that state heterogeneity might drive the results more than court speed per se.
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The2002 Amendment Act will be used as a source of variation in the speed of
courts. | will now describe this reform and then explain how spatial variation
in its cross-state implementation may be used to identify the effect of court
speed on economic activity.

India’s judicial institutions are identical across states. They operate accord-
ing to three levels: a single Supreme Court at the federal level; High Courts at
the state level; and, at lower levels, district judges for civil cases and sessions
judges for criminal cases. The Code of Civil Procedure regulates the func-
tioning of civil courts by laying down the rules according to which they are
to function. These rules may be summarized as follows: procedures for filing
civil cases, court powers to pass various orders, court fees and stamps involvecg
in filing cases, parties’ rights to cases (namely plaintiff and defendant), the
jurisdiction and parameters within which civil courts must function and spe-
cific rules for case proceedings of a case, right of appeal, review or reference.&
Data from 2000 on cases pending indicated that there were 3.1 million casesS
pending in 21 High Courts and 20 million in subordinate codiExamplesof
courts’ slowness are striking:

peoju

w

the highest court in the country, the Supreme Court, took 11
years to acquit the headmaster of a school on the charge of taking
a bribe for signing the salary arrears bill of his school. In another
case of judicial delay, the victim was former Union Law Minister,
Dr. B.R. Ambedkar. The judgement came in his lifetime but it took
47 years for the Maharashtra government to execute the decree
passed in his favour against illegal encroachment of his land by
Pakistani refugees. By then he was déad.

To remedy this situation, the Parliament of India enacted the 2002 Amend-
ment Act to the Civil procedure Code of 1908 in order to make litigation more
efficient. The reform can be summarized in five main points. First, it encour-
ages out-of-court dispute settlement. According to Section 89, a court may,
by itself, proactively refer disputes to alternative dispute resolution methods g
(arbitration, conciliation, Lok Adalats, mediation) when elements of a settle- )%
ment, acceptable to both parties in the dispute, appear to exist. Second, judiciaig
discretion in allowing unnecessary delays is restricted. The Amendment Act g
imposes mandatory time limits on plaintiffs and defendants at each stage of the
litigation. An example may be found in Section 27: “Summons to defendants. &
Where a suit has been duly instituted, a summons may be issued to the defen-
dant to appear and answer the claim and may be served in manner prescribed
on such day not beyond 30 days from the date of the institution of th& suit
The part in italics was added by the 2002 Amendment Act. Third, the 2002
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3. Law’s Delays: Arrears in Courts, 85th Report, Department-related parliamentary stand-
ing committee on Home affairs, Parliament of India, Rajya Sabtip://rajyasabha.nic.in/book2
Ireports/homeaff/85threport%20.htm.

4. Krishnamoorty, Dasuudicial Delays Indolink, editorial analysis, 2003.
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Amendment Act reduces frivolous litigation in order to increase court speed.
Order 16, Rule 16, Subrule 4 are inserted: “Verification of pleadings.-(4) The
person verifying the pleadings shall also furnish an affidavit in support of his
pleadings.” Fourth, order 26, Rule 4A states that commissions, legal officials
sent by the court to collect evidence and declarations in the field, may be sent
to interrogate any person within the local limits of a court’s jurisdiction. Prior
to the amendment, commissions were reserved for persons outside the state or
not physically able to attend the court. Fifth, adjournments are reduced. Order
17, Rules 1 and 2 state that the court shall not grant more than three adjourn-
ments to either party in the suit. Adjournments shall only be granted once the
party requesting the delay shows sufficient cause. In each adjournment, the9
court shall make an order specifying the costs assumed by the other party as &
result of the adjournment. The court may also award higher costs if it deems §
fit.

14 Po)

The 2002 Amendment Act contains 88 amendments. | examined each oneg§
and found 57 amendments that are likely to influence court speed. | coded anz
amendment as +1 if it is thought to increase court speed andlai$ it is
thought to reduce court speed. This gave me a figure of +38, which allowed
me to conclude that the Act is likely to increase court speed overall.

Figure 1 shows the number of cases pending per judge in the lower courts
between 2000 and 2006. It shows a sharp reduction in the number of case =
pending after 2002. However, this analysis cannot disentangle the Act’s effects 2
from other changes having occurred in 2002. | will now describe a particular
feature of this reform, which implies that there was some spatial variation in
its implementation.
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Figure 1. Number of Cases Pending per Judge in Lower Courts in India
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4. Identification Strategy

4.1 Description
The article’s identification strategy relies on the fact that several of the 88
amendments of the 2002 Amendment Act had been previously enacted in a
number of states. Under Section 122 of the Code of Civil Procedure, High
Courts have the power to amend the procedures laid down in Code orders. If
a given state had already enacted a particular amendment later contained in
the 2002 Amendment Act, then this particular amendment must have had no
effect in that state in 2002 compared to the rest of the country. | therefore read
every order of the Code of Civil Procedure, and verified whether it had been
amended by the 2002 Amendment Act, coded its likely impact on court speed 9
(+1 if thought to increase speed and if thought to reduce speed), and veri-
fied whether any of India’s states had previously passed the same amendmentg
The total impact of the 2002 Amendment Act for a particular state is decreased %
by one if that state had already passed an amendment that increases court spe@i
prior to 2002° A concrete example can be found in Order 26, Rule 4A. Rule
4A was added by the 2002 Amendment Act:

JUAMO

0

Commission for examination of any person resident within the
local limits of the jurisdiction of the court.-Notwithstanding any-
thing contained in these rules, any court, may in the interest of
justice or for the expeditious disposal of the case or for any other
reason, issue commission in any suit for the examination, on in-
terrogatories or otherwise, of any person resident within the local
limits of its jurisdiction, and the evidence so recorded shall be read
in evidence.”

The same amendment was passed in the state of Rajasthan in 1973, allowin
commissions to be in use for any person resident within the local limits of the
court’s jurisdiction from 1973 onward. This amendment of the 2002 Amend-
ment Act will have no impact in Rajasthan in 2002 as compared to other Indian
states.

Other amendments are less straightforward. A peculiar example is Order 20, 3
Rule 1, which describes when a judgment is to be pronounced. A court must &
pronounce judgment within 15 days from the date on which the case hearing
was concluded or 30 days in exceptional circumstances. The 2002 Amendmenl§
Act changed these two numbers to 30 and 60, respectively. This amendment™
is contrary to the objective of facilitating swift disposal of cases and, thus, is
coded as a-1. However, the states of Tamil Nadu, Pondicherry, and Andhra
Pradesh passed an amendment in 1930 specifying that no time limits are to
be imposed on courts. As the 2002 Amendment Act overrules all previous
legislation, the impact in these three states will be positive as time limits are
now imposed, whereas the impact of the reform in other states will be negative

0 sorIqIT AISEAILN (190N T /Bio'seuInolpioyxo-os)l//:dny

5. The complete example for the state of Uttar Pradesh is shown in Appendix.
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aslonger time limits are imposed. Therefore, | placed a +2 for these three states
in order to specify that the overall impact on them should be positiie 2)
as opposed to all others which received &

Another example is Order 58, Rule 1. This rule specifies the duration of
civil prison detention for a judgment-debtor, that is, a person who had to, but
did not, satisfy the decree against him. The changes resulting from the 2002
Amendment Act are noted in parentheses and were made to adjust for the de-
preciation of the Rupee. The judgment-debtor is to be detained for no more
than 3 months if the decree requires him or her to pay a sum of money exceed-
ing 1000 Rs. (5000). He or she shall be detained for no more than 6 weeks
if the decree requires him or her to pay a sum of money between 500 (2000)
and 1000 Rs. (5000). Thus, after the 2002 Amendment Act, some judgment-
debtors who would have gone to civil prison under the previous code were
no longer required to do so. This encourages judgment-debtors to delay pay-
ment of decrees since they will not be sent to prison for doing so; therefore,
| coded this amendment asdl. However, the state of West Bengal enacted
an amendment in 1967 that was harsher: a judgment-debtor is to be detained
for 6 months if his or her payment decree exceeds the sum of 50 Rs. and 68
weeks in other cases. As the 2002 Amendment Act overrules previous amend-£,
ments, its impact in West Bengal will be even more negative than in the rest g
of the country, which had softer laws. | therefore addedlato West Bengal
compared to the other states. :

These three examples provide a sense of the spatial variation in the impactg
of the 2002 Amendment Act. Figur2 shows the cumulative impact of the
amendments already adopted by each State prior to the 2002 Amendment Act>
An amendment was coded as +11 if it increases (decreases) court speed. =
Figure 3 illustrates the identification strategy by showing the same graph for §
hypothetical States 1 and 2. State 1 had previously implemented some of theg
amendments that are part of the 2002 Amendment Act as opposed to States
2 that had not implemented any prior amendments. This figure shows that, &
therefore, the impact of the 2002 Amendment Act will be lower for State 1 than
for State 2. Figurd depicts the hypothetical evolution of a particular outcome
of interest (e.g., the number of cases pending per judge) for States 1 and 2.3
Outcomes are not expected to be similar before the reform. Indeed, State 12
enacted amendments likely to have increased court speed. Though State 1 ma
be systematically different from State 2, the 2002 Amendment Act overrules §
past litigation, so that the reform should equalize their outcomes. It is therefore ™
possible to isolate the causal impact of the reform by comparing outcomes for
States 1 and 2 before and after the reform. The systematic difference between
both states is taken into account if the outcome of State 1 is differenced before
and after the reform. It is also possible to disentangle the effect of the reform
from any coincidental change by differencing between States 1 and 2 after the
reform (and before) as both evolve in the same macroeconomic context.

Figure5 shows the time distribution of the previously enacted amendments.
One may note that the previously enacted amendments were, on average, passed
in 1969 (standard error of 17 years), and that the last state amendment was
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Figure 2. Earlier Adoption of Amendments that Appeared in the 2002 Amendment Act .
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implemented in 1994. Thus, these amendments can be considered as predet
mined. In other words, the previously enacted amendments were potentially
responsive to economic and political conditions of the time, but have no influ-
ence on the evolution of court speed in 2002, with the exception of attenuating
the impact of the 2002 Amendment Act.

Ilustration of the identification strategy

Likely impact
on speed

38+ \ \
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(Total impact
for state 1 \Total impact
>of the reform
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S 2002 Year

Figure 3. lllustration of the Identification Strategy
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Outcome for state 1 and 2

Outcome (cases
pending per judge)

-
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Year

2002
Figure 4. Outcome for State 1 and 2

4.2 Empirical Model
To explore the impact of the judiciary on firms’ behavior, | use four waves
of India’s National Sample Survey (2000, 2001, 2002, and 2005), focusing
on small nonagricultural firms. Regressions of the following form are then
performed:

Yijst = as+ Pt +v12002 AmendmentAgt Year 200%
+7v22002 AmendmentAgt Year 2002
+732002 AmendmentAgi Year 2001+ 5xst + $dj + &ijst, Q)

wherei corresponds to the firng to the Statet to time, andj the sector of

the firm. The variablgjis; represents the outcome variable of interest, which
will successively be dichotomous variables for the firm’s experience of breach
of contract, investment, and access to financial markets. Simple probit re-
gressions are usédHowever, there may be interdependencies between the
three decisions. Thus, multivariate probit regressions are also used to take
into account the potential relations between these variddlés. specification
includes State fixed effectad) and year fixed effect$().

The variable 2002 Amendment Ads the net impact of the 2002 Amend-
ment Act after taking into account the fact that a number of states had previ-
ously enacted some of the amendments in the past. Therefore, this
variable varies by state. It is interacted with Year 20@bdichotomous vari-
able equal to 1 if the year of observation is 2005, 0 otherwise. The coefficient

AisleAIUN (119N T /Bio'sfeulnolpioxoos|(//:dny wouy pepeojumoq
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6. Rather than reporting coefficients, | report the change in the probability for an infinitesimal
change in each independent variable at the mean.

7. A multivariate probit model is used to estimate the three equations probit model, by the
method of maximum simulated likelihood. This method allows for nonzero off-diagonal terms
in the variance-covariance matrix of the cross-equation error terms. Results are available upon
request.
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Distribution of the amendments already enacted

T T T T
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Figure 5. Distribution Over Time of the Amendments Already Enacted

v1 thus measures the long-term impact of the reform in 2005. The variable
2002 Amendment Agtis also interacted with Year 20Q2 dichotomous vari-
able equal to 1 if the year of observation is 2002, 0 otherwise. The coefficient
v2 measures the short-term impact of the reform, enacted in March 2002.

The empirical model is thus a difference-in-differences estimator that con-
trols for time-constant unobserved state heterogeneity, by comparing states lesa
influenced by the 2002 Amendment Act to the other states, before and after theo
reform. However, it does not control for time-varying unobserved state hetero-
geneity. It, thus, relies on the “common time effects” assumption: “treated”
and “untreated” states must evolve in a similar fashion for the difference-
in-differences estimator to isolate the causal impact of the reform.

However, it is not obvious that this assumption has been met as the statest:
that implemented the previous amendments on their own are most likely on a g
different time path than the states that had to have a national-level amendmen®®
act imposed upon them. One may also hypothesize the direction of the bias:
according to the following scenario. It is possible that the states that adopted =
earlier amendments did so because they observed an increase in cases pendiri)
in the court system and perceived adverse consequences for firms (in terms of§
increased breaches of contract, reduced investment, and diminished access t&
credit markets). Let us now assume that the 2002 Amendment Act and any
amendment to the Code of Civil Procedure have no effect on the speed of
courts, thus on firms’ behavior. In this case, the number of cases pending,
and the adverse consequences for firms, kept increasing over time in these
states. The 2002 Amendment Act would have no effect on the speed of courts’
and firms’ behavior in 2002, but a regression would still measure an impact
since the time trend implies that states with a low number of 2002 amendments
(due to their many past amendments) have more cases pending and adverse
consequences for firms in 2002 than in 2001.

/Bio'sfeuinolpioxooa|lj/:dny wou) pspeojumoq
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This article addresses this concern by performing a falsification exercise.
According to the preceding scenario, there should also be more cases pend-
ing and adverse consequences for firms in 2001 than in 2000, in the states
with a low number of 2002 amendments. Thus, one may perform a similar
difference-in-difference analysis 1 year prior to 2002. A significant difference-
in-differences estimator in 2001 casts doubts on the validity of the approach
as there should be no impact of the 2002 Amendment Act before it is imple-
mented. This article systematically tests for the presence of differing state time
trends by evaluating the impact of the reform one period before it is imple-
mented. 2002 Amendment Ads thus interacted with Year 20Q1a dichoto-
mous variable equal to 1 if the year of observation is 2001, O otherwise. If the
coefficientys is statistically significant, this would mean that the 2002 Amend-
ment Act has an impact before the reform is implemented, pointing to the
presence of differing state time trends, and violating the common time effects
assumption.

State-level controlsxg) are included to control for coincidental changes
in factors that could influence firms’ behavior. The main alternative dispute
resolution mechanism is the Lok Adalat (people’s couttSherefore,l in-
clude the per capita number of cases disposed by Lok Adalats at the state level
in the regressions to control for any coincidental improvement in the quality
of the Lok Adalats. | also control for police force quality, which may influence
contract breaches on the part of firms. | include the number of policemen for
every 1000 people and total police expenditure per policemen. To control for
developments in the financial sector, | include the state-level ratio of aggregate
deposits to the total credit of public sector banks. Finally, | include the growth
rate of state-level net domestic product per capita to control for coincidental
economic changes.

I also include sector dummied;] to control for sector-specific effects. Mul-
tipliers, defined as the inverse of the probability that the observation is included &
due to the sampling design, are used as weights in the regressions in order td;
have a representative sample. Standard errors are clustered at the state leve
to take into account issues of serial correlatiBertrand et al.2004). | now
briefly discuss the data used in the analyses.

1SBAIUN 190N B /ﬁmleumo_fplom 09[//:dny wouy pepeojumoq

5. Data
To explore firms’ behavior, | use three rounds of India’s National Sample Sur-
vey focusing on small nonagricultural firfhghe 55th round collected in 2000,
the 57th collected in 2001 and 2002, and the 62nd collected in 2005.

210z ‘02 |1dy uose

8. The Lok Adalat were established by the government in 1986 to settle disputes through con-
ciliation and compromise. Their main condition is that the disputing parties must agree on settle-
ment. Lok Adalat decisions are binding and its orders are capable of being executed through the
legal process. No appeal lies against Lok Adalat orders, and there are no court fees.

9. The Indian National Sample Survey labels these firms “informal.” However, all unincorpo-
rated enterprises that operate on either proprietary or partnership basis 1@itemployees are
considered. A corporation is a legal entity (technically, a juristic person) that has a separate legal
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The court reform was implemented in March 2002. One may thus split the
57th round into pre- and postreform samples depending on the time of in-
terview. In the 57th round, only the quarter of the year in which the data
were collected is known. The four quarters are July-September 2001, October-
December 2001, January-March 2002, and April-June 2002. The first two
quarters (in 2001) are classified as happening before the reform and the last
two quarters (in 2002) as happening after the reform. The quarter January-
March of 2002 is also considered postreform as it includes some observations
collected in March of 2002.

The 55th round (2000) and the 2001 quarters from the 57th round allow me
to test the common time effects assumption by looking at preexisting differ-
ential trends. The 2002 quarters from the 57th round are used to measure th
short-term effects of the reform. Even if the implementation of the reform and
the data collection are very close, it is possible to measure short-term effects
for two reasons. First, the literature survey of this article emphasized the fact
that judiciaries influence firms’ behavior even when firms fail to make explicit
use of them. Firms’ behavior is based on the perception firms have of judicia-
ries. Second, the enactment of the 2002 Amendment Act was highly publicized ¢
due to a lawyers’ strik€; therefore, one may argue that firms were aware that

Pwog
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personalityfrom its members. One of the defining legal rights and obligations of the corporation
is the ability to sue and be sued. This means that the firm owners considered in this sample cannof<
sue in the name of their firm, but they may still sue or be sued in their own name. The theoretical
reasons as to why the judiciary could impact economic outcomes are valid for these firms. There g
is evidence that firms use the judiciary in India. In a separate data set from the 2001 National =
Sample Survey focused on consumption, | calculated that 1% of the households paid legal fees inS
that year. This represents approximately 11 million persons. Additionally, data on the courts from <
the Annual Ministry Reports show that 3 million cases were filed in 2002. Finally, but on a more
anecdotal level, the witnessing of the overcrowded Tis Azari District Court in New Delhi could
corroborate this statement. Even if informal firms fail to make explicit use of courts, the theoreti-
cal section of the article emphasizes the fact that judiciaries influence firms’ behavior through the
perception firms have of judiciaries.

10. It is interesting to note that lawyers initially resisted the reform. The 2002 Amendment
Act was originally written in 1999 and had even secured presidential assent. However, lawyers
opposed to a number of the Act’s provisions resisted its notification in February 2000 by resorting
to a country-wide strike. Lawyers argued that the amendments would not only increase litigation
costs but also increase delays. In New Delhi, lawyers were lathi charged (a lathi is a 6-8 foot
long bamboo stick tipped with a metal blunt) during a demonstration. As a result of the protests,
the Union Law Minister, Ram Jethmalani, decided to keep the Act in abeyance. The 1999 Act
provoked protests mainly because Jethmalani showed little sensitivity to the lawyers’ objections.
Another criticism was that it facilitated the recording of evidence by commissioners as opposed
to the examination of witnesses in open court. As any person could be appointed as a commis-
sioner, be he a retired judicial officer or a practicing lawyer—the 1999 Act did not provide precise
criteria—this was an obvious infringement on lawyers’ authority. Jethmalani’'s successor, Arun
Jaitley, introduced a fresh amendment Bill later in 2000, taking into account suggestions from bar
representatives, political parties, and the Law Commission. The Act was met with little resistance
and came into effect in 2002. Resistance was even weaker due to a Supreme Court decision on
December 18, 2002, which determined that lawyers had no right to strike, pronounce a boycott, or
engage in a token strike since these actions denied the fundamental right of access to justice on the

210z ‘02 [Mdy uossirelql AiseA
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the implementation of the reform was imminent and modified their behavior
from 2002 onward. Finally, to measure the long-term effects of the reform, the
62nd round (2005) is used.

Several characteristics of the data set make it appropriate for use in iden-
tifying the impact of court delays on firms’ behavior. First, a detailed list of
problems experienced by firms was collected. Each firm reported whether or
not nonrecovery of service charges, fees, or credit hindered its operation. | in-
terpret this problem as a breach of contract. Second, a detailed questionnaire
regarding types of investments that a firm undertook is also available, provid-
ing information on whether or not the firm added plants and machinery, tools,
transport equipment, or land to its assets. Third, information is provided re- Y
garding access to credit markets. Each firm was asked whether or not capitalé
shortfalls hindered its operation. Additionally, a wealth of information on loan 8
sources is reported on whether loans were granted from formal financial in- &
stitutions (central and state-level term lending institutions; central, state, or S
local governments; public sector banks or other institutional agencies), money =
lenders, business partners, suppliers/contractors, or friends and relatives. This
wealth of information allows me to test the three mechanisms highlighted in 8
the literature (breaches of contract, investment, and access to credit) through&
which the judiciary may impact firms’ behavior. | now turn to the results of the
analyses.

w

6. Results
Before turning to the economic impact of the 2002 Amendment Act, it is nec-
essary to verify whether the 2002 Amendment Act had an impact on court
speed.

6.1 Preliminary Analysis: Impact of the 2002 Amendment Act on Court Speed
Theexplicit objective of the 2002 Amendment Act was to facilitate the prompt
disposal of cases. However, an increase in solved cases might not mean an ind
crease in court speed. When court speed increases, people seek judicial hel®
under the belief that it will be forthcoming. An increase in resolved cases
resulting from the reform could be accompanied by an increase in filed cases
which suggests greater public confidence in the judiciary. The impact on back-
log and overall duration of case treatment (the variables of interest to economic &
agents) would be ambiguous. This article thus explores the impact of the re-
form on the backlog of cases (i.e., the number of cases pending) and on the
duration of case treatment.

Data are collected from the yearly Crime in India publications from the
National Crime Records Bureau between 1999 and 2006. Analogously to

q17 AisleAluN |90 e /Bio'sfeuinolpio
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partof the litigant public. These events show that the 2002 Amendment Act was highly publicized
at the time.
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equation(1) relating to firms’ behavior, regressions of the following form are
performed:

speeqd = as+ Bt +y2002AmendmentAgt (post2002)
+62002AmendmentAgt (Year200) + &4, )

wheres corresponds$o the State antito time (between 1999 and 2006). The
dependent variable spegds successively the number of cases pending per
judge, the average duration of the cases disposed during the year, and the pro-
portion of cases disposed during the year that had been pending for more than
1 year in 35 states over 8 years (see Tdbfer descriptive statisticsjis are
Statefixed effects B yearfixed effects. The variable 2002 Amendment Act

is the net impact of the 2002 Amendment Act after taking into account the
fact that a number of states previously enacted some amendments in the pas
Therefore, this variable varies by state. It is interacted with post,2@0ai-
chotomous variable equal to 1 if the year of observation is after 2002, 0 other-
wise. The coefficient of interest is therefateAdditionally, 2002 Amendment

Acts is further interacted with Year 2091a dichotomous variable equal to 1 if

the year of observation is 2001, O otherwise. If the coefficiaststatistically
significant, this would mean that the 2002 Amendment Act has an impact be-
fore the reform is implemented, pointing to the presence of differing state time
trends, and violating the common time effects assumption.

Column (1) of Table2 presents the main result and illustrates the posi-
tive impact of the 2002 Act. One extra amendment decreased the number
of cases pending per judge by 650 in the Lower Courts, more than half of
a workload. This effect is statistically significant at the 10% level and in-
dicates that the reform was successful in reducing case backlog. One mayc
also note that there is no differing time trends between treated states and un-=
treated states prior to the reform as evidenced by the insignificant coefficient of «.
2002AmendmentAgt (Year 2003). This falsification exercise increases con-
fidence in the fact that the common time effects assumption is valid, and that
the difference-in-differences estimator isolates the causal impact of the reform.

Columns (2) and (3) test whether the above result depends on the partic-
ular set of states studied. A first concern is about the Union Territories 5
(Andaman & Nicobar Islands, Chandigarh, Dadra & Nagar Haveli, Daman &
Diu, Delhi, Lakshadweep, Pondicherry), which are administered by the cen- N
tral government but still possess different High Courts that could amend the &
Code of Civil Procedure in different ways. Column (2) excludes the Union
Territories from the sample and finds that the results remain similar. A sec-
ond concern is about the North-Eastern states (Arunachal Pradesh, Assam,
Manipur, Meghalaya, Mizoram, Nagaland, Sikkim, Tripura). These states have
the same High Court due to their small size and proximity. In column (3), the
North-Eastern states are excluded, and the result remains the-s&uoeimn
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11. In the microeconomic analysis, proper weights will be used in the data set, effectively
dealing with this matter.
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(2) and (3) thus confirm that the main result does not depend on the set of states
used. Throughout the rest of Taldethe North-Eastern States are excluded.

Another way to control for different state time paths is to include state
time trends. Column (4) includes state dummies interacted with time trends
(asxtrend) in the regressions. The impact of the reform is still statistically
significant.

Columns (5) and (6) disaggregate cases according to their nature to show
that the reform had an impact on the backlog of criminal cases but also on the
backlog of civil cases, which might more directly affect firms. Two broad cat-
egories are established by the National Crime Records Bureau. In column (5),
the dependent variable is the number of Indian Penal Code (IPC) cases per¥
judge. IPC cases include not only the crimes against body, women, and children3
but also the economic crimes (criminal breach of trust, cheating, counterfeit-
ing) and the crimes against property (robbery, theft). In column (6), the depen-
dent variable is the number of Special and Local Laws (SLLs) cases pending S
per judge. SLL cases fall under such acts as the Copyright Act, the Essen- =
tial Commodities Act, or the Excise Act and may have a more direct impact
on firms’ behavior. Columns (5) and (6) show that the reform decreased the ¢
backlog of both IPC and SLL cases.

Columns (7) and (8) repeat the above analysis with the dependent variabless.
measuring case duration. In column (7), the dependent variable is the averagee
duration of the cases disposed during the year. Column (7) shows that one extra&
amendment aimed at simplifying procedures reduces the average case duratiof§
by 60 days. To show that this result does not depend on this particular measurex
of case duration, column (8) uses the proportion of cases disposed during theZ
year that had been pending for more than 1 year as the dependent variable2
Column (8) shows that one extra amendment of the 2002 Amendment Act §
reduces the proportion of cases that had been pending for more than 1 year byi

JJ pep90| MO
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almost 5%. &

This section thus showed that the 2002 Amendment Act had its intended %
positive effect on court speed. This article will now explore the impact of the &
reform on economic outcomes. %

6.2 Main Results: Impact of the 2002 Amendment Act on Firms’ Behavior 3
Theliterature survey of this article indicated that court speed affects the prob- §

N

ability of experiencing breaches of contract, investment incentives, and access
to financial markets. | will now test these three mechanisms using the empirical
methodology outlined in Sectioh

Table3 examines the relationship between the contracting behavior and the
2002 Amendment Act. The dependent variable is the occurrence of contract
breaches. It was obtained from a list of problems commonly experienced by
firms. The “nonrecovery of service charges/fees/credit’ is one such problem. It
relates to cases in which a breach of contract had occurred. | thus constructed
a dummy variable equal to 1 in cases where the firm experienced this type
of problem as one of its main problems, and O if it did not. Column (1) in-
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Table 3. Impact of the 2002 Amendment Act on the Probability to Experience a Breach
of Contract

(1) 2) () (4)
Nonrecovery of service charges, fees, credit
2002 Amendment Act * Year 2005  —0.0145 -0.0142 -0.0142 -0.0135
(2.16)* (2.10)* (2.10)* (1.97)*
2002 Amendment Act x Year 2002 —0.0128 —0.0128 —-0.0128 —0.0149
(3.92)** (4.03)*** (4.03)** (4.88)**
2002 Amendment Act x Year 2001 —0.0029 —0.0017 —0.0017 —0.0033
(0.87) (0.54) (0.54) (0.90)
State dummies Yes Yes Yes Yes
Year dummies Yes Yes Yes Yes
NIC2 dummies No Yes No No
NIC3 dummies No No Yes Yes
State-level controls No No No Yes
Observations 627,106 627,075 627,075 599,852

Probit regressions, marginal effects at the mean are presented. Robust z-statistics in parentheses, clustered at the
level of the state. *Significant at 10%, **significant at 5%, ***significant at 1%. The dependent variable is the probabil-
ity to experience a problem of nonrecovery of service charges fees credit. This variable is equal to 1 if the enterprise
experienced such a problem, 0 otherwise. The variable 2002 Amendment Act is the netimpact of the 2002 Amendment
Act once taken into account the fact that some states already enacted some amendments in the past. Therefore, this
variable varies by state. State dummies and year dummies are included. In column (2), NIC2 dummies are included.
This corresponds to the National Industrial Classification, disaggregated to the second level. 42 NIC2 dummies were
included. In column (3), NIC3 dummies are included. This corresponds to the National Industrial Classification, disag-
gregated to the third level. 119 NIC3 dummies were included. In column (4), state-level controls are included: number
of cases disposed of in Lok Adalats per capita, number of policemen per one thousand of population, total police
expenditure per policemen, growth rate of the state net domestic product per capita, ratio of aggregate deposits to
total credit of public sector banks.

cludesonly state fixed effects, year fixed effects, and the variables of interest.
The coefficient in front of the variable 2002 Amendment&ctear 2005in-
dicatesthat for every amendment of the 2002 Act that increases court speed,
the probability of experiencing a breach of contract decreases by 1.45% points.
This coefficient is statistically significant. The coefficient in front of the vari-
able 2002 Amendment Agt Year 2002 indicatesthat the effects of the re-
form were felt strongly in the short run and did not disappear in the long run.
Interestingly, the coefficient in front of the variable 2002 Amendment Act
Year 2001 is not significantly different from zero, which indicates that there
are no preexisting differential state trends. This falsification exercise increasesS
confidence in the fact that the common time effects assumption is valid, and 8
that the difference-in-differences estimator isolates the causal impact of the
reform.

Column (2) adds 42 National Industrial Classification dummies, disaggre-
gated to the second level (NIC2), to take into account sector fixed effects.
Column (3) adds 119 National Industrial Classification dummies, disaggre-
gated to the third level (NIC3). Results remain similar in columns (2) and (3),
showing that they do not depend on the sector-specific trends. Column (4)
includes state-level controls, and the coefficient remains similar. This result
confirms that the effect on the probability of experiencing a contract breach
is caused by procedural reform and not by coincidental changes in the quality
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of alternative dispute resolution mechanisms such as the Lok Adalats, police
force quality, financial sector development, or economic outlook. Overall, these
results indicate that speedier courts are associated with less breaches of con-
tract and suggest a policy implication with respect to the desirability of such a
procedural reform.

Table4 examines the relationship between the reform and the investment.
In columns (1)—(4), the dependent variable is the net addition to plant and
machinery assets under ownership during the last 365 days. This variable is
equal to 1 if the enterprise experienced a net addition to plant and machin-
ery assets, 0 otherwise. An extra amendment likely to increase court speed in
the 2002 Act increases the probability of investing in plant and machinery as-
sets by 0.4% points in the short run and in the long run. Adding NIC2 sector
dummies in column (2), NIC3 sector dummies in column (3), and state-level
controls in column (4) do not affect the results, again increasing confidence in
the difference-in-differences estimator. The dependent variable in column (5)
concerns the net addition to transport and equipment assets owned during lasg
365 days (1 if the enterprise made such an investment, 0 otherwise). The 20022
Amendment Act increases the probability to invest in transport and equipment §
assets by 0.7% points but only in the long run. The dependent variable in £
column (6) is the net addition to tools and other fixed assets owned during last 3 s
365 days (1 if the enterprise made such an investment, 0 otherwise). Results i mc
dicate that the procedural reform has a positive impact on investing in tools and 2
other fixed assets, however, there are preexisting state trends as witnessed qg
the significant coefficient of 2002 Amendment Aetrear 2004, which casts
doubt on the validity of this result.

Table5 examines the influence of the courts on firms’ access to credit mar-
kets. The dependent variable in column (1) is a dichotomous variable equal to §
1 if the firm experienced a shortage of capital as one of its problems, and 0 &
otherwise. One amendment likely to increase efficiency in the 2002 Amend- & g
ment Act decreases the probability of experiencing capital shortfalls by 2.7% &
points in 2002 and 4.6% points in 2005. This result is statistically significant.
Columns (2), (3), and (4) add NIC2 sector dummies, NIC3 sector dummies,
and state-level controls, respectively. Results remain similar across specmca-
tions. Moreover, there are no preexisting differential trends as evidenced by =
the insignificant impact of the reform before it was enacted.

The dependent variable in column (5) is a dichotomous variable equal to §
1 if the firm has an outstanding loan, 0 otherwise. Results indicate that firms ™
obtained more loans in 2005 due to the reform, confirming the theoretical pre-
diction stating that speedier courts increase access to finance. Columns (6)—(8)
look at the sources of the loans. Compared to before the reform, less firms
obtained loans from relatives or money lenders, whereas more firms obtained
loans from a supplier, contractor, or business partner. This lends support to
the hypothesis that in the presence of slow courts, borrowers turn to rela-
tives, friends, or moneylenders to reduce information asymmetries. In contrast,
speedy courts, which impose higher discounted values of fines paid by borrow-
ers, foster lending among more anonymous parties.
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Resultsindicate that court speed affect firms through the likelihood of
breaches of contract, investment, and access to credit markets. Note that mul-
tivariate probit regressions were also used to take into account the relations
between variables, and results were simifar.

7. Conclusion
This article has shown that the court speed in Indian states shape small firms’
behavior. My findings are in line with an emerging largely macroeconomic lit-
erature (e.g.Acemoglu et al. 2001Djankov et al. 2003Rodrik et al. 200%
underlining the importance of institutions on economic performance. The iden-
tification strategy in this article allows me to isolate the causal impact of one
type of institution, the courts, on firms’ outcomes (and behaviors). | use the
spatial variation in the implementation of a court reform, the 2002 Amend-
ment Act, which had the objective of facilitating speedy disposal of cases.
This spatial variation is due to the fact that a number of states had previously 3
enacted some of the amendments contained in the 2002 Amendment Act anc
will, therefore, experience a weaker effect of the 2002 Amendment Act in
2002.

Using a difference-in-differences strategy that accounts for unobserved time
constant state heterogeneity, | find that this reform was effective in decreas-
ing the number of cases pending per judge and the average case duration.
then use repeated cross sections of firm-level data, which contains extensives
information on small nonagricultural firms, to investigate nonrecovery of ser- <§
vice charges/fees/credit, investment decisions, capital shortages, and borrow-§
ing sources. | find that this reform, and therefore speedier courts, decreasesp
the probability to experience a breach of contract, increases investment, andz
decreases the probability to experience a shortage of capital. These results in2.
dicate that the speed of courts across Indian states plays an important role |ngle
shaping economic activity in this important sector of the economy.

An unanswered question concerns whether the effects of slow courts vary g
across sectors of an economy. One can imagine for example that firms in In-
dia’s registered or formal manufacturing sector may have fewer contracting
problems than the small firms examined in this article. One can also imagine
that some economic agents or firms could benefit from slow courts by using it
as a way to delay bad outcomes. These vested interests could delay the enact=
ment of such a reform. In future work, | plan to extend my analysis to firms in
other sectors of the Indian economy as a means of testing this hypothesis.
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12. Results are available upon request.
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