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» Role of contract enforcement frictions

» Impact on aggregate productivity
» Welfare implications

» Empirical evidence

» Check model predictions in reduced form
» Structurally estimate model and run counterfactuals
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What the paper does

¢ Novel theoretical framework
e Contracting game between suppliers and intermediaries
e Input-output linkages between sectors
e Tractable general equilibrium model

¢ Credible mechanism with important implications
e Costly enforcement leads to less than optimal outsourcing
e Downstream amplification due to higher costs of inputs
e Endogenous effect of judicial institutions on productivity
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The model

¢ Production structure a la Eaton and Kortum (2002)
Input-output linkages

Parallel between enforcement and trade costs

Analytical expression for prices and input expenditure shares
Gravity equation of intermediate input shares

e Households close the model

e Fixed labour supply
e Constant expenditure shares:
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Comments

Very interesting model

e Cross-country sectoral composition shaped by both contract
enforcement frictions and technology

e Input-Output tables not assumed to be technology parameters

e Trickle down(stream) inefficiencies
o Inefficient production leads to changes in input bundles
downstream
e Distortions in upstream sectors particularly important
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No pain, no gain

Some aspects had to be sacrificed

e Static model

e No repeated interaction worsens the hold-up problem
e Upper bound on gains from improving enforcement

e Deterministic model

e No uncertainty over outcomes
e No enforcement in equilibrium
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Corollary 5 For sufficiently high relationship-specificity,
expenditure shares on intermediate inputs are strictly decreasing in
enforcement costs

1
i = min(2 — wpi, ———=
d min(2 — w 1_0.55)
Xni
f=f ni f'
X, (dni) >0

This prediction is checked by estimating:

c

Xinci = api +af +ap + B6°(1 — wpi) + €

n

B < 0: Effects of §¢ larger when relationship-specificity is high
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# Cases,,;
#Firms,;

e Interpretation as relationship-specificity is model dependent

But w,; are constructed using enforcement-intensity:

e High relationship-specificity, more scope for hold up

Not sure this is then really testing corollary 5

#£ Casesp;

. ﬁ < 0: Effects of ¢ larger when T Firmsn

large?



The empirics: Structural estimation

High dimensionality of estimand

(rﬁv év ﬁ) {Un}v {’Vni}a {Tic}7 {Srf})



The empirics: Structural estimation

High dimensionality of estimand
(1,0, p,{on}, {rmi} AT 1S5

Results reported for 9,8 only



The empirics: Structural estimation

High dimensionality of estimand
(1,0, p,{on}, {rmi} AT 1S5

Results reported for p,d only:
o Sufficient (along with expenditure shares) for welfare analysis



The empirics: Structural estimation

High dimensionality of estimand
(1,0, p,{on}, {rmi} AT 1S5

Results reported for p,d only:
o Sufficient (along with expenditure shares) for welfare analysis

e Fair enough, we'd run out of paper otherwise.



The empirics: Structural estimation

High dimensionality of estimand
(1,0, p,{on}, {rmi} AT 1S5

Results reported for p,d only:
o Sufficient (along with expenditure shares) for welfare analysis
e Fair enough, we'd run out of paper otherwise.

e But how stable are the others parameters?



The empirics: Structural estimation

High dimensionality of estimand

(rﬁv év ﬁ’ {Un}v {’Vni}a {Tic}’ {Srf})

Results reported for p,d only:
o Sufficient (along with expenditure shares) for welfare analysis
e Fair enough, we'd run out of paper otherwise.
e But how stable are the others parameters?

e Are they robust across the two measures of d,;;?



The empirics: Structural estimation

High dimensionality of estimand
(1,0, p,{on}, {rmi} AT 1S5

Results reported for p,d only:
o Sufficient (along with expenditure shares) for welfare analysis
e Fair enough, we'd run out of paper otherwise.
e But how stable are the others parameters?
e Are they robust across the two measures of d,;;?

e Cross-country? Maybe some dispersion measures might help.
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Welfare analysis

Calculate changes in real income per capita when d<; = d\°
e Using estimated 6, p, m and calibrated n;, o,

e Holding technology parameters fixed

Some potential issues:
e Welfare and real income often not the same in other models
e Estimated technology parameters correlated with d,;

e Less of an issue if dispersion of technology parameters is small

Some comparative statics might help interpret results

e For example, plot output as a function of § using estimated
technology parameters for the US



Concluding

Great paper
e Innovative model, bridging different literatures

e Explicit, micro-founded link between productivity and
institutions for a given technology

o Effects on output seem quite important and first order
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