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Abstract

Despite the judiciary’s central role in the capitalist market system, micro-level empirical
analyses of courts in post-socialist countries are remarkably rare. This paper draws on a
unique hand-collected dataset of commercial claims filed at Slovenian courts to examine the
determinants of two salient adjudicatory outcomes: whether a case was resolved via trial or
settlement and if the case was tried, whether the plaintiff was awarded the initial claim.
Consistent with the divergent expectations theory of litigation, we find that trial-based
resolution is more likely when the case is complex and less likely when parties use mediation.
Addressing sample selection and endogeneity concerns, we show that defendant’s legal
representation, plaintiff’s profitability, and, importantly, court identity are robust predictors of
plaintiff victory at trial. Thus, more than two decades after the start of transition in Slovenia,
the judicial system is still a source of legal inconsistency and uncertainty.
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1. Introduction

Well-functioning courts are the foundation of an effective legal order and central institutions of a
market economy. Courts are the key not only to upholding property rights, but also to promoting
large-scale commerce (see, e.g., Johnson et al. 2002, Dixit 2003). In post-socialist and
developing countries in particular, empirical evidence indicates that in order for markets to
flourish, laws on the books must be backed by adequate enforcement by the courts (Pistor et al.
2000, Skosples 2012).

Despite the widespread agreement about the importance of courts, rigorous micro-level
empirical evidence offering insight into their functioning in the post-socialist region is
remarkably rare.! With the exception of a handful of studies (see, e.g., Buscaglia and Dakolias
1999, Murrell 2001a, Gadiuta 2012; Dimitrova-Grajzl et al. 2012a, 2012b, 2014), the existing
literature is largely limited to descriptive statistics and qualitative analysis (see, e.g., Dietrich
2000, Anderson et al. 2005, Ng et al. 2008). In particular, aside from Kathryn Hendley's
insightful analysis of Russian commercial courts (see, e.g. Hendley 2004, 2005), we are aware of
no other published empirical studies utilizing case-level court data to shed light on the inner
workings of the post-socialist courts of Central and Eastern Europe and the former Soviet Union.

This paper takes a step toward filling this gap in the literature by examining unique case-
level data on commercial claims (i.e. claims between firms and other legal entities) adjudicated
in Slovenian courts of first instance. Applied to the Slovenian context, we address questions such
as: What predicts trial outcomes? Do disputing parties' characteristics, the type of legal

representation, and case specifics matter? When are parties more likely to settle? Does the

1 A related survey-based empirical literature (see, e.g., Hendley et al. 2000, Djankov 2003a, Pyle 2006) provides
further evidence about the character and usage of courts in post-socialist countries. Shvets (2013) and Lambert-
Mogiliansky et al. (2007) are examples of empirical studies that drawn on data about court quality and activity to
study firm behavior in post-socialist countries.



specific venue of adjudication play a role? The determinants of adjudicatory outcomes have long
been of interest to scholars of law and economics across different legal systems.? An
understanding of the patterns in adjudication within a country's courts is essential for drawing
broader lessons about institutional design (see, e.g., Djankov et al. 2003b). The benefits of
private litigation as a means of social control of business crucially depend on how court
adjudication works in practice; for instance, whether courts apply the law uniformly and whether
courts uphold justice rather than favor the powerful. Due to the general "scarcity of data” (Huang
et al. 2010a: 789), however, empirical analyses of court-based adjudication are predominantly
restricted to the U.S. context (see, e.g., Fournier and Zuehlke 1989, Perloff et al. 1996, Helland
and Tabarrok 2002, Bhattacharya et al. 2007).

Slovenia is an interesting and underexplored case for the study of adjudicatory outcomes
in courts. A member state of the European Union since 2004, Slovenia has undergone a
relatively smooth economic transition. However, more than two decades after gaining
independence and abandoning the Yugoslav version of socialism, the country is still struggling
with implementing an effective justice system. Court backlogs and delays, as well as judicial
corruption, have been a pervasive concern and an obstacle to doing business (see, e.g., Anderson
et al. 2005; Zajc 2011).

Our data, drawn from restricted-access court files on commercial disputes, is rich with
information about the disputing parties' characteristics and the specifics of each court case. As a
consequence, we are able to assess the predictive power of several variables that conceivably
shape two salient adjudicatory outcomes: whether a case was resolved via trial or settled; and if
tried, whether the plaintiff won the case, that is, was awarded the initial claim. At the micro

level, knowledge of the determinants of disputing parties' success at trial is valuable because it

2 For references on the theoretical literature on litigation, see fn. 17.



allows disputing parties and lawyers to, first, form expectations about possible outcomes of
disputes (Hadfield 2004) and, second, weigh the relative costs and benefits of different means of
resolving disputes (see, e.g., McMillan and Woodruff 1999, Johnson et al. 2002). This, in turn,
enhances the predictability of the legal system at the macro level, a valuable institutional
attribute (see, e.g., Hayek 1960) usually lacking in post-socialist countries. A sense of
consistency of decision-making across courts and whether courts may be susceptible to
subversion also clarifies the relative (in)effectiveness of litigation as a means of social control of
business. Similarly, an understanding of the determinants of the different modes of case
disposition is important since different modes of disposition give rise to different costs.
Settlements are completed faster than trials, and consume fewer private and public resources. On
the other hand, trials "bring the light of public scrutiny into what would otherwise be the dark
corners of...social landscape” (Refo 2004: 4) and thus allow for an opportunity to shape and
assert public values (Refo 2004, Fiss 1984, Hadfield 2004).

The central methodological problem in assessing the impact of the various determinants
of trial outcomes is the likely endogenous selection of the sample of tried cases (see, e.g., Priest
and Klein 1984). To address this issue, we utilize, and combine, standard sample selection
estimation methods (see, e.g., Heckman 1979) and the approach of Perloff et al. (1996) which
explicitly takes into account that the probability of a trial is a function of the disputing parties'
estimated success at trial. A wide range of plaintiff, defendant, and case level controls, as well as
court fixed effects, further mitigates the sample selection concerns that may arise from the non-
random selection of filed cases and the censoring of resolved cases.

Our key findings may be summarized as follows. The likelihood of plaintiff victory at

trial is statistically significantly negatively associated with the defendant party's legal



representation through an attorney or a law firm. In contrast, plaintiff's representation by attorney
or law firm does not appear to affect the likelihood of plaintiff victory at trial. These results,
which shed light on the value of external legal advice in commercial dispute resolution, are
robust to combining the sample selection methods with an instrumental variable approach aimed
at isolating the exogenous variation in legal representation status of each disputing party.® We
also offer a possible explanation for why in our data the effect of legal representation varies with
the identity of the disputing party (i.e. plaintiff versus defendant).

The likelihood of plaintiff victory at trial statistically significantly increases with
plaintiff's profitability. In corruption-ridden institutional environments, firm profitability proxies
for a firm's willingness or ability to pay bribes (Svensson 2003, Clarke and Xu 2004, Rand and
Tarp 2012). While short of being 'hard' evidence of judicial corruption, the positive relationship
between the plaintiff's success at trial and the plaintiff's profitability is consistent with the
hypothesis that Slovenian courts are susceptible to corruption. Neither the plaintiff's nor the
defendant's size, as measured by total assets, or their legal form are statistically significant
predictors of plaintiff success at trial. The likelihood of plaintiff victory also does not vary with
the complexity of the case and the stakes involved.

In line with the predictions of the divergent expectations theory of litigation (Priest and
Klein 1984, Waldfogel 1998), the prospects of a case being resolved via trial rather than
settlement are statistically significantly greater for the more complex cases, ceteris paribus. The
likelihood of trial, as conjectured, robustly statistically significantly decreases with the disputing
parties' exposure to mediation. We also find that, all else equal, settlement is more likely when

the plaintiff is a company or a sole trader enterprise rather than a municipality.

® Hendley et al. (2001) and Waters (2004) illustrate further dimensions of the role of legal profession in the post-
socialist world.



Once we control for parties' expectations about trial outcomes, legal representation does
not statistically significantly affect the likelihood of trial. The principal-agent theory of the
client-lawyer relationship (see Shavell 2004: 435-436) predicts that the effect of legal
representation on the mode of case disposition is contingent on the attorney fee arrangement. The
lack of a robust effect of legal representation on the mode of case disposition in our data can be
reconciled in light of the variety of attorney fee arrangements utilized in Slovenia.

Our paper is relevant to the literature on legal change and reform in post-socialist
transition (see, e.g., Hay and Shleifer 1996, Pistor 2000, Murrell 2001b, Kovacic 2001). In
contrast to many other post-socialist countries that opted for 'big bang' reforms, Slovenian
approach to transition was distinctly slow (see, e.g., Rojec et al. 2004). Yet the resulting
Slovenian gradualist approach did not emphasize institution-building, which was an essential
aspect of the reform strategy stressed by those taking an evolutionary approach (Murrell 1992).
For instance, while the adoption of market-supporting legislation was a high priority at the outset
of transition, reform of the ailing court system was not on the early reformers' agenda (see, e.g.,
Pleskovic and Sachs 1993). This policy perspective resonated with the views that emphasized the
importance of law on the books at the expense of investments in legal effectiveness, a
perspective later proven to be flawed (see, e.qg., Pistor et al. 2000).

A series of court reforms took place only in the mid 2000s, following an external push
from the EU.? The impact of reforms, however, has been limited at best (see, e.g., Zajc 2011,
Dimitrova-Grajzl et al. 2012a). Our analysis confirms the notion that reform of the judiciary is a
difficult endeavor (see, e.g., Botero et al. 2003, Hammergren 2007, Decker et al. 2011). Our

results indicate that the prospects of parties’ success at trial ceteris paribus vary from court to

* For example, the 'Lukenda’ project, which aimed at increasing the speed of justice, was implemented after a
Slovenian citizen Franjo Lukenda filed a lawsuit at the European Court of Human Rights and won the case against
the Republic of Slovenia for violation of the right to a hearing within a reasonable time.



court. Moreover, because these jurisdictional effects are large in magnitude, there exist
incentives for the litigants to engage in strategic behavior in the choice of adjudication venue, a
practice that increases the costs of litigation. Thus, it appears that even more than two decades
after the start of transition in Slovenia, the judicial system is still a source of legal inconsistency
and uncertainty (see, e.g., Gray and Stiblar 1993). Furthermore, the abovementioned finding that
the more profitable plaintiffs on average have more success in court, at the very least, resonates
with the ongoing concerns about subversion of justice in Slovenia.

The rest of the paper is organized as follows. Section 2 describes our data. Section 3
outlines our empirical approach. Sections 4 and 5 present and discuss our results on the

determinants of adjudicatory outcomes. Section 6 concludes.

2. Data

Commercial cases (gospodarske pravdne zadeve) in Slovenia are adjudicated by eleven district
courts of first instance.” We focus on commercial claims for compensation of damages
(odskodninski spori) as a specific sub-category of commercial disputes tracked by the official
Slovenian court statistics. These claims encompass commercial torts (non-contractual disputes)
as well as those commercial contractual disputes where the essence of the claim is damage
compensation. Our focus on commercial claims for compensation of damages is in part dictated
by data collection constraints. In the process of dataset assembly, it was more feasible to
preserve the confidential nature of court records in the case of commercial claims for
compensation of damages than in the case of other, publicly more notorious, sub-categories of
commercial disputes tracked in the court statistics such as, for instance, intellectual property,

banking, insurance, unfair competition, and construction industry disputes. At the same time,

® For an overview of the Slovenian court system, see Dimitrova-Grajzl et al. (2012a, 2012b) and references therein.



disputes leading to claims for compensation of damages occur across industries and businesses
and, as such, allow for ample variation in disputing parties' characteristics.

We combine hand-collected, restricted-access, case-level data on commercial claims for
compensation of damages disposed in Slovenian courts of first instance during years 2011 and
2012 with publicly available data on basic financial records and the industry of disputing parties
provided by the Agency of the Republic of Slovenia for Public Legal Records and Related
Services (AJPES).® Based on the official court statistics, there were altogether 446 commercial
cases for compensation of damages terminated during years 2011 and 2012.” To be able to focus
on the role of plaintiff and defendant characteristics as determinants of adjudicatory outcomes,
we first dropped all cases involving multiple plaintiffs or defendants. Following Perloff and
Rubinfeld (1988) and Perloff et al. (1996), we further dropped cases disposed via decision on
lack of jurisdiction and dismissal on procedural grounds. Of the remaining cases, we dropped
cases for which financial and industry classification data are either unavailable or evidently
erroneous. We, thus, excluded cases involving individuals, foreign firms, and the government of
Republic of Slovenia.

Our final sample, therefore, consists of 191 commercial claims for compensation of
damages resolved either via trial-based court judgment or via settlement. We label a case as
'resolved via trial' if court judgment was issued after a completed trial or, alternatively, prior to
completed trial by default judgment, via decision on admission, or via the decision of nolle

prosequi. We label a case as 'settled" if it was disposed via settlement understood narrowly as an

® To preserve anonymity of disputing parties, the merging of information from court case files with AJPES data was
performed by the court personnel appointed for the project. The identity of disputing parties thus remained unknown
to us as researchers.

"It is possible that the 446 officially recorded cases is an underestimate of the true volume of commercial cases for
compensation of damages adjudicated during this time period. We learned that for record-keeping purposes
Slovenian court personnel often sort different types of commercial cases into the category 'Other' when it might be
more appropriate to sort them into alternative well-defined categories. Any administrative errors of this type,
however, should not affect the representativeness of our sample.



agreement on the outcome of the case signed by the disputing parties in front of a ruling judge,
or if a case was withdrawn (adjourned sine die).® 91 out of the 191 resolved cases in our sample
were resolved via trial. 46% of resolved cases were filed in 2010, 39% in year 2011, and 15% in
year 2012. 29% of cases were resolved in year 2011 and 71% in year 2012.

Table 1 presents variable definitions and descriptions. Table 2 provides basic summary
statistics. Among the cases resolved via trial, the plaintiff won the case and was awarded the
initial claim in 47% of the cases. The p-value for the test that plaintiffs win exactly 50% of tried
cases equals 0.291. Our data are thus broadly consistent with Priest and Klein's (1984)
hypothesis of the 50% plaintiff win rate.®

In terms of disputing parties' legal form, 71% of the plaintiffs and 91% of the defendants
in our sample are companies. 8% of plaintiffs and the same percent of defendants have the legal
status of sole trader enterprises (samostojni podjetnik). 2% of plaintiffs and an equal percentage
of defendants are municipalities. 20% of cases involve a plaintiff that is a legal entity in public
interest (javni zavod). While not reported in Table 1, plaintiffs come from 13 and defendants
from 12 distinct industries, where our industry definition follows the national (AJPES) industrial
classification.™

The average assets size of defendants is nearly three times greater of that of plaintiffs.

Defendants are on average also somewhat more profitable (or, rather, less unprofitable given that

® The proposed categorization of different modes of case disposition into the broad notions of settlement and
resolution through trial is consistent with the existing approaches in the empirical literature on modes of case
disposition (see, e.g., Galanter 2004, Hadfield 2004).

® The 50% plaintiff win rate hypothesis has been subject to extensive theoretical and empirical scrutiny. For an
overview of the literature and references, see Kessler and Rubinfeld (2007: 383-386).

19 The full list of industries of plaintiffs or defendants is: manufacturing; electricity, gas, steam and air conditioning
supply; water supply, sewerage, waste management, and remediation activities; construction; wholesale and retail
trade, repair of motor vehicles and motorcycles; transportation and storage; accommodation and food service
activities; information and communication; financial and insurance activities; real estate activities; professional,
scientific, and technical activities; administrative and support service activities; public administration and defense,
compulsory social security; human health and social work activities.



the average profit is negative during the period of our sample) than plaintiffs as measured by the
return on assets. The majority of both plaintiffs (74%) and defendants (58%) are represented
either by an attorney or by a law firm. The remaining plaintiffs and defendants are either self-
represented or represented by a plenipotentiary (see Section 3.4). Attorneys represent 55% of the
plaintiffs and 37% of defendants. Law firms represent 19% of plaintiffs and 21% of defendants.
The average stakes in the case (the plaintiff's initial claim) equal about EUR 107,100.
However, the variability of stakes across cases is large. Court experts were appointed in 7% of
the cases. Court-sponsored mediation was introduced in 19% of the cases. While not reported in
Table 2, among the cases subject to court-sponsored mediation, 14% were resolved via trial and

86% were settled.

3. Empirical Approach

3.1. Sample Selection Issues

The key methodological issues in examination of the determinants of court outcomes stem from
the non-random selection of the sample of tried, filed, and disposed cases. We discuss each of
these issues in turn below and outline our approach in addressing them. Sections 3.2-3.4 provide
details about the implementation of our approach.

Selection of tried cases. The central and in the literature most highlighted problem in
assessing the determinants of court outcomes is due to the fact that the sample of tried cases is a
very select sample of disputes (Priest and Klein 1984). In particular, the disputing parties'
decision to pursue trial rather than settle is likely correlated with unobserved determinants of the
parties' success at trial. An ordinary-least-squares (OLS) regression on a sample of tried cases

would therefore lead to biased estimates of the determinants of trial outcomes.



To address this problem of endogenous sample selection, we rely on, and combine, two
approaches. We, first, draw on the conventional sample selection estimation methods as
developed by Heckman (1976, 1979) and by now utilized by a voluminous body of applied
social science research. Second, we adopt the approach proposed by Perloff et al. (1996) and
applied by Bhattacharya et al. (2007). As we explain in Section 3.3 below, this approach takes
into account that the probability of settlement (or, equivalently, trial) is a function of disputing
parties' estimated success at trial.

Selection of filed cases. A further layer of endogenous selection may arise because the
sample of filed cases need not be a random sample of all disputes (Eisenberg and Farber 1997:
S92). In the context of court filings data such as ours, this problem cannot be addressed using the
conventional sample selection estimation methods due to the inherent lack of data about the
disputes for which a legal claim was never officially asserted (see, e.g., Cooter and Rubinfeld
1989: 1082).** Following Bhattacharya et al. (2007: 628, 643, 652-653), our analysis alleviates
this concern via the inclusion of a broad set of plaintiff, defendant, and case level controls, as
well as fixed effects (see Section 3.4).

Censoring of tried cases. In an investigation of court outcomes based on cases resolved
within a specific time window, the sample is by construction skewed by the censoring of tried
cases (see, e.g., Finkelstein et al. 2006). If pending cases systematically differ from resolved
cases, an analysis of court outcomes based on resolved cases yields biased results.

We do not possess information about the number or characteristics of tried cases that are
as of end of December, 2012, still pending judgment. This precludes us from addressing the
censoring problem using recently proposed sample correction techniques (see Finkelstein et al.

2006) or by estimating a richer structural model (see Eisenberg and Farber 1997: S105).

1 Exceptions are studies by Bhattacharya et al. (2007) and Danzon and Lillard (1983).
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Furthermore, because the financial indicators and industry data are unavailable to us for the
period prior to year 2009, we are unable to restrict the sample to those resolved cases that were
filed several years in the past, for which censoring is less problematic. Instead, we follow one of
the approaches suggested by Eisenberg and Farber (1997: S103, S107) and control for the year of

filing in all of our estimated models.

3.2. Empirical Model

We specify the following version of the standard bivariate sample selection model**:

: 1 ifwy+u >0
0 ifwy+u; <0
Xp+eg ifwy+u >0
Plaintiff Win =4/ 76 1TW7+L @
- ifwy+u <0

Expression (1) is the Trial equation or, in the parlance of the sample selection literature, the
'selection equation’. Expression (2) is the Plaintiff Win equation or the 'outcome equation’.

Trial; in (1) is a binary variable that takes on the value 1 if case i was resolved via trial
and O otherwise (i.e. the case was settled). Plaintiff Win; in (2) is observed only if the case is
resolved via trial. When observed, Plaintiff Win; takes on the value 1 if in case i the plaintiff was
awarded the initial claim and 0 otherwise. w; and x; are vectors of plaintiff, defendant, and case
level explanatory variables, as well as fixed effects, discussed in Section 3.4 below. Importantly,
as we elaborate on in Sections 3.3 and 3.4, x; is a subset of w;.

We specify the outcome equation (2) as a linear probability model, rather than a probit or
a logit, for the following reasons. First, the linear probability model facilitates the use of

Heckman's (1979) two-step estimation procedure which yields consistent estimates, relies on

12 This model has also been referred to in the literature as the 'type 1l Tobit model' (see, e.g., Wooldridge 2002: 562;
Cameron and Trivedi 2005: 547).
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weaker distributional assumptions than the alternative maximum likelihood-based approaches
(Wooldridge 2002: 562; Cameron and Trivedi 2005: 550-551) and, as a further advantage over
the maximum likelihood-based estimators, does not suffer from a frequent lack of computational
convergence (see, e.g., Wooldridge 2002: 566).* Second, the linear probability model allows us
to obtain estimates of the coefficients of either observation-specific or group-invariant dummy
variables that cannot be estimated using models that rely on distributional assumptions.** Third,
the parameter estimates of the linear probability model are readily interpretable as explanatory
variables' marginal effects on the uncensored mean of the outcome of interest.

The error term u; is assumed to be distributed normally with mean zero and variance
equal to 1. u; is plausibly correlated with the error term & in (2). The correlation between u; and
& gives rise to endogenous sample selection, biasing OLS estimates of S based on the sample of

tried cases.

3.3. Estimation Strategy

To estimate the model in light of the likely endogenous selection of tried cases, we apply
Heckman's (1979) two step procedure (the 'Heckit' method). We first estimate a probit of the
selection equation to obtain an estimate of y. The vector of parameter estimates of the selection
equation y is of interest on its own since it allows us to discern the factors that influence

whether the disputing parties choose to pursue trial rather than settle. For each observation, we

then use 7 to compute the estimated inverse Mills ratio /ii = g(w.7)/ ®(wy), where ) and

d(-) are respectively the probability density function and the cumulative density function of the

3 We indeed attempted to estimate the sample selection model described by (1) and (2) using a maximum likelihood
approach. In addition, we modeled the Plaintiff Win equation as a probit and, accordingly, attempted to estimate a
probit model with sample selection (also known as 'double probit’). The maximization of the likelihood function,
however, failed to converge in all but a few occasions featuring a very limited set of explanatory variables.

14 See Anderson (1987) and Caudill (1987, 1988) for theory and Johnston and Waldfogel (2002) for an application
in the context of court adjudication.
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standard normal distribution. In the second stage, we estimate £ in the outcome equation by
running an OLS regression of Plaintiff Win; on x; and i, using the sample of tried cases. We base

statistical inference on the appropriately corrected standard errors (see Heckman 1979).

Due to the non-linearity stemming from the inclusion of the inverse Mills ratio among the
regressors, the identification of parameters of the outcome equation (2) is formally possible even
if the vector of covariates in the outcome equation is identical to the vector of covariates in the
selection equation, i.e. if xi=w;. Such functional form-based identification, however, can be
plagued by severe multicollinearity and, consequently, large standard errors (see, e.g.,
Wooldridge 2002: 564; Cameron and Trivedi 2005: 551). To obtain more precise parameter
estimates, we, therefore, rely on exclusion restrictions: we include in vector w; one or more
variables that affect the disputing parties' decision to pursue trial versus settlement, but not the
likelihood of plaintiff victory.

Specifically, as an element of the vector w; (but not of the vector x;) we first include the
dummy variable Mediation equal to 1 if in the process of case adjudication the disputing parties
were exposed to court-sponsored mediation; and 0 otherwise. Mediation has been utilized in
Slovenian courts from the late 1990s. Its usage, however, has been uneven across courts. Since
2010, all district courts are formally obliged to present the disputing parties with a generic offer
of court-sponsored mediation. While the decision about whether to pursue mediation ultimately
rests with the disputing parties, in practice, the extent of persuasion by courts plays a very
significant role. Courts and their presidents vary in their enthusiasm about mediation and the

assertiveness with which they steer parties toward mediation.™ For instance, while larger courts

> This is consistent with the "traditional role of the judge in an Austrian-based type of civil procedure”, where a
civil judge has the authority to undertake an active role in assisting parties to reach settlement throughout the court
proceeding (see Gali¢ and Hodges 2012: 202).
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have separate offices for alternative dispute resolution, smaller courts do not (Gali¢ and Hodges
2012).

Court-sponsored mediation during case adjudication diminishes the extent of divergence
of expectations between the disputing parties about the possible outcome of trial. Exposure to
court-sponsored mediation thus increases the prospects of settlement and decreases the prospects
of trial. However, once controlling for plaintiff, defendant, and case characteristics as well as
court fixed effects, disputing parties' exposure to mediation should not directly affect whether the
plaintiff wins the case or not if the case proceeds to trial; that is, the variable Mediation plausibly
satisfies the exclusion restriction. We refer to the estimates where Mediation is the only element
of vector w; that is at the same time not an element of the vector x; as based on Heckman's (1979)
two-step method.

In addition, to address the fact that trial versus settlement decision also depends on
disputing parties' expectations of trial outcomes if the case were to go to trial (Priest and Klein
1984), we follow the approach proposed by Perloff et al. (1996) and applied by Bhattacharya et
al. (2007). Specifically, we estimate specifications in which w; (but not x;) further contains the
estimated probability of plaintiff victory. The estimated probability of plaintiff victory is a proxy
for disputing parties' (common) expectations about the trial outcome. To this end, we first obtain

OLS estimates of g using the sample of tried cases. Given g, the predicted probability of

plaintiff victory equals p, zwiﬁ. We refer to thus obtained estimates as based on Heckman's

(1979) two-step method combined with the approach of Perloff et al. (1996).°

16 perloff et al. (1996) further control for estimated variance of plaintiff victory as a proxy for parties' attitude toward
risk. Following the same strategy does not change our results.
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3.4. Explanatory Variables Common to the Selection Equation and the Outcome Equation
Finally, we discuss the variables that do not satisfy the exclusion restriction but plausibly affect
both the disputing parties' decision to pursue trial and the likelihood of plaintiff victory at trial.
These variables are, therefore, the subset of the vector w; that coincides with the vector x;.

The choice of explanatory variables discussed below is informed by the theory of
litigation and guided by the availability of data. The conceptual framework we rely on is the
basic model of litigation as developed by Priest and Klein (1984).'” The model predicts that, all
else equal, cases proceed to trial rather than settle when the plaintiff is sufficiently more
optimistic about the trial outcome than the defendant; litigation expenses are low; and the stakes
and settlement costs are high.

Parties' Legal Representation. Expert legal representation improves a party's chance of
prevailing at trial (Lederman and Hrung 2006: Sec. 1). Legal representation may also shape
parties' decision to pursue trial or settle. Lawyer involvement reduces the divergence in parties’
expectations about trial outcomes which in turn facilitates settlement. At the same time, the
client-lawyer relationship is subject to agency problems, which are in turn influenced by the
attorney fees arrangement (Huang 2008, Shavell 2004: Ch. 18, Sec. 7). Hourly fees incentivize
lawyers to pursue the relatively longer trial. Flat fees, in contrast, provide an incentive for
lawyers to push for the relatively faster settlement. In Slovenia, lawyer fees are subject to a
contractual agreement between the disputing party and their legal representative. Both hourly

and flat fees are used in practice. The English rule (loser pays principle) applies. The law (Zakon

" For an overview of the theoretical literature on litigation, see, for example, Cooter and Rubinfeld (1989), Farmer
and Pecorino (1996), Hay and Spier (1998), Kaplow and Shavell (2002: Ch.5), and Shavell (2004: Ch. 17-18).
Waldfogel (1998) and Farmer and Tiefenthaler (2001) provide further references and empirically test the validity of
different theories. Shavell (2004: Ch. 17, Sec. 3.3-3.4) offers a critical discussion of the literature based on
asymmetric information and bargaining.
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0 odvetniski tarifi) specifies the fees to be paid by the losing party relative to the value of a
dispute.

The data allow us to distinguish between three distinct legal representation categories for
both plaintiffs and defendants. Two of the three—representation by attorney and representation
by law firm—involve hiring of legal representation that is 'external’ to the disputing party. The
third category combines two types of representation: self-representation and representation by a
plenipotentiary (pooblascenec) who is neither an attorney nor a law firm. The law (Zakon o
pravdnem postopku) stipulates that for cases adjudicated in district courts, a plenipotentiary must
have passed the state examination in law (bar exam). In practice, plenipotentiaries are often
retired lawyers, retired judges, and law professors.

We group self-representation and representation by a plenipotentiary under a single
category because the coding of the two types of representation is typically confounded in the
case files that we drew on to assemble our dataset. For instance, when a company is represented
by the head of its own internal legal department, court administrative personnel may choose to
classify the party's representation under either of the two categories. In contrast to representation
by attorney or law firm, this third legal representation category therefore entails representation
that is either 'internal’ to the disputing party or involves a qualified legal professional for whom
representation of parties in court is not the primary market activity.

We include dummies for plaintiff representation by attorney, plaintiff representation by
law firm, defendant representation by attorney, and defendant representation by law firm. The
differentiation between representation by attorney and representation by law firm may be
empirically relevant since law firms, in contrast to individual attorneys, can rely on

specialization and division of labor. This may affect adjudicatory outcomes. The omitted
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category for both plaintiff and defendant representation status is self-representation or
representation by a plenipotentiary.

Empirically ascertaining the ceteris paribus effect of legal representation on adjudicatory
outcomes in the absence of a true randomized experiment is difficult (see, e.g., Monsma and
Lempert 1992, Huang 2008, Huang et al. 2010b). The reason is that the parties' choice of legal
representation may be driven by unobservable factors which might at the same time influence
adjudicatory outcomes. We address this likely endogeneity of legal representation as follows.
First, the richness of our dataset allows us to include a wide set of plaintiff, defendant, and case
level controls, as well as court fixed effects (see below). Second, as noted in the previous section,
we apply the approach of Perloff et al. (1996) and include the predicted probability of plaintiff
victory as an explanatory variable in the Trial equation. This directly addresses the possibility
that the choice of legal representation reflects parties' expectations about court outcomes and, at
the same time, the decision to pursue litigation. Third, we explore the sensitivity of our results to
an instrumental variable approach (discussed in Section 4.1).

Parties’ Legal Form. A disputing party's identity may be correlated with parties'
litigiousness, which might in turn affect both the decision to assert a legal claim and court
outcomes (Eisenberg and Farber 1997). Moreover, courts may be biased toward specific types of
plaintiffs either because of idiosyncratic preferences or, in the case of institutionally-deficient
legal systems, perhaps even because of differential scope for corruption. We include indicator
variables for legal form for each of the disputing parties. Specifically, for both plaintiffs and
defendants, we include separate dummies for the following categories of legal form: legal entity
in public interest, company, and sole trader enterprise. The omitted category is municipality both

in the case of plaintiffs and the defendants.
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Parties' Size and Profitability. Disputing parties' size, as measured by total assets, and
profitability, as measured by return-on-assets (ROA), are respectively measures of resource
abundance and current economic performance, both of which could affect adjudicatory
outcomes. During times of economic downturn, economically underperforming disputing parties
may prefer the relatively faster settlement. Courts may favor larger or more profitable parties
(see, e.g., Galanter 1974). In corruption-prone institutional environments, firm profitability also
proxies for a firm's willingness or ability to pay bribes (Svensson 2003, Clarke and Xu 2004,
Rand and Tarp 2012).'® Furthermore, resource abundance and profitability likely affect a party's
decision on legal representation (Lu et al. 2012: 16). Controlling for firm size and profitability
hence also mitigates the omitted variables bias in assessing the effect of legal representation.

Case Characteristics. To control for the specifics of each case, we include the value of
stakes involved. The size of the stakes influences the party's decision to pursue trial versus
settlement. The direction of the effect, however, is in general ambiguous and depends on the
underlying conceptual framework. Holding all else constant, an increase in stakes increases the
divergence between the expected gain for the plaintiff and the defendant's expected loss. An
increase in stakes thus increases the likelihood of trial (Priest and Klein 1984). However, if
greater stakes induce greater trial effort and thus increase litigation costs, an increase in the
stakes could reduce the likelihood of trial (see, e.g., Cooter and Rubinfeld 1989). The size of the
stakes may also directly influence the outcome of trial. For instance, judges may frown upon

exaggerated claims. Finally, controlling for stakes mitigates the omitted variables bias in

'8 This is consistent with the ‘endogenous harassment' view of corruption (see, e.g., Clarke and Xu 2004). Applied to
courts, this theory presumes that judges use observable information such as profitability to gauge disputing parties'
willingness-to-pay for a favorable adjudicatory outcome and then demand incentive-compatible bribes which
depend on party profitability.
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assessing the effect of legal representation: the decision to hire an attorney or a law firm is very
likely conditional on the stakes involved.

As a proxy for case complexity, we include a dummy for the involvement of a court
expert. The degree of case complexity affects the extent of the divergence of disputing parties'
expectations about court verdict and, hence, directly influences parties' incentives to pursue trial
versus settlement (Priest and Klein 1984). Depending on judges' expertise and experience with
adjudication of specific types of disputes, case complexity may affect court decision at trial.
Furthermore, case complexity likely influences parties' decision to seek specialized legal
representation.

Fixed Effects. We include a series of fixed effect to control for a number of additional
factors affecting both the trial versus settlement decision and the outcome of trial. To control for
any period-specific effects on adjudicatory outcomes, we include dummies for the year of filing
and the year of case disposition. The inclusion of year dummies enables us to interpret the effect
of any monetary variables on the outcomes of interest as real effects. Controlling for the year of
filing mitigates sample selection issues due to the censoring of tried cases (see Section 3.1).

We include a full set of plaintiff and defendant industry fixed effects. Industries may vary
in their ability to influence judicial decisions. The effect of a disputing party's industry on
adjudicatory outcomes might therefore extend beyond the effect of a party's legal form, size, and
profitability. Perloff et al. (1996), for example, find that in a sample of antitrust cases filed in
U.S. federal district courts, the plaintiff's industry indeed affects the likelihood of plaintiff
victory.

Finally, we include a full set of court fixed effects. Court fixed effects control for

geographic differences in litigation culture and courts' caseload, as well as any informal court

19



norms which can exert a powerful impact on judicial decision-making (see, e.g., Church 1985,
Lindquist 2007). The inclusion of court fixed effects does not fully control for judge-specific
effects on adjudicatory outcomes. However, as cases filed at a given court are effectively
assigned to judges randomly (i.e. alphabetically upon case arrival), our inability to control for
judge fixed effects should not confound the impact of the remaining explanatory variables on

adjudicatory outcomes.

4. The Determinants of Plaintiff Victory at Trial

4.1. OLS Estimates

As a benchmark, we first discuss the OLS estimates of the parameters of the Plaintiff Win
equation using the sample of tried cases only. Table 3 presents the results. The regression
controls for a full set of plaintiff and defendant industry fixed effects, the year of case filing, the
year of case disposition, and court fixed effects. Holding all else equal, the likelihood of plaintiff
victory is positively but statistically insignificantly associated with plaintiff representation by an
attorney or a law firm. The likelihood of plaintiff victory is negatively associated with defendant
representation by an attorney or a law firm, although only the effect on defendant representation
by attorney is statistically significant. Ceteris paribus, relative to self-representation or
representation by a plenipotentiary, defendant representation by an attorney is associated with a
35 percentage point decrease in the likelihood of plaintiff victory.

Based on the estimates in Table 3, neither the plaintiff's nor the defendant's legal form is
statistically significantly associated with the likelihood of plaintiff victory at trial. The economic
size of the disputing parties, as measured by their respective total assets, is also not a statistically
significant predictor of plaintiff victory. The likelihood of plaintiff victory statistically

significantly increases with the plaintiff's profitability, as measured by ROA, and decreases,
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albeit statistically insignificantly, with defendant's profitability. The complexity of a case, as
proxied by the involvement of court-appointed experts, and the stakes involved are likewise not
statistically significantly associated with plaintiff success at trial. Among the various fixed
effects, court and defendant industry fixed effects are as a group statistically significant
determinants of plaintiff victory of trial (see Table 3).

As discussed earlier, OLS estimates ignore the plausibly endogeneous selection of tried
cases. If endogenous sample selection is an issue, the estimates in Table 3 are therefore biased.
We next discuss the parameter estimates of the Plaintiff Win equation that explicitly address the

likely sample selection problem.

4.2. Estimates Corrected for Non-Random Selection of Tried Cases

Table 4 presents the results using Heckman's (1979) two-step method. Table 5 presents the
results using the Heckman's (1979) two-step method combined with the approach of Perloff et al.
(1996). As in the case of the OLS results presented in Table 3, the specifications in Tables 4 and
5 control for court fixed effects, plaintiff and defendant industry fixed effects, the year of case
filing, and the year of case disposition. Here, we focus on the parameter estimates of the Plaintiff
Win equation only. (We return to the estimates of the Trial equation below.)

The estimates of the Plaintiff Win equation in Tables 4 and 5 are virtually identical. The
coefficient on the estimated inverse Mills ratio is statistically insignificant: p-value equals 0.295.
Thus, the absence of a sample selection bias cannot be rejected at conventional significance
levels. Futhermore, much like the OLS results in Table 3, the estimates in Tables 4 and 5 show
that, all else equal, the likelihood of plaintiff victory is statistically significantly negatively
associated with defendant representation by attorney and positively but statistically

insignificantly associated with plaintiff representation by attorney and by law firm. In contrast to
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the OLS results in Table 3, the results in Tables 4 and 5 indicate that the likelihood of plaintiff
victory is statistically significantly negatively associated with defendant representation by a law
firm. Relative to self-representation or representation by a plenipotentiary (the omitted category),
defendant representation by attorney and defendant representation by law firm ceteris paribus
decreases the likelihood of plaintiff victory by about 43 percentage points and 36 percentage
points, respectively. The two effects, however, are not statistically significantly different from
each other (p-value for the test of the equality of the coefficients equals 0.627).

These results suggest that external legal representation improves the chances of
defendant, but not plaintiff, success at trial. Under the assumption that the intrinsic motivation
and effort of attorneys and law firms does not vary depending on whether they represent a
defendant or a plaintiff, a possible explanation for this finding is that in our sample the on
average comparatively larger and somewhat more profitable defendants (see Table 2) are able to
hire better external legal representation than the on average smaller and less profitable plaintiffs.
Hence, the added value of external legal representation is ceteris paribus greater in the case of
defendants than in the case of plaintiffs. Despite the wide range of control variables, there is still
a possibility that the choice of external legal representation is endogenous to some omitted
unobservable factor that we have not been able to adequately account for and, thus, our estimates
may be biased. Below, we also explore the robustness of our results on the effect of legal
representation to an instrumental variable approach.

With regard to other explanatory variables, the only statistically significant determinant
of plaintiff victory is plaintiff's profitability: all else equal, the likelihood of plaintiff victory
increases with plaintiff's ROA. This positive association between trial outcome and profitability

of a disputing party should of course not be interpreted as 'hard' evidence of judicial corruption.
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However, given that there exists a strong empirical association between willingness to pay bribes
and profitability in corruption-ridden environments (see, e.g., Svensson 2003, Clarke and Xu
2004, Rand and Tarp 2012) and ongoing concerns about subversion of justice in Slovenian
courts®®, judicial corruption does provide one possible interpretation of our finding. The lack of a
statistically significant association between the likelihood of plaintiff victory at trial and
defendant profitability could be explained by any systematic differences between plaintiffs and
defendants in our sample as they pertain to the ability of corrupt adjudicators to extract bribes or
the willingness of a disputing party to resort to bribery. For instance, because defendants are on
average substantially larger than plaintiffs, they may be able to thwart judicial demands for
bribes or rely on means other than outright bribery to exert influence on judges.

The plaintiff's and the defendant's legal form, the stakes involved, and the involvement of
a court expert as a proxy for case complexity are not statistically significant predictors of
plaintiff victory. In contrast, court fixed effects are as a group a statistically significant
determinant of plaintiff win rates. This suggests that in Slovenia the venue of adjudication
matters for the disputing parties' success at trial. Based on the results in Tables 4 and 5, the
likelihood of plaintiff success is all else equal more than 60 percentage points higher in some
courts than in others (for brevity, we omit reporting individual coefficients on court dummies).
These jurisdictional effects in terms of magnitude notably exceed the ceteris paribus differences
in plaintiff success rates across U.S. court districts as estimated by Perloff et al. (1996) using a
sample of private antitrust lawsuits.

There are several implications of the finding that holding all else equal plaintiff success

rates in Slovenia vary across courts. First, unlike in the U.S., in Slovenia the legislation is

9 According to Transparency International, in 2013, 54% of respondents in Slovenia felt that judiciary was corrupt
or extremely corrupt; see http://www.transparency.org.
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uniform across court districts. Thus, jurisdictional effects cannot be attributed to differences in
legal rules. Instead, they must reflect differences in the enforcement of legal rules across courts,
plausibly due to differences in judicial attitudes toward disputing parties. Second, jurisdictional
differences in disputing parties’ success rates at trial encourage forum-shopping—strategic
behavior by plaintiffs with respect to the choice of adjudication venue—which increases the
costs of litigation and is generally viewed as detrimental to the functioning of legal institutions
(see, e.g., Clermont and Eisenberg 1995, Moore 2001: Sec I11).?° Third, the documented
jurisdictional effects imply that more than two decades after the start of Slovenian transition, the
courts are still a source of legal inconsistency and uncertainty.

Defendant's industry fixed effects are as a group a statistically significant determinant of
plaintiff success at trial. In contrast, plaintiff industry fixed effects are not. The contrast in the
importance of plaintiff versus defendant industry fixed effects could reflect the differences in the
underlying distribution between plaintiffs and defendants across industries in our sample. These
differences in firm distribution may capture differences in the degree of ownership-management
agency problems between plaintiffs and defendants, with corresponding repercussions for

success at trial (see Perloff et al. 1996: 407).

4.3. Addressing Possible Endogeneity of Legal Representation
To address the possible endogeneity of legal representation in the Plaintiff Win equation, we
explored the sensitivity of our results to an instrumental variable approach. To this end, given the

statistically indistinguishable effects of representation by attorney versus representation by law

% Court jurisdiction for domestic commercial claims of the type we examine is in Slovenia determined as follows.
The general rule is that a case should be filed either in the court of the defendant's permanent residence or,
alternatively, in the court that has jurisdiction over the geographic area where the act of dispute (a tort or contract
breach) had taken place. However, disputing parties may also select any other domestic court of substantive
jurisdiction (i.e. district court) as long as the choice is made by consent, signed by both parties, and the request is
filed together with the lawsuit (Zakon o pravdnem postopku, Uradni list RS, no. 26/99, articles 46-69).
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firm (see above), we first replaced the four legal representation dummy variables reported in
Tables 3-5 with two dummy variables: (i) Plaintiff Representation by Attorney or Law Firm and
(if) Defendant Representation by Attorney or Law Firm. Each of these variables takes on the
value 1 if the relevant disputing party is represented either by an attorney or a law firm; and 0
otherwise. The reduction of four possibly endogenous legal representation dummies into two
reduces the minimum number of required instruments. This is advantageous as the set of suitable
candidate instrumental variables in our dataset is limited.

As an instrumental variable for a disputing party's legal representation by attorney or law
firm, we used the party's average number of employees in the year prior to filing of the lawsuit.
Our rationale for the validity of this instrument is as follows. Holding all else equal, the larger
the number of a disputing party's employees, the more likely it is that the disputing party houses
its own legal division or personnel legally permitted to represent the party in court. In contrast,
the smaller the number of a party's employees, the more likely it is that in the case of a dispute
the party must seek legal representation externally, on the attorney market. At the same time,
once controlling for a disputing parties' assets and profitability, case complexity, stakes, and
court fixed effects, which inter alia control for any court-specific norms of adjudication, the
average number of the disputing party's employees is, we argue, unlikely to directly affect the
likelihood of plaintiff victory at trial.

The reporting of average number of employees in the AJPES database is overall spottier
than the reporting of assets or profits. As a result, the size of our estimated sample of tried cases
shrinks to 63 observations. Given the large number of covariates in our model, the associated
number of degrees of freedom is very limited. Rather than limiting our analysis to the subsample

in which our instruments are non-missing, which leads to efficiency losses, we therefore follow
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Angrist et al. (2010) and Mogstad and Wiswall (2012: Sec. 3.1) and use linear projection to form
an instrument set that is defined for a larger sample of observations. Specifically, we replace a
subset of the missing values for the average number of employees for each disputing party using
fitted values from the linear regression of the party's average number of employees on all
exogenous variables.”> Under the assumption that the values of instruments are missing
randomly, which applies well in our context, the resulting instrumental variables estimator is
consistent (Mogstad and Wiswall 2012).%

To simultaneously address both endogenous selection of tried cases and endogenous
choice of legal representation, we implement a procedure suggested by Wooldridge (2002: 567-
569). We first run a probit of the Trial equation. As explanatory variables, we use all exogenous
variables, including Mediation and the two instruments for plaintiff and attorney legal
representation. Using the resulting probit coefficient estimates, we obtain the corresponding
inverse Mills ratio. We then estimate a two-stage-least-squares (2SLS) regression which includes
the inverse Mills ratio as a regressor and instruments for Plaintiff Representation by Attorney or
Law Firm and Defendant Representation by Attorney or Law Firm with Plaintiff Average
Number of Employees and Defendant Average Number of Employees, respectively.

Table 6 presents the results. Column (1) presents the benchmark OLS results. Plaintiff

victory is statistically significantly negatively associated with defendant's representation by

21 Using only the subsample in which the values of our instruments are non-missing, R? for the regression of the
plaintiff's average number of employees on all exogenous variables equals 0.68; R? for the regression of the
defendant's average number of employees on all exogenous variables equals 0.46.

22 For completeness, we also estimated the two-stage-least squares model with sample selection correction described
in this section without relying on imputation (full results are available upon request). The first-stage regression
results were strong: Plaintiff Average Number of Employees and Defendant Average Number of Employees were,
as conjectured, respectively statistically significantly negatively associated with Plaintiff Representation by Attorney
or Law Firm and Defendant Representation by Attorney or Law Firm. In the second-stage regression, the coefficient
on Defendant Representation by Attorney or Law Firm was negative (as in our baseline results in Tables 3-5) but
statistically insignificant.
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attorney or law firm and statistically significantly positively associated with plaintiff's
profitability. No other explanatory variable featured in column (1) is statistically significant.

Results in column (2) are based on 2SLS estimation while correcting for the selection of
tried cases using Heckman's (1979) two-step method. The qualitative pattern of results is
identical to that displayed in the OLS column (1). The only statistically significant explanatory
variables featured in column (2) are the dummy for defendant's representation by attorney or law
firm (using a one-sided test of significance) and plaintiff's ROA. The signs of the coefficients on
these variables match the signs of the corresponding coefficients in the OLS column (1). The
implied magnitude of the effect of the defendant's representation by attorney or law firm,
however, is larger in column (2), which suggests that addressing the possible endogeneity of
legal representation is quantitatively important. The first-stage results (Table Al) confirm our
hypothesis: all else equal, the likelihood of a party's representation by attorney or law firm
decreases with the party's average number of employees. The effect is highly significant in the
case of defendant representation and marginally insignificant (using a one-sided test) in the case
of plaintiff representation.

The coefficient on the inverse Mills ratio in column (2) is statistically highly insignificant
(p-value equals 0.728). We thus fail to reject the null that that the error term in the Plaintiff Win
equation is uncorrelated with the error term in the Trial equation. Column (3) presents results
based on 2SLS estimation without correcting for sample selection. The resulting coefficient
estimates and standard errors are very similar to those reported in column (2). In sum, the
instrumental variable results with or without the sample selection correction resonate with the

results discussed in Sections 4.1 and 4.2 above.

27



5. The Determinants of Trial versus Settlement

We next discuss the estimates of the Trial equation reported in Tables 4 and 5. The
corresponding marginal effects are shown in Table 7. The first two columns of Table 7 feature
marginal effects based on the estimates reported in Table 4 where the only exclusion restriction
is the dummy variable indicating the presence or absence of court-sponsored mediation in the
course of case adjudication. The last two columns of Table 7 show marginal effects based on the
estimates reported in Table where we further include the estimated probability of plaintiff victory
among the exclusion restrictions.

The results in the first two columns of Table 7 suggest that, all else equal, the likelihood
that a case proceeds to trial statistically significantly increases with defendant representation by
attorney and by law firm. The association between trial and plaintiff representation by attorney
and by law firm, respectively, is positive, but not statistically significant. When we further
include the estimated probability of plaintiff victory among the exclusion restrictions (last two
columns of Table 7), the sign on the marginal effects associated with legal representation
dummies remains positive, but the magnitude of marginal effects of the variables for defendant
legal representation decreases and, moreover, these marginal effects become statistically
insignificant. The contrast between the results on the effect of legal representation in the first
versus last two columns of Table 7 is consistent with the interpretation that a disputing party's
choice to seek external legal representation by hiring an attorney or a law firm is conditional on
the disputing party's expectation about the prospects of trial-based resolution. Thus, once we
control for parties' expectation about trial outcome, attorney or law firm representation no longer
affects the mode of case resolution. The lack of a robust effect of legal representation on the

disputing parties’ decision to pursue trial can be reconciled in light of the fact that client-lawyer
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contracts in Slovenia are based on both hourly and flat fees. The usage of a variety of attorney
fee arrangements may blur any principal-agent effects in legal representation.

Relative to the case when the plaintiff or respectively the defendant is a municipality, the
likelihood of case reaching trial is ceteris paribus lower if the plaintiff or respectively the
defendant is either a sole trader enterprise or a company. The likelihood of case reaching trial is
ceteris paribus higher if the plaintiff is a legal entity in public interest. One interpretation of this
finding is that companies and sole trader enterprises face higher, and legal entities in public
interest lower, opportunity costs associated with lengthy case resolution than municipalities. The
prospect of trial-based case resolution further statistically significantly decreases with
defendant's profitability. This result could reflect the fact that when sued, the in our sample on
average less profitable defendants prefer to strategically delay the resolution of the lawsuit and,
therefore, prefer to pursue trial.

The likelihood of trial increases with the complexity of the case as proxied by
involvement of a court expert, a finding that is consistent with the prediction of the divergent
expectations theory of litigation (see, e.g., Priest and Klein 1984, Waldfogel 1998). The theory
predicts that settlement is less likely when cases are complex and, hence, parties' expectations
more likely divergent. In contrast to the predictions of the theory, however, we do not find an
effect of stakes on the parties' decision to pursue trial. The marginal effect of stakes is
statistically highly insignificant regardless of the specification (p-value equals 0.586 for the
marginal effect based on the estimates in Table 4 and 0.513 for the marginal effect based on the
estimates in Table 5).

The likelihood of trial is, as anticipated, negatively associated with parties' exposure to

court-sponsored mediation. The effect is highly statistically significantly. In terms of the
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magnitude, holding all else equal, court-sponsored mediation decreases the likelihood of trial by
about 39 percentage points. Neither plaintiff nor defendant size as measured by total assets
matter for whether a case is resolved via trial or settled. Court fixed effects (coefficients not
reported) are as a group a statistically significant predictor of the mode of case disposition (see
Tables 4 and 5). In contrast, plaintiff industry fixed effects and defendant industry fixed effects
respectively do not robustly statistically significantly predict trial versus settlement.

The estimated probability of plaintiff victory (see last two columns of Table 7) does not
statistically significantly predict trial-based case resolution (p-value equals 0.730). Following
Perloff et al. (1996: 403, 406), the coefficient on the estimated probability of plaintiff victory
may be interpreted as capturing the extent of divergence between the total (litigation-related and
broader reputational) damages as perceived by the defendant and the award perceived by the
plaintiff.?® The fact that the coefficient on the estimated probability of plaintiff victory is not
statistically significantly different from zero suggests that reputation effects are not a significant
factor for defendants. This finding resonates with the results of Perloff et al. (1996) who likewise
find that reputation effects are not a significant factor for defendants in private antitrust suits

filed in U.S. district courts.

6. Conclusion

Using a unique hand-collected dataset and contributing to the sparse literature on the topic, this
paper sheds light on the functioning of post-socialist courts by studying the determinants of
adjudicatory outcomes in commercial disputes filed at Slovenian courts of first instance.

Consistent with the divergent expectations theory of litigation (Priest and Klein 1984, Waldfogel

2 This follows from the fact that the expected gain to both parties from settling rather than pursuing trial (i.e. the
difference between the defendant's expected loss from going to trial and the plaintiff's expected gain from trial)
depends on the product of two terms: (i) the difference between the defendant's and the plaintiff's subjective estimate
of the damages if the plaintiff prevails at trial; and (ii) the parties' estimated probability that the plaintiff prevails at
trial. See Perloff et al (1996).
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1998), we find that the likelihood of trial-based resolution increases with case complexity and
decreases with the usage of court-sponsored mediation. Parties' legal representation, size,
profitability, and stakes involved exhibit no robust effect of on the mode of case disposition.

We further find that the prospect of plaintiff victory at trial is predicted by plaintiff's
profitability, defendant's legal representation, and court identity. In contrast, the size and legal
form of disputing parties, the stakes involved, and case complexity do not predict plaintiff
success at trial. The robust positive association between the likelihood of plaintiff success at trial
and the plaintiff's profitability should not be interpreted as 'hard' evidence of judicial corruption.
However, this result does lend empirical support to ongoing concerns about the courts'
susceptibility to subversion by powerful interests and casts doubt on the ability of Slovenian
courts to uphold justice. The quantitatively important effect of adjudication venue for parties'
success at trial suggests that more than two decades after the start of transition, courts are still a
source of legal inconsistency and uncertainty. The documented differences across Slovenian
courts in the prospects for parties' success at trial also have repercussions for forum-shopping
and the resulting social costs arising from strategic behavior of litigants. Collectively, these
results highlight the limitations of private litigation as a means of social control of business (see,
e.g.,, Djankov et al. 2003b) in a post-socialist institutional environment, despite the
implementation of a series of reforms aimed at reforming the judiciary (see, e.g., Zajc 2011,
Dimitrova-Grajzl et al. 2012a).

Well-functioning courts are critical to doing business in large impersonal markets.
Successful reform of a country's system of courts necessitates insight into what actually takes
place inside these institutions. In contrast to the analysis of firm-level micro data, scholars of

post-socialist and developing countries have thus far devoted very little effort to the collection
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and analysis of court-based micro data. The study of court-level data from emerging market

economies constitutes a fruitful avenue for future research.
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Table 1: Variable Names and Description

Variable Name

Description

Trial

Plaintiff Win

Plaintiff Representation Attorney
Plaintiff Representation Law Firm
Defendant Representation Attorney
Defendant Representation Law Firm
Plaintiff Assets

Defendant Assets

Plaintiff ROA

Defendant ROA

Plaintiff Legal Entity in Public Interest
Plaintiff Company

Plaintiff Sole Trader Enterprise
Plaintiff Municipality

Defendant Company

Defendant Sole Trader Enterprise
Defendant Municipality

Stakes

Court Expert

Mediation

Plaintiff Average Number of Employees

Defendant Average Number of Employees

Dummy equal to 1 if case was disposed through trial either by court judgment following completion of trial or prior to
completion of trial by judgment on admission, judgment of nolle prosequi, or default judgment.

Dummy equal to 1 if court judgment awarded the plaintiff their initial claim.

Dummy equal to 1 if plaintiff is represented by an individual attorney.

Dummy equal to 1 if plaintiff is represented by a law firm.

Dummy equal to 1 if defendant is represented by an individual attorney.

Dummy equal to 1 if defendant is represented by a law firm.

Plaintiff's assets measured at the end of the last year prior to filing of the lawsuit, in EUR 100 million.

Defendant's assets measured at the end of the last year prior to filing of the lawsuit, in EUR 100 million.

Plaintiff's return on assets as the ratio of profit earned in the year prior to filing of the lawsuit and total assets
measured at the end of the last year prior to filing of the lawsuit

Defendant's return on assets as the ratio of profit earned in the year prior to filing of the lawsuit and total assets
measured at the end of the last year prior to filing of the lawsuit.

Dummy equal to 1 if plaintiff is a legal entity in public interest (javni zavod).

Dummy equal to 1 if plaintiff is a company (gospodarska druzba).

Dummy equal to 1 if plaintiff is a sole trader enterprise (samostojni podjetnik).

Dummy equal to 1 if plaintiff is a municipality (lokalna skupnost).

Dummy equal to 1 if defendant is a company (gospodarska druzba).

Dummy equal to 1 if defendant is a sole trader enterprise (samostojni podjetnik).

Dummy equal to 1 if defendant is a municipality (lokalna skupnost).

Plaintiff's initial claim as stipulated in the lawsuit, in EUR 100,000.

Dummy equal to 1 if court expert was involved in adjudication of the case.

Dummy equal to 1 if court-sponsored mediation was introduced in the process of case adjudication.

Plaintiff's average number of employees in the last year prior to filing of the lawsuit.

Defendant's average number of employees in the last year prior to filing of the lawsuit.

Notes: The source of the variables Plaintiff Assets, Defendant Assets, Plaintiff Profit, Defendant Profit, Plaintiff Average Number of Employees, Defendant Average
Number of Employees is AJPES (www.ajpes.si). All other variables were hand-collected with the assistance of the Slovenian Supreme Court and the district courts.
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Table 2: Summary Statistics

Variable Name No. Obs. Mean Std. Dev. Min. Max.
Trial 191 0.476 0.501 0 1
Plaintiff Win 91 0.473 0.502 0 1
Plaintiff Representation Attorney 191 0.550 0.499 0 1
Plaintiff Representation Law Firm 191 0.188 0.392 0 1
Defendant Representation Attorney 191 0.366 0.483 0 1
Defendant Representation Law Firm 191 0.215 0.412 0 1
Plaintiff Legal Entity in Public Interest 191 0.199 0.400 0 1
Plaintiff Company 191 0.707 0.456 0 1
Plaintiff Sole Trader Enterprise 191 0.079 0.270 0 1
Plaintiff Municipality 191 0.016 0.125 0 1
Defendant Company 191 0.906 0.293 0 1
Defendant Sole Trader Enterprise 191 0.079 0.270 0 1
Defendant Municipality 191 0.016 0.125 0 1
Plaintiff Assets (in EUR 100 million) 191 1.399 3.707 0.00007 25.565
Defendant Assets (in EUR 100 million) 191 4.067 8.387 0.00017 55.291
Plaintiff ROA 191 —-0.038 0.135 -0.972 0.252
Defendant ROA 191 —0.003 0.111 -1.046 0.303
Stakes (in EUR 100,000) 191 1.071 4.247 0.041 53.207
Court Expert 191 0.073 0.261 0 1
Mediation 191 0.188 0.392 0 1
Plaintiff Average Number of Employees 177 279.4 477.2 0 3408
Defendant Average Number of Employees 167 429.2 1106.0 0 11174

Notes: See Table 1 for variable description.
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Table 3: Regression Results, Plaintiff Win Equation, OLS

Explanatory Variables

Plaintiff Win Equation

Coefficient Standard Error

Parties' Legal Representation
Plaintiff Representation Attorney
Plaintiff Representation Law Firm
Defendant Representation Attorney
Defendant Representation Law Firm

Parties' Legal Form
Plaintiff Legal Entity in Public Interest
Plaintiff Company
Plaintiff Sole Trader Enterprise
Defendant Company
Defendant Sole Trader Enterprise

Parties' Size and Profitability
Plaintiff Assets (in EUR 100 million)
Defendant Assets (in EUR 100 million)
Plaintiff ROA
Defendant ROA

Case Characteristics
Stakes (in EUR 100,000)
Court Expert

Fixed Effects
Court FEs
Plaintiff Industry FEs
Defendant Industry FEs
Filing Year FEs
Disposition Year FEs

R-squared
No. Obs.

0.021 (0.261)
0.101 (0.322)
~0.349** (0.166)
~0.312 (0.278)
0.406 (0.712)
~0.222 (0.493)
~0.175 (0.519)
0.862 (0.753)
1.069 (0.777)
~0.012 (0.023)
0.001 (0.009)
1.200%* (0.578)
~0.127 (0.492)
~0.007 (0.037)
~0.039 (0.228)

Yes [p=0.082]
Yes [p=0.159]
Yes [p=0.080]
Yes [p=0.158]
Yes [p=0.410]

0.5951
91

Notes: Results based on OLS regression. For both plaintiff's and defendant's legal form
respectively, the omitted category is municipality. For both plaintiff's and defendant's
legal representation respectively, the omitted category is self-represented or
represented by court-approved plenipotentiary. Reported standard errors are
heteroskedasticity-robust. *, **, and *** indicate significance at the 10%, 5%, and 1%
levels, respectively. The reported p-values for the groups of fixed effects are for the

F-test of joint significance.
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Table 4: Regression Results,

Heckman (1979) Two-Step Method

Plaintiff Win Equation

Trial Equation

Explanatory Variables Coefficient Standard Error Coefficient Standard Error
Parties' Legal Representation

Plaintiff Representation Attorney 0.026 (0.249) 0.545 (0.509)

Plaintiff Representation Law Firm 0.096 (0.272) 0.371 (0.574)

Defendant Representation Attorney —0.426*** (0.151) 1.221*** (0.436)

Defendant Representation Law Firm —0.357** (0.183) 1.174** (0.466)
Parties' Legal Form

Plaintiff Legal Entity in Public Interest 0.663 (0.830) 1.539 (1.141)

Plaintiff Company 0.062 (0.661) —-2.368* (1.394)

Plaintiff Sole Trader Enterprise 0.154 (0.691) -3.100** (1.513)

Defendant Company 0.590 (0.806) —4 771*** (1.253)

Defendant Sole Trader Enterprise 0.765 (0.825) —4.673*** (1.356)
Parties' Size and Profitability

Plaintiff Assets (in EUR 100 million) —0.008 (0.015) 0.022 (0.037)

Defendant Assets (in EUR 100 million) —0.000 (0.006) 0.023 (0.025)

Plaintiff ROA 1.125** (0.434) 0.771 (1.050)

Defendant ROA 0.103 (0.449) —4.964** (2.208)
Case Characteristics

Stakes (in EUR 100,000) —0.006 (0.025) -0.019 (0.035)

Court Expert -0.128 (0.181) 0.970* (0.533)
Fixed Effects

Court FEs Yes [p=0.004] Yes [p=0.096]

Plaintiff Industry FEs
Defendant Industry FEs
Filing Year FEs
Disposition Year FEs

Exclusion Restriction
Mediation

Inverse Mills Ratio
Lambda-hat

Yes [p=0.343]
Yes [p=0.022]
Yes [p=0.007]
Yes [p=0.352]

~0.200 (0.191)

Yes [p=0.484]
Yes [p=1.101]
Yes [p=0.309]
Yes [p=0.154]

—1.701***

(0.501)

Notes: Results based on Heckman (1979) two-step estimation method. Total number of observations is 191 and the number of
uncensored observations is 91. For both plaintiff's and defendant's legal form respectively, the omitted category is municipality. For
both plaintiff's and defendant's legal representation respectively, the omitted category is self-represented or represented by a court-
approved plenipotentiary. Reported standard errors are heteroskedasticity-robust. *, **, and *** indicate significance at the 10%,
5%, and 1% levels, respectively. The reported p-values for the groups of fixed effects are for the Chi-Square test of joint

significance.
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Table 5: Regression Results,
Heckman (1979) Two-Step Method Combined with the Approach of Perloff et al. (1996)

Plaintiff Win Equation Trial Equation

Explanatory Variables Coefficient Standard Error Coefficient Standard Error
Parties' Legal Representation

Plaintiff Representation Attorney 0.026 (0.249) 0.563 (0.515)

Plaintiff Representation Law Firm 0.096 (0.272) 0.459 (0.643)

Defendant Representation Attorney —0.426*** (0.151) 0.914 (1.065)

Defendant Representation Law Firm —0.357** (0.182) 0.899 (0.986)
Parties' Legal Form

Plaintiff Legal Entity in Public Interest 0.663 (0.830) 1.711 (1.362)

Plaintiff Company 0.062 (0.661) —2.563* (1.559)

Plaintiff Sole Trader Enterprise 0.154 (0.691) —3.254** (1.635)

Defendant Company 0.590 (0.806) —3.968*** (0.766)

Defendant Sole Trader Enterprise 0.765 (0.825) —3.687*** (1.478)
Parties' Size and Profitability

Plaintiff Assets (in EUR 100 million) —0.008 (0.015) 0.012 (0.046)

Defendant Assets (in EUR 100 million) —0.000 (0.006) 0.024 (0.025)

Plaintiff ROA 1.125** (0.434) 1.829 (3.368)

Defendant ROA 0.103 (0.449) —5.077** (2.203)
Case Characteristics

Stakes (in EUR 100,000) —0.006 (0.025) -0.025 (0.039)

Court Expert -0.128 (0.181) 0.935* (0.560)
Fixed Effects

Court FEs Yes [p=0.004] Yes [p<0.001]

Plaintiff Industry FEs Yes [p=0.343] Yes [p=0.599]

Defendant Industry FEs Yes [p=0.022] Yes [p<0.001]

Filing Year FEs Yes [p=0.007] Yes [p=0.776]

Disposition Year FEs Yes [p=0.352] Yes [p=0.161]
Exclusion Restrictions

Mediation -1.701*** (0.501)

Estimated prob. of plaintiff victory -0.882 (2.556)
Inverse Mills Ratio

Lambda-hat —0.200 (0.191)

Notes: Results based on Heckman (1979) two-step estimation method combined with the approach of Perloff et al. (1996). Total
number of observations is 191 and the number of uncensored observations is 91. For both plaintiff's and defendant's legal form
respectively, the omitted category is municipality. For both plaintiff's and defendant's legal representation respectively, the omitted
category is self-represented or represented by a court-approved plenipotentiary. Reported standard errors are heteroskedasticity-
robust. *, **, and *** indicate significance at the 10%, 5%, and 1% levels, respectively. The reported p-values for the groups of
fixed effects are for the Chi-Square test of joint significance.
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Table 6: Robustness Checks, Plaintiff Win Equation

(1) OLS (2) 2SLS with Heckit (3) 2SLS

Explanatory Variables Coeff. Std. Error Coeff. Std. Error Coeff. Std. Error
Parties' Legal Representation

Plaintiff Representation Attorney or Law Firm 0.023 (0.258) -0.514 (0.725) -0.471 (0.671)

Defendant Representation Attorney or Law Firm —0.357** (0.171) —-0.620t1 (0.426) —0.657t (0.425)
Parties' Size and Profitability

Plaintiff Assets (in EUR 100 million) -0.011 (0.022) -0.018 (0.015) -0.017 (0.015)

Defendant Assets (in EUR 100 million) 0.002 (0.009) 0.003 (0.007) 0.002 (0.007)

Plaintiff ROA 1.209** (0.558) 1.391%** (0.486) 1.382*** (0.493)

Defendant ROA -0.144 (0.466) -0.760 (0.838) -0.596 (0.578)
Case Characteristics

Stakes (in EUR 100,000) —0.003 (0.034) 0.013 (0.028) 0.016 (0.029)

Court Expert —0.053 (0.220) -0.079 (0.219) -0.124 (0.202)
Fixed Effects

Court FEs Yes [p=0.059] Yes [p<0.001] Yes [p<0.001]

Plaintiff Legal Form FEs Yes [p=0.409] Yes [p=0.159] Yes [p=0.130]

Defendant Legal Form FEs Yes [p=0.271] Yes [p=0.179] Yes [p=0.100]

Plaintiff Industry FEs Yes [p=0.071] Yes [p=0.029] Yes [p=0.013]

Defendant Industry FEs Yes [p=0.043] Yes [p<0.001] Yes [p<0.001]

Filing Year FEs Yes [p=0.127] Yes [p=0.023] Yes [p=0.024]

Disposition Year FEs Yes [p=0.426] Yes [p=0.311] Yes [p=0.335]
Inverse Mills Ratio

Lambda-hat 0.110 (0.315)

Notes: Robustness checks. For regressions in all four columns, the dependent variable is Plaintiff Win. Column (1) is based on OLS. Column (2)
is based on 2SLS with Heckman (1979) sample selection correction (two-step method). Column (3) is based on 2SLS without sample correction.
For the regressions in columns (2) and (3), the instruments for the variables Plaintiff Representation Attorney or Law Firm and Defendant
Representation Attorney or Law Firm are Plaintiff Average Number of Employees and Defendant Average Number of Employees; results of the
first-stage regressions for the regression in column (2) are presented in Table Al in the Appendix. Results in column (2) use Mediation as the
only exclusion restriction in implementing the Heckman (1979) two-step method. For regressions in columns (1) and (3), the number of
observations equals 90. For regression in column (2), the number of uncensored observations equals 90. Reported standard errors are
heteroskedasticity-robust. *, **, and *** indicate significance at the 10%, 5%, and 1% levels, respectively. T indicates significance at the 10%
level for a one-sided test. The reported p-values for the groups of fixed effects are for either the F-test or the Chi-Square test of joint
significance.
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Table 7: Trial Equation, Marginal Effects

Based on estimates in Table 4 Based on estimates in Table 5

Explanatory Variables Marginal Effect  Standard Error Marginal Effect Standard Error
Parties' Legal Representation

Plaintiff Representation Attorney 0.126 (0.117) 0.130 (0.118)

Plaintiff Representation Law Firm 0.086 (0.133) 0.106 (0.148)

Defendant Representation Attorney 0.282*** (0.094) 0.211 (0.244)

Defendant Representation Law Firm 0.271%** (0.102) 0.208 (0.226)
Parties' Legal Form

Plaintiff Legal Entity in Public Interest 0.326*** (0.027) 0.396 (0.319)

Plaintiff Company -0.548* (0.314) -0.593* (0.352)

Plaintiff Sole Trader Enterprise -0.717** (0.337) -0.752** (0.365)

Defendant Company —1.103*** (0.308) —0.928*** (0.188)

Defendant Sole Trader Enterprise —1.081*** (0.331) —0.863*** (0.070)
Parties' Size and Profitability

Plaintiff Assets (in EUR 100 million) 0.005 (0.009) 0.003 (0.011)

Defendant Assets (in EUR 100 million) 0.005 (0.006) 0.006 (0.006)

Plaintiff ROA 0.178 (0.242) 0.423 0.777)

Defendant ROA —1.148** (0.488) —1.174** (0.486)
Case Characteristics

Stakes (in EUR 100,000) —-0.004 (0.008) -0.006 (0.009)

Court Expert 0.224* (0.120) 0.216* (0.126)
Exclusion Restrictions

Mediation —0.393*** (0.105) —0.393*** (0.105)

Estimated prob. of plaintiff victory —-0.204 (0.590)

Notes: Average marginal effects, and their standard errors, of explanatory variables for the Trial equation. The results in the first
two columns are based on the estimates in Table 4. The results in the last two columns are based on the estimates in Table 5. *, **,
and *** indicate significance at the 10%, 5%, and 1% levels, respectively.
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Appendix

Table Al: First-Stage Regressions for 2SLS Estimates of Plaintiff Win Equation Reported in Table 6, Column (2)

Dependent Variable: Dependent Variable:
Plaintiff Represent. Attorney or Law Firm Defendant Represent. Attorney or Law Firm

Explanatory Variables Coefficient Standard Error Coefficient Standard Error
Instruments for Parties' Legal Representation

Plaintiff Avg. No. of Employees (in 100s) —-0.026% (0.024) 0.028 (0.024)

Defendant Avg. No. of Employees (in 100s) -0.010 (0.008) —0.045** (0.018)
Parties' Legal Form

Plaintiff Legal Entity in Public Interest 1.082** (0.480) 3.703*** (1.316)

Plaintiff Company 0.205 (0.273) 0.167 (0.718)

Plaintiff Sole Trader Enterprise 0.147 (0.295) 0.125 (0.806)

Defendant Company 1.698*** (0.281) -0.013 (0.932)

Defendant Sole Trader Enterprise 1.745%** (0.301) 0.253 (0.921)
Parties' Size and Profitability

Plaintiff Assets (in EUR 100 million) 0.016 (0.021) -0.020 (0.025)

Defendant Assets (in EUR 100 million) 0.003 (0.004) 0.021** (0.010)

Plaintiff ROA 0.156 (0.158) 0.439 (0.540)

Defendant ROA —0.978*** (0.281) —-0.186 (0.818)
Case Characteristics

Stakes (in EUR 100,000) 0.006 (0.015) 0.040* (0.022)

Court Expert -0.030 (0.132) 0.265 (0.229)
Fixed Effects

Court FEs Yes Yes

Plaintiff Industry FEs Yes Yes

Defendant Industry FEs Yes Yes

Filing Year FEs Yes Yes

Disposition Year FEs Yes Yes
Inverse Mills Ratio

Lambda-hat 0.208 (0.150) 0.142 (0.337)
R-squared 0.8946 0.7084
No. Obs. 90 90

Notes: Results of first-stage regressions for the 2SLS estimates in column (2) of Table 6. Reported standard errors are heteroskedasticity-robust. *, **, and ***
indicate significance at the 10%, 5%, and 1% levels, respectively. f: p-value for a one-sided test equals 0.136.
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