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Centrality of Trust to Exchange

Edgeworth bargaining game presumes trust.

Without trust, individuals A and B could not make the
mutually beneficial move from E; to E..
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Trust and Development

Arrow (PPA, 1972):

“It can plausibly be argued that much of the economic
backwardness in the world can be explained by the lack of
mutual confidence.”




Trust and Development

Knack and Zak (EJ, 2001)

Country-level interpersonal trust and economic growth are
correlated, controlling for quality of law enforcement.

Interpersonal trust measured through World Values Survey
question: “Generally speaking, would you say that most
people can be trusted or that you can’t be too careful in
dealing with people?”



Interpersonal Trust Index (2009)

Country or (population- Interpersonal
weighted) country group trust (0-100)

Africa (non-Arab) 18.0
Latin America & Caribbean 16.9
India 26.3
ASEAN 20.0
China 60.5
Russia 27.7
Middle East (including Turkey) 19.4
OECD (except Turkey) 33.2

Data: ASEP/JDS, World Bank.



Institutional Trust Index (2016)

Country or (population- Informed Mass General
weighted) country group public population | population

South Africa 54.0 44.0 45.0
Latin America & Caribbean 62.0 51.7 53.6
India 78.0 62.0 65.0
ASEAN 68.8 60.8 60.9
China 82.0 71.0 73.0
Russia 42.0 39.0 39.0
Turkey 47.0 39.0 41.0
OECD (excluding Turkey) 57.7 44.5 46.7

Data: Weighted average of trust in institutions of government, business, media, and NGOs drawn from
Edelman Trust Barometer.



Outline

More evidence on low-trust, focusing on Middle East.
Historical mechanisms that kept trust low in Middle East.

Policy implications, drawing partly on historical
mechanisms observed in other regions.

Trust and the field of economic development.



Low trust in Middle East: Experiments (1)
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Low trust in Middle East: Experiments (1)

Bohnet, Hermann,
Zeckhauser (QJE 2010): Trastworthy

Trust games on subjects In (15: 15]
Kuwait, Oman, UAE,
Switzerland, USA.

Arabs require greater

trustworthiness before they " Betray L o)

will trust.

- Relatively fewer i [10; 10]
exchange possibilities [Payoff to principal; Payoff to agent]

within Arab world.
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Low trust in Middle East: Experiments (2)

Binzel and Fehr (JDE 2013):

Principal

Within-subject design, to et ‘A i
test how trust depends on

. - 10 Agent
social distance. 10

Betray/\rustworthy
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Low trust in Middle East: Experiments (2)

Binzel and Fehr (JDE 2013):

Principal

Within-subject design, to msth ol

test how trust depends on

social distance. 10 it
Betray/\mstworthy
Higher trust among friends 4
than among strangers. i - /\‘;.‘,’ciei’f
4 24
20 20

Trustworthiness
underestimated = low-trust
equilibrium.

Payoff to principal
Payoff to agent
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More evidence: Economic anthropology

Connections matter more than knowledge of procedures.
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More evidence: Economic anthropology

Connections matter more than knowledge of procedures.
|dentify procedure - Follow procedure - Access to service
|dentify useful contact - Identify insider > Access to service

Potentially impersonal relationships turn into personal
exchange.

Experimental validation: Christia, Knox and Al-Rikabi (MIT,
2016)
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Delayed transition to
Impersonal exchange

Personalism of dealings with government and private
organizations is a source of underdevelopment.

This is not a permanent feature of the region.
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The West began to transition from personal to impersonal
exchange a millennium ago.
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Delayed transition to
Impersonal exchange

The West began to transition from personal to impersonal
exchange a millennium ago.

In the Middle East, the transition started in the 1800s.
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Delayed transition to
Impersonal exchange

Trust in strangers, impersonal organizations, impersonal
procedures accompanies the transition to impersonal
exchange.
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Historical sources of low trust

Traditional, pre-industrial institutions of the Middle
East were well-suited to medieval conditions. But
they prevented the development of “generalized
trust”.

24



Historical sources of low trust

Traditional, pre-industrial institutions of the Middle
East were well-suited to medieval conditions. But
they prevented the development of “generalized
trust”.

* Organizational scale in private economy
« Biases of Islamic law
* Weak civil society
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Organizational scale Iin

private economy

Under traditional Islamic law, resources were
pooled through small and ephemeral partnerships.
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Nothing changed up to the 19t c.

Meanwhile Western Europe developed the joint-
stock company and the business corporation.
Trust in organizations developed in tandem.
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Organizational transplants

Complex organizational forms were transplanted
to the region beginning in the mid-19%" century.

Resistance to the new forms was minimal, but
trust in large organizations develops slowly.
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Organizational transplants

Complex organizational forms were transplanted
to the region beginning in the mid-19t™ century.

Resistance to the new forms was minimal, but
trust in large organizations develops slowly.
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Organizational development: WE vs. ME

Western Europe

Emergence of modern economic organizations

>
Roman church
declares itself a First business
Early corporation  pjega- ~ corporations
Justinian corporations 1100 companies 1600
M
527-65 622-32 800 1900
Muhammad’s Wagqgf (Islamic Corporation
rule at Medina trust) emerges enters local
’ : legal systems
Development Middle East

of Islamic law

Source: Kuran, Long Divergence (2011)
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Biases of Islamic law
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1.

Biases of Islamic law

In favor of elites, because of judicial
dependence on the Sultan and his circle
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2.

Biases of Islamic law

In favor of elites, because of judicial
dependence on the Sultan and his circle

In favor of men, primarily because judicial
corps was exclusively male, and female
testimony was considered less reliable.
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1.

Biases of Islamic law

In favor of elites, because of judicial
dependence on the Sultan and his circle

In favor of men, primarily because judicial
corps was exclusively male, and female
testimony was considered less reliable.

In favor of Muslims, primarily because
judicial corps was exclusively Muslim and
non-Muslims were not allowed to testify

against Muslims.
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Consequences of judicial biases

Privileged groups were trusted less ....
... and they became relatively untrustworthy.

The paid a price in commercial and financial
markets.
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Average real interest rate
by class of borrower (Istanbul 1603-1799)
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Source: Kuran and Rubin, “The Financial Power of the Powerless,” Economic

Journal (in press). =



Legacies of judicial biases

Islamic courts are practically gone. But their effect on
patterns of trust endures.
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Weak civil society

Civil society: associations that people form outside the
family, the state, and the commercial sector to
advance common interests.
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Weak civil society

Modern Middle Eastern rulers suppress civil society.

They can suppress NGOs because civil society Is
weak to begin with.
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Historical causes of weak civil society

Up to 20™ century, social services in the Middle East
were provided through Islamic trusts (waqgfs) that
limited

» political participation
» accountability
» coalition formation
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Historical causes of weak civil society

Because of this legacy, civil society was practically
non-existent until recently, and local governance was
very limited (Kuran, AJCL 2016).
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Organizational development: WE vs. ME

Western Europe

Emergence of modern economic organizations

>
Roman church
declares itself a First business
Early corporation  pjega- ~ corporations
Justinian corporations 1100 companies 1600
M
527-65 622-32 800 1900
Muhammad’s Wagqgf (Islamic Corporation
rule at Medina trust) emerges enters local
’ : legal systems
Development Middle East

of Islamic law

Source: Kuran, Long Divergence (2011)
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Policy implications

* No quick fixes.
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Policy implications

No quick fixes.
Rule of law can be imposed by outsiders.
Trust cannot be imposed from abroad.

Rule of law can foster the conditions under which
trust develops.
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Pathways to greater trust

Two pathways to greater trust in long run:
» clvic pathway
» commercial pathway

48



Civic pathway to higher trust

« Trust can be increased by I

North Italy

promoting civic life as
(Putnam, Making 21 y
Democracy Work 1993). OFioréhée.
North Italy richer, better Eh Y
governed than South Romen
ltaly. General trust is also & el R,
relatively higher in North.  *& u u |
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Civic pathway to higher trust

e Trust can be increased by I
promoting civic life
(Putnam, Making
Democracy Work 1993).

« North Italy richer, better
governed than South
Italy. General trust is also
relatively higher in North.

 Since Medieval times,
civic life has been much
richer in North.

™ North Italy
M South Italy

Palermo b
L l

Economist.com
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Commercial pathway to higher trust (1)

Trade promotes efficient use of resources.
It also builds trust.
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Commercial pathway to higher trust (1)

Trade promotes efficient use of resources.
It also builds trust.

Hirschman (Passions and the Interests, 1977):
Trade tames people’s destructive impulses. |t
makes people more trustworthy, which then raises
trust.

Jha (JEBO, 2014): In Gujarat, ethnic conflict lower
In Medieval trade towns. Complementary skills of
ethnic groups made them learn how to cooperate.
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Salience of complementarities

Complementarities are not self-evident. They are
not always put to good use.

The exploitation of complementarities requires
leadership to inform public, counter vested
Interests.
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Post-WW Il Development Campaigns

1950s-1970s
Source of underdevelopment: Resource deficits.
Standard recipe: Foreign aid, foreign investment.
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Post-WW Il Development Campaigns

1950s-1970s
Source of underdevelopment: Resource deficits.

Standard recipe: Foreign aid, foreign investment.

Growth spurts of East Asian tigers discredited conventional
wisdom.
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Washington Consensus

1980s-1990s
Source of underdevelopment: Barriers to market forces.

Standard recipe: free trade, private enterprise, price
stability, flexible labor markets, etc.
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Washington Consensus

1980s-1990s
Source of underdevelopment: Barriers to market forces.

Standard recipe: free trade, private enterprise, price
stability, flexible labor markets, etc.

Uneven results + China’s growth through unorthodox
policies led to new thinking.
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Expanded Washington Consensus

2000s
Source of underdevelopment: Barriers to market forces

Standard recipe: free trade, private enterprise, price
stability, flexible labor markets, etc.
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Expanded Washington Consensus

2000s
Source of underdevelopment: Barriers to market forces

Standard recipe: free trade, private enterprise, price
stability, flexible labor markets, etc.

Explanation for Arab world’s underperformance.
Justification for intervention.

China remains an oddity.
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Additional Precondition

External interventions face unusually high obstacles in
low-trust environments.

Interpersonal trust and institutional trust are particularly low
In Iraqg.
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Additional Precondition

External interventions face unusually high obstacles In
low-trust environments.

Interpersonal trust and institutional trust are particularly low
In Irag.

Both types of trust are essential to economic performance
(1) directly and (2) indirectly through political performance.

Trust is essential to success of both “Washington™ and
“Expanded Washington” recipes.
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This report was presented at the 6th LCSR International Workshop
“Trust, Social Capital and Values in a Comparative Perspective”,
which held within the XVII April International Academic Conference on Economic and Social Development.

April 18 — April 22, 2016 - Higher School of Economics, Moscow.

https://lcsr.hse.ru/en/seminar2016

Hactoawmit aoknag 6bin npeacrtaBneH Ha VI mexxayHapoaHom paboyem cemuHape JICCU
«osepue, coumanbHbIN KAaNUTaa U LLEHHOCTU B CPaBHUTENIbHOM NepCcneKkTuBe»,
npoweawero B pamkax XVII Anpenbckoi mexxayHapoaHoi Hay4yHoi koHdpepeHuum HUY BLU3 «MogepHuM3auma sKOHOMUKM M 06LLecTBa».

18 — 22 anpens, 2016 — HNY BLUS, Mocksa.

https://lcsr.hse.ru/seminar2016
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