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Abstract

In a changing economic environment it is crucial for countries to undertake insti-

tutional reforms in order to maintain economic growth and to promote the welfare

of their citizens. A wide range of determinants for institutional reforms have been

identified. However, the impact of trust on reforms has so far never been addressed.

We provide theoretical arguments why trust should influence institutional changes

and test the relationship empirically. We find a significant positive relation between

general trust and policy reforms. However, the empirical results with respect to trust

in certain institutions are ambiguous.
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1 Introduction

In a changing economic environment due to global economic integration and demographic
changes it is crucial for countries to undertake institutional reforms in order to maintain
economic growth and to promote the welfare of their citizens. In recent years a series
of empirical analyses have been made in order to identify the structural factors that
empirically determine institutional reforms in the political system. Although a wide range
of potential reform determinants have been examined, there was virtually no emphasize
on measures of trust in general and of trust in certain institutions in particular. The
aim of this paper is to fill the gap and to explore the impact of several kinds of trust on
institutional reforms. We find that general trust facilitates reforms on the whole. However,
the results with respect to trust in certain institutions are inconclusive. The paper is
organized as follows. In section 2 we explore the current empirical literature on political
reforms. The channels through which trust possibly influences institutional changes are
explained in chapter 3. We derive an empirically testable hypothesis and proceed to
test this hypothesis using multivariable regression techniques. Section 4 summarizes and

concludes.

2 Empirical results on the political economy of structural

reforms

A wide range of factors which potentially determine structural reforms has been investi-
gated in the empirical economic policy reform literature.

Evidence for the so called ”crisis-hypothesis”, according to which the crisis-like worsening
of economic-conditions simplify the enforcement of reforms, is given by Pitlik and Wirth
(2003). The observation that in crisis situations people are highly dissatisfied with the
status quo and feel that ”something has to be done” constitutes the foundation of the
hypothesis. In this sense an economic crisis can overcome the steadily existent status-quo
bias. In their panel analysis, the authors find that deep crises are conducive to reforms.
Furthermore the study does not support the hypothesis that dictators not depending on
reelection are more able to execute reforms than democratically legitimized heads of gov-
ernment. Instead, there is evidence for the converse, that is, democratic regimes and
checks and balances have a positive impact on the extent of economic reforms.

Abiad and Mody (2005) analyze reform processes in the field of financial market deregu-
lation. The indicators used take account for - among other factors - interest rate controls,
market entry barriers, the extent of state ownership of banks and insurance companies
as well as restrictions on international financial transactions. According to the subject,
specific control variables such as the occurences of bank-crises and the international inter-
est rate level play a role as possible determinants. Furthermore regional diffusion effects

are included in the model which could as well be of interest for other fields of reforms.



Regional diffusion is accounted for by including the level of regulation of neighbouring
countries. Then, it can be verified in how far imitation and diffusion effects across bor-
ders are of importance. Indeed, the study shows that regional diffusion effects influence
reform and deregulation processes. The authors although stress the relevance of learning
processes: typically deregulation processes accelerate after the first cautious steps. This
indicates that first positive experiences with financial markets deregulations increase the
enforceability of further steps.

In contrast to most other studies, Helbing et al. (2004) focus exclusively on the experi-
ences of industrialized countries. From a methodical point of view, this approach bears
the advantage that the results are not biased by a large heterogeneity of political and
economical developments like it is the case in comprehensive country panels including de-
veloping countries. Besides those determinants also common in other studies, the authors
are especially interested in fiscal determinants for reforms and find evidence that an oppor-
tune budget situation supports deregulatory steps on labor and product markets as well
as trade liberalization. For this relation, a variety of possible exlanations are provided:
The enforceability of deregulatory steps may depend on the ability of a government to
compensate the losers of such a reform which in turn depends on the budget situation.
Alternatively, the correlation of structural reforms and an opportune budget could be
reduced to the existence of limited political capital (this means a limited consent of the
population, reputation or ability to deal with conflicts). In this case, a government can
only enforce a critical structural reform if it is not forced by a budget in deficit to take
unpopular measures in order to consolidate.

The relation between the budgetary situation and structural reforms in industrialized
countries is further analyzed by Heinemann (2007). The results do not show that the
fiscal situation necessarily needs to worsen in the course of a reform process. Quite in
contrary, there is rather empirical evidence that the simultaneous liberalization of goods
and products markets have relieving effects on budget. A budgetary worsening may rather
be observed at reforms of the tax system and also partially at labor market reforms.
Heckelman and Knack (2005) are particulary interested in effects of development aid pay-
ments on market-oriented reforms and therefore limit their panel research to develop-
ing countries which receive these payments. According to this study, development aid
payments have a negative impact on the extend of market-oriented reforms. However,
increasing civil rights have positive effects. Thus democratic, developing countries are
rather reform oriented than autocratic countries.

In contrast to the other presented studies, Heinemann (2004) also includes control vari-
ables on educational level of the population (media availability, school attendance). As
a result, school attendance has significant positive influence on reforms concerning the
public sector, but not so on other reform-subindicators.

Duval and Elmeskov (2005) are mainly interested in the question whether the European

Monetary Union has made structural reforms of the members easier or harder. They come



to a cautious negative conclusion because their regression analysis for monetary auton-
omy, at least for large countries, shows a positive correlation with the speed of structural
reforms. To some extent Belke et al. (2005) take an opposing position. They also analyzed
the role of the exchange rate regime and diagnosed a negative influence of exchange rate
flexibility on structural reforms as well as reforms of the financial sector and the monetary
system.

In spite of all differences, a couple of very robust results of the various studies can be
found. To begin with, the crisis-hypothesis can be viewed as to have a reliable empiric
foundation: Throughout reforms are more enforceable if certain indicators such as the
economic growth rate, the unemployment rate, fiscal data or exchange rates signal an
economic crises. The TINA-argument ("there is no alternative”) then seems to pave the
way for reforms unacceptable in prosperous times. The readiness to question the status
quo might be due to the increasing perception of the unavoidability of reforms which is
connected with increasing cognitive dissonances. Apparently these psychological mecha-
nisms support the enforcement of reforms in times of crises.

Another robust result is that the initial situation matters. Countries which are in a back-
ward position have a higher probability for reforms to be enforced than countries which
already have high levels of liberalization.

Moreover, the empirical evidence that reform processes in adjacent or important reference
countries have a positive impact on reforms within a country is convincing. Thus interna-
tional experiences have cross border effects and can regularly pave the way for overcoming

a countries’ internal resistance towards reforms.

3 The impact of trust on reforms

3.1 Why should trust matter?

Trust is involved in virtually every economic interaction. We have to trust employers,
employees, lawyers, teachers, train operators, airlines, the government, our fellow citizens,
and so forth. Trust is especially important in interactions which are not backed by a
formal contract, because then it is crucial for the parties involved in the interaction that
their counterparts follow the (non-formal) contract. There is no device of punishment if
one party does not collaborate. However, trust is relevant in interactions based on a for-
mal contract as well. There are always leeways for the parties to engage in actions which
may be unfavorable for their counterparts, because a formal contract never can capture
all possible aspects of the interaction. According to Arrow (1972, p. 357),” Virtually every
commercial transaction has within itself an element of trust, certainly any transaction
conducted over a period of time. It can be plausibly argued that much of the economic

backwardness in the world can be explained by the lack of mutual confindence.”



Knack and Keefer (1997) provide several plausible explanations how trust affects aggre-
gate economic performance. According to them, in high-trust societies individuals need
to spend less time and money on protection against exploitation arising from economic
interactions. Furthermore a wide range of interactions do not need to be specified in a
formal contract and can instead be based on trust, which is less costly than a written
contract. In addition, societies with a high level of trust are less dependent on formal
institutions. If no formal institution exists, interpersonal trust can step in to facilitate
enforcement of contracts. With regard to the trustworthiness of governments, the authors
argue that in high-trust societies goverment officials are perceived as more trustworthy
and hence their policy actions are more credible. From the perspective of the government,
high trust induces lower cost to monitor and control whether citizens obey the law or not.
Therefore, trust plays a key role in facilitating the initiation of contracts and lowers the
enforcement costs of those contracts, which in turn stimulates economic performance.

In addition to the direct influence on economic performance, trust affects performance in-
directly through political channels. Knack (2002) argues that in a high-trust environment,
citizens are able to organize more easily and to control the government more effectively.
An environment of trust enhances the information acquisition of voters about the politi-
cal process, as was shown by Boix and Posner (1998). Putnam (1993) argues that trust
facilitates cooperation among individuals, fosters solidarity and enhances social behavior
such that people do not only pursue there own interest but take care of the interest and
needs of others.

Therefore, one can plausibly argue that in high-trust environments it is easier to agree on
welfare enhancing reforms and hence countries with a high level of trust should be able to
adjust their institutional setting faster to a changing economic environment than countries
with low trust levels. However, despite its importance, the issue was not adressed in the
institutional reforms literature.

To clarify the relation between trust and reforms, we provide several theoretical arguments
below which possibly explain reform deadlocks and illustrate how trust can help to over-
come those deadlocks.

First, insufficient information and incorrect perceptions about outcomes of reform pro-
cesses may conserve the status quo. Caplan (2002) argues, that economists and non-
economist differ strongly in their assessment of issues concerning the economy. Whereas
economic globalization is perceived as beneficial in the long run by economist, this view is
not shared by the wider population. Hence, if politicians use insights from economics to
explain economic issues to the citizens, they may be confronted with a different assessment
of those issues by the population. In order to facilitate reforms, it is therefore crucial to
convince people of the economists assessment of the situation.

Second, actions of interest groups which would loose their privileges after the reform could
conserve the status quo, even if the reform would be welfare enhancing in the aggregate.

Alesina and Drazen (1991) model the resistance of interest groups to specific reforms as



a war of attrition: Because no interest group wants to forsake its privileges in the status
quo, each group waits until others do the first step. Consequently, every group waits and
reforms are delayed. This is the case even when all groups would be better of after reforms
in the aggregate.

Third, the resistance of individuals which are worse off after the reform is a noteworthy
factor. Those individuals would only vote in favor of a particular reform, if they are to
some degree altruistic or if a credible promise for compensation is made. Rodrik (1998)
shows, that countries with a higher degree of openness to trade have on average higher
government spending. It is argued that a higher degree of openness induces a higher
exposure to external risk and government spending acts as a risk-reducing instrument.
This external risk may in turn lead, among other factors, to higher risk of unemployment.
Therefore, citizens are compensated by higher government spending if they are exposed to
such external risk. The promise of compensation can, however, only then smooth reform
processes if it is credible ex ante.

Fourth, uncertainty about the individual consequences of particular reforms might impede
policy changes. Even reforms which are welfare enhancing could fail because individuals
are uncertain about their gains and losses. This is the case if individuals are risk-averse.
A high degree of trust can mitigate all reform obstacles mentioned. The problem of insuf-
ficient information is less relevant in high-trust societies because, as was described above,
the level of information attained by individuals is higher than in low-trust societies. More-
over, politicans face less problems in promoting there reform policies if individuals trust
them. Conversely, if government reputation is bad, it is difficult for politicans to con-
vince people about the positive impact of policy reforms. Clases and Wehner (2005) show
that, once people have learned to distrust government, new governmental proposals are
evaluated accordingly. Furthermore, a high degree of trust enhances cooperation among
different groups in society and can thus help to overcome a war of attrition. Possible com-
pensation promises are more credible in high-trust societies, such that policy changes are
easier to implement, even when some individuals are worse off. Additionally, the connec-
tion of trust and social behavior mentioned above might lead to acceptance of reforms even
among people who suffer (small) losses from the policy change, because they are willing
to accept those losses in order to improve the overall situation. Finally, it is evident that
reforms with uncertain distibutional consequences are easier to implement in a high-trust
environment, since compensation promises are more credible.

Consequently, the conjecture that trust is an important prerequisite for structural reforms

is well-supported by theory.

3.2 Empirical Evidence

We test the hypothesis developed above by investigating the effect of trust on institutional

changes. We use the trust measures from the World Values Survey, which from 1981 to



2004 in 4 waves surveyed from 1000 to 3500 interviewees in each of 42 countries'. The

following questions were included:

Question 1 (General trust):
?Generally speaking, would you say that most people can be trusted or that you need to be

very careful in dealing with people?”

Question 2 (Trust in certain institutions):
”I am going to name a number of organizations. For each one, could you tell me how much
confidence you have in them: is it a great deal of confidence, quite a lot of confidence, not

very much confidence or none at all?”

Among others, the latter question asks for trust in the following institutions: parlia-
ment, labor unions, important companies and the legal system. We included those trust
measures in our estimations. For each of the 56 countries? under consideration, the trust
observations are rescaled such that they take on values between 0 and 1 where a high value
indicates a high level of trust and vice versa. Thereafter, the observations are averaged
for each country and a trust measure is constructed.

Reform processes are quantified on basis of the Economic Freedom of the World (EFW)
index developed by the Fraser-Institute. The EFW was updated since 1970 at first in
five-year-steps and since 2000 in one-year-steps. The indicator consists of both survey
and more objective data such as from national accounting. Besides an overall indica-
tor (EFW), subindicators for the fields Size of government (EFW1), Legal Structure
and Security of Property Rights (EFW?2), Access to Sound Money (EFW3), Freedom to
Trade Internationally (EFW4) and Regulation of Credit, Labor, and Business (EFW5)
are available®. All EFW indicators take on values between 0 and 10. We define reforms
as (positive) changes in the EFW measures specified above.

Several control variables are included in the estimation. To take account for the initial
institutional situation in each country, we include the start level of the respective EFW
indicator. The GDP per Capita (GDP) serves as proxy for the state of development.
To keep track of political orientation, dummy variables for left-wing (LEFTWING) and
right-wing (RIGHTW ING) governments are included; the omitted category are centrist
governments. The political variables were taken from the World Bank’s (2004) Database
of Political Institutions. As proxy for economic crises, the GDP growth rate (GROWTH)
is included. To avoid endogeneity problems, we measure changes in the EFW indicator

subsequent to the explanatory variables.

'For this study, the following data source was used: European Values Study Group and World Values
Survey Association (2006). European and World Values surveys four-wave integrated data file, 1981-2004,
v.20060423, 2006.

2See table 1 in the appendix for a survey of the countries included

3See table 2 in the appendix for the components of each indicator



The following equation serves as our benchmark specification:

AEFW;11 =a+ (1 * EFW;y + 2« GROWTH; s + 33 * GDP;
+ B4 * LEFTWING,; + 35 * RIGHTWING,; (1)
+ ,66 * TRUSTZ',t + €i,t

All variables are measured in 5-year intervals, with the exception of the GDP growth
measure GROW'T H; ;, which is the arithmetic mean of the annual growth rate over the
5-year period from t-1 to t. AEFW; ;.1 connotes the difference in the respective EFW
indicator from date t to t+1. Countries are indexed with i. Summary statistics on the
variables are contained in table 3 in the appendix.

The estimation method used is a pooled OLS regression with White (1980) heteroscedasticity-
consistent standard errors?.

Results are presented in table 4 in the appendix. The general trust variable is positive
and significant at the 1 per cent level in the regression of the overall EFW indicator on
the various explanatory variables confirming the conjecture that general trust matters for
the broadly defined reform indicator. The initial value of the EFW indicator is significant
and negative at the 1 per cent level verifying that countries with a lower initial level of
Economic Freedom undergo larger reforms in the subsequent period. Both left-wing and
right-wing dummy variables are positive and significant. Hence both edges of the political
spectrum are more prone to reforms compared to centre parties, which may represent the
”doing nothing” option. The GDP growth variable is significant but not in the way pre-
dicted by the TINA hypothesis®. Although the picture is clear with regard to the impact
of general trust on the overall EFW indicator, evidence for the subindicators and trust
in certain institutions is mixed. General trust has a significant and positive effect on the
EFW legal structure subindicator (EFW 2), but not on the other subindicators. Virtually
all trust in certain institutions indicators (with the exception of trust in important com-
panies) have a posititive and significant impact on the EFW legal structure subindicator,
but not on the other EFW subindicators.

To test for stability of our results, we estimated several other specifications. In the first
alternative specification, we group countries on the basis of geographical distance. The
objective of this methodolgy is to capture region-specific factors (like cultural values, re-
ligion, etc) which possibly influence reforms by assuming that geographical regions are
homogeneous with respect to those factors. We introduce several regional dummy vari-

ables for different geographical regions (specified roughly according to Barro, 1991 and

4Note that data availability imposes a restricition on possible estimation techniques. The technique we
use is similiar in design as the one used by Barro (1991) to study growth in a cross-section of countries.
We assume that the relationship is stable over time and include 2 to 3 observations per country.

5To be consistent with all other variables, we measured the crises variable in 5 year-intervals as well.
Thus, our crisis-measure is the annual (arithmetic) mean growth rate over 5 years. However, a preferable
crisis proxy would be more short-term.



Abiad & Mody, 2005) in the model specification:

AEFW,; 11 =a+ 1 * EFW,; 1+ o x GROWTH, 4 + 33 * GDP;
+ By * REGIONALDUMMY; 4 + (35 * TRUST; s + €4

Tables 5 to 9 in the appendix contain the outcomes. This specification leads to comparable
results. The general trust variable is positive and significant at the 5 per cent level in the
regression of changes of the overall EFW indicator on the various exogeneous variables.
The coefficients on the OECD and the South&Eastern-Europe regional dummy variables
are positive and significant in this regression. With regard to the EFW subindicators and
other trust categories, we observe the same pattern as before.

The second alternative specification accounts for regional diffusion. The methodology is
based on Abiad and Mody (2005). By including regional diffusion, we are able to test
whether countries within a region are induced to catch up with the highest EFW level
reached within the region. This might occur either to political competition or due to
reduced uncertainty regarding the distributional consequences of a institutional change.

The matter is formalized as follows:

AEFW; 1 =a+ 1 x EFW; + B ¥ DIFFUSION; 4
+ B3 x GROWTH; s + B4 x GDP; 4 + B5 * LEFTWING, 4
+ B6 x RIGHTWING,; s + B7 * TRUST; ;
+ €t

DIFFUSION is defined here as the difference between the maximal EFW level reached
in the given region at a given time net of the EFW level for the individual country in
the respective region. Results are presented in table 10 in the appendix®. Once again
general trust is highly relevant for reforms with a positive and significant (to the 1 per
cent level) coefficient. With regard to the trust in institutions indicators, it is notable that
the coefficient on trust in the legal system is negative and significant (at the 10 per cent
level). Although we observed a negative coefficient on this variable in the other specifica-
tions as well, the value never was significant. Besides, we found evidence for the diffusion

hypothesis.

4 Summary and Discussion

The findings indicate that general trust clearly facilitates policy reforms as a whole. This
result is robust over all specifications. However, the results with respect to trust in certain

institutions are ambiguous. To explain this puzzle, it might be helpful to incorporate some

5We focused on the overall EFW indicator in this specification



findings from game theory and experimental economics. La Porta et al. (1997) distin-
guish two notions of trust in economics. The first notion is the one rooted in repeated
game theory, in which trust is a prior that the opponent behaves cooperative rather than
fully rational in repeated games. Then, given there is trust, cooperation among players is
more stable over time (Kreps et al., 1982). The second notion is rooted in experimental
economics and captures the fact that players often cooperate in one-shoot interactions
(Camerer and Thaler, 1995). It follows that people sometimes cooperate even if they
expect to meet the opponents only once. For the case of trust and economic reforms,
it might turn out that this distinction is relevant as well. Consider the case of general
trust. If a person is asked whether "most people can be trusted”, likely the person has
in mind one-shoot interactions. Instead, when asked for confidence in parliament, it is
plausible to argue that the individual considers herself in a kind of repeated game played
with the government. More specifically, the individual has certain expections shaped by
past experiences in interactions with the government. If the argument is considered to be
true, the difference between general trust and trust in certain institutions is fundamental
and both kinds of trust should arguably have different impacts on institutional changes.

Our findings point in this direction.
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A Appendix

Albania
Argentina
Australia
Austria
Belgium
Brazil
Bulgaria
Canada
Chile
China
Colombia,
Croatia
Czech Republic
Denmark

Dominican Republic

El Salvador
Estonia
Finland
France
Germany
Greece
Hungary
Iceland
India
Ireland
Italy
Japan
Latvia

Lithuania
Luxembourg
Malta
Mexico
Netherlands
New Zealand
Nigeria
Norway
Pakistan
Peru
Philippines
Poland
Portugal
Romania

Russia

Slovak Republic
Slovenia

South Africa
Spain

Sweden
Switzerland
Taiwan

Turkey

Ukraine

United Kingdom
United States
Uruguay
Venezuela

Table 1: Countries included in the estimation
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Variable Mean  Standard Deviation Minimum Maximum
EFW total 5.9218 1.2600 2.1 9.2

A EFW total 0.1915 0.6068 -2.2 2.4
EFW 1 5.4030 1.6537 0.7 9.7
(Government) A EFW 1 0.0924 1.0369 -3.9 4.8
EFW 2 5.5221 1.9102 1.1 9.6

A EFW 2 0.1760 1.2511 -5.7 6.6
EFW 3 6.7257 2.2135 0 9.9

A EFW 3 0.1355 1.799 -6.5 6.5
EFW 4 6.1127 1.6203 1.4 9.8

A EFW 4 0.1555 0.9572 -5.1 4.1
EFW 5 5.5906 1.1854 2.5 8.8

A EFW 5 0.2397 0.7088 -2.3 0.7088
General trust 0.3138 0.1511 0.0280 0.6653
Trust in parliament 0.4544 0.1193 0.2308 0.8137
Trust in justice system 0.5106  0.0905 0.2996 0.7607
Trust in companies 0.4685 0.0984 0.2255 0.7536
Trust in unions 0.4201 0.0881 0.1820 0.6623
GDP per capita 8.4148 9.2869 0.2857 75.8633
GDP growth 0.0441 0.0319 -0.0975 0.1530
Leftwing 0.2725 0.4455 0 1
Rightwing 0.2737 0.4461 0 1
Diffusion 1.7180 1.1139 0 5.5

Table 3: Summary Statistics
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