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Introduction

Lorenzo Sacconi and Giacomo Degli Antoni

1. About the general subjects of the book

Over the last few years, economics has experienced significant changes.
These have concerned both new substantive subjects of research and new
theories, methodologies and analytical tools. As regards subjects, the inter-
est of economists has been increasingly attracted by matters — such as
intrinsic adherence to social norms, other-regarding preferences and non-
instrumental reciprocity — previously considered to be ‘non-economic’
phenomena (and the exclusive competence of other disciplines: psychol-
ogy and sociology, and perhaps moral philosophy). As regards theories,
methodologies and tools, new approaches characterized by high interdis-
ciplinarity — such as behavioral economics and behavioral law and eco-
nomics, experimental economics, ‘psychological’ games, and more generally
behavioral game theory — have been developed and have spread throughout
the economics profession. Substance, theory, methods and tools are closely
interwoven because new approaches have been developed and/or applied in
the analysis of new topics (for example, the experimental approach has been
widely used to explain the extensive evidence of deviations from the behav-
ior predicted on the basis of standard microeconomic models; deviations
associated with what we may intuitively call social reciprocity, conformity
with norms, not strictly selfish behavior, trust and trustworthiness, etc.).

To be sure, these elements have not yet given rise to a radical change in
the dominant microeconomic paradigm, given that the core idea of ratio-
nal behavior as the maximization of an expected utility function remains
unquestioned. Moreover, these changes are still not bold enough with
respect to evidence, or to items of theoretical research, delivered by adjoin-
ing fields (for example, artificial intelligence, soft computing and cognitive
sciences). Indeed, experimentally observed anomalies extend across the
entire standard model of the maximizing instrumentally rational and selfish
homo oeconomicus. It is difficult to believe that such systematic anomalies
can be circumscribed and directed only against the type of motivation (the
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selfish behavior typically represented by the model) without considering that
they may also involve the definition of rationality (i.e. the kind of reason-
ing that economic agents carry out, which the standard theory somewhat
ironically assumes to equate with finding the mathematical solution of the
model, that is, for each agent maximizing an expected utility function).
In fact, such deviations concern both (i) the cognitive sphere (i.e. system-
atic probability biases — excessive optimism and self-confidence - and
probabilistic judgment mistakes, framing effects and violations of inde-
pendence postulates, violations of logical omniscience assumptions), and
(ii) the motivational sphere (i.e. voluntary compliance with social norms
without apparent material returns, non-egoistic behavior exhibited in vol-
untary participation in non-profits and commons management, corporate
social responsibility advocacy even when there is no self-interested mate-
rial advantage in doing so, for example, activism by responsible consumers
and investors, etc.). All these are phenomena not easily explainable as sim-
ple variations of the selfish rational maximizer of the utility model; at least,
they are not so as long as the model is not made completely tautological
and devoid of any empirical content (in principle, in fact, the outcomes
for an individual could be understood as also encapsulating any perfectly
‘altruistic’ effect whatsoever; and in this case, as far as it is rational, pre-
ferring such ‘altruistic’ consequences would be ‘selfish’ in a completely
tautological way).

Besides the casual observation of relevant social facts, laboratory exper-
iments systematically and accurately reveal deviations from the standard
model of the homo oeconomicus. They employ simple experimental games
such as the Ultimatum Game, the Prisoner’s Dilemma, the Dictator Game,
the Trust Game, the Public Good Game or the recently introduced ‘Exclu-
sion Game’ (see Sacconi and Faillo 2010). Such experimental games gather
a large amount of evidence suggesting that players behave more coopera-
tively, more fairly and less selfishly than the standard theory would predict.
These experiments can be taken as methods with which to test specific pre-
dictions of standard game theory, or also predictions deriving from slight
modifications of its postulates. Under minor variations of the game form,
incorporated as small adaptations of the experimental design, they may also
be considered as heuristically useful means with which to establish on which
part (hypothesis) of the theory the modus tollens must be first directed.

Behavioral economics is thus a source of demand for new economic
modeling — both theoretically and experimentally grounded - in two
respects. First, it suggests modeling the choices of boundedly rational
agents — not logically omniscient ones characterized by specific logics of
approximate reasoning — able to encapsulate relevant cognitive constraints.
The most important challenge in this regard is how to account for rea-
soning procedures that are boundedly rational but nevertheless intelligent
economic agents adopt in the awareness that they are unable to predict and
envisage all possible future contingences (states of the world). This is more a
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matter of reasoning under conditions of vagueness and indeterminacy than
of statistical uncertainty. It consequently concerns the thought processes
which a boundedly rational but nevertheless aware reasoner uses intention-
ally or simply de facto in order to circumvent such problems - for example,
by resorting to general principles, mental models, framings, and so on. For
example, fuzzy logic and default reasoning may be logical tools better suited
to realistic representation of the reasoning process that underlies decisions
taken by a boundedly rational agent who is still able to make albeit fal-
lible inferences and is faced with such vague and indeterminate decision
situations (Sacconi 2007; Sacconi and Moretti 2008).

Second, the behavioral turn in economics suggests that models of choice
should be devised which yield understanding of motivations and practi-
cal reasons different from those typically represented by standard rational
self-interest and consequentialist models of choice — that is, utility maxi-
mization as seeking the best self-regarded consequence materially accruing
to the agent him/herself. Most important in this respect are not ‘social
preferences’ — a broadening of the description of consequences, including
the well-being of others or, worse, the enrichment of the personal utility
function’s arguments so as also to include the utilities of other people as an
object — but rather accounting for different patterns of preference and moti-
vation that give different practical reasons for acting: for example, preference
patterns underlying behaviors like deontology or rule-following, voluntary
compliance with social norms, or the ‘sense of justice’. This suggests con-
sidering agreed or shared norms or principles per se as reasons for acting or
having a preference that induce economic agents to make decisions. This
also would create room for the role of mutual expectations — concerning
norm compliance - as a specific basis for motivation and preference to act,
so that preference depends directly on beliefs and expectations. The other
agents’ expected reciprocity may thus be a basis for the first agent’s reci-
procity (one reciprocates just because of the others’ expected reciprocity; not
necessarily for mutual advantage or instrumentally for any material payoff,
but simply because the first agent expects the other party to reciprocate).
Psychological games provide models for such motivations and the ensuing
interactions (Geanakoplos et al. 1989; Rabin 1993).

In general, this richer way to model complex motivations is grouped
together with other behavioral game models under the umbrella of a
research agenda consisting of numerous alternative extensions of the indi-
vidual’s utility function, which aim to make sense of different, not strictly
selfish, modes of motivation. In order to safeguard or even augment empir-
ical and predictive power with respect to classical models, these extensions
must not introduce too many ad hoc parameters into the utility function.
In fact, predictive power can be taken as a positive function of the ratio
{accurate predictions/simplicity of assumptions}, so that introducing too
many new parameters into the utility function would reduce the explanatory
power of the theory.
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This research strategy is piecemeal. It maintains the utility maximiz-
ing model of the economic agent while admitting different motivations,
represented by variations in some components of the utility function appro-
priately defined, in order to make sense of the peculiarity of different reasons
to act and different modes of preference: that is to say, it gives rise to a model
of a ‘fully rational’ agent endowed with complex and not merely selfish
preferences. However, sooner or later bounded rationality will enter these
models of motivational complexity as well. In fact, as previously said, the
most interesting of them are concerned with mutual beliefs and expectations
that directly affect preferences (as in reciprocity models and psychologi-
cal games). But where do these beliefs come from? Current psychological
game models assume that in equilibrium each player derives such beliefs
from the individual’s infinite hierarchy of expectations (mutually consistent
with other individuals’ hierarchies) that conclusively enable each player (say
player 1) to predict exactly the other player’s behavior (say player 2), while
player 2 predicts 1's behavior as well; and this is also predicted through
second-order beliefs by player 1 — and so on in an infinite regress where
each prediction layer of a player is derived from a higher-order layer of
beliefs about beliefs, and so on. But beliefs formation in a behavioral model
should account for the lack of logical omniscience and the limited capacity
to outguess another’s reasoning (i.e. the ability to draw inferences from a
higher-order beliefs-layer to all the possible lower-level belief-layers cannot
be endless and usually does not extend further than three layers).

The experimental evidence strongly counsels for the integration of the
motivational and the cognitive lines of inquiry. In some experiments, subjects
are observed as jumping by default from the fact that they have, ex ante,
agreed on a principle to the shared belief that they will comply: that is, the
belief that supports reciprocity, and hence compliance with the agreement
reached in the pre-play situation, even though there is no logical justifica-
tion for doing so (see Faillo et al. 2008; Sacconi and Faillo 2010). What are
the cognitive mechanisms at work in these situations? ‘We thinking’, under-
stood as group-identification through ‘framing effects’ (see Bacharach 2006)?
Simple default reasoning (see Sacconi and Moretti 2008) or a combination of
the two (Faillo and Sacconi 2008)? Answering these questions would typ-
ically introduce bounded rationality (as limited reasoning) considerations
into the explanation of the relevant evidence.

However, even in the current context of a less than radical reorienta-
tion of economic theory, it can be said that the ongoing changes are of
some relevance to the philosophical understanding and intuitive concep-
tualization of individual and strategic economic behavior. Types of social
behavior that would once have been considered ‘irrational’ or at least non-
economic’ are now explained by means of substantial reformulations of the
basic concept of utility function which, while they safeguard the mathemat-
ics of expected utility maximization, create substantial room for different
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intentions, reasons and motivations to operate. Importantly, this is not the
typical reductionist approach of economics whereby every kind of behavior
is reduced to a self-interest-based explanation because an interpretive model
is set out that makes it possible to identify the self-dealing component of any
given social behavior. On the contrary, the new theories introduce models of
preference that are consistent with the intuitive understanding of the inten-
tions of agents observed acting for reasons other than seeking to satisfy their
best material interests. Thus, there is not reduction of unselfish behavior to
some variant of individual maximization of a utility function representing
self-interest, that is something that would be quite different from what can
be intuitively and reasonably described as non-egoistic behavior.

In certain contexts, moreover, the new behavioral economic models pre-
dict ‘new facts’: that is, interaction outcomes that would have been excluded
as inconsistent with traditional theories and would have therefore been
unpredictable. Examples are the success of commons’ management by large
non-hierarchical groups of individuals, which ‘should’ be ruled out by some
versions of the free-rider problem; or quite successful decisions to contribute
voluntarily to the production of a local public good; or participation in
non-profit organizations producing welfare services, with no evidence of
either managers and employees resorting to substantial rent seeking or any
effectiveness of reputation effects (long-run game repetition with learning
parties); or compliance by professionals with codes of professional ethics
not understood as means to restrict competition but simply as they are —
statements of fiduciary duties to clients and the profession.

The truly novel aspect of these results resides in their normative impli-
cations for institutional and organization design, and for policy-making.
In fact, according to such explanations, it is not necessary to superimpose
on each domain of economic interaction and transaction the model of eco-
nomic incentives represented by some sort of competitive market in order
to curb personal self-interests and make them consistent with social effi-
ciency. Nor is it necessary to frame all contractual relationships in terms
of the principal-agent model whereby the principal provides self-interested
incentives (incurring agency costs) to the agent in order to induce him/her
to do what his/her contract could already oblige him/her to do. Often, insti-
tution designs of this kind, in order to make the incentive mechanisms work
properly, first require a motivational and cognitive reorientation of the par-
ticipating players’ behavior rules that makes them truly selfish agents — as
was required by a socially accepted behavioral standard of greediness. This
happens, for example, when mangers once understood as fiduciaries of a
large array of stakeholders are then (by means of a stock-options plan) trans-
formed into self-dealing proprietors who seek to maximize the value of their
own holdings, which form the largest part of their remuneration.

As easily predictable, the new models have consequences markedly differ-
ent from those of the neoclassical models in terms of social philosophy and
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institutional policy reforms and design. According to whether it is possible to
design choice situations that are cognitively and motivationally favorable to
engendering relevant not-simply-selfish kinds of behavior, non-market insti-
tutions and economic organizations can be introduced in order to achieve
social outcomes more beneficial than those yielded by market-like institu-
tions and organizations, or those of traditional principal-agent models based
on self-interested monetary incentives.

2. An overview on the book’s contents

However, even in the less-than-revolutionary perspective that concerns us
in this book, much remains to be done before the potential of the ongoing
changes has been fully exploited. One possible methodological develop-
ment suggested by this book is a closer interaction among behavioral and
experimental economics, psychological game theory and network analysis
in order to study subjects that only recently have attracted the attention of
economists and seem to be characterized by several links, which are still
unexplored. A good example, one that will concern us for most of this
book, is the link between social capital and socially responsible behavior of
economic agents and organizations in terms of social norms, management
standards and good practices of corporate social responsibility (CSR). These
concepts have been widely used in the past two decades: the former in socio-
economics, in order to study the effects of trust, trustworthiness and ethical
norms of reciprocity and cooperation within communities, social groups and
local economic systems; the latter in business ethics, corporate governance,
law and economics and the theory of the firm, in order to study similar phe-
nomena in the business and entrepreneurial context. Although they seem to
be linked by numerous common elements relative to the quantity and qual-
ity of social relations among agents, their connections have not yet been
thoroughly investigated (but see Sacconi and Degli Antoni 2009). This book
focuses on the relationship between these two concepts (and the underlying
phenomena) - social capital, and socially responsible behavior of economic
agents with particular regard to the notion of corporate social responsibil-
ity — and it contributes to the economic literature on these concepts in two
main ways. First, it shows that these two notions have several interconnec-
tions, understanding of which may clarify the determinants and the effects
of both social capital and the socially responsible behavior of individual and
corporate actors in light of a behavioral perspective that does not necessar-
ily disconnect them from self-interest but certainly does not explain them
as merely driven by it. The concept of social capital is discussed by taking
account of its multidimensional nature. It is studied by considering its cog-
nitive and structural dimensions, and it is approached at both a micro and
a macro level. The notion of CSR is interpreted from a multi-stakeholder
perspective. Also examined are the instrumental, normative and intrinsic
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reasons which may explain a firm’s decision to be socially responsible toward
all its stakeholders, instead of only the shareholders.

Second, the contributions collected in this book adopt methodological
approaches that range from the psychological game theory to behavioral
and experimental analysis — approaches that are somewhat original in the
social capital literature and definitely uncommon in the CSR literature — and
they also contribute to the relevant literatures in general. In fact, while the
present book’s main subjects are social capital, CSR, and their possible rela-
tionships, it is more generally concerned with (as Frey’s chapter puts it) the
advancement of ‘unconventional’ economics wherein agents’ motivations
to act are considered more complex than mere self-interest aimed at maxi-
mizing material payoffs. Indeed, other regarding preferences, well-being and
psychological payoffs are linking themes among the book’s chapters. They
are considered from the perspective of the economic theory of institutions
in the first part of the book, where the complexity of agents’ preferences
is of key importance in understanding how cooperative and responsible
behaviors by agents (both firms and individuals) increase social welfare and
prevent market failures. In this regard, the book adds something in particular
to the theory of economic institutions by explaining the emergence of eco-
nomic organizations that improve market and social efficiency by deviating
from the standard homo oeconomicus neoclassical view. The same approaches
are employed in the second part of the book, where behavioral game theory
is used in connection with network analysis, this being viewed as a basic tool
for understanding social capital. Again, advancement in the same broad line
of inquiry is achieved in the third and fourth parts by adopting the experi-
mental and empirical approach, and then a macro perspective, respectively.

Although the papers collected in this book have been brought together
within a unified framework, they are also grouped into four parts according
to their themes and methodology. The four parts are:

Part I. New Perspectives on the Economic Theory of Institutions, Individ-
ual Preferences and Social Norms

Part II. Social Capital and Corporate Social Responsibility: a Game Theo-
retical and Network Analysis Approach

Part III. The Economic Effect of Social Capital and Other-Regarding
Preferences: Experimental and Empirical Evidence

Part IV. Social Capital and Sustainable Economic Development: the Macro
Approach

Part I - New perspectives on the economic theory of
institutions, individual preferences and social norms

The motivational complexity of agents operating in a socio-economic
and political environment characterized by increasing complexity is the
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‘picklock’ for entry into the chapters included in the first part of this col-
lection. Study is made of economic and non-economic institutions, which
deviate in their behavior from the orthodox economic model of the homo
oeconomicus. The idea behind this part of the book is not only that, as Bruno
Frey says in Chapter 1, neoclassics is important as a background theory
into which unorthodox elements can be introduced, but also that neoclas-
sical economics may not provide realistic descriptions of economic systems
and reliable predictions of their behavior, because it fails to take account
of the important cognitive, emotional and psychological factors stressed by
the ‘unconventional’ economic approaches developed in the past few years.
Intrinsic motivations, trust, reciprocity, processes affecting belief formation,
and ideal utility must be considered when seeking to explain not only the
emergence of otherwise non-understandable institutions but also their con-
tribution to the efficiency of markets and to the creation of social welfare.
In the broad perspective of the ‘unconventional economics’ that deviates
from the ‘straitjacket’ of orthodox neoclassical theory, this part of the book
contributes to the explanation and design of four economic institutions that
can be envisaged according this new approach: (i) the democratic provision
of public goods beyond national borders; (ii) corporate social responsibility
as an extended model of corporate governance based on extended fiduciary
duties owed to all the corporate stakeholders; (iii) microcredit institutions
providing financial services to so-called ‘unbankable’ people; (iv) the emer-
gence of non-market institutions aimed at providing market transactions
with the necessary amount of social capital and trust that they require for
their proper functioning.

First, in Chapter 1, Bruno Frey discusses institutional innovations desir-
able for the organization of the public sector and of democratic institutions
in an increasingly interconnected socio-economic and political international
context. Such institutional innovations should be based on the concepts of
flexible political units and flexible citizenship. Flexible democratic political
institutions should be able to adjust to the ‘geography of problems’, instead
of being restricted by traditional frontiers among political units. FOCJ (Func-
tional, Overlapping, and Competing Jurisdictions) are democratic governmental
units with authority (e.g. the power to tax) over their citizens. They should
provide one or some public services for a certain geographical area (so as
to exploit economies of scale) and only residents in that area should pay
for that or those services (no spillover effect). FOCJ are in competition with
each other because citizens may opt to leave a specific FOCUS, and FOCJ
may overlap, that is, two FOCJ may cater to different functions, or also
the same function, in the same territory. In regard to the idea of flexi-
ble citizenship, Frey notes that a new approach to citizenship is required
by the process of globalization, which decreases communication and trans-
portation costs. For this purpose, national citizenship should be extended
(here the author introduces the concepts of temporary, multiple and partial



Lorenzo Sacconi and Giacomo Degli Antoni 9

citizenship) and citizenship should concern organizations of various types,
that is, a subject should be allowed to become a citizen of an organization
other than the nation. Second, Frey deals with three selected contribu-
tions from Psychological Economics: 1) the complexity of human motivations,
referring to the idea of intrinsic motivations in relation to the extrinsic
ones; 2) the usefulness of conducting surveys on subjective well-being or
happiness in order to approximate individual utility; 3) the importance of
considering utility as deriving not only from the consequences of actions but
also from procedural aspects relative to how the outcomes are determined.

Frey’s chapter is thus ‘a plea for unconventional economics’. Although
various factors (homogenized doctoral programs, which in many cases rule
out non-orthodox approaches, and the need to publish in refereed jour-
nals) help to explain the continuing dominance of conventional economics,
‘only those scholars will be able to play a prominent role in future academic
economics who are coming forth with innovative ideas’.

In Chapter 2, Lorenzo Sacconi provides a definition of CSR as a multi-
stakeholder governance model whereby those who run a firm (entrepreneurs,
directors, managers) have responsibilities that range from fulfillment of fiduciary
duties toward the owners to fulfillment of analogous — even if not identical —
fiduciary duties toward all the firm’s stakeholders. The basic idea is that such
an institutional model, provided it is not obstructed by statutory company
law, which imposes a single-stakeholder fiduciary model and objective func-
tion on companies, is self-sustaining as a social norm and self-regulatory
standard, which can then be easily enacted by the legal order. The rele-
vant perspective is that of an institution in Aoki’s sense (a self-sustaining
system of shared beliefs about a salient way in which a game is repeatedly
played) completed with the idea of a social contract reached, in a Rawlsian
hypothetical situation, ‘under a veil of ignorance’ between the firm and its
stakeholders. This chapter is the third part of a comprehensive essay on the
Rawlsian view of corporate social responsibility (for Parts I and II see Sacconi
2010a; 2010b). The Rawlsian social contract on an explicit CSR norm per-
forms four essential functions in implementation of this very broad idea of
multi-stakeholder corporate governance: 1) the constructive role; 2) the nor-
mative role; 3) the motivational role; 4) the predictive role. While the first two
functions are discussed in Parts I and II of the essay respectively, the third
part, included in this volume, focuses on the third and fourth aspects. Hence,
after answering the question as to what pattern of interaction the firm and its
stakeholders would ex ante select on an ex ante impartial agreement from the
set of possible equilibria, this chapter addresses the problem concerning the
players’ incentives to respect the ex ante agreement reached under the social
contract once they exit from the original-position-and-veil-of-ignorance sit-
uation and consider the entire set of their preferences and motivations to act.
This point is discussed by adopting a behavioral approach drawn from psy-
chological game theory, where ideal motivations to act in conformity with
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an agreed impartial principle of fairness have a central role. In particular,
the analysis of the CSR model’s self-sustainability is conducted by supposing
that the ex ante agreement on an impartial norm by itself affects incentives
and beliefs in the ex post perspective: that is, it integrates the players’ prefer-
ences defined over the set of admissible equilibria of the game of life relevant
in the ex post (outside the veil of ignorance) perspective.

This happens because of two interlocked behavioral hypotheses. The first
is that an ex ante agreement generates additional motivational (i.e. pref-
erential) forces precisely because it has been chosen ‘behind the veil
of ignorance’. It consequently adds a further psychological component
to the players’ payoff functions. This component works so that only
those equilibria wherein conditional and reciprocal conformity is positively
expected are reinforced psychologically. The main result of this chapter is the
following: whereas when the interaction between a series of stakeholders and
a firm is modeled as a repeated Trust Game, numerous Nash equilibria are
possible solutions of the game, on the contrary, under the hypothesis that
an ex ante impartial (apparently cheap-talk) agreement induces conformist
preferences, there are only two possible psychological equilibria: the one in
which the agreement is fully respected, and the one in which, because the
stakeholders expect to be abused by the firm, they do not allow any devi-
ation from the principle to occur by staying out of the interaction. All the
other Nash equilibria, especially those in mixed strategies, are deleted. This
is a very strong and unexpected consequence of what can be considered the
‘sense of justice’ (the Rawlsian idea encapsulated in this behavioral theory).
The second behavioral hypothesis is that of a framing mechanism such that
agreeing ‘behind the veil’ also influences beliefs about other parties’ behav-
ior ex post: that is, it induces a state of shared beliefs whereby what was
chosen behind the veil will be also believed to be implemented ex post. This
facilitates and makes quite likely — even if it is not sufficient for a logical
implication to be drawn - that the fully compliant with the agreed principle
equilibrium will be selected ex post.

While socially responsible corporate governance enables organizations
to avoid economic inefficiency due to suboptimal investments by non-
controlling stakeholders when they are at risk of authority abuse, other
contract failures concern information asymmetry in the financial sector.
Chapter 3 by Vittorio Pelligra focuses on some of these market failures and
adopts a behavioral approach to explain and interpret possible solutions.
Because of its assumptions of self-interested behavior and asymmetric infor-
mation, the neoclassical explanatory framework applied to the credit market
predicts opportunistic behavior, adverse selection and, consequently, credit
rationing. Credit will be provided only to borrowers able to back it with
collateral. The success of micro-credit initiatives around the world demon-
strates that there is something lacking in the standard interpretation based
on traditional rational choice theory. Not only are ‘unbankable’ poor people
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trustworthy, but the loan recovery rate is surprisingly high. Pelligra uses the
tools of psychological game theory to interpret the behavior of lenders and
borrowers involved in micro-credit programs by supplementing the usually
considered explanation based, for example, on joint liability and reputation,
with a behavioral explanation based on the concept of trust responsiveness,
and according to which lenders’ expectations to be repaid have a key role in
fostering trustworthy behavior by borrowers.

Is competition a sufficient condition for a trustworthy economy (i.e. ‘an
economy in which buyers’ expectations that sellers always deliver high-
quality commodities are fulfilled’) to come about, or do external interven-
tions and regulation have a fundamental role in making the competitive
mechanism able to sustain an acceptable level of trust and trustworthiness?
Sergio Beraldo and Gilberto Turati’s Chapter 4 tackles this issue by devel-
oping a formal analysis, which brings to light the main stylized facts
characterizing this issue in an historical perspective. While before the Indus-
trial Revolution the conditions for competition to be sufficient in sustaining
trust and trustworthiness were probably fulfilled (the bulk of trade consisted
of local exchanges, consumers and suppliers knew each other, and the quality
of commodities could be generally verified either before or after consump-
tion), Beraldo and Turati argue that the increasing complexity of economic
systems (mainly due to concentration and mass production entailing a sepa-
ration between consumers and producers, and technological advancements
obstructing the determination of product quality) makes competition alone
inadequate for sustaining an acceptable level of trust. This requires a new
set of market- or non market-based institutions designed to deal with the
problem in a more complex context. In this perspective, authors point
out that existing institutions, either market-based (e.g. based on invest-
ments in firm-specific and non-recoverable assets such as promotion of
brand names through advertisements) or ultimately rooted in public regula-
tion, have limitations that would also characterize possible solutions based
on self-regulation by firms.

Part II - Social capital and corporate social responsibility:
a game theoretical and network analysis approach

Social capital, corporate social responsibility and their relationship, analyzed
by means of the tools of psychological game theory and network analysis,
are the protagonists of Part II of the volume.

Masahiko Aoki’s Chapter 5 discusses the relationship between social cap-
ital and socially responsible behavior by firms. In particular, it challenges
the orthodox view that ‘corporations do not need to do anything beyond
legal obligations in order to serve stockholders interests’ by suggesting an
analytical approach, which endogenizes the relevance of social constructs
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such as (individual) social capital, norms and status ascriptions to the eco-
nomic behavior of firms within an expanded framework of game-theoretic
thinking. In order to endogenize the role of social values into the eco-
nomic analysis of firm'’s behavior, Aoki explicitly considers the domain of
economic-transaction games, that of social-exchange games, and the link
between them. The two domains are characterized by different instruments
(action choices), languages and intentions (payoffs), but each player coordi-
nates his or her own strategies across the two domains in a unified manner,
that is, by considering trade-offs between hedonistic payoffs and social pay-
offs. Social capital is defined within the social-exchange game domain and
represents agents’ expected capacity to derive positive net emotional payoffs
over time, as well as to use them to derive benefits in other domains. Cor-
porate social responsibility is considered according to a multi-stakeholder
approach. By applying the notion of individual social capital to corporate
players within the framework just described, this chapter discusses how
corporate social capital accumulated through corporate social responsibil-
ity programs can compensate the pecuniary costs of CSR programs, how the
former can nonetheless indirectly complement the accumulation of the lat-
ter, and how the former can become an insurance against an institutional
change in environmental rights distribution.

Steffen Lippert in Chapter 6 proposes an original formalization of the con-
cept of social capital based on the theory of networks of relations, which
is applied to define individual social capital in the spirit of Bourdieu and
Coleman, and to aggregate social capital in the spirit of Putnam. Lippert
studies different network structures where pairs of adjacent players situated
at the network’s nodes are involved in bilateral repeated strategy games,
such as the Prisoner’s Dilemma. The nature of links in the networks deter-
mines whether or not players are able to support their bilateral cooperative
relations. There are, however, some networks where bilateral cooperative
relations are deficient (i.e. there is no bilateral strategy able to support
mutual cooperation). Nevertheless, the structure of the entire network may
provide a multilateral strategy that allows sustaining cooperation in pairs of
relations because of the possibility that other players located elsewhere in
the network may sanction deviation from cooperation within relations in
which they do not directly participate. Thus, at a micro level, the social cap-
ital that two agents can rely on by being members of a social network equals
the sanction power of the network usable to enforce cooperation-compliance
in bilateral interactions between pairs of members that by themselves would
be unable to sustain cooperation. Because the sanctioning members are not
those directly involved in the deficient cooperative relationships, social cap-
ital at micro level proves to be a governance mechanism operating by means
of a multilateral punishment strategy involving a social network. At a macro
level, social capital corresponds to the average pair-specific micro-level social
capital of agents within the social network. By considering different network
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configurations, characterized by different payoff structures and information
conditions (with public and non-public information), Lippert shows that the
amount of social capital depends on the structure of the underlying social
network, and that denser social networks do not necessarily provide higher
social capital.

In Chapter 7, Giacomo Degli Antoni and Lorenzo Sacconi use a formal
model to investigate the idea of a virtuous circle between the amount of
social capital and the diffusion of CSR social norms and practices - which
is the idea that gave origin to this book on the linkages between these
two subjects of study. Social capital is defined by taking account of both
its cognitive (disposition to cooperate and belief in others’ behavior) and
structural (cooperative network of relation) dimensions. Corporate social
responsibility is defined according to the contractarian approach (as under-
stood in Sacconi’s Chapter 2, infra). The idea behind this chapter is to show
how the level of endogenous sustainability of mutual relations of coopera-
tion and trust within networks — wherein bilateral relations between pairs
of players involved in repeated games may be deficient (unable to sus-
tain cooperation) — in fact changes dramatically when the relations among
a few members of the network are modeled as a repeated psychological
game, which not only modifies the behaviors of the pairs of players directly
involved, but also induces different behaviors in other parts of the net-
work where somewhat distant network members are located. The result is
the creation of a network of sustainable cooperative relationships (struc-
tural social capital) based on what may be understood as cognitive social
capital related to the adoption of socially responsible norms of behavior
in a quite precise sense. Degli Antoni and Sacconi introduce a psycholog-
ical game model where the psychological payoffs of agents — endowed with
conformist preferences — depends on their contribution to fulfillment of
an agreed principle of fair distribution coincident with a CSR norm, and
their mutual beliefs about reciprocity in compliance. This agreement con-
cerns the behavior of a player — a firm - in regard to different members
of the network in which it is embedded, some of them being strong stake-
holders and others weak stakeholders. In particular, the psychological game
based on conformist preferences involves the firm and its strong stake-
holders. The chapter shows that the level of stakeholders’ cognitive social
capital — understood as the combination of strong stakeholders’ conformist
dispositions plus their expectations concerning the firm'’s reciprocity in com-
pliance with the agreed CSR norm - is a positive economic incentive for
firms to also adopt and respect CSR practices in regard to weak stakeholders —
which entails the creation of a network of cooperative relations (structural
social capital). The adoption of a CSR norm, in fact, allows the formation of
stakeholders’ beliefs on the firm’s behavior. The disposition to conform, the
effective implementation of CSR practices and the resulting mutual beliefs
enable the formation of structural social capital in terms of cooperative
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relationships between the firm and all its stakeholders, which would not
be sustainable otherwise.

Part III - The economic effect of social capital and
other-regarding preferences: experimental and
empirical evidence

The chapters in this part of the book focus on the economic effect of
other-regarding preferences. They allow a step forward to be taken in our
knowledge concerning the role that relational goods, generalized trust and
organizations characterized by a pro-social nature may perform in reducing
selfish behavior and improving socio-economic performance.

Leonardo Becchetti, Giacomo Degli Antoni and Marco Faillo’s Chapter 8
adopts an experimental approach to show that other-regarding preferences
may arise as a consequence of the possibility offered to players to gener-
ate and consume relational goods with their counterparts. In particular, the
chapter summarizes interesting experimental evidence from two treatments
on an investment game and a traveler’s dilemma, respectively, both of which
were characterized by the possibility for players to decide if they wanted to
meet their counterpart after the game. Before playing the game, the players
were aware of the fact that the meeting would take place only if both players
wanted it, and they were informed about their opponent’s choice concern-
ing the meeting only at the end of the experiment. The mere possibility of
meeting the counterpart both in the investment game and in the traveler’s
dilemma reduced selfish behavior in players who opted for the meeting.
By comparing experimental results when the meeting option was available,
when it was not available or when the meeting was a compulsory character-
istic of the game (this last only in the traveler’s dilemma game), the authors
give an original interpretation to their results in terms of relational goods. The
willingness to affect the counterpart’s disposition in regard to the creation of
relational goods through the meeting affects players’ strategies in the game
and reduces selfish behavior.

In the next chapter (Chapter 9), Gianluca Grimalda and Luigi Mittone
combine survey and experimental evidence to investigate at a micro level
the relationship between individual trust in others (measured by three dif-
ferent questions referring to three aspects of generalized trust) and other
individual-level variables, and how these are reflected in the propensity to
cooperate with others in public-good game experiments. The experimental
evidence is obtained from: a linear Public Goods Game (PGG) with people
from the same locality; a nested PGG with people from the same locality and
other parts of the country; a nested PGG with people from the same locality
and other parts of the world. Grimalda and Mittone’s aim is to test three
main hypotheses: 1) participation in voluntary associations fosters gener-
alized trust; 2) associational membership generates economic returns by
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increasing cooperation; 3) individual generalized trust enhances economic
performance (for example, because it increases institutional capacity to pro-
duce public goods). While the data provide only mixed support for the first
hypothesis (associational membership seems to positively affect only gen-
eralized trust when it is measured using the classic GSS question: ‘Generally
speaking, would you say that most people can be trusted or that you can’t be too
careful in dealing with people?’) they seem to confute the second hypothesis.
Conversely, some support is forthcoming for the third hypothesis, in that
individuals stating that they trusted others seemed more inclined to cooper-
ate in the experiments than others, although there were differences among
different measures of generalized trust.

Chapter 10, the last in this part of the book, by Carlo Borzaga, Sara
Depedri and Ermanno Tortia focuses on other-regarding and social prefer-
ences but shifts the emphasis from the individual to the organizational level.
The aim of the contribution is to analyze the intentional and unintended
effects of social enterprises on social welfare, with particular reference to
poor and weak socio-demographic groups. The analysis is based on an origi-
nal database comprising data on a representative sample of 320 Italian social
cooperatives, their managers and 4134 paid workers. In regard to intentional
effects, the authors show that a significant role assigned by the intervie-
wees to cooperatives as social enterprises concerned the over-production
and over-distribution of output compared with the contractual obligation
undertaken by these enterprises with those parties that represented the pay-
ing demand. This feature takes the form of some services being distributed
for free or at a price below the production costs and furnished to all the
clients, or free services for poor people. According to the authors, these
features of over-production by social enterprises may arise mainly because
these enterprises — given their specific characteristics also concerning the
social and ideological involvement of their members — do not fully remu-
nerate the production factors (labour and capital) and are able to gather
additional non-market resources, such as more or less intense labour dona-
tions (voluntarism) and financial donations (giving). Unintended effects —
also considered in this chapter — regard the capacity of social enterprises to
affect social capital in terms of relationships, trust with stakeholders and
implementation of social norms.

Part IV - Social capital and sustainable economic
development: the macro approach

The fourth part of the book collects three original contributions which inves-
tigate the relationship between social capital as a macro variable (declined
according to various dimensions envisaged by the literature) and sustainable
economic development. This relationship is considered at both theoretical
and different empirical levels.
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Stefano Bartolini and Luigi Bonatti, in Chapter 11, focus on a possible
trade-off between output growth and long-run individual well-being related
to the accumulation of social capital and social relationships. This trade-
off is shown by developing a theoretical model which provides a set-up in
which to analyze the effects of two kinds of policy: one aimed at acceler-
ating endogenous technical progress, which promotes inputs efficiency in
the production of market goods; the other intended to engender incentives
alleviating the negative impacts of social commons over-consumption and
environmental resources deployment, by increasing the time devoted by
households to activities that positively affect social cohesion and commu-
nity ties, or by promoting the adoption of new technologies that reduce
the negative effects of consumer activities on the natural environment. The
chapter shows that policies which stimulate technical progress can lead to an
increase of output growth by augmenting the efficiency of the inputs used
in the production of market goods, but they may also have a negative effect
on individual social welfare due to a detrimental impact of higher levels
of consumption on social and environmental assets, which represent impor-
tant sources of people’s welfare. Moreover, the declining quality of social and
environmental assets is bound to worsen even further, because agents will be
induced by this social and environmental decline to devote more and more
time to the accumulation of private assets, and to increase their work effort
so as to have access to more market goods. By contrast, policies creating
incentives for a more sober lifestyle have a positive effect on long-run wel-
fare, even though they tend to decrease productivity and output growth by
inducing economic agents to allocate less efforts and resources to enhancing
the production of market goods.

Moving to an empirical approach to social capital and its effect on
development, Martin Paldam in Chapter 12 wonders whether social cap-
ital, understood as generalized trust, is a univocally primary determinant
(in the sense that it causes, but is not caused by) of institutional progress
and economic development. The analysis is based on data from the World
Value Surveys and considers as underlying model useful to organize and
analyse data the ‘Grand Transition theory’, namely the process whereby
poor countries become wealthy. Both by considering the dynamic of trust
within the same country (also in respect to countries that have under-
gone transition from socialism) and by analyzing the relationship between
generalized trust, income, life satisfaction, the Transparency International’s
honesty/corruption index, the Gini coefficient measuring the distribution
of income and the Polity index of democracy/dictatorship, the author con-
cludes that generalized trust is not a primary factor for the univocal determi-
nation of economic and institutional development. It enters into a complex
interconnection characterizing the socio-economic variables, which change
during the Grand Transition process, and it seems to be related to economic
and institutional development in an indirect way through other variables.
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Moving from international comparison to a more locally oriented
approach, Chapter 13 by Raffaella Nanetti, Robert Leonardi and Catalina
Holguin approaches the concept of social capital by investigating the policies
and strategies able to increase the stock of social capital in a particular
community and to generate sustainable development outcomes. This con-
tribution refers to a successful experimental policy program started in 1996
and aimed at generating development through social capital formation in
Pianura, one of twenty neighborhoods of Naples characterized by significant
social and economic problems. The Pianura neighborhood Development
Program was designed as a set of integrated measures covering five interre-
lated sub-programs — transport, environmental safety, community services,
production and commercial activities, and the mandated evaluation — and
constructed around nine operational measures concerning, for example, the
local road system, the hydro-geological securing of hillsides, and parks and
green spaces. The data clearly show the incremental growth of social cap-
ital in Pianura over the course of the Program, together with significant
improvements in the neighborhood’s physical and service infrastructure and
economic opportunities. The experience documented in the chapter demon-
strates that creating social capital through ad hoc programs is possible, and
that if strategies and programmes aimed at developing social capital are to be
successful, they must be longitudinal, since this makes it possible to weather
inevitable delays in their implementation and events which may give the
impression of unfulfilled promises.
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1

A Plea for Unconventional
Economics

Bruno S. Frey

1. Neoclassics and unconventional economics

This chapter endeavors to convince the reader that unconventional economics
is helpful to better understand issues concerned with social capital, cor-
porate social responsibility and sustainable development. I hasten to add
that this does not mean that standard neoclassical economics is superflu-
ous and a waste of effort. Quite the contrary, neoclassics is important as a
background theory into which the unorthodox elements can be introduced.
Thus, the basic tenet of neoclassics, the strictly individualistic approach in
which individuals seek to maximize their utility and are restricted by all sorts
of economic (such as income or time) and institutional (such as the organi-
zation of industry or the governance of the state) constraints, is accepted
and followed. Indeed, I presume standard neoclassics to be known by the
reader both with respect to its fundamental features as well as to its specific
theories and results.

I see the future of economics in approaches to the study of specific issues
that deviate from what may be seen as the ‘straitjacket’ of orthodox eco-
nomics as taught, for example, in graduate schools all over the world. I want
to emphasize, that over the years many different economists have brought
forth new ideas that are incompatible with standard economics, but I leave it
to the respective authors to propagate them. The concrete unconventional
ideas proposed here are only hinted at rather than thoroughly discussed.
The goal is to provide a broad survey of what an unconventional eco-
nomics might look like. I intend to present concrete unconventional ideas
with respect to content and way of analysis. This is based on my convic-
tion that methodological discussions normally are of no avail and have no
noticeable effect on how economics proceeds in the future. The unconven-
tional ideas presented here are the results of studies undertaken together
with my co-workers. These ideas are presented because I happen to believe
them to be interesting and potentially relevant.

21
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Section 2 discusses institutional innovations for the organization of the pub-
lic sector and of democratic institutions: flexible political units and flexible
citizenship. Section 3 deals with three selected contributions from Psycho-
logical Economics: extrinsic and intrinsic human motivation, insights from
happiness research and procedural utility. The last section concludes that
unconventional economics may indeed contribute much to modern eco-
nomics and should, therefore, be assigned a larger role in teaching and
research.

2. Institutional innovations: Organization of the public sector
and democratic institutions

There are many different areas in which new institutions can be devised with
the purpose of making the public sector more efficient and responsive to the
preferences of the citizens. Here, the discussion is restricted to two specific
innovations. The first suggests flexibility with respect to political units, the
second flexibility with respect to citizenship.

2.1. Flexible political institutions

Most politicians are convinced that the modern world requires larger politi-
cal units. This has, for example, been one reason, though not the only one,
for European unification. Many economists agree with this view, pointing
out the existence of economies of scale. Other economists emphasize that
the provision of public goods is more efficient when supply is decentralized
because it allows preferences varying over the geographical space to be taken
into account. Moreover, competition between political suppliers raises effi-
ciency. These economists suggest federalism, in which the local units have
taxing power and the right to allocate expenditures as they see fit.

The two proposals can only be combined by a compromise. The suggested
size of a political unit is too small to fully exploit the economies of scale,
and too large to fully exploit the advantages of decentralization.

The dilemma may be overcome by establishing more flexible democratic
political institutions. They must be able to adjust to the ‘geography of prob-
lems’ instead of being restricted by traditional frontiers between political
units. The idea of FOCJ' presents an alternative institution; an insti-
tution that is able to enjoy both the advantages of centralization and
decentralization. FOCJ stands for ‘Functional, Overlapping, and Competing
Jurisdictions’.

The federal units proposed here thus have four essential characteristics:

Functional

A particular public service that benefits only a certain geographical area
should be financed by the people living in that area, that is, there should
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be no spillover. The various governmental units providing different func-
tions can cater to regional differences in the populations’ preferences or,
more precisely, to its demands. To minimize costs, these units have to exploit
economies of scale in production. As the latter may strongly differ between
functions (e.g. between schools, police, hospitals, power plants and defense),
there is an additional reason for uni-functional (or few-functional) govern-
mental units of different sizes. This is the central idea of ‘fiscal equivalence’,
as proposed by Olson (1969) and Oates (1972). This endogeneity of the
size of governmental units constitutes an essential part of FOCJ]. However,
fiscal equivalence theory has been little concerned with decision-making
within functional units. The supply process is either left unspecified or it is
assumed that the mobility of persons (and of firms, a fact rarely mentioned)
automatically induces these units to cater for individual preferences.

Overlapping

FOCJ may overlap in two respects: (a) FOC]J catering to different functions
may overlap; (b) two or more FOC]J catering for the same function may geo-
graphically intersect (e.g. a multitude of school FOCJ may exist in the same
geographical area). An individual or a political community normally belongs
to various FOC]J at the same time. FOCJ need not be physically contiguous,
and they need not have a monopoly over a certain area of land. Thus, this
concept completely differs from archaic nationalism with its fighting over
pieces of land. It also breaks with the notion of federalist theory that units
at the same level may not overlap. On the other hand, it is in this respect
similar to Buchanan's (1965) ‘clubs’, which may intersect.

Competing

The heads of FOC] are induced to conform closely to their members’
preferences by two mechanisms: while the individuals’ and communities’
possibilities to exit mimics market competition (Hirschman 1970), their right
to vote establishes political competition (see Mueller 2003). It should be
noted that migration is only one means of exit; often, membership in a
particular FOCUS (as the singular of FOC]J is called) can be discontinued
without changing one’s location. Exit is not restricted to individuals or firms;
as said before, political communities as a whole, or parts of them, may also
exercise this option. Moreover, exit may be total or only partial. In the lat-
ter case, an individual or community only participates in a restricted set of
FOCUS activities.

For FOCJ to establish competition between governments, exit should be
as unrestrained as possible. In contrast, entry needs not necessarily be free.
As for individuals in Buchanan-type clubs, jurisdictions and individuals may
be asked to pay a price if they want to join a particular FOCUS and benefit
from its public goods. The existing members of the particular FOCUS have to



24 Unconventional Economics

democratically decide whether a new member pays an adequate entry price
and is thus welcome.

Competition also needs to be furthered by political institutions, as the
exit option does not suffice to induce governments to act efficiently. Citi-
zens should elect the persons managing the FOC] directly, and should be
given the right to initiate popular referenda on specific issues. These demo-
cratic institutions are known to raise efficiency in the sense of caring well
for individual preferences (for elections, see Downs 1957; Mueller 2003; for
referenda Frey and Stutzer 2006).

Jurisdictions

A FOCUS is a democratic governmental unit with authority over its citizens,
including the power to tax. According to the two types of overlap, two forms
of membership can be distinguished: (i) The lowest political unit (normally
the community is a member), and all corresponding citizens automatically
become citizens of the FOCJ to which their community belongs. In that
case, an individual can only exit via mobility; (ii) Individuals may choose
freely whether they want to belong to a particular FOCUS, but while they
are one of its citizens, they are subject to its authority. Such FOCJ] may be
non-voluntary in the sense that one must belong to a FOCUS providing
for a certain function, for example, to a school FOCUS, and must pay the
corresponding taxes (an analogy here is health insurance, which in many
countries is mandatory but individuals are allowed to choose an insurance
company). The citizens of such a school FOCUS may then decide that every-
one must pay taxes in order to finance the particular school, irrespective of
whether one has children. With respect to FOCJ providing functions with
significant redistributive effects, a minimal regulation by the central gov-
ernment may be in order so that, for example, citizens without children
cannot join ‘school FOC]J’, that do not, in fact, offer any schooling and have
correspondingly low (or zero) taxes. In this respect, Buchanan-type clubs
differ from FOC]J, because they are always voluntary while membership in a
FOCUS can be obligatory.

Flexible institutions in history and today

Decentralized, overlapping political units have been an important feature
of European history. The competition between governments in the Holy
Roman Empire of German Nations, especially in today’s Italy and Germany,
has been intensive. Many of these governments were small. Many scholars
attribute the rise of Europe to this diversity and competition of gov-
ernmental units, which fostered technical, economic and artistic inno-
vation (see, e.g. Hayek 1960; Jones 1987; Rosenberg and Birdzell 1986;
Weede 1993). The unification of Italy and Germany in the nineteenth
century, which has often been praised as a major advance, partially
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ended the stimulating competition between governments and led to deadly
struggles between nation states. Some smaller states escaped unification;
Liechtenstein, Luxembourg, Monaco, San Marino and Switzerland stayed
politically independent, and at the same time grew rich.

The above-mentioned governmental units were not FOCJ in the sense
outlined in this contribution, but they shared the characteristic of com-
peting for labor and capital (including artistic capital) among each other.
However, history also reveals examples of jurisdictions even closer to FOC]J.
The highly successful Hanse prospered from the twelfth to the sixteenth
century, and comprised inter alia Liibeck, Bremen, Koln (today German),
Stettin and Danzig (today Polish), Kaliningrad (today Russian), Riga, Reval
and Dorpat (today parts of the Baltic republics) and Groningen and Deventer
(today Dutch); furthermore, London (England), Bruges and Antwerp (today
Belgian) and Novgorod (today Russian) were Handelskontore or associated
members. It was clearly a functional governmental unit providing for trade
rules and facilities and was not geographically contiguous.

There are also contemporary examples of institutions similar to FOC]J. In two
countries, functional, overlapping and competing jurisdictions exist to some
degree. They do not in all cases meet all the requirements of FOC]J specified
above but they nevertheless show that democratic functional jurisdictions
are viable.

Single-purpose governments, called special districts, play a significant role
in the American federalist system. Their number has increased more quickly
than other types of jurisdictions (Zax 1988). There are both autonomous and
democratically organized as well as dependent special districts (e.g. for fire
prevention, recreation and parks). Empirical research suggests that the for-
mer type is significantly more efficient (Mehay 1984). Existing jurisdictions
tend to oppose the formation of special districts. In order not to threaten
the monopoly power of existing municipalities, statutes in 18 states prohibit
new municipalities within a specified distance of existing municipalities;
in various states there is a minimum population size required and vari-
ous other administrative restrictions have been introduced (see, e.g. Nelson
1990). Empirical studies reveal that these barriers tend to reduce the relative
efficiency of the local administration (Deno and Mehay 1985; Di Lorenzo
1981), and tend to boost local government expenditures (Martin and
Wagner 1978).

Many cantons in Switzerland have a structure of overlapping and compet-
ing functional jurisdictions that share many features of FOCJ. For example,
in canton Zurich (with a population of 1.2 million, a size of 1700km? and a
tax revenue of CHF 2800 million) there are 171 political communes (with
a tax revenue of CHF 3900 million), which in themselves are composed of
three to six independently managed, democratically organized communes
devoted to specific functions and raising their own taxes. Examples of such
types of functional communes cannot only be found in the canton of Zurich
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but also in the cantons of Glarus and Thurgau (for the latter, see Casella and
Frey 1992). Cantonal bureaucracy and politicians have made various efforts
to suppress this diversity of functional communes. However, most of these
attempts were thwarted because the population is most satisfied with the
public services provided. The example from Switzerland — which is generally
considered to be a well organized and administered country — shows that
a multiplicity of functional jurisdictions under democratic control is not a
theorist’s wishful thinking but has worked out well in reality.

2.2. Flexible citizenship

Traditionally, citizenship is a relationship between an individual and a state,
in which an individual owes allegiance to that state and in turn is entitled
to its protection.

Three aspects of this definition have to be noted:

e The actors involved are the citizens and the state. Today, citizenship is
a unique and monopolistic relationship between an individual and a
particular nation. It is strongly shaped geographically because most of
the government services involved are only provided to residents, that is,
citizens living within the boundaries of the respective state.

e The citizens have both rights and obligations. The rights refer to the polit-
ical sphere (i.e. the citizens have the right to vote and to hold public
office), to the economic sphere (i.e. the citizens have the right to become
economically active as employees or employers), as well as to the social
sphere (i.e. the citizens are protected against economic hardship within
the welfare state).

e The relationship between an individual and the state goes well beyond an
exchange of taxes for public services. Rather, the citizen ‘owes allegiance’
to the state. The citizens are expected to be public spirited and to exhibit
civic virtue. The relationship is thus partly non-functional and relies on
the intrinsic motivation (see next section) of the citizens and the commu-
nity of people who share loyalty and identity. This aspect distinguishes
the new type of citizenship proposed here from being purely a customer
or member of an organization, as theoretically analyzed in the Economic
Theory of Clubs (Buchanan 1965).

The process of globalization, which brings a decrease in communication
and transportation costs, undermines the geographically based concept of
citizenship for two reasons: first, with increasing mobility of individuals,
a rising number of individuals are living in countries of which they are
not citizens. Often, they live in a country only for a short period of time.
Then they enjoy part of the rights of citizens, but do not have to carry
the respective obligations. Second, the transaction costs for delivering gov-
ernment services to non-residents are decreasing dramatically. An example
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is education, which can be increasingly supplied via the Internet to non-
residents. Thus, government institutions are becoming more and more
virtual (see Colander 2000).

The existing concept of citizenship can be generalized by making citizen-

ship more flexible (see more fully Frey 2003).

Extending national citizenship

Temporary Citizenship. An individual should be able to choose for a pre-
determined period to become a citizen of a particular political unit, for
instance because he or she is working and living in a country for a specific
period of time.

Multiple Citizenships. For persons simultaneously working and living in
various countries, a good solution might be to split up the citizen-
ship into various parts. The rights going with the citizenship must be
adjusted accordingly. In particular, the voting rights are to reflect the
fact that a person chooses to split up citizenship among several nations.
In the computer age, there is no problem whatsoever in allowing for
fractional votes.

Partial Citizenship. An individual might be a citizen of a political unit
with respect to one particular function, while being a citizen of another
political unit with respect to other functions. In referenda, the voting
rights should accordingly only extend to issues referring to the respective
function.

Citizenship in various types of organizations

A person may become a citizen of an organization other than the nation.
The following possibilities are conceivable:

Levels of government. Citizenship might refer to the national level — which
is the rule - but also to a lower level, such as the region, province or
commune (the latter being the case in Switzerland) or to a higher level,
such as the European Union.

Governmental sub-organizations. Individuals might choose to become a cit-
izen of only part of a government, such as the diplomatic service, the
military or the social security administration.

Quasi-governmental organizations. There are many organizations close to
the public sector in which individuals might become citizens. Universities
are such an example. Indeed, the concept of the ‘Universititsbiirger’ (uni-
versity citizen) is well known in the German-speaking academic system.
It obviously means much more than being an ‘employee’ of a university.
Rather, it means that one is prepared to commit oneself to the aca-
demic life beyond considerations of short-term, purely personal benefits
and costs.
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e Non-governmental organizations (NGOs). Citizenship may be of organiza-
tions such as churches, clubs (e.g. the Rotary Club, the Boy Scouts or even
sport clubs such as Manchester United or FC Barcelona), action groups
(e.g. the World Wildlife Fund, ‘Médecins sans Frontieres’ or the Red Cross)
and functional organizations (e.g. ICANN, the ‘Internet Cooperation for
Assigned Names and Numbers’). Yet other organizations for which cit-
izenship may be considered are profit-oriented firms. Citizens of firms
have a special relationship, which goes beyond just being a customer
or employee or stakeholder. Shareholders have the power to influence
a decision according to their number of shares, while stakeholders have
no formal voting right at all, but exert pressure outside of established
channels, for example via the media or demonstrations. In contrast, each
citizen of a firm has a vote according to generally accepted democratic
principles. While these principles differ, they are not necessarily incom-
patible with each other. Citizenship in firm can exist quite well along
with shareholder rights.

Citizenship in the broadest sense proposed here is based on voluntary con-
tracts between the persons aspiring toward citizenship in a particular orga-
nization and the organization offering the possibility of citizenship. These
contracts establish a special bond and are necessarily incomplete because it
is impossible to state all the contingencies the future might hold.

An essential feature of citizenship is that an organization can expect a
measure of allegiance and loyalty from its members. Citizens are prepared
to abstain from exploiting all short-term advantages. ‘Citizenship’ means
that the members have an intrinsically based motivation to support ‘their’
organization beyond personal calculations. This also means that citizens are
prepared to cooperate in the provision of public goods, even when pure
egoists would try to free ride.

3. Innovations from economics and psychology

Over the past decade or so, social psychology and economics have estab-
lished increasingly close interactions. In previous times, there were certainly
some economists interested in integrating theories and concepts from social
psychology into their own discipline but they had no impact on the field.
Only very few economists such as Duesenberry (1949), Easterlin (1974) or
Scitovsky (1976) received some attention for a limited time, but their con-
tributions did not become part of economic doctrine. The situation today is
very different. Economics and Psychology — or as it is also sometimes mis-
leadingly called Behavioral Economics — has become one of the ‘hot’ fields in
economics and attracts scholars from the best universities. Accordingly, the
state of knowledge has been surveyed various times (e.g. Frey and Benz 2007;
Frey and Stutzer 2001, 2007; Mullainathan and Thaler 2000; Rabin 1998).
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This section focuses on three areas — Human Motivation and Crowding
Theory (subsection 3.1), Subjective Well-being or Happiness (subsection 3.2)
and Procedural Utility (subsection 3.3). In these areas unconventional
approaches have brought new insights and impulses into standard economic
theory. There are certainly other fields where this could also be demon-
strated, in particular behavioral anomalies or paradoxes.> But orthodox
economics was not sustainedly affected by these insights after all. It seems,
or that is at least what I hope, that the inputs into economics from social
psychology with respect to motivation and well-being are able to have a
more lasting effect.

3.1. Human motivation
Standard homo oeconomicus with extrinsic incentives

Standard economics has a generally accepted rational theory to explain
human behavior. Individuals are assumed to maximize their own utility
subject to a set of constraints, most importantly income. Preferences are
taken to be constant. It follows that individuals react systematically to
changes in relative prices. In particular, they reduce an activity (for instance
the consumption of a particular good or service) when its cost (or price)
rises compared to other activities, keeping other influences constant (ceteris
paribus). Economists accordingly predict changes in behavior by observing
the measurable changes in costs. Thus, for instance, when the cost of pollut-
ing the environment rises (for instance because a tax has been imposed on
the exhaust of pollutants), individuals and firms are expected to emit less.
They have a selfish incentive to change their behavior (in this case to switch
to a car or a production process with less pollution). Econometric analyses
with many different real life data have indeed demonstrated that this model
of behavior applies under a wide set of conditions.

This model has successfully been extended to areas outside the economy.
Economists have, for instance, made noteworthy contributions to decisions
in the family, especially on marriage, the number of children, abortion and
divorce (Becker et al. 1977), on drug addiction (Becker and Murphy 1988) or
on religious practices (Iannaccone 1998). This ‘economic’ or ‘rational choice’
approach to the social sciences (Becker 1976; Frey 1999, 2001; Lazear 2000)
has influenced other social sciences considerably, most notably political
science (Public Choice), sociology and jurisprudence (Law and Economics).

One of the great advantages of this model of human behavior is that it is
simple and robust and can therefore be applied to many conditions and areas
of study. It provides an overarching, generally accepted theory to economics.
In contrast, (social) psychology has identified a great number of detailed
effects relating to human behavior. But it is, at least from the point of view of
an economist, difficult to see which effect applies when, and what happens
if the effects are contradictory. The absence of an overarching and generally
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accepted socio-psychological theory does not help to determine which effect
applies in one area but not in another one. Economists consider the use
of a simple, and generally accepted, theory of human behavior a decisive
advantage of their science, and it seems to me that social psychology could
in this respect learn from economics.

The economic model of behavior is simple — sometimes foo simple. Most
importantly, it has been proved impossible to explain the empirical observa-
tion that individuals contribute considerably to a public good even though
free riding is the rational choice (under anonymity and in one-shot sit-
uations). For instance, the expected punishment for tax evasion in most
countries is so small that even risk-averse individuals should cheat much
more than is actually observed (e.g. Alm et al. 1992).

Crowding theory with intrinsic and extrinsic incentives

To solve the puzzles mentioned, social psychology has proved to be of great
help in the past and is likely to be so also in the future. Economists have long
considered only one motivational force, namely extrinsic incentives, often —
but not necessarily - in the form of monetary rewards. Social psycholo-
gists have taught us that it is useful to also consider intrinsic motivation.
A pertinent example is tax morale. But as long as the two motivations are
independent of each other, no major problem arises for economic theory.
The dynamic relationship between extrinsic and intrinsic motivation in psy-
chology, often called ‘hidden costs of rewards’ (Lepper and Greene 1978) or
‘self-determination theory’ (Deci and Ryan 2000), introduces a new element.
When an external intervention strongly undermines intrinsic motivation,
the relative price effect is counteracted and the outcome may be the exact
opposite of the normal prediction by economists. This may be very relevant
for economics. For instance, inducing employees to put in more effort by
offering them higher compensation may backfire if the employees targeted
are thereby also led to reduce their work morale, a specific kind of intrinsic
motivation (see Frey and Osterloh 2002).

The systematic relationship between extrinsic and intrinsic motivation
has been introduced into economics as ‘Crowding Theory’ (Frey 1992, 1997).
It is taken into account that there may be ‘crowding out’ as well as ‘crowding
in’. This import from social psychology has proved to be useful far beyond
the analysis of pay for performance systems. An example is the siting of
locally unwanted projects such as a nuclear plant where offering monetary
compensation tends to reduce, rather than to increase, the willingness of the
local population to accept it. Another important example is the compensa-
tion of managers geared to ‘performance’, which has led to an explosion
of their incomes (Frey and Osterloh 2002, 2005). Considerable empirical
evidence has been collected for many different areas (see Frey and Jegen
2001 for a survey). Such research should be of interest to social psychologists
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because the applications extend to important real life situations, which have
so far not been treated by them. However, such transfer of results from
economics to psychology seems to be rather slow, if it takes place at all.

3.2. Happiness economics: Measuring subjective well-being

Macroeconomics, the analysis of economic variables such as production,
employment or inflation, works with highly aggregate data. The skilful
reduction of the multiple dimensions of these variables into a single one, by
using the monetary evaluation by market prices, has allowed economists to
develop empirically testable theories of economic growth and fluctuations.
Aggregate income, or gross national product (GNP), has become a generally
accepted measure of economic activity used by virtually everyone dealing
with economic affairs. This is no small achievement and it might serve as an
example to social psychology.

Since the beginning of the 1930s economists used utility as a unit to be
maximized but thought that the concept was not measurable. Economic the-
ory simply assumed that whatever individuals do is the result of maximizing
their own utility. Following this approach, even suicide is a utility maximiz-
ing act: it is revealed to be superior to any other alternative because otherwise
this voluntary act would not have been undertaken.

Insights from social psychology have strongly changed this view recently.
Evidence has accumulated showing that not all behavior is in the individ-
ual’s own best interest. But to make progress, a measure of utility inde-
pendent of behavior is needed. Psychologists have convincingly demon-
strated that it is indeed possible to approximate individual utility in a useful
way by surveys on subjective well-being or happiness (e.g. Diener et al. 1999;
Kahneman et al. 1999). This enables economics to leave the self-imposed
straitjacket of solely revealed preferences and to analyze the determinants
of well-being. This is of central importance for economics because it is
agreed that the ultimate aim of economic activity is to promote individual
happiness (Frey and Stutzer 2002a, 2002b; Frey et al. 2008).

Research on happiness has become a truly transdisciplinary endeavor.
What has been aimed at in many other areas has here been achieved in a nat-
ural way serving as a shining example. Economists have, above all, learned
that the use of self-reported data presents a most useful addition to the data
sets prepared by statistical offices and normally used by them. They have,
moreover, gained insights into how perceptions and expectations can be
dealt with. An example is the rising aspiration level spurred by increasing
income.

Some of the results of happiness research support the conventional eco-
nomic views while others clearly contradict the standard assumption of
economics. The standard assumption that the higher an individual’s income
is, the higher is his or her utility, but at a marginally decreasing rate, con-
forms to standard theory. In contrast, the fact that over time per capita
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national income rises but reported subjective well-being stays about the
same (Easterlin 1974) strongly contradicts conventional economics. Another
instance refers to the evaluation of unemployment. Following the ‘New Clas-
sical Macroeconomics’ as well as other parts of standard economics, unem-
ployment is voluntary. People choose to go out of employment because they
find the burden of work and the wages unattractive compared to having
leisure as an unemployed person and receiving unemployment compensa-
tion. In contrast to this view, but in line with much psychological evidence,
happiness research has convincingly established that being unemployed
causes significant stress and reduces well-being in a magnitude similar to
divorce (e.g. Clark and Oswald 1994).

3.3. Procedural utility

Procedural utility means that people not only value actual outcomes, that
is, the ‘what’, but also the conditions and processes which lead to these
outcomes, that is, the ‘how’. Procedural utility thus represents a completely
different approach to human well-being than the standard approach applied
in economics. The economic concept of utility as generally applied today is
outcome-oriented: individual utility is seen as a result of benefits and costs
associated with instrumental outcomes. In contrast, procedural utility refers
to the non-instrumental pleasures and displeasures of processes.

Procedural utility is seen as an important determinant of human well-
being that has to be incorporated more widely into economic theory and
empirical research (see, more fully, Frey et al. 2004). So far, this has been
largely neglected.

The concept

Economic analysis has focused on instrumental outcomes ever since the pos-
itivistic movement in economics in the 1930s. Without doubt, this was of
paramount importance for the success of the economic approach to behavior
in the social sciences. Obviously, individuals do care a lot about instrumen-
tal outcomes as reflected in the costs and benefits of available alternatives;
economics has derived a powerful model of human behavior based on this
insight.

Paradoxically, the positivistic movement in economics in itself did not
imply such a focus on instrumental outcomes. In fact, since then economics
has been deliberately vague about how human preferences are defined. In
the 1930s, economists just gave up on the idea that utility could be observed
directly and adopted the view that the only way to infer utility was from
revealed behavior. But in principle, what individuals value could be any-
thing. Economics is thus also potentially open to the idea that individuals
enjoy procedural utility.
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Procedural utility, however, presents a challenge to the concept of utility
as it is practically used in much of economics. The existing theoretical cor-
nerstones of economics, for instance, expected utility theory or game theory,
generally define preferences over monetary payoffs. Thus, economics mod-
els as applied today often adopt a narrow view of human utility by focusing
on instrumental outcomes. The notion that instrumental outcomes are not
the only source of utility and not the only driving force behind behavior has
become almost completely obsolete in economic analysis.® Procedural util-
ity, in contrast, means that there is something beyond instrumental outputs
as they are captured in a traditional economic utility function. People may
have preferences about how instrumental outcomes are generated. These
preferences about processes generate procedural utility.

Building blocks

Procedural utility rests on three foundations, which deviate in important
respects from the utility concept normally applied in economics:

e Procedural utility emphasizes utility as well-being. Utility is understood in
a broad sense as pleasure and pain, positive and negative affect or life sat-
isfaction.* This reinstates the original economic idea that utility consists
of everything that individuals value.

e Closely connected with this first point, procedural utility focuses on non-
instrumental determinants of utility. It is not exclusively concerned with
instrumental outcomes that are brought about by, for example, differ-
ent decision-making procedures. Rather, processes and institutions under
which people live and act are seen as independent sources of utility.®

e Procedural utility emerges because people have a sense of self. The concept
thus incorporates a central tenet of social psychology into economics,
namely that people care about how they perceive themselves as human
beings and how they are perceived by others (see, e.g. Baumeister 1998
for a survey).® Procedural utility exists because procedures provide impor-
tant feedback information to the self. Specifically, they address innate
psychological needs of self-determination differently. Psychologists have
identified three such psychological needs to be paramount: autonomy,
relatedness and competence. The desire for autonomy encompasses the
experience to self-organize one’s own actions or to be causal. The need
for relatedness refers to the desire to feel connected to others in love and
care, and to be treated as a respected group member within social groups.
And the need for competence refers to the propensity to control the envi-
ronment and experience oneself as capable and effective. Different proce-
dures can be expected to provide different procedural goods serving these
innate needs; in this respect they contribute to individual well-being irre-
spective of instrumental outcomes traditionally studied by economists.
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Procedural utility thus can be defined as the well-being people gain from
living and acting under institutionalized processes as they contribute to a
positive sense of self, addressing innate needs of autonomy, relatedness and
competence.

Procedural fairness as a special case

The general concept of procedural utility can be illustrated with one of the
most prominent studies in the field of procedural fairness, which can be con-
sidered as the best investigated aspect of procedural utility (e.g. Lind and
Tyler 1988). Lind et al. (1993) investigate a situation in which actual litigants
are involved in an arbitration process. At the end of arbitration, the court
orders an award; the parties can decide whether they want to accept this
award or reject it and go to trial. Economists would typically study such a sit-
uation by considering the costs and benefits of accepting an award. Indeed,
their likely predictions are borne out: award acceptance depends on instru-
mental outcomes like the ratio between the actual award and the amount
originally demanded, or the litigants evaluation of whether the outcome was
favorable or unfavorable (which can be seen as a good proxy for the expected
net benefit of going to trial). But overall, the fairness of the arbitration proce-
dure is found to be much more important for acceptance than instrumental
outcomes. Litigants who judge the arbitration process as fair are much more
likely to accept the court-ordered award, irrespective of instrumental out-
comes. This result emerges because procedures convey important feedback
information to the self, thereby affecting individuals’ well-being. Procedures
seen as fair are, for example, those that give individuals ‘voice’. Being given
a say in issues concerning oneself generates procedural utility because it
addresses innate needs of self-determination such as autonomy and com-
petence, and, because it is an important signal about one’s standing in a
group, it affects innate needs of relatedness.

Applications to institutions

The value of the concept of procedural utility can be illustrated by applying
it to the economic analysis of institutions as undertaken by New Insti-
tutional Economics. This approach studies institutions as decision-making
mechanisms that lead to different instrumental outcomes for the parties
involved. The category of procedural utility, in contrast, allows one to
highlight aspects disregarded by this kind of analysis, namely that institu-
tions also directly contribute to people’s well-being when they serve innate
needs of autonomy, relatedness and competence. This, in turn, has poten-
tially important implications for the design of institutions. If individuals’
overall evaluation of a situation (in the sense of overall satisfaction or
utility) depends on utility from instrumental outcomes as well as utility
from the procedure used, one cannot just focus on instrumental outcomes
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alone. An unfavorable instrumental outcome is more likely to be accepted
if the procedure applied was ‘good’, and a favorable outcome might pro-
vide little overall satisfaction if the procedure that brought it about was
‘bad’. The concept of procedural utility thus sheds new light on the study
of institutions.

Sources of procedural utility
The sources of procedural utility can be classified into two broad categories:

e Procedural utility that people get from institutions as such. People have
preferences about how allocating and redistributive decisions are taken.
At the level of society, the most important formal systems for reaching
decisions are the price system (market), democracy, hierarchy and bar-
gaining (Dahl and Lindblom 1953). People may gain procedural utility
from these institutions because they express judgments about the people
involved. For example, a constitution that secures civil liberties like free-
dom of speech may greatly contribute to people’s self-worth. In contrast,
a constitution that denies offenders their political rights may be deeply
disturbing to the people’s sense of self, irrespective of instrumental out-
comes. Institutions thus have a direct effect on individuals’ well-being by
addressing innate needs of autonomy, relatedness and competence.

e Procedural utility is involved with the interactions between people. Peo-
ple evaluate actions toward them not only by their consequences, but also
by how they feel treated by other persons. Institutions shape such treat-
ment significantly; they provide examples for people in interrelationships
on how to treat each other in everyday interactions. For instance, labor
law and company statutes are shaping the interaction between managers
and employees. Or, the organization of the health care system is guid-
ing the relationship between medical suppliers and patients. Institutions
thus also have an indirect effect on individuals’ well-being through moti-
vation and through restrictions in the issue of how people are treated,
thereby affecting their sense of self.

There is, of course, often a smooth transition between the two categories.
Institutions, on the one hand, select and motivate people and guide them
in how to treat their fellow workers, citizens and consumers. On the other
hand, people who evaluate institutions, processes or authorities usually
base their judgment on the treatment experienced by the specific people
involved.

Procedural utility thus may emerge at different, and sometimes hard to
distinguish, levels. Nevertheless, the multitude of sources does not mean
that the concept could be applied arbitrarily. Whether procedural utility
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emerges from institutions like the market mechanism, democratic decision-
making or hierarchy as such, or whether it stems from procedural differences
on a smaller scale, for example, from procedural differences within an
organization, a political system or a legal framework, there is a common
ground to all these channels of impact: individuals judge processes posi-
tively to the extent that they address innate needs of self-determination.
Theoretical hypotheses can therefore be derived. With respect to procedu-
ral differences on a smaller scale, there is a clear understanding from the
large literature on ‘procedural fairness’ or ‘procedural justice’ about what
constitutes good procedure (e.g. Lind and Tyler 1988). As procedures on
this level often involve how authority is exercised in organizations, pub-
lic administrations or legal contexts, innate needs are mainly affected by
relational information that procedures convey, such as assessments of impar-
tiality, trustworthiness of superiors and authorities, the extent to which
individuals feel they are treated with dignity and the extent to which indi-
viduals are given voice. When institutions on a larger scale are considered,
like democracy or hierarchy, one can derive similar hypotheses. For exam-
ple, democracy can be expected to have positive procedural utility effects
because it enhances individuals’ perception of self-determination. Hierarchy,
in contrast, is likely to produce procedural disutility because it interferes with
individuals’ self-determination.

4. Toward an unconventional economics

This chapter has made a plea for unconventional economics. The deviations
from standard neoclassical economics have been shown to be in two direc-
tions: proposing institutional innovations and introducing insights from
other social sciences, in particular psychology. Flexible political units (FOC]J)
and flexible citizenship have been given as examples of the first direction.
Extensions of human motivations beyond extrinsic incentives, the measure-
ment of utility in happiness research and introducing procedural utility are
examples for the second direction. It must be emphasized again that these
are only a few selected cases in an area in which the author has long been
involved. For other instances of leaving the straitjacket of strict neoclassics,
the corresponding literature has been referred to.

Despite these many interesting and relevant innovations in economics,
there cannot be any doubt that conventional economics is still absolutely
dominant. One reason is the introduction of homogenized doctoral pro-
grams that tend to follow the received doctrines and treat unconventional
ideas lightly, and in many cases not at all. While such programs undoubt-
edly help to raise the average standard of what it considered ‘good’ or
‘competent’ economics, it is less helpful to bring together economics with
other disciplines, and it threatens to lead to stagnation. The doctoral stu-
dents accumulate an extensive capital stock of conventional neoclassical



Bruno S. Frey 37

knowledge, which they are unlikely to throw overboard later in their careers.
A similar process takes place in contemporary economic research because
the need to publish in refereed journals forces young (and potentially par-
ticularly innovative) scholars to play safe and to follow the conventions of
the received doctrine. If they do not yield to the demands of the two to
four referees — who almost by necessity agree only with the conventional
neoclassical view — they find it nearly impossible to publish.

As a result of these two forces, standard economics is able to retain a dom-
inant position. But there is a strong counterforce. Only those scholars who
are coming forth with innovative ideas such as Schumpeter and Keynes in
the past, or Akerlof and Sen in the present will be able to play a prominent
role in future academic economics. This strategy not only requires ingenuity
but also a willingness to take the risk of deviating from the crowd.

Notes

1. See, more extensively, Frey and Eichenberger (1999, 2004). A critical discussion
is provided by Vanberg (2000) and Blatter and Ingram (2000). Kyriacou (2006)
discusses and applies FOC] to a topical issue, the management of ethnic conflicts.

2. The work of social psychologists, above all the article by Kahneman and Tversky
(1979) and the collection of essays in Kahneman et al. (1982), for some time
received considerable attention by economists, e.g. Schoemaker (1982), Machina
(1987), Thaler (1991), Frey and Eichenberger (1994).

3. An exception may be the utility gained from gambling, which was already con-
sidered by Pascal (1670), and later by Marschak (1950) and by Von Neumann and
Morgenstern (1944) to be incompatible with expected utility maximization. The
most prominent economist, who has repeatedly argued that economic choice mod-
els should combine preferences for outcome with those for processes, is Sen (1995,
1997).

4. Kahneman has coined the term ‘experienced utility’ for this notion of utility, in
contrast to traditional ‘decision utility’ (e.g. Kahneman et al. 1997).

5. Non-instrumental human motives of people who are self-aware and who self-
reflect have previously entered economic analysis, for example in the form of
identity (e.g. Akerlof and Kranton 2000), respect, self-esteem and pride (e.g. Khalil
1996; Koszegi 2002a, 2002b; Lea and Webley 1997), self-signaling, goal completion,
mastery and meaning (e.g. Loewenstein 1999) or status (e.g. Frank 1985).

6. An alternative way of describing that individuals have a reflexive consciousness
is that beliefs about oneself enter the utility function directly (e.g. Akerlof and
Dickens 1982).
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A Rawlsian View of CSR and

the Game Theory of its
Implementation (III): Conformism,
Equilibrium Refinement and
Selection

Lorenzo Sacconi

1. Introduction

This is the third part of a comprehensive essay on the Rawlsian view of cor-
porate social responsibility (CSR), seen as an extended model of corporate
governance, and the corresponding firm’s objective function.! In the first
part of this essay (Sacconi, 2010a), I provided the following definition of CSR
as a multi-stakeholder governance model (see also Sacconi 2006a, 2006b,
2007a, 2009):

CSR is a model of extended corporate governance whereby those who run a
firm (entrepreneurs, directors, managers) have responsibilities that range from
fulfillment of fiduciary duties toward the owners to fulfillment of analogous —
even if not identical — fiduciary duties toward all the firm’s stakeholders.

This definition has been articulated and defended as an institutional model
of corporate governance implementable through explicitly expressed norms
of self-regulation based on company/stakeholders social dialog — which
means that CSR is neither a matter of managerial discretion nor one of exter-
nal regulation enforced though statutory laws. The basic idea is that such a
model of self-regulation, provided it is not obstructed by statutory company
law, which imposes a single-stakeholder fiduciary model and objective func-
tion on companies, is self sustaining. Hence the relevant perspective from
which to understand the normative nature of CSR is that of an institution
in Aoki’s sense (see Aoki 2001, Aoki 2007a, Aoki 2007b and Sacconi 2010a).
Let us summarize Aoki’s definition:

An institution is a self-sustaining system of shared beliefs about a salient way
in which a game is repeatedly played; it is based on a summary representation

42



Lorenzo Sacconi 43

of compressed information about the equilibrium strategy combination which
is currently being played in the repeated game characteristic of a given social
domain.

(cf. Aoki 2001)

However, the addition of a social contract perspective essentially completes
the definition of ‘institution’ (Sacconi 2010a). The aim of this addition is to
account for the crucial role that not just regularities of behavior and descrip-
tive beliefs but also of norms and normative beliefs play as inherent parts of
the beliefs system characterizing an institution as an equilibrium supported
by a consistent system of expectations. To explain the role of the social con-
tract on explicitly expressed self-regulatory norms of corporate governance,
I take the game theoretic perspective of a repeated game between the firm -
or those who occupy positions of authority within the hierarchical control
structure of the firm — and the series of its stakeholders (see Sacconi 2000,
Sacconi 2007b, and also Posner 2000) as the typical game in the ‘corporate
governance domain’ (Aoki 2001).

Within this context, four roles played by a Rawlsian social contract have
been identified in the first part of this essay in determining the equilib-
rium institution that satisfies the normative requirement of CSR. They are
at the same time able to meet the main game theoretical challenges for the
emergence of such an institution.

e The cognitive-constructive role, which answers the question on how the
firm works out the set of commitments that it can undertake with respect
to generic states of the world it is aware of not being able to predict
in any detail, and therefore what types of possible equilibrium behavior
the firm can work out so that stakeholders may entertain expectations
about them;

e The normative role, which answers the question on what (if any) pattern
of interaction the firm and its stakeholders must a priori select from the
set of possible equilibria to be carried out ex post (according to the answer
given to the first question), if they adopt an ex ante standpoint enabling
an agreement to be reached impartially;

e The motivational role, which answers the question on what and how many
equilibrium patterns of behavior, amongst those that may emerge ex post
from the interaction between firm and stakeholder, would retain their
motivational force if firm and stakeholder were able to agree in an ex ante
perspective on a CSR norm along the lines of the second question;

e The cognitive-predictive role concerning how the ex ante agreement on
a CSR norm affects the beliefs formation process whereby a firm and
its stakeholders cognitively converge on a system of mutually consis-
tent expectations, such that they reciprocally predict from each another
the execution of a given equilibrium in their ex post interaction (given
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that more than one equilibrium point still retains motivational force
according to the answer to the third question). The question to be
answered by this function is thus ‘does the norm shape the expectation
formation process so that in the end it will coincide with what the ex ante
agreed principle would require of firm and stakeholders?’

The first two roles have been examined at length in Parts I and II respectively.
In particular, it was seen in Part II (see Sacconi 2010b) that, from the ex ante
perspective, a Rawlsian social contract is able to solve the normative equilib-
rium selection problem, that is, to choose a governance structure through
a decision procedure that satisfies elementary conditions of impersonality,
impartiality and empathy (Harsanyi 1977). At the same time, it resulted
in the egalitarian solution, consistent with the Rawlsian maximin princi-
ple, not just because of those ethical assumptions, but precisely because it
internalizes the requirement of self-sustainability and implementation in
equilibrium (Rawls 1971). This takes us to the typical Rawlsian maximiza-
tion of the worst-off participant seen as a criterion for the constitutional
choice of the firm'’s governance structure, which is basically consistent with
both justification and realistic implementation (Binmore 1991, Binmore
2005). Nevertheless, roles three and four still need to be explained. In fact,
although the social contract is able to select ex ante a reasonable equilib-
rium, ex post we are again faced with the problem of the incentives to which
players will respond when they exit from the original-position-and-veil-of-
ignorance thought experiment and return to ‘the game of life’ (see again
Binmore 2005), where they play according to the entire set of their pref-
erences and motivations to act. This requires discussion of the equilibrium
selection problem from the ex post perspective.

To gain better understanding of where we stand, consider that the appro-
priate game representation of the firm/stakeholders interaction is the iter-
ated Trust Game, with the following stage-game (see Figure 2.1, section 3):
player A (the stakeholder) will enter (or not) by trusting (or not) player B
(who runs the firm) and by carrying out a specific investment. Player B
decides whether to appropriate player A’s investment by abusing or not.
If s/he chooses non-abuse the surplus is shared in an equitable way. Other-
wise, the stakeholder is deprived of any benefit from entrance (including the
endowment that s/he would possess if s/he did not invest), while the party
who runs the firm gains a large profit. Note, however, that this mode of inter-
action is intuitively understood as socially inefficient in a utilitarian sense —
that is, admitted utility comparability, the firm still prefers individually to
abuse, but the fair sharing in the case of non-abuse would yield a larger
amount of interpersonal social welfare. However, notwithstanding any con-
sideration of social efficiency, the only Nash equilibrium is the strategy pair
such that B abuses and A stays out. The mutually beneficial outcome (4, 4)
cannot be sustained in equilibrium as long as the game is played one shot
(see again Figure 2.1).
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But now consider the equilibrium set of the repeated Trust Game between
the long-run firm B, who receives the average payoff from all his/her partici-
pations into the infinite series of stage-games, and the ‘average’ stakeholder
(call him/her again A because this is useful for considering the average pay-
off of an infinite series of short-run stakeholders that enter or otherwise the
position of the one-shot A player at each repetition), who enters each stage-
game (or refuses to enter). Under the usual assumptions for reputation games
(see Part I), the repeated Trust game will display a convex payoff space (con-
stituted by all the average discounted payoff vectors obtainable from pairs
of repeated strategies) coinciding with the convex envelope of the one-stage
pure payoff vectors (see section 4.1, Figure 2.2 for more details).

Within this payoff space, every point above the dotted line corresponds to
an equilibrium strategy profile such that player A ‘enters’ with a given fre-
quency and player B abuses or not with the appropriate probability mixture
(Fudenberg 1991; Fudenberg and Levine 1989). Of course, the most rele-
vant equilibria are those where player A never enters because player B will
always abuse, with average discounted payoffs (1,1), and the equilibrium
with average discounted payoffs (4,4) where player B never abuses and hence
player A enters each time. But also remarkable is the Stackelberg equilibrium,
where the firm B is believed to make a commitment on the mixed strategy
(0.75a, 0.25 —a) (see again Figure 2.2, section 4.1). In fact, B may develop
a reputation for being this type by playing the two pure strategies with the
attached probability throughout all the repetitions of the game. Thus each
stakeholder in the role of player A necessarily enters, since his/her payoff
is the same as staying out (namely 1) — that is, s/he is indifferent between
entering and staying out (if player B were to give him/her an infinitesimal
additional positive utility ¢ by reducing his/her abuse probability corre-
spondingly, ‘entrance’ would be certain). This gives B an average expected
payoff of 4.75, which is the best payoff that player B can obtain in equi-
librium. Then player B’s best response is to stick to this type/commitment
whenever s/he is able to convince player A that s/he is this type so that A
responds with his/her best response to this type’s mixed strategy (see also
Andreozzi 2010, for a discussion of the relevance of this fact in the game
theoretical explanation of CSR).

There is some evidence of this behavior in real life relationships between
companies and their stakeholders. An example is provided by companies
that claim to be socially accountable because they publish a social report and
announce a code of ethics, but nevertheless are not accurate in reporting
all the relevant social and environmental impacts of their conduct on all
the concerned stakeholders, and comply in only few cases, or to a minimal
extent, with the declared code. Thus, a company may acquire a reputation
for abusing the trust of its employees, customers, suppliers, investors, capital-
lenders and local communities wherein it operates — but only to the extent
that makes them indifferent between maintaining their relations with the
firm and withdrawing from them.
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However, there is also evidence of stakeholder activism that refuses to
acquiesce and actively countervails such hypocritical corporate conduct.
In fact, stakeholder activism is a growing component of market behav-
ior. Examples are phenomena such as responsible consumerism, socially
responsible finance, human rights advocacy through active participation in
shareholders meetings, brand boycotts in the case of environmental disasters
and allegations of human rights violations or discrimination against employ-
ees by companies (especially when operating plants relocated to developing
countries). Further examples of the same behaviors are corporate bankrupt-
cies decreed by investors through the mass liquidation of stocks after ethical
scandals (as in the case of Arthur Andersen after the Enron scandal). These
companies — evidently responsible for intentional breaches of their ethical
commitments — are doomed by their shareholders to collapse more dramat-
ically than would be ‘rational’ according to those shareholders’ self-interest
(i.e. their share-value-maximization). All these examples illustrate behaviors
by active stakeholders that cannot be captured in terms of their mere self-
interest and cannot be understood as mere defense of their own material
interest (see also Frey 1997).

Admittedly, some of these behaviors can be understood as reflecting a
concern for other stakeholders’ well-being, rather than the well-being of
the active stakeholders themselves. More exactly, however, they express the
stakeholders’ attachment to impersonal principles of justice, that is, a desire
to conform with socially accepted norms of fair treatment — even when such
conformity concerns not so much the active stakeholder itself but mostly
the well-being of third parties. Hence, only disinterested (from the egoistic
point of view) motivations may be of relevance in explaining such action.
A proper understanding of these third-parties-concerned non-egoistic behav-
iors in terms of norm compliance based on conformist preferences has
been the focus of previous works on this topic (see Grimalda and Sacconi
2005; Sacconi and Grimalda 2007). Here I shall try to make sense of the
evidence by focusing on the basic firm/stakeholders bilateral strategic rela-
tionships. This perspective is also a basis for extending the explanation to
larger firms/stakeholders networks, where the creation of social capital and
support for non-egoistically profitable trust relationships is at stake (see Degli
Antoni and Sacconi 2010, infra; Sacconi and Degli Antoni 2009).

How does the social contract approach account for these apparently
‘irrational’ but unselfish actions, given that acquiescence would be the
stakeholder’s best response? In Part II (Sacconi 2010b) the focus was on
the ex ante agreement on CSR norms and standards of behavior as a useful
collective decision device for the unique selection of an equilibrium point.
The concern now is with how stakeholders react to the discovery that in the
game of life the firm has strong incentives to behave in a way quite different
from strict compliance with the ex ante agreed equilibrium, and de facto it
prefers to deviate from it. As a consequence it seeks to develop a reputa-
tion for being a type of player who systematically adopts a sophisticated
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abuse behavior that, if it was taken for granted, would induce stakeholders
to abandon the ex ante agreed equilibrium point and adapt to the less than
fully compliant equilibrium profile.

This can be understood as a struggle for the ex post equilibrium selec-
tion amongst the many still possible. What we are in fact facing are two
tightly connected but nevertheless distinct game theoretical problems. First,
ex ante equilibrium selection by agreement does not necessarily work well
as an ex post equilibrium selection mechanism. Even though it ensures that
the decision taken ‘behind the veil of ignorance’ could be self-enforceable if
there were a system of expectations that predicted that decision as the effec-
tive ex post behavior of the parties, it does not ensure that these expectations
will de facto emerge, and therefore that selection will be ex post effective.
There is no logical necessity linking ex ante equilibrium selection to the emer-
gence of the shared knowledge condition required for the unicity of the
solution in the ex post perspective. But, second, this also raises the compli-
ance problem again. Given multiple ex post equilibria, why should the player
comply with the agreement by carrying out exactly the equilibrium chosen
under the veil of ignorance? The problem is that, in the presence of mul-
tiple equilibria, each with some motivating force conditional on existence
of a system of expectations consistent with it, no particular equilibria has
any reason to be carried out, and thus the one corresponding to the ex ante
agreement need not have any incentive effect on compliance.

A different answer could be given if the ex ante selective function of an
impartial agreement by itself performed a causal role in changing incentives
and beliefs on the set of admissible equilibria of the game of life relevant
in the ex post perspective. This can happen along two routes. The first is
a behavioral mechanism according to which the agreed equilibrium carries
additional motivational (i.e. preferential) force precisely because it has been
selected ‘behind the veil of ignorance’. The second is (again) a psychological
mechanism according to which agreeing ‘behind the veil’ (as a matter of fact
about reasoning, but without logical necessity) also influences beliefs about
other parties’ behavior ex post: that is, it induces a state of shared beliefs
whereby what was chosen behind the veil will be also implemented ex post.
These two behavioral hypotheses are interlocked (i.e. beliefs formation must
be granted in order to introduce the psychological preferences). Some empir-
ical evidence for them can be found in related experimental works (Faillo
et al. 2008; Sacconi and Faillo 2010). We discuss the first hypothesis in the
next few sections by introducing a Rawlsian idea of the sense of justice and
the corresponding model of conformist preferences. The latter hypothesis
will be shortly addressed in section S.

2. The true Rawlsian theory of norm compliance

An original approach to the institutional compliance problem was suggested
by John Rawls in the Theory of Justice (1971), where he proposed the ‘sense of
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justice’ as a solution for the stability problem of a well-ordered society — that
is, a society whose institutions are arranged according to the principles of
justice (norms in our sense) chosen under a ‘veil of ignorance’. This solution,
however, was long overlooked by economists and game theorists because it
was at odds with the methodology of rational choice in that it resorted to
socio-psychological assumptions common in theories on moral learning.

However, given the behaviorist turn in microeconomics, it is time to
reconsider this neglected solution and to acknowledge that it may suggest an
illuminating explanation of why (sometimes) some of us comply with just
institutions even if we have some direct material incentive not to do so. The
rest of this section thus summarizes Rawls’ argument about how a sense of
justice is engendered in a well-ordered society, and finally suggests the rele-
vant features of Rawls’ theory captured in the conformist preferences model.

Justice as fairness, Rawls says, understood as the set of principles of jus-
tice chosen ‘under a veil of ignorance’ — once the principles are assumed to
shape the institutions of a well-ordered society — provides its own support
to the stability of just institutions. In fact, when institutions are just (here
it is clear that we are taking the ex post perspective, that is, once the consti-
tutional decision from the ex ante position has already been taken and for
some reason has been successful), those who take part in the arrangement
develop a sense of justice that carries with it the desire to support and main-
tain that arrangement. The idea is that motives to act are now enriched with
a new motivation able to overcome the counteracting tendency to injus-
tice. Note that instability is clearly seen in term of a Prisoner’s Dilemma-like
situation: institutions may be unstable because complying with them may
not result in the best response of each participant to other members’ behav-
ior. However, the sense of justice, once developed, overcomes incentives to
cheat and transforms fair behavior into each participant’s best response to
the other individuals’ behaviors.

To understand how this is possible, it is necessary to consider the def-
inition of ‘sense of justice’. Although it presupposes the development of
lower-level moral sentiments of love and trust, understood as feelings of
attachment to lower-level institutions (families and just associations), if
these institutions are perceived to be just, it is noticeable that the sense of
justice is a desire to act upon general and abstract principles of justice as
such, once they have been chosen under a veil of ignorance as the shaping
principles of institutions, and hence have proved beneficial to ourselves in
practice. Note that it is not the case that we act upon the principles insofar
as they are beneficial only to concrete persons with whom we have direct
links and emotional involvements. Once the level of a morality of principles
has been reached, our desire to act upon the principles does not depend on
other people’s approbation or on other contingent facts such as satisfaction
of the interests of some particular concrete person. On the contrary, it is the
system of principles of justice in itself that constitutes the object of the sense
of justice.
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The question to be answered thus becomes how it is possible that prin-
ciples themselves are capable of influencing our affections - that is, of
generating the sense of justice as a relatively self-contained ‘desire to
conform with the principles’. The answer is twofold.

First, the sense of justice is not independent of the content of principles.
These are principles that we could have decided to agree upon under a veil of
ignorance as expressions of our rationality as free and equal moral persons.
These principles are mutually advantageous and hence impartially accept-
able by a rational choice, even if it is made from an impartial perspective,
for they promote our interests and hence have some relation with our affec-
tions (preferences). Thus, in order for a sense of justice to develop, principles
cannot be arbitrary. They must be those principles that would have been
chosen by a rational impartial agreement.

Second, despite the intellectual effect of recognizing that principles are
rationally acceptable, the basic fact about the sense of justice is that it
is by nature a moral sentiment inherently connected to natural attitudes.
Moral sentiments are systems of dispositions interlocked with the human
capability to realize natural attitudes. Thus moral liability for lacking moral
sentiments has a direct counterpart in the lack of certain natural attitudes,
which result in affective responses like a sense of guilt, indignation or shame.
Hence, even though the thought experiment of a decision under the veil of
ignorance merely aids us in the intellectual recognition of principles accept-
ability, the sense of justice retains a motivational force on its own, which can
be only traced back to its nature as a moral sentiment or desire not entirely
reducible to the experience of its intellectual justification.

The proper functioning of the sense of justice can be understood, how-
ever, as the third level of a process of moral learning, which in its first two
steps already cultivates moral sentiments of love for parents and trust and
friendship vis-a-vis the members of just associations in which the individ-
ual already takes part — and which s/he re-elaborates on those pre-existing
sentiments. ‘Given that a person’s capacity for fellow feeling has been real-
ized by forming attachment in accordance with the first two ... [levels] and given
that a society’s institutions are just and are publicly known to be just, then
this person acquires the correspondent sense of justice as he recognized that he
and those for whom he cares are the beneficiaries of these arrangements’ (Rawls
1971: 491).

As seems clear, reciprocity is a basic element in this definition. In fact reci-
procity is understood as a deep-lying psychological fact of human nature
amounting to the tendency to ‘answer in kind’. The sense of justice ‘arises
from the manifest intention of other persons to act for our good. Because they rec-
ognize they wish us well we care for their well being in return. Thus we acquire
attachment to persons and institutions according to how we perceive our good to be
affected by them. The basic idea is one of reciprocity, a tendency to answer in kind'
(p- 494). Two aspects are to be noted concerning the other person’s ‘mani-
fest intention’, which elicits the tendency to ‘answer in kind’. We recognize
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that the caring for our good derives from other people acting consistently
with the principles of justice. Hence reciprocity is elicited not from the mere
coherence of institutions with the principles of justice, but from the fact
that other people make our good by acting intentionally upon those prin-
ciples. What matters is not just reciprocity in accepting the principles, but
the intention displayed by other players’ concretely acting upon the princi-
ples for our well-being. Second, this intention cannot be a direct intention
from concrete person toward us as particular persons. By complying with
principles, our good is pursued in an unconditional way - that is, imper-
sonally and not conditionally on any particular description of us based on
contingent characteristics or positions.

It also makes it immediately evident that the sense of justice is a force
that typically emerges and stabilizes a well-ordered society only ex post,
when institutions are already ‘out there’ operating through some level of
compliance by the members of society. Thus the question arises of where
compliance with principles arises from at the very first step of their imple-
mentation, when it cannot be said that there is an history of well-ordered
society institutions already operating.

The following elements taken from Rawls’s analysis and incorporated
into the model of conformist preference explained in the next section are
important here (see also Sacconi and Faillo 2010).

i) First, there is an exogenous disposition in our motivational system of
drives to action - the capacity of a desire to act upon principles or the
agent’s duties. This derives from learning about the justice of lower-
level institutions (family, associations) or the widespread operating of the
institutions of a well-ordered society (such that if these conditions are
not fully satisfied this exogenous motivational factor cannot be assumed
to have an overwhelming force in general, and thus must balance with
other motivational drives).

ii) Second, the foregoing element defines just a capacity for the sense of
justice, but its proper formation depends upon conditions relative only
to the principles of justice and their compliance, as follows:

a. agents construe and justify norms as the result of an impartial
agreement under the ‘veil of ignorance’, that is, before considering
conformity, different states of affairs resulting from compliant or
non-compliant actions must be assessed in term of their consistency
with the fair principles — compliance is not arbitrary;

b. each agent knows that also others justify the norm and assess compli-
ance decisions in a similar way;

c. we know, or have the reasoned belief that other agents are effectively
playing their part in carrying out the principles, and this behavior,
because of the content of the principles it conforms with, expresses
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an intention to be beneficial to us in impartial terms. Thus, by playing
our part in compliance we may be understood as reciprocating other
agents’ intentions - that is, our compliance is conditional on theirs;

d. owing to the hypothesis of public knowledge, other agents are also
predicted as having (and we know that they have) the reasoned belief
that we do our part in benefiting them in an impartial manner by
acting upon the principles, and thus they may be seen as reciprocating
our intention expressed by our compliance with the principles — hence
our compliance is conditional on their reciprocity as well.

e. When these conditions are satisfied, our capacity to form a ‘sense
of justice’ becomes effective and translates into a motivational force
able to counteract incentives to act unjustly in situation like the
Prisoner’s Dilemma game - that is, a psychological preference for
complying overcomes the preference for personal advantages gained
by not complying and opportunistically exploiting other agents’
cooperation.

What we will see in the next section is how conformist preferences derived
from the Rawlsian idea of a sense of justice may affect compliance with the
social contract amongst the firm and its stakeholders. Preferences incorpo-
rating the sense of justice will affect compliance by selecting as admissible
the only subset of equilibria which are compatible with compliance with the
agreed principles.

3. The motivational role of social contract: conformist
preferences in the Trust Game

Any equilibrium point exerts a (limited) motivational force able to com-
mand actual behavior, which is effective in so far as each player believes
that other players will play their strategy components of the same equilib-
rium. One may wonder whether the fact that a norm has been agreed from
an ex ante (pre-play) perspective and exhibits various levels of consistency
with different equilibria, may affect the motivational force exerted by dif-
ferent equilibria in a game. A positive answer would amount to a restriction
on the number of equilibrium points that have motivational force over the
players’ behavior. In other words, one may ask whether norms can ‘refine’
the equilibrium set of a game in terms of the motivational strength of certain
equilibria over other equilibria.

A voluntary CSR norm constraining the firm'’s discretion in the firm/
stakeholder interaction, would in fact perform a motivational function.
It would restrict the admissible equilibrium set in the event that — having
been chosen via a unanimous impartial agreement and granted that players
expect reciprocal compliance with the norm - it generates an additional util-
ity weight to be introduced into the payoffs of the players. The conjecture
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is that a preference for equilibrium strategies may in part depend not just
on their outcomes, but also on the level of conformity that any equilibrium
exhibits in regard to an agreed norm. A conformity level must be under-
stood as conditional on beliefs — that is, conformity depends on one player’s
compliance, given his/her beliefs about the other players’ behaviors, and
about other players’ reciprocity in compliance, given their beliefs. It follows
that the additional psychological payoff involved by a given level of confor-
mity is not just an exogenous parameter reflecting the absolute motivational
force of the desire to be consistent with an agreed norm. The exogenous
component is also conditioned by a function of beliefs concerning reciprocal
behaviors.

Whatever the case, if the norm generates a modification in the players’
payoffs in favor of situations in which no significant deviation from recipro-
cal conformity occurs, then it may be that the overall motivational strength
reinforcing an equilibrium behavior may be integrated (relatively augmented
or reduced) by an additional motivational factor that in the end confines
overall motivational strength only to those equilibria that exhibit significant
compliance levels with the norm.

The reference is of course to a different notion of equilibrium - the psy-
chological Nash equilibrium (Geanakoplos et al. 1989) —based on conformist
preferences (Grimalda and Sacconi 2005; Sacconi and Grimalda 2007).% This
results from a modification of the players’ utility functions through integra-
tion of preferences with an intrinsic component for norm compliance, seen
not as unilateral and unconditioned, but as conditioned by beliefs about
other players’ reciprocal conformity. The ‘refinement effect’ on the admissi-
ble equilibria that this change in the equilibrium notion entails is surprising
(and unexpected). As we will see, the equilibrium set of the repeated Trust
Games under this revision of the utility function shrinks dramatically to the
pure strategy equilibria of the repeated psychological Trust Game.?

To begin, let us illustrate the conformist preference model with refer-
ence to its application to the one-shot (stage) Trust Game (TG) involving
a firm (player B) and its stakeholder (player A) (see Figure 2.1). Stakeholder
and firm now have two kinds of preferences defined over states of affairs

Firm
—-a a
e 4,4 0,5
Stakeholder
—-e 1,1 1,1

Figure 2.1 One-shot Trust Game
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resulting from their interaction, which are both capable of motivating their
actions. On one hand (more basic), the first kind of preferences is based
on the description of states of affairs o brought about by their interac-
tion as consequences, and their preferences regarding consequences are called
consequentialist. These may be not only typical self-interested preferences but
also altruistic ones.

This part of the argument is by no means new. The new part instead con-
cerns conformist preferences. Players also have preferences defined over states
of the affairs o resulting from their interaction but described as just combina-
tion of actions. To be clear the typical Trust Game - see again Figure 2.1 —
identifies four possible states o coinciding with cells of its normal form,
where pairs of strategies are represented - (e, —a), (e, a), (—e, —a), (—e, a) —
before attaching payoff over them. When these states of affairs are qualified
in terms of their consistency with an ex ante agreed ethical norm, prefer-
ence over them is conformist — where ‘consistency’ is defined as how far
the players’ strategy choices (jointly a state) are from the set of actions that
would completely fulfill the agreed ethical norm of equity. By norm I mean
a principle of justice for the distribution of material utilities coinciding with
the stakeholders’ social contract with the firm.

3.1. Conformist preferences

Let us assume that players have just agreed on a social contract concern-
ing the principle of justice that should govern as a norm the distribution
of the social surplus produced by means of their cooperation through the
firm. Conformist preferences may now enter the picture. Intuitively speak-
ing, a stakeholder will gain intrinsic utility from simply complying with the
principle, if the same stakeholder expects that in doing so she will be able
to contribute to fulfilling the distributive principle, and taking into account
that she expects the other stakeholders (or the firm) also to contribute to
fulfilling the same principle, given their expectations.

A complete measure of the player’s preferences is an overall utility func-
tion combining material utility, derived from her consequentialist prefer-
ences, with the representation of her conformist preferences represented
by the conformist-psychological component of her utility function (see
Grimalda and Sacconi 2005). The overall utility function of player i with
reference to the state o (understood as a strategy combination of player
i strategy o; and the other players’ strategies o_;), is the following:

Vi(o) =Ui(o) + MF[T(0)] (1)
where

i. U, is player i's material utility for the state o;
ii. A; is an exogenous parameter 1; <0;
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iii. T is a fairness principle defined for the state o;

iv. Fisacompounded index expressing the agent i’s conditional conformity
and her expectation of reciprocal by any other player j with respect to
the principle T for each state o

Let us concentrate on the conformist part of the utility function. First (as it
can be seen within the most internal brackets), there is a norm T, a social
welfare function that establishes a distributive principle of material utilities.
Players adopt T by agreement in a pre-play phase and employ it in the gen-
eration of a consistency ordering over the set of possible states o, each seen
as a combination of individual strategies. The highest value of T is reached
in a situation o, where material utilities are distributed in such a way that
they are mostly consistent with the distributive principle T within the avail-
able set of alternatives. Note that what matters to T is not ‘who gets how
much’ material payoff (the principle T is neutral with respect to individ-
ual positions), but how utilities are distributed across players. Satisfaction of
the distributional property is the basis for conformist preferences. As we are
looking for a contractarian principle of welfare distribution, let us assume —
according to what I have argued in Part II (Sacconi 2010b, sec.7) — that T
coincides with the Nash bargaining function (Nash 1950) taking the stay-out
outcome of the Trust Game as the status quo.

Agreed principle of fair welfare distribution T

T(o)=N(U,,...,U) =] [ Ui—dy) )

i=1

Second, a measure of the extent to which, given the other agents’ expected
actions, the first player by her strategy choice contributes to a fully fair dis-
tribution of material payoffs in terms of the principle T. This may also be
put in terms of the extent to which the first player is responsible for a fair
distribution, given what (she expects that) the other player will do. It is a
conditional conformity index assuming values from O (no conformity at all,
when the first player chooses a strategy that minimizes the value of T given
his/her expectation about the other strategy choice) to 1 (full conformity,
when the first player chooses a strategy that maximizes the value of T given
the other player’s expected strategy choice) with the following form:
player’s i conditional conformity index:

[1 +fi (o b,~1>] 3)

This index takes its values as a function of f;, which in turn varies from 0
to —1 and measures player i’s deviation degree from the ideal principle T by
making her choice conditional on her expectation about player j’s behavior
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player’s i deviation degree:

) -] TR0 ®
U TMAX (b,-l) _ TMIN (bil)

where b;' is player i’s belief concerning player j’s action, TM*X <b,-1> is the
maximum value of the function T due to whatever feasible strategy player
i may choose given her belief about player j’s choice, TM™ (b,»l) is the mini-
mum value of the function T due to whatever feasible strategy player i may
choose, given her belief about player’s j choice, and T <aik, bil) is the actual
value of T due to player i’s adoption of her k-ary strategy oy given her belief
about player j's choice.

Third, a measure of the extent to which the other player (respectively the
stakeholder or the firm) is expected to contribute to a fair payoff distribu-
tion in terms of the principle T, given what he is expected to expect from
the first player’s behavior. This may also be put in terms of the (expected)
responsibility of the other player for generating a fair allocation of the surplus,
given what he (is believed to) believes. This measure consists of a reciprocally
expected conformity index assuming values from O (no conformity at all, when
the other player is expected to choose a strategy that minimizes T given what
he expects from the first player) to 1 (full conformity, when the other player
is expected to maximize the value of T given what he expects from the first
players). It is formally very similar to the conditional conformity index of
the first player, that is,

player’s j reciprocal expected conformity index:

[1+7 (v b")]

In fact, it is as well a function of f, the expected player j’s degree of deviation
from the ideal principle T, which also varies from O to -1 as is also normal-
ized by the magnitude of the difference between player j’s full conformity
and no conformity at all, given what he believes (and player i believes that
he believes) about player i’s choice, that is,

expected player j’s degree of deviation:

T (b,-l, b,-z) _ TMAX (bﬁ)
TMAX (biz) — TMIN (bi2>

o)

where b;' is player i's first order belief about player j’s action (that is, formally
identical to a strategy of player j), b is player i’s second order belief about
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what player j believes about the action adopted by player i, while TMAX (b,-z)

and T™N (b;?) are defined as above but in relation to second player i’s second

order belief.

Fourth, there is an exogenous parameter A(A > 0) representing the motiva-
tional force of the agent’s psychological disposition to act on the motive
of reciprocal conformity with an agreed norm. This is a psychological
parameter representing how strong the sense of justice or the ‘desire to be
just’ has grown up for an individual in a given population; it may be taken
as dependent on exogenous variables like the development of the affective
capacity to act upon one’s principles and duties that comes from lower level
domain of interaction (as in Rawls’ theory of moral development, the family
and the circle of friends and small-scale associations). Notice, however, that
in the model it doesn’t operate as such but as only once the agreement over
T is given and as it is weighted by the measure of reciprocal conformity.

In fact, steps two and three coalesce in defining an overall index F of con-
ditional and expected reciprocal conformity for each player in each state
of the game. This index operates as a weight on the parameter A, deciding
whether it will actually affect or not (and, if so, to what extent) the player’s
payoffs. Thus the complete psychological component of the utility function
representing conformist preferences is

xi[1+ﬁ(bf2, bil)] [1 +ﬁ(a,-, b,-l)]

which reduces to the following cases: (i) A[(1 —x)x(1 —y)] = A since both x
and y are 0, if player i doesn’t deviate and expects that player j doesn’t deviate
at all from complete conformity; (ii) A[(1 —x) x (1 —y)] =ar <2, wherea <1
since at least one (or both) of x and y are 0 <x <—1 and 0 <y < —1, if player i
partially deviates and/or expects player j to partially deviate from complete
conformity; (iii) ax =0 since in the above expression at least one (or both) of
x or y are —1, if player i does not conform at all and/or expects that player j
doesn’t conform at all.

Summing up the effect of the different components, if a stakeholder
expects that the firm (or vice versa) is reciprocally responsible for the
maximal value of T, given what the firm expects about that stakeholder’s
behavior, and the former is also responsible for a maximal value of T given
the firm’s (expected) behavior, then the motivational weight of conformity A
will entirely enter the stakeholder’s utility function. In other words, in the
player’s preference, system A will show all the force of the disposition to
conform to agreed norms, so that complying with the principle will yield
full conformist utility (in the psychological sense) in addition to the mate-
rial payoff of the same strategy. In the one-shot Trust Game, this happens,
for example, in the state of affairs where the stakeholder enters, the firm
does not abuse, and they mutually predict these strategy choices.



Lorenzo Sacconi 57

3.2. Calculation of conformist psychological payoffs and equilibria
in the one-shot Trust Game

To calculate conformist psychological payoffs and equilibria, let’s consider
the game matrix (a) below (that replicates Figure 2.1 for the reader conve-
nience). Strategies combinations (state of affairs) and the relative material
payoffs vectors are (no-entry, abuse) and (no-entry, no-abuse) with material
payoffs (1,1); (entry, abuse) with material payoffs (0,5) and (entry, no-abuse)
with material payoffs (4,4). This is helpful in understanding what is meant
by calculating the level of conformity in the different states by applying the
Nash bargaining solution, which requires maximizing the product of indi-
vidual surpluses net of the status quo. In this particular case, the status quo
coincides with the outcome of the no-entry strategy — (1,1) — which is the
assurance level that player A can grant herself, for whatever player B’s choice,
included the case that B doesn’t start any trust-based interaction. This payoft
must then be subtracted from whatever payoff is used in the calculation of

—a a
e 4,4 0,5
-e 1,1 1,1

Matrix (a): TG normal form

—a a
e (4-1)4-1)=9 0-1)5-1)=-4
—e (1-1)1-1)=0 (1-1)1-1)=0

Matrix (b): T values at each state

—a a
e (4+2)=6, (4+1)=6 0,5
—e 1,1 (1+1)=3,1+2)=3

Matrix (c): psychological TG with conformist utilities included with A = 2.
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the Nash product annexed to any state of affair (strategy combination). The
two further matrices (see below) show respectively (b) the Nash bargaining
product calculated for each pure strategy combination needed to measure
the consistency of each state with respect to the principle T and the players’
relevant degrees of conditional and expected reciprocal conformity for each
state, and (c) the overall payoffs resulting from the addition of the psycho-
logical conformist preference weight 2 =2 to the material payoffs where this
addition is appropriate.

In order to understand the psychological payoffs reported in matrix (c),
consider that if a player cannot do anything better to improve the ‘collective’
value of the principle T with respect to the status quo by means of her/his
unilateral decision, given the expected strategy choice of the other player,
then s/he will be considered completely compliant by choosing to keep the
status quo (no deviation from maximal conformity can be ascribed to her/his
responsibility since her/his choice cannot do any more to maximize T than
keeping to the status quo). This feature of the model depends on considering
compliance in a non-cooperative ex post context, wherein players are able to
deviate unilaterally from an agreed norm, and second, by considering con-
formity as conditional on the other player’s expected level of compliance.
Hence, in cases like the Trust Game, if the firm is expected to abuse, the
stakeholder cannot do anything to improve the value of T on the status
quo and, therefore, the stakeholder will be considered fully compliant with
the principle by deciding to stay out. (As a matter of fact she could only
worsen the T value by entering.) At the same time, the firm predicting that
the stakeholder will stay out — given she believes that the firm shall abuse —
cannot modify the value of T with respect to the status quo. Thus whatever
the firm’s strategy choice, it is fully compliant in this case. The result is that
also in the (no-entry, abuse) equilibrium point of the basic Trust Game, the
conformity weight A adds to the players’ payoffs. In this respect, there is no
difference between the case (no-entry, abuse) and the case of the stakeholder
entering because she predicts that the firm is going not to be abusive and the
firm refraining from being abusive because it predicts that the stakeholder
will enter (entry, no-abuse) — which is obviously the case in which both play-
ers unconditionally maximize T and hence, necessarily, the weight A enters
their payoffs as they are fully compliant.

By contrast, if the stakeholder enters when the firm is unilaterally pre-
dicted to abuse, she would minimize T with reference to the alternative
choice open to her of not entering, which scores a higher level of T.
At the same time, the firm misses the opportunity to maximize T given the
stakeholder’s decision to enter, and hence the latter will be considered as
not complying at all. This implies that when the firm unilaterally and suc-
cessfully abuses its stakeholder, none of the conformist preferences can add
value to the players’ material payoffs.

Lastly, if the firm chooses a mixed strategy whereby the stakeholder’s
decision between entry or non-entry has no influence on the T value, the
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stakeholder, whether she decides to enter or not, would be unable to improve
the value of T. Therefore, by staying out she maximizes T as well. If, how-
ever, the stakeholder still stays out, no firm’s strategy can do any better in
maximizing T than the one just described, and thus the firm does as well
when it is completely compliant as when it abuses. Hence, a firm’s mixed
strategy responded to by the stakeholder’s no-entry strategy implies that
conformist weights are added to the player’s payoffs. On the contrary, were
the stakeholder willing to enter when the firm adopts the mixed strategy
(so that by entering she is equally compliant as when staying out), the firm
would become responsible for a sharp deviation from full compliance, for
he could have chosen not to abuse at all. In that case, he would not have
maximized the value of T as he possibly could have. This may not be the
minimum value for T, but he has nonetheless produced a significant devia-
tion from full compliance (proportional to the distance from the maximum
value of T conditional on the stakeholder’s choice). Thus, in this case the
motivational weight of conformity cannot enter the utility functions of both
players in all its strength.

The previous discussion illustrates a particularity in the way the firm’s
conditional conformity index and reciprocally expected conformity index
(as seen in the stakeholders’ eyes) behave in games like the Trust Game,
and in general in games where the strategy of one player would induce the
same result whatever the behavior of the second player. The stakeholder’s
strategy —e (the trustor’s strategy in the Trust Game in general), in fact,
causes the same pair of payoffs whatever the reply of the firm (the trustee).
Hence the firm by its behavior can’t make any difference about the two pair
of the players’ payoffs that are possible when stakeholder-player chooses —e,
which both will be necessarily (1,1). Since T is a function of the material pay-
offs, the value of T is also thus invariant in the two states compatible with
stakeholder’s strategy —e. (Notice that in the sequential version of the Trust
Game this is quite natural: by playing —e the stakeholder, player A, stays out
of the interaction and thus prevents the firm from having any influence over
the outcome of the game, which in fact is only one, whatever the decision
of player B could have been.) This means that, in this case, the firm, given
the stakeholder’s strategy —e cannot do any better than to witness the first
player bringing about the value 0 of function T representing the distribution
principle of social welfare. In other words, in case the stakeholder doesn’t
enter, no value higher than T =0 does exist that can be obtained through
a choice of the firm. So, whatever the strategic choice deliberated by the
firm, it cannot induce any deviation from the maximum possible value of T,
given —e. Neither of the firms’ choices - let it be @ or —a — may deviate at any
rate from the maximin possible value of T(=0) given that the stakeholder’s
choice is —e. Thus, for both the firm’s strategy choices, conformity will be as
high as possible given the stakeholder’s choice —e.

In terms of determinants of the firm’s conditional conformity index and
expected reciprocity index (as seen in the stakeholder’s eyes) the differences
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between the T values determined by any firm'’s strategy choice and the
maximum possible value of T (conditional on the given the stakeholder’s
choice —e) are thus zero:

T(a,—e) — TM**(—e) =0, T(—a,—e) — TM*(=e) =0.

This is true for any pure or mixed strategy of the firm (e.g. including
any probabilistic combination of a and —a), granted that the stakeholder
stays out.

This entails - and here we point out the peculiarity in how the indexes
behave - that the firm’s conditional deviation degree and the firm’s expected
reciprocal deviation degree in the case under consideration are indefinite.
In fact, as far as no strategy of the firm, given —e, may induce any difference
with respect the value of T, this also entails that the max and min value
of function T are even, given —e (i.e. TM**(—e) = TMN(=e) = 0). Therefore,
their difference reported at the denominator is nil (i.e. neither the numera-
tor nor denominator may report any distance from the maximum value of
T given —e). Hence, both the deviation degree and the reciprocally expected
deviation degree are necessarily 0/0, namely indefinite. But, of course, this
occurs because there is no proper sense in normalizing the measure of devi-
ation from the max value of T given —e with respect to the interval from 0
to —1, by taking it as a fraction of the distance between the maximum and
the minimum value of T in cases where this distance is nil. In these cases
the fraction is simply meaningless.

Thus in this and all the analogous cases in which, given a certain adver-
sary’s choice, the maximum and minimum value of T determined by a
player’s choice scores a difference equal to zero, we will assume that the
degree of deviation from the maximum value of T due to this player’s choices
is simply represented by the absolute value of the difference between the
T value determined by the player’s choice (given the adversary’s choice)
and the maximum T value possible given that adversary’s choice. Notice,
however, that, because the T value is identical for all this player’s choices
given the adversary’s behavior, the deviation is necessarily nil for that player
and hence also this deviation measure — even without normalization - is
necessarily 0. Thus the conformity indexes cannot be but 1.

Coming back to the Trust Game of matrix (a), by considering first the
psychological utilities of the firm, when the stakeholder is predicted to
play —e, then the firm would score full conformity both playing a or —a.
But it is only when the firm believes that the stakeholder predicts that he
(the firm) plays a that the stakeholder’s reciprocal conformity would be full
by using —e. In fact, in case the firm believed to be predicted to use —a,
then the stakeholder’s not entering choice would minimize T, and then
the stakeholder’s reciprocally expected conformity would be 0. Thus, under
the strategy combination (—e, a), represented through first and second order
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beliefs of the firm, the firm’s conformity index and the stakeholder’s recipro-
cal expected conformity index equal 1. Therefore, the weight A fully enters
the psychological payoff of the firm. On the contrary, under the combi-
nation (—e,—a) — again seen through the firm’s beliefs — the stakeholder’s
reciprocal conformity index equals zero, what would nullify the weight A in
the firm’s psychological payoff.

As well, coming now to the stakeholder’s psychological utilities, if the
firm is predicted to use the strategy a, then the stakeholder’s strategy —e
scores full conditional conformity, since by playing e the stakeholder would
induce a lower T value and no other stakeholder strategy other than —e
can induce a higher T value. Otherwise, if the stakeholder believes that
the firm predicts that she uses —e, then the firm’s reciprocal conformity
expected in case the firm is predicted to use a or —a is even (as high as possi-
ble in these contingencies), that is, the firm’s reciprocally expected conformity
equals 1. Thus, given these stakeholder’s conditional conformity and firm’s
expected reciprocal conformity indexes for the combination (—e, a), as seen
through the stakeholder beliefs, the weight A enters the psychological payoff
of the stakeholder. This would not be the case if the stakeholder predicted
that the firm was to use —a. In fact, as far as the stakeholder plays —e, it
is true that the firms’ expected reciprocal conformity index (as seen by the
stakeholder) is even (and equal 1) for both the choices a and —a. But if
she predicts —a, the stakeholder’s conditional conformity of choosing —e
would be minimal (set to 0). So that the weight A would be canceled in the
stakeholder’s psychological utility function for the (—e, —a) combination.
Summing up, taking the game matrix line corresponding to the strategy —e,
the weight A enters the psychological payoffs of both the players only in the
state represented by the bottom right cell.

What has been said till now is by no means conclusive about the existence
of psychological equilibria based on conformist preferences in the one-shot
Trust Game. However, it helps to understand how the psychological payoffs
behave under different strategic and beliefs configurations. Psychological
equilibria (in pure strategies) are then simply calculable. Inspection of matrix
(b) shows that if the firm is predicted to play strategy a, the stakeholder max-
imizes T by playing strategy —e. If this is known, the firm also maximizes T
by playing a, since neither strategy is better or worse than a in order to max-
imize T from the firm’s point of view. Hence, in the bottom right cell of
matrix (c) the psychological weight A adds to each player’s material payoff.
On the other hand, if the firm is predicted to play —a, then the stakeholder
maximizes T by choosing e. If this choice is also predicted by the firm, his
choice for maximizing T is —a as well. Consequently, in the top left cell of
matrix (c) psychological weights A are also present. If the firm plays abuse
(a), the stakeholder will minimize T by entering (e), which is also true if
the same result is seen the other way round (given e, the firm minimizes
T by abusing with a). No weights must then be added in the top right cell
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of matrix (c). Lastly, if the firm is predicted as not abusing, the stakeholder
minimizes T by staying out with —e. Consequently, even though the firm is
maximizing T when he plays —a, a zero index of individual conformity (the
stakeholder’s) is sufficient to nullify the overall level of conformity. More-
over, when this is the case, no psychological conformity weights are implied
in the players’ payoffs (see bottom left cell of the (c) matrix).

Summing up, given the value 1 =2, we may see that, as far as only pure
strategies are concerned, two Nash psychological equilibria do exists (e, —a)
and (—e, a). Thus, even in the one-shot game, the situation is ameliorated
for not only the ‘bad’ equilibrium is now possible, but from the point of
view of the solution determinateness the situation is also worsened as it isn't
unique. I won'’t go into, here, the existence of mixed-strategy-psychological-
Nash equilibria in the one-shot Trust Game as they are mostly relevant to
our argument in the context of the repeated Trust Game considered in the
next section (where many standard Nash equilibria are also possible). It is
within the perspective of the repeated Trust Game that we have to verify
whether conformist preferences with an ex ante agreed principle of justice
will simplify the equilibrium selection problem.

4. Mixed strategies and refinement of the equilibrium set in
the iterated Trust Game

4.1. Mixed strategies

Now let us consider the repeated Trust Game (TG). Recall that its payoff space
in terms of material utilities is the convex hull of all the linear (probability)
combinations of the three payoff vectors generated out of the pure strategy
pairs of the basic Trust Game (see Figure 2.2). This is the same as representing
the expected payoffs of every possible pair of pure and mixed strategies of
the two players in the basic Trust Game. In fact, the player’s i expected payoff
for a mixed strategy is formally the same as the average payoff of the player’s i
repeated strategy that employs alternatively the two player’s i pure strategies
of the stage-game with a given frequency, generating the three stage-game
outcomes (1,1,), (4,4), (0,5) according to the frequency of the two players’
choices. The cumulative payoff of this repeated strategy, given a certain pure
(or mixed) response by the second player, can be equated to the average
payoff of a cycle during which player i gets each of the three stage-game
payoffs a given number of times out of the total number of times defining
the cycle (granted, of course, that during the game each repeated strategy
pairs used by any player repeatedly enters a cycle with the same pattern
of outcomes and the same average payoff value for the player that adopts
it). It is thus simple to see that a firm’s mixed strategy that employs the
two pure strategies —a and a with probability 0.25 and 0.75, respectively,
against — to keep things simple — the stakeholder’s pure entry strategy e,
affords the firm and the stakeholder expected the payoffs (0.25 x 4 +0.75 x
5=4.75) and (0.25 x4+ 0.75 x 0=1) respectively. This is equal to the average
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@, 4),

one of the many mixed
strategy equilibria
(e (0.6, 7a; 0.4, a))

Stackelberg equilibrium
(e, (0.25, "a; 0.75, a))

Figure 2.2 Repeated Trust Game between the long-run firm B and the ‘average’
stakeholder A

values attached to a repeated strategy whereby the firm plays the stage-game
strategy —a 75 percent of the time and the stage-game strategy a 25 percent
of the time, assuming - to keep things simple again - that the stakeholder
always responds with the stage-game strategy e. It is obvious to see that in
the one-shot Trust Game, no mixed strategy exists as a best response for the
firm. In the repeated Trust Game, however, one knows that this is no longer
true. In fact, the firm may create a reputation (along, for example, the first
N repetitions of the game) to be a type that uses the strategies —a and a in
a given frequency, such that the stakeholder’s best response is ‘always e/,
until by repeated observations he realizes that the frequency is respected,
but sanctioning by ‘—e forever’ were it to become clear that the frequency is
not respected. This induces the firm to stick to its repeated strategy, mixing
a and —a according to the given frequency.

One must, however, consider the payoff space of the repeated psycholog-
ical game, which can be generated from that of the Trust Game when all of
the expected payoffs of mixed strategy pairs are accounted for. This repeated
psychological Trust Game in pure and mixed strategies has the same mate-
rial payoff space as the repeated TG, wherein the average payoffs of each
repeated strategy — which employs the pure strategies of a player in a given
frequency - is identical to the expected utility of the mixed strategy using
the corresponding probability mixtures. Hence, one may ask what happens
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(under the psychological extension) to the mixed strategy equilibrium points
of the corresponding standard repeated Trust Game.

Before answering that question, one must define a way to calculate the
expected psychological utility of any mixed strategy. Let us take the point of
view of the stakeholder (call him A) when she predicts that the firm (call it
B) will choose a mixed strategy, for example:

o0 ={(0.6,-a); (0.4,a)}.

A believes that if she enters by playing the pure strategy e, two states (e, —~a)
and (e, @) may occur, so that two different values of the principle T — namely
(9) and (—4) — can arise, each of them weighted with the probabilities 0.6 and
0.4 of the respective states. Hence, the expected Nash bargaining product
generated by B’s mixed strategy o, given A’s entrance, is 0.6 x 9 + 0.4 x
(—4) = 3.9, whereas if A does not enter, the expected T value is O as usual.
Given o3¢, player A’s strategy e maximizes T in respect to any other pure or
mixed strategy by A, whereas —e minimizes it. It turns out that player A’s
conformity indexes are 1 and O for her pure strategies, respectively.

On the other hand, player B’s conformity indexes are the following.
Assuming that B believes A will enter, B does not maximize T by playing the
strategy oy, because it is obvious that no-abuse would do better in terms
of T. Nor does playing the mixed strategy minimize T, which in fact would
happen by playing a. As a result, B’s conformity index for strategy o is a
somewhat intermediate value 0.61. But, assuming that B believes that player
A will not enter by —e. Then B’s mixed strategy oy will maximize T no less
than any other strategy by B. B’s conformity index under this hypothesis is
thus 1. To conclude the example, consider A’s respective expected material
payoffs from playing e or —e against the mixed strategy o.

EU, (€,00%)=2.4,  EU,(=e,00%) =1

Similarly, player B’s expected material payoffs from playing the mixed
strategy against the two pure strategies of player A are

EU; (€,00%) =44,  EUy(—e,00%) =1

Since the conformity indexes of players A and B for the strategy pair (e, o)
are 1 and 0.61 respectively, the psychological conformity weight A will enter
the players’ utility functions accordingly, that is, by a value (1)(0.61)A. Given
=2, the weight of the conformist motivation is 1.22, and the overall utility
payoffs of players A and B are 3.62 and 5.62, respectively.

In the repeated psychological Trust Game, these payoffs correspond to
the following pair of player B and player A’s repeated strategies: player B
employs his pure strategies —a and a repeatedly, with frequency 0.6 and 0.4
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respectively. By this repeated strategy, he tries to convince player A (or the
sequence of short-run players who participate in the repeated game in the
position of A) that he will stick to this frequency forever. Player A decides
to play repeatedly her entry strategy e as long as she does not see player B
employing abuse with a frequency higher than 0.4, but if this frequency is
exceeded she will switch to ‘—e forever’.

Since player A’s threat seems convincing, player B plays ad infinitum his
above-defined mixed repeated strategy. Assume that exactly 100 times are
sufficient to say that the required frequency has been verified so that — if the
players adopt the pair of repeated strategies described above — 100 times is a
cycle that repeats more and more along the repeated game with always the
same proportion of stage-games with outcomes (e, a) and stage-games with
outcomes (e, —a). The average payoffs for this pair of repeated strategies —
including the psychological component - is the vector (3.62, 5.62). It would
seem to be a good incentive for player A to yield to player B’s mixed abuse
strategy, but I will come back to this point a little later.

Following the method mentioned above, under the hypothesis » =2, it is
in fact possible to account for the entire payoff space of the psychological
Trust Game, including mixed strategies as well (see Figure 2.3).

First, let us note that the status quo point (1,1) — the only Nash equilib-
rium of the basic one-shot TG and, moreover, an equilibrium of the repeated
TG - is translated in the north-east direction along the bisector to a point
with overall utilities (3,3), which is also a psychological equilibrium of the
new game. At the same time, thanks to the motivational conformist weights
A =2, the outcome (4,4) where the Nash bargaining product is maximized
translates in the north-east direction to the point (6,6), which is also a psy-
chological equilibrium. Let us recall that both these psychological equilibria
correspond to Nash equilibria of the repeated Trust Game, so that these two
Nash equilibria are sure to be preserved under the payoff change provided
by conformist preferences.

In regard to player B’s mixed strategies, it can be seen that the entry strat-
egy e of player A cannot be rewarded with any additional psychological
conformist utility until the expected Nash bargaining product — the expected
value of T associated with any particular probability mixture of the two pure
strategies —a and a — is no longer positive, granted player A uses e. This nec-
essarily happens until a mixed strategy associates the pure strategy —a with
a probability high enough to give the respective T value (9) a weight able to
counterbalance the T value of a (—4), so that the T expected value exceeds
the T level fixed by the ‘status quo’ no-entry strategy (which is 0). Hence,
within player B’s continuous set of probability mixtures of two pure strate-
gies —~a and a, the relevant threshold is fixed by player B’s mixed strategy
that scores an expected Nash product no different from the T value of stay-
ing out. As long as this threshold is not exceeded, psychological payoffs do
not add any values to the material payoffs of both players A and B, because
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(3.62, 5.62)

(2.36, 5.41)

Figure 2.3 The payoff space of the iterated psychological TG. Payoffs of pure and
mixed strategies and their translations into the psychological game payoff space are
represented. Up to the mixed strategy o> no psychological utilities accrue to play-
ers and hence a region of the basic TG payoff space does not translate into the
psychological payoff space

entering by e minimizes the T value and exhibits zero conformity level. This
is true also when player B adopts a mixed strategy that makes him partially,
and hence positively, compliant. In fact, until player A’s choice to enter by
e exhibits a zero conformity index, the overall conformity level is also nil
for both players and no psychological payoffs can be added to their material
payoffs.

This does not mean that psychological utilities are not at work for these
mixed strategies. Simply, the psychological component adds to the pay-
offs of strategy pairs such as (no entry, mixed strategy), which is the same
as for the strategy pair (no entry, abuse) namely (3,3). This means that the
best responses for these cases is —e, which gives player A an overall pay-
off 3, whereby player B’s mixed strategies and his pure strategy a become
indifferent as they both give B the same overall payoff 3.

As an example, consider the mixed strategy o5* = {(0.25, —a);(0.75, a)}.
The expected Nash bargaining product (the T value) is negative (—0.75) for
the pair (e, o5*), whereas T is 0 if player A chooses —e. It is thus obvious
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that A maximizes T by choosing —e, with conformity index 1, whereas the
conformity index for choosing e is 0. As a result, by entering with e, player
A can only get the expected overall payoff 1, which - due to the probability
mixture provided by o* - is no different from the material payoff of stay-
ing out. By staying out with —e, however, he gets an overall payoff 3, because
the psychological conformist weight 2 now adds to this strategy’s material
payoff. Thus, A’s best response is obviously to stay out. As far as player B
is concerned, the mixed strategy op?° against e gives a payoff equal to its
material payoff 4.75. When player A does not enter against o)*°, B’s payoff
benefits from the psychological conformist component (becoming 3) as well
as for any other choice (abusing or not abusing) by B when he knows that A
will play no-entry.

Note the importance of the mixed strategy oS*5. This is player B’s
Stackelberg mixed strategy that would correspond to the preferred (by the
firm) equilibrium strategy of the repeated Trust Game. It identifies the equi-
librium point of the repeated TG that would be the most obvious choice
from the point of view of player B were he able to select the solution of
the game by himself. It is noticeable, however, that the pair (e, of**) is not
an equilibrium in the psychological TG, even if player B’s material payoff is
high. Given the mixed strategy o-*°, player A’s best response is not e, nor is
player B’s material payoff 4.75 sufficient to make the strategy o> preferred
than a when A plays e, simply because, due to a sufficiently high A associ-
ated with the psychological equilibrium in pure strategies (entry, no-abuse),
playing —a pays B more (namely 6).

The threshold that allows mixed strategies to gain support from psy-
chological conformist utility is reached at the mixed strategy o93% =
{(0.307, —a); (0.693, a)}. Given this mixed strategy, the expected value
of T is zero for any strategy choice by A, so that A is fully conformist by
choosing either e or —e.* At the same time, playing the mixed strategy is par-
tially conformist also for player B, because the minimization of the T value,
given A’s entrance, would be obtained by playing a. Hence, under the pair
(e, 057), psychological utilities add to both the players’ material payoffs
(1.3, 4.7) generating an overall payoff vector (1.84, 5.31). It is important to
note, however, that adding a bit of psychological utility does not mean that
this strategy combination becomes a psychological equilibrium. Although it
is true that player B’s mixed strategy o7%” grants a positive overall payoff to
A’s entry strategy, player A’s overall payoff from no-entry (i.e. 3) is still higher
than the overall payoff (1.84) from giving in to player B’s mixed strategy.
This is due to the incomplete conformity level of strategy o5°” when player
A chooses e. In fact, B’s full conformity would be reached by the strategy —a,
whereas 0% scores only the modest conformity index 0.31. This affects the
psychological conformist component of player A’s overall payoff for strategy
e, which is lower than for —e.
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Now let us consider mixed strategy o7*° ={(0.0.39, —a); (0.61,a)}. With
this small increase in the probability of strategy —a, things finally seem to
change. Player A, with overall payoff 2.36, benefits substantially from the
psychological conformist utility of her entry strategy e'. At the same time, as
typically happens when a pure strategy is surpassed in its conformity index,
player A’s conformity index of no-entry drops to zero, since choosing —e
given o)*° would minimize the value of T in respect to the alternative entry
strategy (and also any other mixed strategy). Hence, player A’s overall utility
for the no-entry strategy —e also dramatically drops to 1 (the material payoff
only). Moreover, for the pair (e, o-*°), player B’s overall payoff contains a
substantial psychological conformist component such that his overall payoff
now reaches 5.41. If player A were to choose —e, however, player B’s payoff
would be reduced just to his material payoff 1, since the conformity index
of player A’s strategy —e is zero (though B’s index remains positive). Note,
nonetheless, that this does not imply that one has reached an equilibrium
point. Even though entry is player A’s best reply to player B’s mixed strategy
og¥, this strategy is not reciprocally player B’s best response. The perfectly
compliant strategy —a would do better in terms of conformity index, scoring
an overall payoff 6 higher than the mixed strategy.

This suggests a general fact about the model. Let us consider again the
mixed strategy o)° ={(0.6, —a); (0.4, a)}.

As we know, player A’s conformity index if she uses strategy e against o)
is 1, whereas the mixed strategy’s conformity index is 0.61. The annexed
overall payoffs are (3.62, 5.62), respectively. Even though high psycholog-
ical conformist utility enters both the players’ payoffs, this is not enough
to define reciprocal best responses at (e, o5°) since, given player A’s entry
strategy, player B’s best reply is again no-abuse at all with its overall payoff 6.

4.2. Equilibrium set of the psychological repeated Trust Game

In order to give a general assessment of the two players’ best reply sets in
the psychological Trust Game, let us assume that A is high enough for the
pure strategy equilibrium (e, —a) to exist. Let us call E"*(I1, ;) the expected
Nash bargaining product corresponding to player B’s n-ary mixed strategy
o} (where the index n corresponds to the probability weight assigned to the
pure strategy —a) given player A’s strategy e. Hence, let I1, ; denote a generic
Nash bargaining product. Lastly, let’s call ‘status quo’ the material payoff
granted by A’s pure strategy —e. The relevant facts about the psychological
Trust Game are the following:

e Case 1, Yo with n> 0 s.t. E"(T1,5) <0, such that the pure strategy
—e induces 1,5 =0 > E(I1,5)", the pure strategy e does not add any
psychological conformist utility to player A’s material payoff, whereas the
pure strategy —e adds the psychological conformity weight 2 to the ‘status
quo’ material payoff. Hence, player A’s best reply is —e whereby any mixed



Lorenzo Sacconi 69

strategy in this case is as good as strategy a to player B. The equilibrium for
this case is the psychological equilibrium point (—e, a). This equilibrium
is weak since every mixed strategy in this case gives player B the same
overall payoff of a.

e Case 2, Vo with 0 <n <1 s.t. E"* (IT,3) > 0, such that the pure strategy —e
induces I, =0 < E(I1,5)". Each pair (e, oj) adds some psychological
conformist utility to both players’ material payoffs, whereas the pure
strategy —e reduces player A to the ‘status quo’ material payoff. This fol-
lows from the minimal conformity index of strategy —e, while in this case
mixed strategies o} have positive conformity indexes strictly less than 1.
Thus for both players A and B, there is an intermediate overall index F
of conditional and expected reciprocal conformity. In this case, player
A’s best reply is strategy e. Nevertheless, against strategy e, player B’s best
is —a. In other words, as little as player B’s psychological conformist utility
of a mixed strategy o is positive,player B’s pure strategy —a against e (or
whatever mixed strategy by player A) induces a psychological conformist
payoff higher than o}/, so that player B has an incentive to deviate from
o} to —a. When this occurs, player A obviously has no reason to change
her choice, and the equilibrium point is (e, —a).

e Cuase 3, for a single 0 <n <1 3 ¢} such that E"(I1,;) =0, such that the
pure strategy —e induces 1, 3 =0=E"“(I14 ). In this case, both the strategy
pairs (e, o) and (—e, o}) add positive psychological conformist utility to
the material payoffs of both the players A and B. Nevertheless, player A’s
overall payoff gained from (—e, o) strictly dominates her overall payoff
gained from (e, o) since, whereas the two pure strategies e and —e score
the same conformity index, the case of player B’s conformity indexes is
different. Player B against —e cannot do any better than play o} with con-
formity index 1, but given e, the strategy o} conformity index is strictly
less than 1, which is the conformity index of his pure strategy —a. Since
the strictly less than 1 conformity index of strategy o, directly depends
on the required probability value n, which also affects the expected mate-
rial utility of player A for (e, o)), this correlation is crucial in this case.
It turns out that the greater player A’s payoff gained from (e, —a) is, the
smaller the probability required for the I1,; indifference, but also the
smaller the resulting player B’s conformity index for o). Thus, player B’s
small conformity index at the same time affects negatively (via a small
probability) player A’s material expected utility — since a small probabil-
ity of (e, —a) will counterbalance its high payoff — and also makes the
strategy e psychological utility increasingly lower than the strictly domi-
nant psychological utility of strategy —e. The resulting equilibrium point
of this case is still (—e, a).

Boundaries between the three cases are established by the distribution of
the material payoffs associated with any mixed strategy, and in particular
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how much surplus it assigns to player A. As long as a mixed strategy
overwhelmingly advantages player B in relation to player A, the T expected
value of the mixed strategy pair (e, o}) cannot exceed that of player A’s
staying out. This is not just because A is dissatisfied with his/her material
outcome, but because of the insufficient conformity index of such mixed
strategies. When a mixed strategy o, instead offers a substantial share of
the material surplus to player A, it becomes the most conformist solution,
and then provides psychological utility to both the players against a loss of
material payoff to B. At this point, however, player B is able to compare the
psychological utility of incomplete conformity against that of full confor-
mity. It is evident that if the parameter A is high enough to guarantee the
existence of the psychological equilibrium in pure strategies, then it is also
true that player B will always prefer the pure strategy of full conformity.

This also depends, of course, largely on the A exogenous parameter of the
two players (granted they are symmetric, which is not necessarily true). Were
A too low, the situation would not change in regards to the basic TG and
the repeated TG. If, however, 1 is greater than player B’s payoff difference
between abusing and not abusing (given player A’s entry), its motivational
effectiveness necessarily becomes maximal for the strategy of full confor-
mity. In general, it biases the game toward excluding mixed strategies from
giving rise to psychological equilibria. A look at the payoff space reveals a
single north-east vertex where both payers have higher payoffs than any-
where on the eastern frontier where all the expected payoffs generated by
mixed strategies lie. In short, given its overall payoffs, the pair (e, —a) strictly
dominates any other strategy pair involving a mixed strategy o} and player
A’s entry strategy e. We have argued enough to state the following:

Proposition 1

Given a Trust Game with pure and mixed strategies, whereby a psychological game
with conformist preferences is defined so that the motivational exogenous param-
eter 1 is great enough to guarantee the existence of a psychological equilibrium in
correspondence to (e, —a), the game’s psychological equilibria are only the two in
pure strategy (e, —a) and (—e, a), and no equilibrium points in mixed strategies
exist. In particular, none of player B’s mixed strategies are the best reply to player
A’s pure entry strategy e, even if the entry strategy e is player A’s best reply to some
player B’s mixed strategy.

From this proposition comes the following:

Corollary

In the repeated psychological Trust Game, psychological equilibria ‘refine’
the equilibrium set of the corresponding repeated TG in a discontinuous way
as a function of the increase in the motivational exogenous parameter i.
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Figure 2.4 Payoff spaces of the repeated psychological TG under three values of the
parameter A.

A <1 implies the NE frontier Z; » =1 implies the NE frontier Y; A =2 implies the NE
frontier X

e Given any A such that in the one-shot psychological TG, there is no
psychological equilibrium in correspondence with the pair (e, —a), the
psychological equilibrium set of the repeated game is the same as the
equilibrium set of the standard repeated TG due to the sole effect of
material payoffs (see north-east boundary Z in Figure 2.4).

e If the value of X is such that in the one-shot psychological TG player
B’s overall payoff derived from the strategy combination (e, —a) is no
different from the overall payoff derived by B from the strategy combina-
tion (e, a) - so that a weak psychological equilibrium exists for (e, —a) —
then in the corresponding psychological repeated TG the psychological
equilibria constituted by any mixed strategy o} and the pure strategy e
have all the same player B expected payoffs, and thus they are all weak
equilibria. Given the continuity of the probability mixture set over the
two pure strategies —a and a, the value of A such that this is true is unique
(see north-east boundary Y in Figure 2.4).
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e If A is such that in the psychological one-shot TG in correspondence to
the pair (e, —a) there is a strong psychological equilibrium, then in the
repeated psychological TG there are no psychological equilibria in mixed
strategies and the psychological equilibrium set dramatically shrinks to
the only two pure strategy equilibrium points (e, —a) and (—e, a). (See
north-east boundary X of Figure 2.4).

The corollary is important, because it is in this context that we see our result.
As far as the payoff space of a one-shot basic TG is concerned, mixed strate-
gies are not equilibria. If B adopts a mixed strategy that induces A to enter,
B immediately has an incentive to deviate to the abuse strategy since the
mixed strategy is not the best reply to A’s choice to enter. On the contrary,
if the payoff space is seen (as in the corollary) as the convex set of all the
average payoffs for repeated strategies in a repeated TG, then represented
within this space may be the average payoffs of player B’s repeated strategies
mixing the two pure strategies a and —a according to some pre-established
frequencies.

Thus, if player B is able to accumulate a reputation of being a player that
unfailingly plays one such strategy, he will have no reason to deviate if player
A adopts a conditioned strategy of entrance like ‘as long as my observations
are compatible with the hypothesis that B is playing @ and —a according to
the given pre-established frequency, I will continue to enter by e, butif I find
that my observations are incompatible with that frequency, I will switch to
—e forever’. In fact, given player A’s conditioned entrance strategy, player
B verifies that maintaining his reputation of being the type of player who
uses the repeated strategy ‘abuse no more than x per cent of the time, and
no abuse for the rest of the time’ is profitable since it allows him to gain
a certain portion of the surplus. Summing up, player B has the incentive to
keep abuses at a certain frequency in order to support his reputation of being
the relevant type.

The situation changes significantly, however, when the repeated psycho-
logical TG is considered. In this case, a payoft space identical to the convex
hull of all the payoff pairs deriving from pure strategy combinations in the
one-shot psychological TG is not completely generated by taking the set of
all the average payoff pairs given by combinations of the two players’ (pure
and mixed) repeated strategies (in fact payoffs spaces of Figures 2.3 and 2.4
have a non convex region along the dotted line from the payoff pair (0,5)
to the payoff pair (1.84, 5.3)). What happens is that if player B has chosen a
repeated mixed strategy whereby he has been able to accumulate a positive
reputation that induces player A to enter for the first time, then he immedi-
ately recognizes the incentive to switch to a strategy that employs —a with
higher frequency. This feature of the repeated psychological TG completely
changes the best response structure with regard to the standard repeated TG.
In the standard case, player B has a clear incentive to maintain his strategy
once he has been able to build up a reputation for being a mixed type, since
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abusing less would give away a larger part of the surplus to player A, while
abusing more would induce player A to carry out her sanction. At the same
time, player A has a strong incentive to monitor and sanction the relevant
possible deviation by player B. In the repeated psychological TG, by contrast,
player B’s best reply to player A’s entry is to deviate from any mixed strat-
egy o} to —a. If, however, player B deviates to a strategy more concessive to
him, A does not have any reason to punish him. Thus, the repeated mixed
strategy equilibrium of the basic repeated TG is destabilized. Summing up,
any mixed strategy by player B that induces player A to enter, according to
player B’s point of view is dominated by the pure strategy ‘always —a’, so
that a rational player B would never strive after a reputation such as being
committed to the mixed strategy oj. From the outset, he would prefer to
develop the dominant reputation of being an ‘always —a’ player.

From this, the conclusion follows that even though generating a psy-
chological game from a basic Trust Game enables us to determine new
equilibrium points (in other words, to pass from only one equilibrium to
at least two), when the change involves a step from the one-shot TG to the
repeated TG, transforming the payoff space by means of conformist pref-
erences has a powerful effect in reducing the psychological equilibria to a
subset of the Nash equilibria. It remains, however, that the equilibria are
two. Which of the two is to be selected?

5. Social contract-based ex ante beliefs

It is a somewhat disturbing truth in the foundation of game theory that even
the existence of ‘one sole’ Nash equilibrium point, save for the case it is in
dominant strategies, does not assure per se sufficient conditions for deducing
the rational solution of the game (see Bacharach 1987, Bacharach 2006).
In order to predict that rational players will carry out their equilibrium
strategies, something more is needed: the system of reciprocally consistent
expectations that justify the prediction that players will adopt exactly that
combination of equilibrium strategies. A player rationally chooses an equi-
librium strategy only when s/he has formed the backing expectation that the
other players will also play the equilibrium strategy components of the same
equilibrium point, so that his/her choice is rationally justified as his/her best
response to them. Moreover, this backing expectation must be consistent
with the assumption that the other players also act with similar backing
expectations. Hence, in order to be considered as a solution that each player
will rationally play, an equilibrium point even if unique needs previously to be
predicted as the set of strategies that every player will play. In other words,
it must be previously known by each player as the description of strategies
that all the other players will effectively carry out, given that they all expect
exactly these strategies from one another (this amounts to the somewhat cir-
cular statement that a Nash equilibrium is a solution as far as the solution —
the equilibrium point to be the solution - is common knowledge).
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Where can this previous knowledge come from? The simple existence of an
equilibrium does not entail that it will be played since, again, in order to
infer that it will actually be put into practise a player needs some reason
to believe that other players besides him/herself have already formed the
expectation that everybody will play it. In other words, a process of expec-
tation formation converging on this mutually consistent system of beliefs
and prediction must be worked out even in the apparently simple case that
‘one sole’ equilibrium point exists. Indubitably, therefore, a more pressing
problem of expectations formation exists if the possible equilibrium points
are many. Without answering the question as to which of them is mutually
expected by players to be the actual solution of the game, there is no way to
say that players have any incentive to play a particular strategy combination,
even if it is an equilibrium point of the game.

To return to our context, recall that the foregoing section concluded that
at most two Nash psychological equilibria remain as solution candidates once
the game has been transformed into a psychological game through the ex
ante agreement on a CSR norm and the introduction of conformist motiva-
tions. Two, however, are enough to create significant uncertainty about the
actual solution. Though one of these equilibria properly corresponds to the
ex ante agreement on a fairness principle (the Nash bargaining solution is
maximized by the outcome (4,4)), this is not enough to say that it is the
predicted solution of the ex post game.

In order to solve the problem, the ex ante ‘should-be’ agreed solution
should also be known as the ex post de facto implemented set of strategy
choices. Any player knows that a strategy combination is implemented only
if this knowledge is consistent with the prediction that any other player also
believes that everybody will in fact play that equilibrium. Could the fact
that one has ex ante agreed on a principle corresponding to an equilibrium
be sufficient to create this general expectation? It could, but it is important
to realize that there is no necessity in this inference. What one decides to
do in order to be impartial in the ex ante perspective is not necessarily what
one will actually do in the ex post perspective. Moreover, it is not necessarily
what other players will do in the ex post situation. This inference would be
unwarranted from a logical point of view. Let us recall that the motivational
force of conformist preference — driving players to conform with an ex ante
agreed principle — also operates conditionally on the previous expectations
that the counterparty will reciprocate compliance. Hence, the existence of a
previous system of mutual expectations must also be granted in the context
of psychological equilibria.

Here one appreciates the role that norms play in a cognitive process of
belief formation converging on the mutual prediction across players that a
given psychological equilibrium will be de facto executed. This role consists
in a two-tiered answer. At a first stage, it is suggested that if each player has
actually adopted a unanimous impartial agreement in the ex ante perspec-
tive, then s/he will get to hold at least one mental model of a decision maker
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(at least himself) who plans at a moment in time to act in accordance with
the terms of the agreed course of action (for mental models see Johnson-
Laird 1986, Johnson-Laird and Byrne 1991, Dezau and Northon 1984).

Notwithstanding the genuineness of the intention, agreeing on a set of
actions to be carried out later in fact implies making a plan on some ensuing
action, which is simply the behavioral content of the statement of agree-
ment. In order to stipulate that ‘we will act in a certain way later on’ — which
may be seen as the content of a generic agreement — each player at least
must have in mind the mental model of an agent who will act in that certain
way later on, where the ‘way’ is the one signed in the agreement. What could
otherwise be meant by finding a strategy combination that is an equilib-
rium solution invariant under the players’ position replacement, but having
in mind a model of an agent who, without going against his/her incen-
tives, behaves ex post exactly in the same way whatever his/her position in
the game?

This is not a reason to say that if this mental model is admitted, then
it follows that the player will actually carry out the correspondent action,
nor is it a reason to say that if the existence of such a mental model is
true for other players, then they will, in fact, carry out the corresponding
actions. This is a matter of approximate and default reasoning, not one of pure
logic or necessity (Reiter 1980, Bacharach 1994; Sacconi 2007b). The model
is derived from introspection, because the player him/herself is a rational
agent who has been able to plan action in accordance with the behavioral
content of the statement of agreement. The paradigmatic case whereby the
model is derived by generalization is that of the agent him/herself. Let us
therefore simply state that a player holds in his/her mind the mental model
of a rational agent (himself) who acts according to the behavioral content of
the statement, which is the term of agreement (Faillo and Sacconi 2007).

Assume, moreover, that mental models are necessarily used in order to
figure out possible situations and predict them (that is, no future behavior
can be outguessed without a mental model of an agent performing the cor-
responding behavior). Let us hypothesize that at a point in time no further
mental model of a rational agent comes to the mind of our players but that of
an agent who will act in a certain way later on. If no contrary evidence is thus
far forthcoming about the actual behavior of other players, the only way
that an agent can simulate the other players’ choice is to resort by default
to his/her own mental model of a rational agent. By default, then, the same
mental model is used to simulate every players’ reasoning and behavior. This
simulation can be recursive, so that a player uses his/her mental model not
only to predict another player’s behavior, but also in order to simulate the
other player’s reasoning and beliefs, so that a shared mental model of all the
rational agents results in them all conforming to the terms of agreement (see
Sacconi and Moretti 2008).

This explains, if not justifies, why the agent may categorize or recog-
nize this situation (until proof of the contrary) as an element of the class
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wherein agents conform to the norm. If a player has agreed on a fairness
principle s/he normally has a mental model of an agent who carries out the
corresponding commitment, for this is the behavioral content of the prin-
ciple he has agreed to. Moreover, nothing in his/her knowledge base (until
proof or evidence to the contrary) contradicts that an agent who subscribed
to an agreement on the principle will carry out the corresponding com-
mitment (assume this is provisionally true). This produces, as a matter of
description of how players de facto reason (not as a matter of deduction from
whatever absolute logical principle), the state of reciprocal beliefs that justi-
fies the decision of any player to carry out the strategies consistent with the
psychological equilibrium wherein the principle T reaches its absolute highest
value - in the Trust Game the pair (e, —a).’

6. Concluding remarks

This concludes the explanation of the initially suggested four roles of
voluntary, yet explicit, CSR norms based on a Rawlsian social contract.
These norms make it possible to describe strategies and equilibrium points,
even when the equilibria are multiple, in a game played under unfore-
seen contingencies among the firm and its stakeholders (see Part I, Sacconi
2010a). A CSR norm allows for the ex ante selection of the equilibrium point
that meets the requirements of an impartial choice (see Part II, Sacconi
2010b). An explicit agreement on a contractarian norm is, moreover, a
way of introducing psychological conformist equilibria and, surprisingly, of
deriving the important result that mixed strategy equilibria are absent from
a psychological repeated Trust Game (see section 4). Thus the only admitted
psychological equilibria correspond to (enter, not abuse) and (not enter, abuse)
in the Trust Game. Moreover, according to the logic of default reasoning, the
ex ante agreement makes it reasonable that the players beliefs over which of
the two remaining equilibria will constitute the solution of the game will
converge on believing that the solution of the psychological game is the
(entry, no abuse) — namely the one where the agreed principle T is mostly
satisfied. The game theory of endogenous implementation of the normative
model of multi-stakeholder fiduciary duties is thus complete.

Notes

1. PartsIand II of this essay (Sacconi 2010a, 2010b) appear in a parallel book edited by
L. Sacconi, M. Blair, R.E. Freeman and A. Vercelli, Corporate Social Responsibility and
Corporate Governance: The Contribution of Economic Theory and Related Disciplines,
Palgrave: London, 2010.

2. Relevant literature on psychological games and reciprocity also includes Rabin
(1993), Chareness and Dufwenberg (2006) and Segal and Sobel (2007).

3. The extensive literature on equilibrium refinements (see Van Damme 1987) may
be seen as an indirect approach to equilibrium selection in the sense that by



Lorenzo Sacconi 77

specifying additional requirements on the solution concept it reduces admissi-
ble elements of the Nash equilibria set. By contrast, psychological games are not
usually seen as ‘refinements’, for they seem to enlarge the equilibrium set with ref-
erence to the Nash equilibrium set. This refinement effect is thus a peculiar and
somewhat surprising result of the conformist preferences model within the Trust
Game context.

4. When the minimum and maximin T values are even, what happens here, given
the mixed strategy under consideration for both player A’s strategies e and —e, the
measure of deviation from full conformity cannot be taken as equal to the ratio
T (.|050397 ) — TMax (50-307) yTMax (550307 — TMin (5,0-307) for this case it is 0/0, i.e. it
is indefinite. It is needed here to take as the proper index of deviation the simple
absolute number T (. |o3%307 ) — TMx (5,0-397) which is necessarily zero. See, for this
point, what has been said at pp. 59-60 infra.

5. Of course, it may be the case that it comes to the player’s mind that an agent also
does not comply with the agreed principle and, until proof to the contrary, this
alternative mental model can also be assigned by default to other players in order
to simulate their choice as far as there is not contrary evidence. Thus, to the player’s
mind may come fwo mental models that are both contingently true according to
two different incomparable mental framings of the situation. Considered separately,
these mental models allow for a default inference in the format, ‘it is not inconsis-
tent with the base of knowledge that ...". But taken together they are inconsistent.
If the player is aware enough about his/her own possible different mental mod-
els (what asks for an higher level of reflection than the usual case studied by
cognitive scientists) he may realize enough to be in a state of uncertainty about
the context he is playing in. Then, aware-enough players could have a common
prior probability distribution representing such uncertainty about which of the
two possible equilibrium points — each supported by one of the two possible men-
tal models - is to be taken as the solution of the game. This suggests that in such
a situation an ‘eductive’ equilibrium selection process (for ‘eductive’ see Binmore
1987/8) such as Harsanyi and Selten’s traducing procedure may be employed to sin-
gle out the unique solution of the game (see Harsanyi 1975; Harsanyi and Selten
1988). It is a remarkable result that in our case the resulting solution would be the
psychological equilibrium (e, —a), i.e. the one where the Nash bargaining product
(i.e. the principle T) takes its maximum value unconditionally (for this result see
Sacconi 2008).

References

L. Andreozzi (2010) ‘When Reputation is not Enough: Justifying Corporate Social
Responsibility’, in L. Sacconi, M. Blair, R.E. Freeman and A. Vercelli (eds), Corporate
Social Responsibility and Corporate Governance: The Contribution of Economic Theory
and Related Disciplines, London: Palgrave Macmillan.

M. Aoki (2001) Toward a Comparative Institutional Analysis, Cambridge, MA: MIT Press.

M. Aoki (2007a) ‘Three-Level Approach to the Rules of the Societal Game: Generic,
Substantive and Operational’ paper presented at the conference on ‘Changing Insti-
tutions (in developed countries): Economics, Politics and Welfare’ Paris, 24-25
May 2007.

M. Aoki (2007b) ‘Endogenizing Institutions and Institutional Change’, Journal of
Institutional Economics, 3, pp. 1-39.

Bacharach (1987) ‘A Theory of Rational Decisions in Games’, Erkenntnis, 27, pp. 17-55.



78 A Rawlsian View of CSR (1ll)

M. Bacharach (1994) ‘The Epistemic Structure of a Game’, Theory and Decisions, 37,
pp. 7-48.

M. Bacharach (2006) Beyond Individual Choice, Teams and Frames in Game Theory, edited
by N. Gold and R. Sugden, Princeton, N.J.: Princeton University Press.

K. Binmore (1987) ‘Modeling Rational Players’, Economics and Philosophy, 1 (3), pp.
9-55 and 2 (4), pp. 179-214.

K. Binmore (1991) ‘Game Theory and the Social Contract’, in R. Selten (ed.), Game
Equilibrium Models II, Methods, Morals, Markets, Berlin: Springer Verlag.

K. Binmore (2005) Natural Justice, Oxford: Oxford University Press.

S. Chareness and M. Dufwenberg (2006) ‘Promises and Partnership’, Econometrica,
74 (6), pp. 1579-1601.

G. Degli Antoni and L. Sacconi (2010) infra ‘Modeling Cognitive Social Capital and
Corporate Social Responsibility (CSR) as Preconditions for Sustainable Networks of
Relations’, in L. Sacconi and G. Degli Antoni (eds), Social Capital, Corporate Social
Responsibility, Economic Behaviour and Performance, Basingstoke: Palgrave MacMillan.

A. Dezau and D. North (1994), ‘Shared Mental Models: Ideologies and Institutions’,
Kyklos, 47 (1), pp. 1-31.

M. Faillo and L. Sacconi (2007) ‘Norm Compliance: The Contribution of Behavioral
Economics Models’, in A. Innocenti and P. Sbriglia (eds), Games, Rationality and
Behavior, London: Palgrave Macmillan.

M. Faillo, S. Ottone and L. Sacconi (2008) Compliance by Believing: An Experimental
Exploration on Social Norms and Impartial Agreements, University of Trento — Depart-
ment of Economics Working paper; online available at: http://papers.ssrn.com/sol3/
papers.cfm?abstract_id=1151245.

B.S. Frey (1997) Not Just for the Money, Cheltenham: Edward Elgar.

D. Fudenberg (1991) ‘Explaining Cooperation and Commitment in Repeated Games’,
in J.J. Laffont (ed.), Advances in Economic Theory, 6th World Congress, Cambridge:
Cambridge University Press.

D. Fudenberg and D. Levine (1989) ‘Reputation and Equilibrium Selection in Games
with a Patient Player’, Econometrica, 57, pp. 759-778.

J. Geanakoplos, D. Pearce and E. Stacchetti (1989) ‘Psychological Games and Sequen-
tial for Non-Cooperative Games’, International Journal of Game Theory, 5 (1975),
pp. 61-94.

G. Grimalda and L. Sacconi (2005) ‘The Constitution of the Not-for-Profit Organi-
sation: Reciprocal Conformity to Morality’, Constitutional Political Economy, 16 (3),
pp. 249-276.

J.C. Harsanyi and R. Selten (1988) A General Theory of Equilibrium Selection, Cambridge,
MA: MIT Press.

J.C. Harsanyi (1975) ‘The Tracing Procedure. A Bayesian Approach to Defining a
Solution’, International Journal of Game Theory, 4 (2), pp. 61-94.

J.C. Harsanyi (1977) Rational Behaviour and Bargaining Equilibrium in Games and Social
Situations, Cambridge, MA: Cambridge University Press.

P.N. Johnson-Laird and R.M.]J. Byrne (1991) Deduction, Hove and London: Lawrence
Erlbaum Associates.

P.N. Johnson-Laird (1986) Mental Models Towards A Cognitive Science of Language,
Inference and Consciousness, Cambridge: Cambridge University Press.

J. Nash (1950) ‘The Bargaining Problem’, Econometrica, 18, pp. 155-162.

E.A. Posner (2000) Law and Social Norms, Cambridge, MA: Harvard University Press.

M. Rabin (1993) ‘Incorporating Fairness into Game Theory’, American Economic Review,
83 (5), pp. 1281-1302.



Lorenzo Sacconi 79

J. Rawls (1971) A Theory of Justice, Oxford: Oxford University Press.

R. Reiter (1980) ‘A Logic for Default Reasoning’, Artificial Intelligence, 13, pp. 81-132.

L. Sacconi (2000) The Social Contract of the Firm, Berlin: Springer Verlag.

L. Sacconi (2006a) ‘CSR As A Model of Extended Corporate Governance, An Explana-
tion Based on the Economic Theory of Social Contract, Reputation and Reciprocal
Conformism’, in F. Cafaggi (ed.), Reframing Self-Regulation in European Private Law,
London: Kluwer Law International.

L. Sacconi (2006b) ‘A Social Contract Account For CSR as Extended Model of Corporate
Governance (Part I): Rational Bargaining and Justification’, Journal of Business Ethics,
68 (3), pp. 259-81.

L. Sacconi (2007a) ‘A Social Contract Account for CSR as Extended Model of Corporate
Governance (Part 1I): Compliance, Reputation and Reciprocity’, Journal of Business
Ethics, 75, pp. 77-96.

L. Sacconi (2007b) ‘Incomplete Contracts and Corporate Ethics: A Game Theoretical
Model under Fuzzy Information’, in F. Cafaggi, A. Nicita and U. Pagano (eds), Legal
Orderings and Economic Institutions, London: Routledge.

L. Sacconi (2008) ‘CSR as Contractarian Model of Multi-Stakeholder Corporate Gov-
ernance and the Game-Theory of its Implementation, University of Trento —
Department of Economics Working paper N. 18.

L. Sacconi (2009) ‘Corporate Social Responsibility: Implementing a Contractarian
Model of Multi-stakeholder Corporate Governance trough Game Theory’, in
J.P. Touffut and R. Solow (eds), Does Company Ownership Matter?, London: Centre
for economic Studies Series, Edward Elgar Publishing Ltd.

L. Sacconi (2010a) ‘A Rawlsian view of CSR and the Game Theory of its Implementa-
tion (Part I): The Multistakeholder Model of Corporate Governance’, in L. Sacconi,
M. Blair, R.E. Freeman and A. Vercelli (eds), Corporate Social Responsibility and Corpo-
rate Governance: The Contribution of Economic Theory and Related Disciplines, London:
Palgrave Macmillan.

L. Sacconi (2010b) ‘A Rawlsian view of CSR and the Game Theory of its Implemen-
tation (Part II): Fairness and Equilibrium’, in L. Sacconi, M. Blair, R.E. Freeman
and A. Vercelli (eds), Corporate Social Responsibility and Corporate Governance: The
Contribution of Economic Theory and Related Disciplines, London: Palgrave Macmillan.

L. Sacconi and G. Grimalda (2007) ‘Ideals, Conformism and Reciprocity: A Model of
Individual Choice with Conformist Motivations, and an Application to the Not-for-
Profit Case’, in P.L. Porta and L. Bruni (eds), Handbook of Happiness in Economics,
Cheltenham: Edward Elgar.

L. Sacconi and S. Moretti (2008) ‘A Fuzzy Logic and Default Reasoning Model of Social
Norms and Equilibrium Selection in Games under Unforeseen Contingencies’,
International Journal of Uncertainty, Fuzziness and Knowledge Based Systems, 16 (1),
pp- 59-81.

L. Sacconi and G. Degli Antoni (2009) ‘A Theoretical Analysis of the Relationship
between Social Capital and Corporate Social Responsibility: Concepts and Defini-
tions’, in Sacchetti S. and Sugden R. (eds), Knowledge in the Development of Economies.
Institutional Choices under Globalisation, London: Edward Elgar Publishing Ltd.

L. Sacconi and M. Faillo (2010) ‘Conformity, Reciprocity and the Sense of Justice.
How Social Contract-based Preferences and Beliefs Explain Norm Compliance: the
Experimental Evidence’, Constitutional Political Economy, 21 (2), pp. 171-201.

U. Segal and J. Sobel (2007) ‘Tit for Tat: Foundations of Preferences for Reciprocity in
Strategic Settings’, Journal of Economic Theory, 136, pp. 197-216.

E. Van Damme (1987) Stability and Perfection of Nash Equilibria, Berlin: Springer Verlag.



3

Trustful Banking: A Psychological
Game-Theoretical Model of Fiduciary
Interactions in Micro-credit Programs

Vittorio Pelligra

‘If we want to succeed we must rely on trust’
Mohammad Yunus'

1. Introduction

In many underdeveloped areas, rural villages in Asia or Africa as well as
poor and segregated neighborhoods in Western cities, micro-credit initiatives
have revealed to be an efficient instrument to overcome the credit-rationing
problem and to promote social, economic and human development of
the ‘poorest of the poor’. The success of many of these programs is dif-
ficult to account for within the traditional explanatory framework, that,
mainly because of the assumptions of self-interested behavior and asymmet-
ric information, predicts adverse selection, opportunistic behavior and, as a
consequence, credit rationing. In practice that means that credit will be pro-
vided only to those able to back it with collateral. However, micro-finance
initiatives (MFIs) that require neither collateral nor joint liability? tend to
experience unusually high rates of repayment. Many authors suggest that
in micro-finance programs traditional material incentives to repay the loan
are substituted by other forms of social and dynamic incentives (i.e. loss of
reputation, the risk of ostracism, non-refinancing threats). Although such
explanations stress the importance of key factors, they nevertheless neglect
another, more pristine element, most notably, interpersonal trust.

The chapter presents a simple psychological Trust Game that formalizes
the fiduciary bond between borrower and lender in micro-credit initiatives.
It argues that this bond helps in overcoming the informational asymmetries
that usually affect such relationships and renders more efficient the working
of the other forms of incentives. The general idea is that the reasons why a
borrower repays the loan are many and differentiated, interpersonal trust is
one of them, the most basic and fundamental, and interacts with the others
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in complex ways. We think that focusing primarily on trust may help in
understanding such complexity.

The Grameen Bank, in particular the mechanisms and practices imple-
mented in its second phase (Grameen Bank II), represents the case our
discussion will assume as paradigm as it presents all the key characteris-
tics of micro-finance: small transactions, loans for entrepreneurial activ-
ity, collateral-free loans, group lending, focus on poor clients, focus on
female clients and, finally, market-level interest rates (see Goldberg and
Karlan 2006).

In this context, the main empirical phenomenon or stylized fact we want
to shed light on is the surprisingly high rate of repayment experienced
in recent years by its micro-credit program.® A high rate of repayment is
associated with benefits both for the lender and for the borrower and it is
a prerequisite for financial sustainability. Besides, in reducing the cost of
credit it allows more borrowers access to it. Thus, the rate of repayment
can be taken as a measure of the success of any micro-finance institution
(Godquin 2004).

The model I present focuses on a trustworthiness eliciting mechanism,
known as trust responsiveness (Bacharach et al. 2007; Dufwenberg and
Gneezy 2000; Pelligra 2005, 2007, 2010; Pettit 1995), that explain how a
borrower’s reliable behavior can be induced by genuine trust on the part
of the lender. In the next section (2) I shall describe the basic elements
of a micro-credit program, assuming the example of Grameen Bank. Such
a typology will be schematically compared with the traditional practices
adopted in the formal credit sector (3). Several theories that aim at account-
ing for the Grameen’s performance will be introduced and discussed (4).
I shall propose an alternative explanation based on the idea of trust respon-
siveness (5-6) that will be next formalized by means of a psychological
Trust Game characterized by, among the others, a ‘lend-repay equilibrium’
(7-9). The analysis in terms of a psychological game sheds new light on
several important features of many MFIs, such as the refusal to use for-
mal contracts, which, by framing the relationship as a cooperative one, are
able to stimulate borrowers’ trustworthiness. In the end, some implications
for policy and institutional design are drawn (10). Conclusions close the
chapter (11).

2. A Bank for the ‘Un-bankable’

Bangladesh is one of the poorest countries in the world. Most of its popula-
tion lives in conditions of great poverty. Forty per cent cannot even satisfy
the most basic daily needs, life expectancy does not reach 40 years, and
famines are endemic and regular. In the rural areas of the country especially,
a system of religious and traditional norms, the so-called purdha, is in use,
that, in its most radical version, keeps women in a condition of submission,
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excludes them from any opportunity of self-determination and makes their
lives isolated and miserable (Cain et al. 1979; Islam and Begum 1984). The
principal cause of poverty in Bangladesh’s rural areas, as stressed by Yunus
(1997), is the impossibility to break the vicious circle of poverty related to
the impossibility of access to the formal credit market that, in turn, severely
impairs the possibility of setting up productive initiatives.

To contrast such a modus operandi and its perverse consequences, in 1976,
Muhammad Yunus established the Grameen Bank. Its explicit aim was to
provide access to credit for the ‘poorest of the poor’ and help them to escape
the poverty trap.

A fundamental requirement to enter Grameen's program is for the appli-
cants to form a group of at least five people who, after an instructional period
during which they learn the modalities of functioning of the program, will
each get an individual credit of which they will be not jointly responsible.
The average amount of the loans is about $100, repayable in one year by
weekly installments. To formalize the agreement, the members of the group
commit themselves to the respect of the so-called ‘sixteen rules’; especially
important is the commitment to provide formal instruction to the members
of their families, to vegetable planting, to better the hygienic standard of
their houses with the installation of sanitary latrines and to avoid giving or
receiving dowries (Hossain 1993). However, they are not required to sign any
formal agreement or legal document. Every week, the group meet to pay the
interest to the bank’s representative and to discuss the state of their projects,
additional requests and suggestions for the members’ economic activities.
These weekly meetings represent for many of the members (especially for
women) the only occasion for socialization they have in their daily life.

Since 1976, Grameen has provided credit, through its programs, to more
than 4.48 million borrowers, 96 per cent of which are women. The total
amount of loan disbursed, since inception, is US $6.13 billion (US $5.46 bil-
lion has been repaid). During the past 12 months (from April 2006 to
March 2007) the bank disbursed US $727.85 million. The loan recovery
rate is 98.28 per cent. According to a recent internal survey, 64 per cent of
Grameen borrowers’ families have managed to cross the poverty line.* These
data have attracted the attention not only of development economists, but
also of others more interested in the understanding of their social, organi-
zational and financial implications (Bardhan et al. 1999; Holcombe 1995;
Jain 1996; Larance 2001; Yaron 1994). One of the elements that strike
most economists’ imagination is the extremely high rate of repayments
experienced by Grameen.® Contrary both to theory’s advice and standard
practices, Grameen'’s loans are not backed with collateral, nevertheless, about
98.91 per cent of them are said to be regularly repaid. Data on this point are
controversial. A re-examination of the balances conducted in independent
studies (Morduch 1999a) shows that the effective rate of repayment is about
six points lower than that declared. Others have stressed that the Grameen
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Bank was able to survive and develop only because of the constant stream of
exogenous aids and donations and that the profits are principally due to the
negative cost of credits.® However, if we consider that, although operating
in the open market, the main aim of the bank is not to distribute profits to
its shareholders, but to help the poor to overcome their poverty problems,
such a scaling down of the financial performances does not significantly
affect the puzzling features of the phenomenon that can be summarized as
follows: contrary to theoretical predictions, the great majority of poor repay
their loans. That is precisely what I want to explain. In next section the credit
problem will be re-framed in game-theoretical terms in order to isolate the
main factors that define a lender-borrower relationship.

3. Asymmetric information, opportunism and
the standard solution

Asymmetric information and the assumption of narrowly self-interested
behavior produce screening, incentive, auditing and enforcement problems
in the credit market. In fact, first, borrowers differ in the likelihood that
they will default and it is costly to determine the extent of that risk for
each borrower, secondly, it is costly to ensure that borrowers take those
actions which make repayment more likely, thirdly, it is difficult to know
how projects have really turned out and, finally, it is difficult to compel
repayment. We can describe in formal terms the simple case of a would-be
borrower by means of the ‘Simple Trust Game’ (Figure 3.1). In this game,
the lender (L) decides whether to give (G) or not to give (NG) the loan to
the borrower (B). If L chooses to give, the decision passes to B. Suppose
B receives a loan of f, which represents her only source of funding. The
money is invested in a project that yields, at the end of the year, a total

Lender

Not give

Borrower

Keep Repay
a b c
d e f c>a>b;e>f;

Figure 3.1 The Simple Trust Game
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return of x. Suppose there is not a moral hazard problem at this stage, that
is, the borrower always exerts her maximum level of effort. At the end of the
period, player B has to decide whether to repay the loan and keep the prof-
its x, or to ‘take the money and run’, that is, to keep both loan and profits
(e=f+x). In order to decide whether to give (G) the money, the lender wants
to know the probability that the loan will be repaid. However, since this situ-
ation is characterized by asymmetric information, this factor will be opaque
to the lender. If the agents’ incentive structure is similar to those described in
the payoff matrix of the game, then a rational optimizing borrower (player
B) would keep all the money. The lender anticipates that and decides not to
give the money.

Because of the risk of opportunism and the impossibility of credibly com-
mitting to trustworthy behavior, a rational borrower and a rational lender,
end up with an inefficient outcome (a, d). The inefficiency of this outcome
will be even worsened if we consider that informational problems may refers
not only to borrowers’ actions (moral hazard), but also to their characteristics
(adverse selection) and, in general, to all the future states of the world.

The traditional solution to this market failure is based on a redefini-
tion of the agent’s incentives structure aimed at reducing the advantage
that B would get by not repaying the loan. Such a redefinition is gener-
ally obtained by requiring the loan be backed with collateral. This case is
described in the game of Figure 3.2.

The requirement of collateral is logically equivalent to the imposition of
a sanction for breaching the agreement. If this sort of sanction § can be
imposed and efficiently enforced, players’ incentive structure and, there-
fore, their predicted behavior will change. The introduction of the sanction
§S alters the equilibrium outcome by associating a cost to the borrower’s deci-
sion to keep the money, that, in this case yields a payoff equal to (e — ).

Lender

Not give Give

Borrower

Keep Repay

b c
e-S f c>a>b;e>f; S>0

Q

Figure 3.2 The Banking Game
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Thus, if the condition S > (e —f) is met, the strategy pair (G, R) is the unique
equilibrium of the game. By implementing this backing practice, the lender
problem could, in theory, be resolved. This solution, however, implies that
only those who are able to provide collateral can have access to the formal
credit market. While, on the one side, this standard solution protects the
lender from the risk of insolvency, at the same time, it tends to exclude not
only the untrustworthy borrowers but also those who cannot provide col-
lateral because they are too poor. The negative consequences of this practice
become more evident in those countries where the class of this latter group
is larger. Thus, in these less developed economies the only available alterna-
tive for the ‘unbankable’ becomes, too often, usury, which, however, in the
medium-term, does nothing but worsen the situation.

In this context and within this theoretical framework the success, in
term of repayment rate, of financial institutions such as the Grameen Bank,
appears to be at best paradoxical. First, in fact, the bank is willing to trust
the would-be borrower when the ex ante risk of insolvency seems to be high;
secondly, and most strikingly, once the borrowers have entered the program
they prove that this trust is well grounded by showing a high ex-post level
of trustworthiness. How can this pattern of behavior be explained?

4. Alternative explanations

In this section I shall briefly discuss some of the potential explanations that
have been proposed to account for the high rate of repayment experienced
by many MFIs. The first important mechanism that may affect borrowers’
behavior, which is often portrayed as the key factor in MFIs, is group lending
and joint liability. Many micro-credit programs, in fact, condition individ-
ual loans to the formation of groups of borrowers bound by joint liability.
In case of default by one of the members the others would cover the short-
fall. The group system facilitates repayment via three mechanisms: first,
it produces self-selection of trustworthy members. Each member, in fact,
prefers to have fellow members with low probability of default; second, the
group membership provides information about others’ behavior, facilitating
monitoring; third, the risk of social ostracism that the opportunist incurs
mitigates, to some extent, the enforcement problem. Strategic default, in
fact, would imply the exclusion from the village’s other economic and social
activities.” The MFIs spring into a ‘missing market’ and help solving, through
the group-lending mechanism, the problem of moral hazard (Stiglitz 1990)
and adverse selection (Ghatak 1999) that can affect such kind of situations,
so that the bank experiences a reduction in the costs for screening, monitor-
ing and enforcing the (informal) agreements. At the same time, transaction
and administrative costs are reduced as well. Such elements, together with
‘extraordinary repayment rates’ — lead to the conclusion that — ‘group liabil-
ity is a better guarantee of financial responsibility than property’ (Devereux
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and Pares 1990: 23; see also Jaffer 1999). A related explanation stresses the
fact that micro-credit programs contribute to fostering a ‘credit-conducive
culture’, by insisting, for instance, on the attendance at weekly meetings and
other occasions that help disseminating information about people’s reputa-
tion (Pankaj 1996). Social ties and homogeneity among members facilitate
the working of social incentive thus affecting the rate of repayment (Besley
and Coate 1995).

A second mechanism that has been used to explain borrowers’ trustwor-
thy behavior is based on the idea of ‘reputation’. As David Hume noticed
centuries ago: ‘There is nothing, which touches us more nearly than our
reputation, and nothing which our reputation more depends than our con-
duct, with relation to the property of others. For this reason, every one, who
has any regard to his character, or who intends to live on good terms with
mankind, must fix an inviolable law to himself, never, by any temptation,
to be induct to violate those principles’ (1740: 501). If a good reputation is
a prerequisite for re-financing, a borrower will be willing to forgo short-run
profits in order to obtain higher profits in the long run. The prospect that the
lender and the borrower have to continue, with some probability, to interact
in the future drastically modifies the way they will behave. In this situation,
as stressed by Yunus: ‘There is no reason why [the poor] should not repay
the debt, especially if they want ask for another one, that help them survive one
more day’ (1997: 76, italics added). Suppose that a borrower, while the first
loan has still to be repaid, decides to apply for a second one and perhaps
a third one, and so on, for any finite or indefinite number of times.® This
situation can be formalized by modifying the original payoff matrix of the
Simple Trust Game in order to incorporate the flow of the payoffs that the
players may get in the future rounds. The folk theorem implies that, given
a certain probability that the next round will not be the last, and given a
discount factor sufficiently close to 1, there exist a set of strategies that sus-
tain the cooperative outcome (G, R) even in situations like the Simple Trust
Game. Suppose, in fact, that a borrower at a certain moment decides not to
repay her debt. This will immediately prevent her from getting re-financed.
If the loss she derives from being excluded from future credits is bigger than
the one-shot gain from the present opportunistic behavior, then it would be
rational for the borrower to repay the debt. This situation is logically equiv-
alent to that considered in the Banking Game of Figure 3.2, where the loss
of future opportunities is equal to the sanction S.

All these explicative strategies can be summarized by the game of
Figure 3.3, where beside the monetary sanction, a social element (i.e. social
pressure, others’ approval or disapproval, the cost of ostracism) is intro-
duced. Approbation and disapprobation, in this simplified framework, are
triggered by transgressing or conforming to a social norm that, in this case,
is assumed to be ‘not to consciously breach others’ trust’. In this case (G, R)
represents the equilibrium outcome only if W > (e—S—f) /(e + B).
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Lender

Not give Give

Borrower

Keep Repay
a b c
d e-S—aW f+BW c>a>b;e>f; 5>0; W>0; 0<a<T1;0<G<1

Figure 3.3 The Simple Trust Game with monetary sanction and social sentiments

The explanations I have sketched out so far all consider different factors
that are important in determining the high rate of repayment experienced
by micro-credit initiatives such as Grameen Bank. Nevertheless, they define a
partial picture of the situation. Reputation, social collateral and joint liability
are important but unable, if taken in isolation, to account for the evidence
at issue. Bond and Rai (2002) convincingly argue that collateral substitutes
such as social sanctions and credit denial are only imperfect substitutes.
The successful imposition of social sanctions, in fact, requires the difficult
solution of a delegation problem, and non re-financing threats are prone to
a severe adverse selection problem. For this reason, using credit denial as a
form of punishment sets up the possibility of being trapped into inefficient
non-repayment equilibria.

On the other hand, Sadoulet (2000) stresses the fact that joint-liability in
certain situations becomes costly and inefficient, and not a sufficient condi-
tion to assure repayment. Joint liability represents for many the flagship and
the most innovative practice of MFIs and the main focus of the theoretical
accounts of their success. In recent years, however, many micro-lenders, such
as ASA in Bangladesh, BRI in Indonesia, BancoSol in Bolivia and Grameen
Bank itself, decided to convert large shares of their portfolio into individual
liability lending. In general, while retaining the group lending mechanism,
they have abandoned the joint-liability clause. The rationale for such a move
has to be found in the pitfalls of group liability that have become clearer
after years of experience. First, joint liability tends to impose on the group
members an excessive pressure that cause many voluntary dropouts and
may harm their social capital. Second, the joint-liability scheme attracts bad
risks who may want to free-ride at the expenses of good risks, causing an
increase in the number of defaulters and discouraging the latter entering the
group. Third, good risks incur higher costs because they are often required to
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cover others’ defaults. On the empirical side, Giné and Karlan (2007) find
in a filed experiment with 169 pre-existing groups in the Philippines, clear
evidence that the shift from group to individual liability does not affect bor-
rowers’ rate of repayment while, at the same time, it creates conditions that
attract new clients who form new groups that are 10 per cent less likely to
be dissolved.

My thesis is that although reputations, social collateral and joint-liability
may play an important role in explaining why people repay their loans, their
effective working relies on the existence of a fiduciary relationship between
lender and borrower. The idea behind the establishment of the Grameen
Bank, and of many other similar initiatives, is precisely to set up an organi-
zation that does not operate according to the scheme of the ‘Banking Game’,
but according to the rules of the ‘Simple Trust Game’, where the credit is
given in such a way that lender’s trust induces borrower’s trustworthiness.
Such a shift is justified once the anthropological assumption of material
self-interested behavior is relaxed. Yunus himself emphasizes this point:
‘Nowadays, banks tend to suspect every borrower of wanting to run with the
money [...] for Grameen, on the contrary, the starting point is that the bor-
rowers are honest. We can be seen as naive, nevertheless, in the 94 per cent
of the cases, our trust has been repaid’ (1997: 108).

5. Trust responsiveness

That trust among agents is important even for market transactions is, nowa-
days, popular wisdom. According to John Stuart Mill: ‘the advantage of
humankind of being able to trust one another, penetrates into every crevice
and cranny of human life: the economical is perhaps the smallest part of it,
yet even this is incalculable’ (1848: 131). In the same vein, a century later,
Kenneth Arrow defines trust as the lubricant of the social system and con-
vincingly argues that, ‘much of the economic backwardness in the world can
be explained by a lack of mutual confidence’ (1974: 357).

Trust has been variously defined as a personality trait (Baker 1987; Deutsch
1973; Jones 1986), or as an eminently probabilistic phenomenon (Baier 1986,
1994; Gambetta 1988; Luhmann 1979, 2000) or as a matter of encapsulated
interest (Hardin 1993, 2001). Among all those conceptions, however, the
one that best seems to account for the relational feature of the trust phe-
nomenon, is the idea of trust as responsive behavior (Pelligra 2005, 2010;
Pettit 1995).

The main feature of the responsive conception of trust refers to the fact
that trust is basically a matter of interpersonal relationship and that the rela-
tional factor should play a central part in its understanding. An act of trust
takes place within a (often personalized) relation between two agents. It is
extremely unlikely that a theory that considers the reasons to behave trust-
fully and trustworthily as entirely external to the relationship itself, would
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be able to give a satisfactory account of what trust is. The consequentialist
structure of traditional game theory implies that, for instance, whether or
not player B decides to behave trustworthily at a given node of the interac-
tion does not depend on which strategy player A has chosen in the previous
nodes. On the contrary, a more satisfactory theory of trust should be able to
account for the influences that A’s intentions and observed choices exert
on B’s preferences and choices. In the trust responsiveness hypothesis, a
trusting move induces trustworthiness through an endogenous modifica-
tion of B’s preferences structure. A single act of genuine trust may provide
additional reasons to behave trustworthily. In other words, trust respon-
siveness is the act of conferring benefits on people who have shown that
they expect you to do so, and have willingly exposed themselves to harm
in the event that you act on material self-interest. In this respect trust is
said to be self-fulfilling. I suggest that this mechanism could be a major
factor in explaining the high rate of repayment experienced by most micro-
credit programs. Pelligra (2005, 2010) extendedly discusses the basic ele-
ments of the trust responsiveness hypothesis, which, moreover, has recently
obtained empirical support in various experimental studies (Bacharach
et al. 2007, Dufwenberg and Gneezy 2000; Pelligra 2007; Guerra and
Zizzo 2004).

6. Strategies as a signal of expectations

As we have already said, the idea of trust responsiveness refers to a par-
ticular sort of subjective reaction that can be elicited by the expression of
an expectation of trustworthiness. In situations like those described by the
Trust Game, such an expectation is signalled by the choice of a trustful strat-
egy (Give) and specifically by the trustor’s conscious acceptance of the risk
implied by that choice. Trust responsiveness assumes that B has a prefer-
ence to fulfill L's expectations when these express a good opinion of him,
even though in so doing L incurs some material cost. The basic assump-
tion of this hypothesis is that people are sensitive to social emotions, that
is, the emotions that depend on our beliefs about others’ belief about our
behavior (second order beliefs). While social approval is captured by the
exogenous parameter W (see game in Figure 3.3), social or belief-dependent
emotions are produced endogenously through a process of psychological for-
ward induction. Suppose a lender (L) and a borrower (B) interact in a ‘Simple
Trust Game’: L moves first and B observes her choice. It is common knowl-
edge that both L and B prefer more material wealth than less. Suppose that
out-of-equilibrium moves are allowed and that such moves are ‘rationalized’,
that is, they are not interpreted by the observer (the player that has not done
the move) as errors. Suppose that, having observed L's choice, the observer
(B, in this case) engages in a process that allows him to revise his beliefs
according to the fact that a trustful or a mistrustful strategy signals different
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expectations, and that such expectations elicit in B a consistent response.
When B observes L playing Give, if he rules out mistakes or mere masochism,
L's behavior signals that she expects a trustworthy response. From observing
trustful behavior, B may extract such a signal about L's expectation upon his
choice. Suppose B gets the signal correctly. Now he is aware of L's expecta-
tions. In deciding what to do, B takes into account not only the material
consequences of his action, but also the psychological reward and cost asso-
ciated respectively to the fulfillment or the frustration of L's expectation.
These derive both from the anticipation of L's reaction to his choice and
from the self-evaluation of her own choice. L's reaction, and consequently
its effects on B’s psychological utility will be positive (pride) if B’s choice
tulfills L's expectation or negative (guilt) in the case of divergence between
expectations and action.’

Given these considerations, B’s choice will come out of the net balance
between the material gain and the psychological loss (in the case of oppor-
tunistic behavior) or between a material loss and a psychological gain (in the
case of trustworthy behavior). The idea of trust responsiveness implies that
B’s psychological utility increases by responding positively to L's trustful
expectations and decreases by frustrating such an expectation.

7. A simple model of psychological forward induction

To keep things simple, in the following example I shall focus only on the
formalization of players’ material and psychological reasons, leaving aside
other incentive already discussed, like monetary sanctions and social pres-
sure. Another crucial assumption of the model is that the emotions triggered
by L's perceived or anticipated reaction to B’s choice are proportional to L's
degree of belief about that choice. In other words, in case of opportunism,
L’s frustration and, consequently, B’s guilt will be proportional to L's expec-
tation of trustworthiness. The converse is true for pride. B’s pride will be
positively dependent from L's expectation of opportunism. I assume also
that positive and negative emotions, pride for trustworthiness and guilt for
opportunism, are symmetric. Given all these assumptions, we may formal-
ize both internal and external reasons with a single psychological factor.
B’s extended payoff, therefore, comes out of his objective payoff, say the
amount of money, plus a psychological factor. In choosing his action, B seeks
to maximize the sum of material and psychological utility. Such a motiva-
tional structure can be formalized for a class of games with the structure of
the Simple Trust Game by using psychological game theory.!® Consider now
the variant of the Simple Trust Game depicted in Figure 3.4.

Denote with p € [0,1] the probability that B plays Repay; 1 — p is the proba-
bility with which B plays Keep. In the same way, q € [0,1] represents L's belief
about p.!! Analogously, r denotes B'’s belief about ¢, that is, B’s belief about
L’s beliefs about B’s choice. In this way we describe B’s hierarchy of beliefs,
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Lender

Not give Give

Borrower

Keep Repay

1-p, p
a b c
d e—Gr f c>a>b; e>f; G>0;

Figure 3.4 The Simple Trust Game with sentiments

in particular, his first and second order beliefs. These beliefs are crucial to
transform the standard game into a psychological one. I restrict my formal
discussion to the usual equilibrium analysis, leaving aside considerations of
out-of-equilibrium behavior.

Suppose B observes L's trustful choice; we are now in the second node of
the game, where B has to move. In this version of the Trust Game, B's payoff
from being opportunist is formed by the material part and the psycholog-
ical one, which in turn depends on B’s guilt. The negative impact of guilt
on B’s overall utility is a multiple G(G > 0) of L's expectation r. The intu-
ition underlying such a formalization is that B suffers a psychological loss
when he deliberately lets L down knowing that L has trusted him, and such
a loss is proportional to B’s belief about L's expectation of B’s trustworthy
behavior.

8. Trustful and trustworthy equilibria

Following Geanakoplos et al. (1989) we can solve the game by isolating its
psychological equilibria. In a psychological equilibrium, players maximize
their utility, and their first and second order beliefs are confirmed (p=q=r).
This particular game shows three such equilibria. In the first, L expects B
to play trustworthily; given this expectation, B’s psychological cost deriving
from frustrating it becomes strong enough to lead B to the expected choice.
L knows that and sets g accordingly (q=1): she'? plays Give; B knows that
as well, and sets r =g = 1: he plays Repay. In the first equilibrium, L plays
Give and p=qg=r=1, that is, B plays Repay. This represents a trustful and
trustworthy pure strategy equilibrium. Here, in fact, L's expectation about
B’s trustworthiness justifies L's trustful choice and such a choice strengthens
B’s reasons (avoiding psychological costs) to behave according to what L
expected. Trust is self-fulfilling.
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In the second equilibrium, L expects B to play opportunistically; that
choice would not produce any psychological cost for B, L knows that and
sets g =0; consequently B sets r=¢=0. In the second equilibrium L plays
Not Give and p=q=r=0, that is, B plays Keep.

The third (mixed-strategy) equilibrium is obtained by setting B’s payoff
from opportunism and from trustworthiness equal, and imposing p =r.
In this third equilibrium, which only exists if pc+ (1 — p)b > a, that means
that L plays Give provided that p=g=r=(e—[f)/Gand O < (e—[)/G <1, the
associated payoffs are equal to pc+ (1 — p)b for L and (1 — p)(e — rG) + pf for B.

In this third case both trustworthiness and opportunism may follow L's
trustful move, depending on players’ beliefs. The denominator G in (3) rep-
resents the impact of social sentiments, or internal reasons, on B’s utility.
This factor as well as the difference (e —f) directly affects the probability of
B’s trustworthy behavior.

The model is consistent both with (pure) trustful and trustworthy equi-
librium and with (pure) mistrustful and opportunistic equilibrium. There is
also a third, mixed-strategy equilibrium that shows how the likelihood of
the different outcomes depend on subjective elements.

The Simple Trust Game, when analyzed as a psychological game, becomes
a coordination game.'* Which equilibrium will be selected depends, in fact,
on the way players coordinate their first and second order expectations. It is
natural then that the next step in the description of the fiduciary basis of
this class of interactions would be the analysis of some of the elements that
contribute to solve this coordination problem.

9. Fiduciary dynamics

Trust responsiveness is based on the perception of the idea that the others
have of us and on its direct and indirect influence on our self-esteem. Such a
perception develops and strengthens in relation to others’ actions, and par-
ticularly in relation to our interpretation of such actions. This interpretation,
in turn, is strongly affected by the context and the framework within which
actions take place. In strategic environments, people’s behavior is heavily
influenced by the way the situations they are in are framed and described,
that is, by what kind of norm they think would be appropriate to follow in
a specific situation. The so-called framing effect precisely describes how the
same action may induce different reactions depending on the context where
it takes place. Ross and Ward (1996), Burnham et al. (2000) and Dufwenberg
et al. (2006) present experimental results that show how subjects’ behavior
in objectively the same situation is modified by non-theoretically relevant
elements, as, for instance, the mere semantic description of the situation
(community game vs. Wall Street Game), or of the co-players (opponent vs.
partner). The semantic framing of the situation in these examples, as well
as pre-play communication in others, works as a coordinating device that
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helps players in aligning their first and second order beliefs by modifying
their beliefs about others’ expected behavior and about others’ expectations
on each other’s behavior.

The fact that the model exhibits multiple equilibria may be interpreted
as giving rise to problems of indeterminacy, as Battigalli and Dufwenberg
(2009) suggest. In my interpretation, on the contrary, it constitutes an ele-
ment of realism, in particular because it leaves room for the working of the
framing effects just mentioned.!*

A second factor that is important to take into account in order to isolate
those elements involved in micro-credit programs that favor the work-
ing of interpersonal trust, is the so-called motivational crowding-out (Frey
1997; Frey and Jegen 2001). The crowding-out mechanism explains why,
in certain cases, subjects’ willingness to perform a given action is decreased
(increased) by the prospect of a material incentive (disincentive). Such an
effect operates when the use of monetary rewards or punishments trans-
forms the subject’s motivations from intrinsic to extrinsic. The reasons
behind such a phenomenon are many;'S among them, those concerning
subject’s self-determination and self-esteem are particularly relevant. Impos-
ing an external system of material incentives may produce in the subjects
the impression of being controlled and of losing control of the situation
(Rotter 1966), so that the locus of motivation shifts from internal to exter-
nal. An external intervention, in the same way, may bring the message that a
subject’s individual responsibility (and therefore also her potential merit) is
not acknowledged and that her intrinsic motivation is rejected. In this way,
as Frey suggests: ‘An intrinsically motivated person is denied the chance
to display his or her own interest and involvement in an activity, when
someone else offers a reward’ (1997: 47). As a result of an underestimated
responsibility, the subject experiences an impairment of her self-esteem that,
consequently, reduces her willingness to perform the given action.

Furthermore, the way the subject perceives the external intervention
plays a crucial role in determining the crowding-out or crowding-in effect.
In fact, such an intervention can be seen either as controlling or as sup-
porting, subjects’ behavior. In the latter case, we observe a strengthening of
subjects’ intrinsic motivations (crowding-in), in the former case, because of
the impaired self-determination and self-esteem we observe its weakening or
even destruction (crowding-out).

A third element, that favors the activation of the trust responsiveness,
and that, in certain aspects is related to the other two, is the so-called ‘Feel-
ing of Freedom-Effect’. There is a research program in cognitive psychology
that investigates the mechanisms that rule a class of behaviors defined as
‘compliance without pressure’, that is, those mechanisms that determine a
positive (costly) response to a request or to an expectation in the absence
of any kind of coercion (Chartrand et al. 1999; Joule et al. 1989; Kiesler
1971). One of the main findings is that when subjects perceive themselves
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as free to act, they are more willing to positively respond to a given request or
expressed expectation. Consider the example of voluntary charitable dona-
tions. Experiments show that the level of such donations, as well as the
sense of commitment, significantly increases when requests are formulated
using sentences such as ‘it is up to you to see’, ‘up to you to choose’, ‘but
you are free of...” (Guéguen and Pascual 2000). The explanation of this
phenomenon is related to the semantic characteristics of the requesting for-
mulas. Such formulas elicit a sense of freedom in the potential donor and,
at the same time, suggest that the petitioners’ are trusting her, are relying
on her contribution. It has been noticed that: ‘The verbal evocation of the
freedom [...] really activates the feeling of freedom for the subject’ (p. 268).
The positive relation between such a perception and the level of compliance
has been investigated, obtaining support, in several studies (Cialdini 1993;
Kiesler 1971) that show how the feeling of freedom acts as ‘facilitator of
commitment towards the expected behavior’ (ibid.).

10. The risk of a counterproductive regulation

The relational basis of our motivations suggests that the kind of respon-
siveness to others’ actions and beliefs implied by the trust responsiveness
mechanism is somehow symmetrical. That means that one may be moti-
vated to be trustworthy by being trusted (trust responsiveness) but one also
may be induced to opportunism by distrust, by being treated as a poten-
tial opportunist (distrust responsiveness). Let us try now, to explicitly apply
such elements to the lender-borrower relation as conceived in micro-credit
initiatives. To do so, it is necessary to schematically describe the principles
that underlie the usual practices of the lender. Consider, for simplicity’s sake,
the case of the Grameen Bank. The following sentence clearly summarizes
Grameen’s attitude: ‘Banks tend to suspect every clients to want take the
money and run. So they bind her with every kind of clauses especially
designed by specialized lawyers. In the bank system there is only diffi-
dence [...] for Grameen, on the contrary, the starting point is that debtors
are honest. Since our first day we decided that our system will not had
relied on police and courts [...] nowadays to recover our credits we never
use lawyers [...]. Following the same logic we do not use formal contracts
between clients and the bank. We establish relationships with people not
with documents’ (Yunus 1997: 106-108).

In the case of the micro-credit, a trustful lender is signaling to the borrow-
ers that she believes them to be trustworthy and sets her expectations on the
basis of that belief. We have already seen how such a signal may motivate
agents to behave trustworthily to fulfill the principal’s expectations. Con-
sider now what happens when the principal behaves distrustfully, as in the
case of the traditional credit institutions. In this case, the bank is signaling a
belief that without the external intervention (collateral and monitoring) the
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agents would not be willing to behave according to the nature of the relation
(repay her debt). According to the logic of the motivational crowding-out,
this signal itself would contribute to elicit the opportunistic behavior. More-
over, it is not difficult to realize that not asking for collateral, and not evok-
ing lawyers’ interventions or other formal enforcement systems, favors the
fact that the clients frame their relations with the bank as highly cooperative.
Besides, such a practice elicits in the clients the ‘feeling of freedom-effect’
that increases their willingness to fulfill the bank’s expectations.

The effects of principles such as crowding-out, social framing and feeling
of freedom, have to be carefully taken into account when designing schemes
of interaction and legal norms that rule collective actions. Recent studies
(Blair and Stout 2000) show that considering such elements is crucial when
devising and applying social norms, that even when operating in a highly
competitive environment, the markets often are based on the fiduciary duty,
and that they are difficult to be accounted for only in term of economic
incentives. With regard to the study and the design of legal rules it has been
noticed that: ‘there is a danger in failing to appreciate the tremendous value
to be added by incorporating the phenomenon of trust into legal scholarship
[...] danger not only for academics, but for lawmakers, practicing lawyers
and business folk. [...] this is so because the attempts to employ external
incentives can often reduce levels of trust and trustworthiness within the
firm by eroding corporate participants’ internal motivations’ (Blair and Staut
2000: 4). If that is true in a highly competitive environment, it is true a
fortiori for micro-finance programs and in general for all development pro-
grams, where the market pressure is often attenuated. It is easy to understand
then, how factors like participants’ self-determination and self-esteem, as
well as the framing of the situation as a cooperative one, are essential in
order to reduce the risks of opportunism ingrained in such actions. It is
now widely accepted (Ayres and Braithwaite 1992; Brennan and Pettit 2004;
Grabowsky 1995; Sunstein 1990) that if such factors are neglected it is pos-
sible to develop codes of norms which, contributing to the creation of a
competitive framing, lead to inefficient and counterproductive outcomes,
that is, to a reduction in subjects’ willingness to behave cooperatively, as
those norms would prescribe.

The case of Grameen constitutes, in this sense, a paradigmatic example
showing how it is possible to encourage agents to behave according to their
fiduciary duties, not by means of pecuniary sanctions or incentives, but by
both trusting them and attributing to the environment the distinctive traits
of a cooperative relationship, that is freedom, responsibility, commitment;
favoring, in this way, the development of trustworthy behaviors.

Incidentally, it is worth noticing that, ceteris paribus, the institutions capa-
ble of developing trustful and trustworthy relations among its members
enjoy, in the long run, a competitive advantage. That fact should help in
solving the problems of micro-credits initiatives’ financial sustainability.
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11. Conclusions

This chapter is primarily aimed at suggesting a theoretically sound and
empirically well-grounded explanation for the high rate of loan repayment
observed in the Grameen Bank as well as in many other micro-finance insti-
tutions. This explanation is based on the notion of trust responsiveness.
Since, in micro-credit programs, loans are not usually backed with collateral,
their success in terms of repayment rate cannot be fully explained within
traditional rational choice theory. After having schematically described the
problem of opportunism, I have delineated the essential characteristics of
the Grameen program. I have, then, discussed some of the theories that can
be used to account for the phenomenon, recognizing how such explanations
are partial and, more importantly, tend to neglect some of the aspects that
are instead considered crucial by the participants to the program themselves,
that is, trust and self-esteem. For this reason we explored and formalized in
a psychological game theoretical model the role of trust, and in particular
of the concept of trust responsiveness. In this model, guilt-averse borrowers
tend to fulfill lenders’ expectations, giving rise to a multiplicity of equilibria.
I have discussed some of the factors that may positively and negatively
affect its functioning as equilibrium selection devices. Those factors were
used to provide an explanation of the phenomenon at issue and to stress
the risks implied in policy and institutional design activities that do not
take into account the fiduciary dynamics that the case of Grameen so clearly
illustrates.
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Notes

1. Quotations from Yunus (1997) are translated from the original French into
English by the author.

2. Many commentators, especially economists, have traditionally emphasized the
role of joint liability in the succes of MFIs. However, recent studies (see Giné
and Karlan 2007) have challenged this position, pointing out that individual lia-
bility not only does not affect borrowers’ trustworthiness, but introduces more
flexibility and favors the formation of new and more stable groups.
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. Similar results can be observed in other programs. See Amendariz de Aghion and

Murdoch (2005) for a general overview on performance.

. Source: Yunus M., ‘Grameen Bank at Glance’ (March 2007), www.grameen-

info.org.

. Other micro-finance institutions obtain similar results: PRIDE Africa, which has

extended more than 60,000 loans of between $50 and $1000 in East Africa,
reports repayment rates of 99 percent in Tanzania and 100 percent in Uganda.
The Kenya Rural Enterprise Program (KREP), which had lent to over 12,000 bor-
rowers by the end of 1996, consistently reports repayment rates of higher than
95 percent. ACCION International (based in Cambridge, Massachusetts, but oper-
ating in Latin America) reports similar figures. The Union Regional de Apoyo
Campesino (operating in Mexico), which requires that borrowers maintain a sav-
ings account balance equal to at least 20 percent of their outstanding loan, reports
repayment rates of 95 percent (see Jaffer 1999).

. See the review by Morduch (1999b) and references therein.
. Among the recent studies that formalize the process of social enforcement, see

Stiglitz (1990), Varian (1990), Prescott (1997) and Conning (1997); Ghatak and
Guinnane (2000) summarize the existing literature on group lending and joint
liability.

. The folk theorem that supports such result applies when the number of repeti-

tions is indefinite. However, Kreps and Wilson (1982) show that, given certain
assumptions, a cooperative behavior can emerge even in games with finite (but
large) number rounds.

. See, for a debate on this point, Charness and Dufwenberg (2006, 2007), Ellingsen,

Johannesson, Torsvik and Tjotta (2008) and Vanberg (2008).

See Huang and Wu (1994), Ruffle (1999) and Dufwenberg (2002) for similar
applications.

L's belief can be though of as the mean of B’s subjective distribution over the
probability p.

I will keep using ‘she’ for the ‘Lender’ (Player L) and ‘he’ for the ‘Borrower’
(player B).

Camerer and Thaler (2003) provide a similar interpretation.

A further point is important to notice: the degree of indeterminacy in a sequen-
tial trust game is much less determinant than in a, for example, simultaneous
Prisoner’s Dilemma. In the Trust Game, the coordination of players’ beliefs is
simplified by the fact that player B can observe L's move and infer her belief from
it. Her playing G, means reasonably that L expects B to play R.

See Frey (1997), for a complete review.
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The Relationship Between
Competition and Trust: An Essay
in an Historical and Theoretical
Perspective

Sergio Beraldo and Gilberto Turati

1. Introduction

Competition is generally claimed to be good for social welfare, even though
this claim is rarely coupled with a plain account of the circumstances under
which it is actually true. Both the original connotation of the verb ‘to com-
pete’ and the non-technical common use of the word, are grounded on
the intuition that competition is a race (Blaug 2001). The view that the
by-product of such a race is good beyond any reasonable doubt, is not ques-
tioned even in presence of those situations in which an impoverishment of
the quality of the good supplied is observed as an effect of the race itself (e.g.
Alsberg 1931).

Without denying the value of competition, its use as a multi-purpose
formula for fostering development and well-being looks more like an ide-
ological stand than a conscious statement. This is particularly true when
competition is meant as the opposite of regulation.

According to critics, regulation creates an hurdle-race; according to sup-
porters, regulation levels the playing field. In many OECD reports, the
general premise seems to be that governments have to choose between com-
petition and regulation: as competition is good, regulation must be bad (e.g.
Conway et al. 2005).

This influential view notwithstanding, it seems wiser to recognize that
the virtues of competition need some regulation to emerge; at least that
regulation implicit in standard microeconomic textbook models (e.g. the
enforcement of contracts according to the law).

Among the virtues of competition, one recently (re)-emphasized is that it
generally enhances agents’ trustworthiness in market economies, thus stim-
ulating trust' with obvious desirable consequences (Berggren and Jordahl
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2006; Bolton et al. 2008; Fischer 2008; Horner 2002; Huck et al. 2007). This
view is at the same time ancient and new. It is ancient as it is rooted in the
writings of former economic scholars such as Adam Smith (1763 [1978]),
who pointed out the basic reason why agents participating at the race may
have a genuine interest in behaving trustworthily:

Whenever commerce is introduced into any country probity and punctu-
ality always accompany it. These virtues in a rude and barbarous society
are almost unknown. This is not at all to be imputed to national character,
as some pretend [...]. It is far more reducible to self-interest, that gen-
eral principle which regulates the actions of every man, and which leads
men to act in a certain manner from views of advantage [...]. A dealer
is afraid of losing his character, and is scrupulous in performing every
engagement. When a person makes perhaps 20 contracts in a day, he
cannot gain so much by endeavouring to impose on his neighbours, as
the very appearance of a cheat would make him lose. Where people sel-
dom deal with one another, we find that they are somewhat disposed to
cheat, because they can gain more by a smart trick than they can lose by
the injury which it does their character.

(Smith, 1763 [1978]: 538-539)

However, the view that competition fosters trustworthiness is also new, as
it comes after more than 100 years of increasing state regulation in prod-
uct markets, whose rationale is obviously that self-regulation is not enough,
and the discipline enforced by competition needs to be strengthened in
some way.

It is noteworthy that regulation was first enacted in the United States not
only to meet a demand by consumers who felt at danger by food adulteration
and sophistication made possible by advances in technology, but also to
meet a demand by producers, especially by those specialized in high-quality
products, who realized that regulation could have allowed them to distin-
guish their items from those of their low-quality competitors (e.g. Law 2003;
Wood 1985).

Those contributions supporting the view that competition is the main
engine of trustworthiness should first clarify whether modern market
economies reasonably fit their assumptions. For example, in experimental
studies it is taken for granted that buyers can verify ex post sellers’ con-
tractual performance, rewarding trustworthiness with trust.? This can be
certainly thought of as an acceptable approximation of real situations at
the early stages of economic development (when trade was local or lim-
ited to professional merchants embedded in networks that allowed efficient
information transmission, and when contractual performance was relatively
easy to ascertain), but it is hard to sustain that it was a good approximation
thereafter.
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The present chapter takes an historical perspective, but relies also on for-
mal analysis as a means to highlight the main stylized facts, which are worth
being considered in order to deal with the issue at hand rigorously. The
model sketched in section 2 is grounded on Klein and Leffler (1981) and
Shapiro (1983), whose main results do not appear to have been sensibly
altered by the subsequent theoretical literature (e.g. Horner 2002). The ver-
sion presented here (mainly amended with the very reasonable assumption
that agents do not discount the future at the same rate, and therefore differ
as far as their time horizon is concerned), finds its justification in its being
more suitable to our purpose, which is that of describing how the funda-
mental problem of ensuring agents’ trustworthiness and generalized trust in
market economies was historically characterized by increasing complexity.

We emphasize that, from the 1800s onward, technological and organiza-
tional changes have progressively made it more troublesome to cope with
the problem of ensuring agents’ trustworthiness, thus stimulating the emer-
gence of a plethora of institutions, both market-based and enforced by the
law. As complex problems generally require multifaceted solutions, is not
possible to say a priori what can be considered as the better institution.
It depends on the given historical circumstances. It is noteworthy that in
the late nineteenth century, public regulation seemed to have a compara-
tive advantage on spontaneous institutions to sustain a high level of trust in
market economies. One century later, when public (that is, state) regulation,
has de facto assumed the nature of a local regulation, market-based (world-
wide) institutions seem to be better equipped. This is likely to be at the root
of the renewed interest in competition as an engine of trust.

A basic claim of this chapter is that the virtues of competition necessarily
require an adequate institutional structure to emerge: that institutional
structure that appears to underpin trustworthiness and trust, which must be
better thought as epiphenomena of the institutional environment (Fehr 2008).
In this light, viewing competition as the opposite of regulation is certainly
a mistake. Needless to say, this puts at the forefront the highly controversial
issue of how to enforce an appropriate set of rules in a global economy.

The remainder of this chapter is structured as follows. In section 2 we
briefly describe the main characteristics of a market economy at the outset
of the Industrial Revolution, and outline a model of a local trade economy
in order to interpret the role of competition at that time. We define a ‘trust-
worthy economy’ as an economy in which buyers’ expectations that sellers
always deliver high-quality commodities are fulfilled. We emphasize the cir-
cumstances that make competition a sufficient condition for a trustworthy
economy to come about. In section 3, we argue that stimuli to concentra-
tion and mass production, entailing a separation between consumers and
producers, and advancements in technology upsetting the detection of prod-
uct quality even after consumption, made the competitive mechanism alone
inadequate to sustain an acceptable level of trust. This caused the emergence
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of a set of institutions, either stemming from the market or originated by
the law, to tackle the problem, which became even more troublesome with
the rise of large multinational corporations and the separation of ownership
from control (section 4). In section 5 it is argued that the recent focus on
corporate social responsibility (CSR) and self-regulation by firms is a conse-
quence of the present historical circumstances. A brief section of concluding
remarks follows.

2. Local trade economies at the outset of the
Industrial Revolution

Before the Industrial Revolution took place, economies were still dominated
by all-purpose merchants (e.g. Chandler 1977; Cipolla 1974). These indi-
viduals supplied inputs to local manufacturers (generally speaking, small
artisans) and sold goods to other merchants located in distant cities. These
figures were close in nature to microeconomic-textbook suppliers who wrote
short-term contracts to hire inputs required for production. The greatest
share of trade was made up of local exchanges and, in addition to consumers
and suppliers knowing each other, the quality of the commodities could be
generally ascertained either before or after consumption.

In a simple local economy, consumers knew where the flour, the eggs and
the butter came from, so that the quality of a cake, for example, relied on
the work of the (known) baker.® Given the absence of any chemical preser-
vative, the detection of quality after consumption was relatively easy for
consumers. In this sense, goods could be thought as search or experience goods
according to Nelson (1970). In any case, they were not credence goods, whose
quality cannot be determined neither by inspection (search good) nor by
consumption (experience good).*

Why did consumers trust sellers in these simple trade economies? The
answer dates back to Adam Smith — who describes markets in which the char-
acteristics of the traded goods could be discovered by inspection or at most
after consumption — and is at the core of any microeconomic-textbook expla-
nation: competition fosters trust as it gives the opportunity to consumers to
choose among different suppliers on the basis of their reputation.’

2.1. A simple model of a local trade economy

To gain some insights into the virtues and limits of a spontaneous trust-
generating mechanism, we will sketch a simple multi-period model. It will
prove useful in subsequent discussion aimed at highlighting why the condi-
tions that are crucial for its performance have become increasingly harder to
satisfy.

We consider a set of buyers B={b,, ..., by}, #B =N, and a finite set of sellers
S={s1,...,5u}, #=M, with N > M. We suppose that at the beginning of each
period t=0, ..., every buyer (b'), chooses a subset " € p(S) of sellers (s/),
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where p(S) is the power set of S, with which she is willing to transact; then
she is randomly matched, with equal probability, with one of the sellers
belonging to . We will refer to @b' as the matching set of buyer b’ at time .
The probability that at time t, b is matched with a given ' € ®”, is therefore:

Pr {M(b’, =5 e @f"} - (1/#@?")

where p is the matching function. We suppose that @g" =S, Vi.

To simplify matters, we assume that there exists only one commodity in
the economy (g); this assumption is not crucial for the results to follow.
Commodity g can be either of low (L) or high (H) quality. Quality is not
observable by buyers before consuming ¢, and this opens the door to oppor-
tunistic behavior by sellers. They can deliver a quality lower than the one
expected at the ongoing market price, thus exploiting buyers.®

At each t, any buyer b’ purchases one unit of commodity from the seller §/
she is matched with, paying a price p,(M,), which is decreasing in the number
M, of sellers that are active at time t, with M, < #S. A seller ¢ is active if
there exists a b such that s' e ®}, that is if the seller belongs to at least
one buyer’s matching set (i.e. there exists at least one buyer willing to trade
with her). The buyer then consumes the commodity and, consistently with
the discussion above, finds out its quality (i.e. commodities are experience
goods). If the good is revealed to be of low quality, from the next period on,
s ¢ ®%, therefore, s does not belong to the set of sellers b’ is willing to be
matched with (which becomes the largest set not including /).

Sellers decide the quality of the commodity they want to provide. We sup-
pose that at any t =m, each seller s' chooses an action a), € {H,L} knowing

M

the history Q(m) = (o) of the game, where w,; = (at) " is the action profile
j=1

att=0,..., m—1.

If at t=m, a seller ¥ decides to sell a commodity of quality v=(H, L), its
expected profit at that time is given by:

= E (bI2m) (p: My) — ¢ (q"))

where E/(b|Q2(m)) is the expected number of buyers faced at t =m by a seller §/
given Q(m), c(q") is the cost of providing one unit of commodity of quality
v, and p,(#S) > c(¢") > c(¢").” Throughout the chapter we assume that c(q")
is constant, that is, it does not depend on the number of buyers served by
the firm.

A seller §/’s profit, is the discounted sum of its stage profits:

7/ =Y F (bI20) (o M) — (")) (8
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where §/, the (subjective) discount factor, is a draw from a random variable §
distributed according to some f(.) with supports (8;, 6,), with0<6, <6, <1.8

As sellers do not discount the future at the same rate, they can be distin-
guished by the length of their time horizon. This hypothesis, although not
considered in former literature, seems very natural, and helps in explaining
differences in observed behavior by sellers.

As any repeated game, the present one also endows the agents with
an infinite number of strategies. A strategy for seller §' is simply a function
Yl :Q(t) — d, € {H, L}. A seller s'’s best strategy, is a strategy y/* that maxi-
mizes its profit given the strategies y 7/ of the other sellers. A set of strategies
(y*)?ifl =(y7,y’) is an equilibrium, if each seller plays their best strategy.

It should be clear that under the assumptions of the model, the expected
number of buyers matched with a seller is non-decreasing over time as long
as the seller supplies high-quality commodities (it is increasing as long as
at least one seller supplying low-quality commodities exists). Henceforth, as
F(b|Q(t)) is non-decreasing over time as far as at each t, y/(-) = H, whereas it
is non-increasing over time as far as at each t, y/(-) = L: in non-discounted
terms the profits every trustworthy seller makes at every stage ¢ are non-
decreasing, and the profits of sellers supplying low quality commodities are
non-increasing.

Being interested in studying whether competition fosters trustworthiness
we propose the following:

Trustworthy equilibrium: (y”")?f1 is an equilibrium if, for each j,
7y, y") > 7i(y 7, y)). A set of strategies (yf*)?i‘1 leads to a trustwor-
thy equilibrium if there exists a t =m, such that, for any active j,
Y (Q(t= m))=H.

In words, a set of strategies leads to a trustworthy equilibrium, if, from a
certain time onward, given the strategies of the others, each seller’s profit
maximizing strategy (y/") requires her to play H.

Lemma 1: Suppose that (y~7,y/) are the strategies being played, then
38" € (0,1), such that, if § > §",y/ cannot be optimal if it requires §' to
play L at some t.

Proof: See Appendix.

By the previous lemma, the way through which the strategies of the
other sellers affect seller '’s behavior is both through the probability of
future interaction of seller s with those buyers she decides not to cheat,
and through the market price, which decreases with the number of active
sellers. Hence the equilibrium gains from future interactions are smaller
(which implies that, given the distribution of §, it is more likely that a
player is untrustworthy) when the number of sellers is higher. Perfect
competition obviously represents a limit case as it implies zero profit
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for trustworthy sellers, which then makes cheating always a profitable
option.’

In the following proposition we emphasize the conditions required for
a trustworthy equilibrium to come about.

Proposition: A necessary and sufficient condition for a trustworthy equi-
librium to come about, is that, given the equilibrium strategies, at some
t =m there exists a non-empty subset of sellers playing H.

Proof: See Appendix.

Competition is a reliable mechanism to keep up trustworthiness, only if
there exist some sellers with a sufficiently long time horizon, who therefore
choose H from a certain period onward. Notice that the higher the number
of sellers is and the lower the speed with which information about sellers’
past actions is made public (a point which will be discussed below), the more
the distribution of time horizons has to be shifted to the right to ensure
that at least a subset of sellers have an incentive to build a reputation for
trustworthiness.

Indeed, a minimal requirement on the distribution of 8§ for a trustworthy
equilibrium to come about can be stated by considering that given y 7%, by
lemma 1 and the proposition above, at each t =m there exists a threshold &,
such that if & > §;, y/*(Q(t >m))=H. Therefore, for a trustworthy equilibrium
to come about, it is ultimately required that at some ¢, §; < 6,. For, if §7 > 6,
at any t, with certainty, no seller would ever play H.

Notice that as the number of buyers increases, under the hypotheses made
of no information transmission, the model approximates markets where the
conditions for high-quality provision of goods become increasingly harder
to satisfy. This, to some extent, explains the current interest in online
markets (e.g. Resnick and Zeckhauser 2002; Bolton et al. 2004, 2008).

2.2. Information transmission

So far we have supposed that each buyer gets the commodity from a seller
and can avoid further buying from her if the seller cheats. Doing this, we
have implicitly assumed that there is no information transmission among
buyers (or that the information transmitted is not considered reliable). After
having experienced a bad outcome, a buyer simply eliminates that particular
seller from the set of sellers she is willing to trade with, and this does not
have any other effect on the reputation of that seller. Indeed, each buyer is
willing to trade with any seller who has never cheated her before.

If the number of sellers is high — therefore any of them serves in each
period only a small fraction of the buyers — untrustworthy sellers are made
inactive in an extremely slow way, with the consequence that - for a
trustworthy equilibrium to come about - very forward-looking sellers are
required. The same is true if the number of buyers is large.
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The hypothesis of no information transmission among buyers is, how-
ever, an extreme one. Markets are, in fact, embedded in social networks, and
networks are nothing but a means to allow information transmission. The
crucial question is how much information travels among individuals partic-
ipating in the network and what is its degree of reliability. At one extreme
there is the case previously emphasized in which no information about sell-
ers’ past behavior is made public. At the other extreme is the case in which
all the information about sellers’ past behavior is, without cost, made avail-
able to all the buyers (as in Klein and Leffler 1981; Shapiro 1983). In terms
of the notation previously used, in this latter case each buyer’s matching set
is given by the intersection of the matching sets of all the buyers, (), e,
In other words, all the buyers share the available information about sell-
ers’ past behavior. Clearly, the punishment for cheating is in this case much
more effective, and, everything constant, the probability that a trustworthy
equilibrium takes place is much higher than before.

Apart from these two extreme cases, there is the more likely situation in
which a given buyer shares her available information only with a subset
B’ C B of buyers. Again, all this impacts on the speed with which sellers
providing low-quality commodities are punished, and, therefore, on the
probability that a trustworthy equilibrium emerges.

It is noteworthy that before the effects of the Industrial Revolution
(among which urbanization is not a negligible one) became fully visible,
the requirements for a trustworthy equilibrium to come about via the mar-
ket mechanism were to a great extent satisfied. Quality could, in fact, be
ascertained by inspection or after consumption, and markets were framed by
networks of personal relationships, which made information transmission
very effective.

To sum up, the model above suggests that the probability that a trust-
worthy equilibrium comes about strictly depends on such conditions as the
possibility of verifying the quality of the traded goods, the transmission of
reliable information about sellers’ past performance and the market struc-
ture. These conditions determine a threshold value of the time horizon over
which playing honestly is individually rational for sellers. It goes without
saying that the lower the threshold with respect to the distribution of time
horizons, the higher the probability that a randomly chosen seller will pro-
vide high-quality commodities. In the next sections we analyze the changes
(mainly institutional and technological) that have adversely affected both
the position of the threshold and the distribution of time horizons.

3. From a local trade economy to family capitalism:
the separation of consumers from producers

In the previous section we have assumed that quality is not observable by
buyers before consuming g, but after consumption takes place consumers are
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always able to recognize whether g was of high or low quality. While this can
be a good approximation of the real world as far as small communities at the
early stages of industrialization are considered, it can be a hard hypothesis
to sustain thereafter.

Economic historians share the view that two driving forces were fully at
work during the nineteenth century (e.g. Chandler 1977; Holtfreter et al.
2006; Law 2003), both ultimately linked to a significant development of new
technology. On one hand, technological advancements both increased the
minimum efficient scale of production (i.e. they made small-scale produc-
tions economically inefficient) and allowed for long-term food conservation
(through refrigeration, packaging and the development of chemical preser-
vatives); on the other hand, improvements in information transmission and
in transportation of goods lowered the costs of separating consumers from
producers (on this, see also Coase 1937). These two forces jointly pushed
for an increase in the size of firms and a (geographical) concentration of
supply (Krugman 1991), with the consequence of reshaping the organiza-
tion of economic activity, whose preferred form became the corporation,
the ownership of which could be easily traded and transferred. The corpo-
ration carried great advantages with respect to the partnership, that is, an
organization with unlimited liability generally linked to a family, as the
limited liability does not require one to put at risk one’s whole wealth,
and makes it easier to collect the necessary funds to organize large-scale
productions.

Historical examples of these processes at work are provided by Kim (2001)
for the US, who analyses the case of food producers.

Meat packing is a particularly representative example, as local commu-
nities used to have their local butchers until the late nineteenth century.
With the introduction of refrigerated cars, packing was concentrated in the
American midwest, because of the considerable comparative advantages in
the production of meat. An immediate consequence of this concentration
was the increase in the size of butchers, and the inability for consumers to
assess the quality of products they were purchasing: was refrigerated meat
butchered under horrible conditions? Was it detrimental to health?

As Wood (1985) reminds us: ‘Upton Sinclair’s description of the squalor of
the American meat-packing industry in his 1906 novel, The Jungle, horrified
the public and unsettled their stomachs.’

This asymmetric information problem, which was acute for other manu-
factured products (drugs and medicines) and certain types of services (e.g.
banking), was even more severe for those food products for which chem-
istry allowed the substitution of ingredients. Indeed, as suggested by the
report Adulteration of Articles of Food by the US Senate (1902), adulteration
was a profitable and a very common strategy for food producers in the late
1800s. Examples are abundant: milk was cheapened by adding water, but-
ter was adulterated with oleomargarine, glucose was added to honey and
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maple syrup to make them cheaper. As Law (2003) points out, ‘techno-
logical change thus gave rise to new forms of food adulteration that were
imperceptible to consumers’.

It is clear that under such circumstances competition alone could not have
ensured an acceptable level of trustworthiness, as, if consumers were not
able to assess quality after consuming g, then they were not able to punish
dishonest sellers, since they were simply not able to recognize them. Indeed,
competition (i.e. the presence of outside options for consumers) is a broken
mechanism for creating trust when the quality of the good cannot be accu-
rately assessed even after consumption. Furthermore, in this case no rational
seller would supply high-quality commodities, as stated more formally in
terms of the model sketched above, by the following:

Remark 1: If the quality of the good cannot be verified ex post, the
equilibrium strategy requires any seller to play L at each t.

Proof: Straightforward, from discussion above.

How could consumers’ trust be sustained in this environment? How did
these economies originate trust? History teaches that new institutions
emerged in this period to cope with the problem (e.g. Alsberg 1931; Wood
1985; Law 2003; Holtfreter et al. 2006). Some were public institutions, some
others were institutions spontaneously originating from the market. What
is crucial to remark here is that markets satisfactorily approximating those
described in basic microeconomic textbooks no longer existed.'®

For the reasons discussed above, since the nineteenth century, technologi-
cal and organizational changes made the informational problem more acute,
and called for new institutions, never experimented before.

A first set of institutions created to sustain trust among consumers,
stemmed from public regulation, broadly defined to include antitrust regula-
tion and products regulation. The Sherman Antitrust Act dates back to 1890.
The US federal government also passed the Meat Inspection Act (1891), the
Food and Drug Act (1906), and other laws on product quality such as the 1938
Food, Drug, and Cosmetic Act (e.g. Kim 2001; Holtfreter et al. 2006). Notice
that the crucial task assigned to government agencies (and not-for-profit
consumers organizations, which emerged in the same period) was to discover
breaches of the law. Hence, it should not be surprising that trust in a par-
ticular producer (and, consequently, in similar producers) would have been
lowered each time their misconduct was discovered, particularly considering
that a common sanction against transgression was that of stigmatizing man-
ufacturers and dealers by publishing the results of agency investigation (Law
2003). High-quality goods became those that respected the standards set by
the law, whose primary focus was on products easy to adulterate (mainly
food and drugs).
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As far as the general function of sanctioning is considered (in particular,
sanctioning by making the public aware of the misconduct of a particular
seller), it is clear that the purpose was that of leaving the market to enforce
trustworthiness, relying on public intervention only to provide the necessary
information to consumers, information that was not obtainable by search or
experience anymore.

As accurate monitoring aimed - in a sense — at switching credence in expe-
rience goods (McCluskey 2000), it contributed in pushing the economy close
to a situation in which market forces could have enforced good behavior.

The effectiveness of public monitoring was clearly greater where adequate
resources were committed to this end, allowing, for example, the creation
of regulatory agencies. As it could be expected, the problem was not thought
as one of enforcing full adherence to the law, in such a way as to drive, in
brief, the economy toward what we have called a trustworthy equilibrium.
Rather it was thought of as one of determining the amount of resources that
would have ensured an acceptable level of trust. It is reasonable to believe
that differences in the amount of resources devoted to this end across regions
were driven by factors shaping beliefs about trustworthiness.

It is noteworthy that this latter hypothesis, which has recently gained
empirical support (Pinotti 2008), has a straightforward interpretation in
terms of the model sketched above, where the only source of difference
among sellers is given by the length of their time horizon. In fact, if p is
the probability that a seller is monitored, and to keep things as simple as
possible, supposing that the sanction is that of readily informing the pub-
lic of seller misconduct causing zero sales to her from that period on, the
resources devoted by governments to ensure (an acceptable level of) relia-
bility must be higher, coeteris paribus, the shorter the time horizon of the
sellers.

Remark 2: For any given &/, there exists a value of p, such that monitoring
is effective in enforcing the seller to provide the high-quality good even
if the quality cannot be assessed ex post by buyers.

Proof: See Appendix.

Even if public regulation seemed to be essential to the well-functioning
of markets, it could not be enough. To solve the problem just by rely-
ing on this would have required a huge amount of resources and the
rise of a plethora of bureaucratic controls that could not generally meet
public support. Indeed public regulation was at that time joined by market-
based institutions, which met the favor of firms interested in signaling
reliability. These institutions were essentially based on investments in firm-
specific and non-recoverable assets: promotion of brand names through
advertisement. According to scholars, advertising flourished from 1880s: Pope
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(2008) estimates that total advertising volume in the US grew from about
$200 million in 1880 to nearly $3 billion in 1920.

Advertising was used to signal to consumers that a particular seller was
credibly committing to trading a high-quality product. Why was this signal
credible? Because it was costly, as, if the firm was discovered to be pro-
ducing low-quality goods, trust was gone, and with trust also consumers,
devaluating the firm-specific investment in brand name.

These market-based institutions worked well in presence of public regula-
tion, which reinforced the impact of unrecoverable investments on sellers’
incentive to be trustworthy.

It is, furthermore, worth mentioning that during the period under con-
sideration families were still directly involved in managing firms, and a
likely bankruptcy (after trust was depleted) would still significantly affect
their wealth. This is a non-trivial difference with respect to the following
periods, when investment diversification, among other things, made the
involvement of families less stringent. As anyone ruling the firm can hardly
have a longer time horizon than a family, this may have contributed to
the shifting of the whole distribution of time horizons to the left, making
trustworthiness less profitable and thus more uncommon.

3.1. Firm specific investments and heterogeneity of sellers

Before moving further, notice that in the original model by Klein and Leffler
(1981), investments in advertising are a means to dissipate profits and dis-
courage potential competitors from entering the market. This helps sustain
the hypothesis that the ongoing market price for high-quality goods can be
higher than cost without encouraging potential sellers to access the mar-
ket. As much of the theoretical literature on the subject is grounded on the
hypothesis of perfect competition, the problem of how to prevent prices
being driven to the average cost levels (which would induce any rational
seller to play L) emerges.

Assuming heterogeneous time preferences for sellers, as we do, suggests
that if building a reputation for honesty requires an initial investment, this
could constitute a real barrier to entry in the market, so that, in equilibrium,
profits could be higher than normal.

This is historically consistent with the reasons that have led honest firms
to invest much of their resources (through advertising or other firm-specific
investments in brand name) to try to get a publicly visible signal (a green
beard,'' or, in our context, a green brand). The main point is that trying
to get a publicly visible label to signal a preference for honesty, must be
prohibitively costly for firms that try to imitate. The classical example, in a
situation in which firms can set the price, is the model by Milgrom and
Roberts (1986).

With a large but finite number of sellers (which seems quite a reasonable
assumption) and differences in the length of sellers’ time horizon, there is a
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straightforward reason why these firms’ specific investments — which signal
a willingness to behave trustworthily — may constitute a barrier to entry in
the market. In fact, coeteris paribus, a greater §' allows a firm to make greater
non-recoverable investments, and this may prevent the entry of firms with a
shorter time horizon (even if these firms could have an incentive to provide
high-quality goods once entered).

To keep things simple, Remark 3 below simply shows that a trustwor-
thy equilibrium with no entry is plausible if firm-specific investments are
recognized by buyers as reliable signals of trustworthiness.

Remark 3: If the number of sellers is finite and sellers differ in the length
of their time horizon, a trustworthy equilibrium with no entry is made
possible by firm-specific investments.

Proof: See Appendix.

There are three points which are worth emphasizing. First, firm-specific
investments, by creating a barrier to entry in the market and by allowing
firms to make higher profits, reward honest firms, characterized by a longer
time horizon. In a sense, these extra profits are a premium for their patience.
Second, the signal, to be informative, must be too costly to imitate. This sec-
ond observation will be discussed at length below, when the actual recourse
to ethical codes and corporate social responsibility (CSR) by firms will be
discussed. Third, the presence of such investments allow the government
to save public resources on monitoring, since, as far as they increase, public
resources devoted to affect p can be reduced without this having any adverse
effect on the level of reliability. The reason for this is that non-compliance
with the law becomes, of course, more costly for firms.

4. From family capitalism to financial capitalism:
the separation of ownership from control

According to Chandler (1990), family (or personal) capitalism —in the Anglo-
Saxon countries — underpinned the preference for small-scale businesses. The
need to abandon family capitalism to increase profits, was, and still is, the
orthodox view taught in the most prestigious business schools, since, it is
argued, family capitalism jeopardizes investments and modernization (e.g.
Gallino 2005). The organizational changes that came about after the devel-
opment that occurred in late nineteenth and early twentieth centuries, find,
to a large extent, an explanation of the need of going beyond family capital-
ism in order to expand business activity. This necessarily carried with it the
use of debts and other external funds.

There are at least three consequences of this process which are worth men-
tioning as they still have an importance in order to interpret the present-day
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situation. First, an increase in market concentration challenged the ability of
antitrust authorities to brave firms, and — more importantly — the ability of
other government agencies to control and dispute against large-scale firms,
which have since then increasingly acquired the ability to shop around for
less restrictive regulation. Second, the same corporations came to own differ-
ent brands of specific goods, so that their presence in a certain market was no
more linked to consumers’ trust in a particular brand. Third, as already men-
tioned, the expansion of firms’ size made the recourse to external finance
crucial.

This latter fact, coupled with a minor involvement of families (e.g. Gordon
2007), who began to delegate their power of managing firms, led to the by
now familiar separation of ownership from control in large corporations (Means
1931; Berle and Means 1932). This was already clear at the end of 1929,
when - considering the list of 200 largest US companies — 58 per cent of
wealth was under management control (Means 1931).

The separation of ownership from control was at the basis of a misalign-
ment between managers’ and owners’ goals, and, to some extent, shaped a
new figure of owner, linked with those who rule the firm by a trust relation-
ship. The problem of trusting sellers became, therefore, even more acute by
the existence of this side relationship, internal to the firm, which, however,
affected the standard market interaction between consumers and producers.
It is clear that if quality cannot be accurately verified ex post, separating own-
ership from control makes the determinants of trustworthiness even more
complex (even in the presence of public regulation or investment in non-
recoverable assets), for it is now required to consider managers’ goals. They
could be affected, among other things, by a shorter time horizon, for the
self-evident observation that their lives are shorter than corporation ones.
We come back to this point below.

The processes mentioned above assumed increasing importance during
the twentieth century, raising problems that have been made sharper by
further technological and organizational developments.

Is competition enough to sustain an acceptable level of trust under these
conditions? The answer seems to be negative.

The emergence of a new set of institutions to regulate relationships internal
to the firm finds, to some extent, its justification in the changes mentioned, as
in the environment shortly described, that firms’ reputation must necessarily
rest on the ability to control managers’ behavior.

Among the mechanisms adopted to enforce good behavior, one relies on
monetary incentives, designed to provide professional managers with ade-
quate premia in order to realign their objectives with those of the owners
(e.g. Grossman and Hart 1983).

Experience, however, suggests that this has led to widespread and perverse
encouragement to maximize short-term profitability, with the consequence
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of making the emergence of corporate scandals more likely. In terms of our
model, this seems to have adversely conditioned the distribution of §.

A second set of mechanisms, usually referred to as ‘corporate governance’,
relies on the ability of the board of directors, the financial markets and other
stakeholders to enforce compliance with the law (e.g. Fama and Jensen 1983;
Tirole 2001, 2005; Damiani 2006).

Along with these market-based institutions, the need for public control on
managers’ behavior has become increasingly pressing. Very recent examples
for the US include the Sarbanes-Oxley Act and the Organizational Sentenc-
ing Guidelines (e.g. Hess 2006). It is common opinion, however, that acts
like these were more a reaction to the growing number of corporate scandals
than a well-judged means to solve the problem, as shown for instance by
Parker and Atkins (1999) in relation to the Sentencing Guidelines.

There are reasons to believe that the complex structure of controls has
proved ineffective mainly for the intricacy of the information watchdogs
need to manage. In this case, misbehavior is not prevented even in the
presence of considerable disciplinary actions, as proved, for example, by
Karpoff et al. (2008) in the case of managers accountable for cooking the
books. Indeed, as recently shown by Dyck et al. (2008), fraud detection does
not rely, crucially, on those actors which, by virtue of law, would be for-
mally in charge of this task (such as the shareholders, the investors or the
financial market regulators), but still on non-traditional stakeholders like the
employees or the media.

5. Trustworthiness in a global economy

Today’s markets are really different from those originally described by Adam
Smith: technology has stimulated an increase in the size of firms, separating
consumers from producers; ownership has divorced from control; financial
conglomerates and multinational firms are now the masters of international
markets and can shop around for the national regulations that best suit their
interests. Technology has also given firms the ability to produce goods whose
characteristics are difficult to assess not only by consumers, but also by gov-
ernment agencies. One prominent example is given by genetically modified
ingredients in food products. How could consumers find out that a given
product is obtained from genetically modified elements (other than assess-
ing whether they are, in fact, detrimental to health)?'> How could consumers
be sure that in a highly integrated economy, firms are able to scrutinize the
quality of the inputs employed in production?

The problem of how to ensure an acceptable level of trust needs to be
embedded and discussed in accordance with this situation.

As for public (state) regulation, it seems particularly unsuccessful (e.g.
Galgano 2001). Global enterprises require a global level regulation (as
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recently witnessed by the subprime financial crisis). This kind of regulation
is clearly difficult to achieve, for international treaties are required to be
individually rational for every country participating in the deal.

However, leaving any state free to enforce its own regulation is both ineffi-
cient and ineffective. A clear example is provided by the recent performance
of the Food and Drug Administration in the US:

The Food and Drug Administration has known for years about contam-
ination problems at a Georgia peanut butter plant and on California
spinach farms that led to disease outbreaks that killed three people, sick-
ened hundreds, and forced one of the biggest product recalls in U.S.
history, documents and interviews show. Overwhelmed by huge growth
in the number of food processors and imports, however, the agency took
only limited steps to address the problems and relied on producers to police
themselves, according to agency documents.

(Williamson 2007; emphasis added)

Relying on producers to police themselves appears more like an uncon-
ditional surrender than a strategy consciously undertaken to tackle the
problem. There is, in fact, evidence that corporations are not committed
to a broad ethical obligation to comply with the law (Di Lorenzo 2007);
on the contrary, as controls by government agencies seem to be targeted
at specific producers, there is a strategic response aimed at minimizing the
probability of regulatory enforcement. This is also what Kehoane et al. (2009)
have found for the case of coal-burning electric utilities faced with the
enforcement of air pollution regulation in the US.

Difficulties for governments also come from the large ineffectiveness of
market-based institutions. As we made clear in the discussion of Remark 2
above, the inadequacy of public resources to identify frauds or to prose-
cute corporations charged of fraud, becomes more acute when market-based
institutions do not work properly.

Why do market devices, which proved good in the past, seem to lose their
efficacy? Here, we suggest some reasons. As the discussion of Remark 3,
above, made clear, firm-specific investments may signal a genuine dis-
position for trustworthiness if: a) mimicking the signal is too costly for
low-quality competitors characterized by a shorter time horizon; b) the
initial cost can be offset by future sales, taking account that firm-specific
investments may constitute a barrier to entry that allows trustworthy firms
to get a price premium, thus rewarding their patience.

If firms are run by managers whose time horizon is finite, consequences
arise. In fact, as is implicit in the model sketched above, differences in §
become increasingly significant as the number of periods increase. If man-
agers face a finite time horizon, the incentive to issue a signal sufficiently
strong so as to avoid the risk of being imitated strikingly reduces. Similar



Sergio Beraldo and Gilberto Turati 117

problems arise when those who run the firm are induced to discount the
future more heavily.

Moreover, when what really matters is not the long-term profitability of
the firm, but its stock price, which can be manipulated, among other things,
by higher than optimal firm-specific investments, the competitive mecha-
nism proves ineffective, as the future loses its importance: actions have to
be assessed only in terms of their immediate consequences. It is not really
important what the truth is; it is important what people believe the truth to
be, as this has an immediate consequence on stock prices.

As far as market-based institutions are concerned, what many scholars
seem to suggest — once the ineffectiveness of incentives and corporate gover-
nance institutions is established - is reliance on self-regulation by firms. The
recent move toward business ethics, the adoption of ethical codes, and Cor-
porate Social Responsibility (CSR) can be interpreted as the need to signal a
good reputation when other devices prove to be ineffective.

Needless to say, corporate responsibility pretends much more than it can
actually deliver. CSR can be just a cheap talk, in a world in which it becomes
increasingly difficult to enforce the law and punish corporations responsi-
ble for frauds against consumers. It is noteworthy that most of the firms
involved in recent corporate scandals made extensive use of ethical codes of
conduct (e.g. Enron, Lehman Brothers, Morgan Stanley). As the discussion of
Remark 3, above, highlights, the costs of adopting CSR by mimicking ethical
firms, are minimal for enterprises that defraud consumers, because nothing
but the penalty provided by the law is what really matters. In other words, a
signal is used which is not a costly one; a signal that can be easily imitated
and, therefore, become uninformative. Newspapers like the Guardian have
recently attracted public attention on this, launching a campaign to make
the public aware of the fact that there does not exist, in most of the cases,
any follow-up or auditing process to control the ethical responsible claims
made by companies (see The Guardian, 23 October 2008).

Our interpretation of CSR as a self-regulation mechanism whose use is
mainly driven by the ineffectiveness of public and other market-based insti-
tutions, is, to a large extent, different from those already available in the
literature. Just to remember some recent and prominent examples, Besley
and Ghatak (2007) view CSR as the creation of public goods or curtailment
of public bads, but they assume that consumers are able to observe the ‘pub-
lic good content’ of a given product, which we argue is clearly untenable
in today’s economies. If this were possible, then it would also be possible
for consumers to find out the quality of the goods supplied, and thus CSR
would have no specific role. Heal (2005) suggests that CSR plays a role in
reducing externalized costs or in avoiding distributional conflicts, but fails
to give account of what happens when managers breach ethical codes (apart
from some focal cases, which attract the interest of the media and stimulate
a public reaction).
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Some other interesting views of CSR are discussed at length in other chap-
ters of this volume (see, e.g. Degli Antoni and Sacconi, infra, and Aoki, infra,
and the references therein). Here, CSR is basically linked to the adoption
of an extended model of corporate governance, according to which man-
agers are responsible not only toward the owners, but toward society at
large, in agreement with the rules set up in the constitutional contract of
the firm. The adoption of CSR standards, supporting the belief that firms aim
at keeping cooperative relations with the whole set of stakeholders, would
contribute to the accumulation of a specific form of social capital at the indi-
vidual firm level, thus enhancing firms’ economic performance. Also in these
contributions, however, the fundamental difficulty of discovering how and
when firms breach the contract, and what happens after a violation occurs,
remains. It is not surprising then, that some authors advocate to combine
CSR with an explicit provision by law, to make the former enforceable. How-
ever, it is difficult to grasp what the difference is between this solution and
the use of public regulation per se.

6. Concluding remarks

In this chapter we have emphasized that technological and organizational
changes have progressively made it more troublesome to cope with the prob-
lem of ensuring an acceptable level of trust in market economies, stimulating
the emergence of a plethora of institutions.

As complex problems generally require complex solutions, is not possible
to say a priori what can be considered as the better institutions, whether
market-based or ultimately rooted in public regulation. It depends on the
given historical circumstances. It is noteworthy that in the late nineteenth
century, public regulation seemed to have a comparative advantage on
market-based devices to enforce contractual performance. One century later,
when public (that is, state) regulation, had de facto assumed the nature
of a local regulation, market-based (worldwide) solutions seem to be bet-
ter equipped. This is likely to be at the root of the renewed interest in
competition as an engine of trust.

We have emphasized some reasons, which argue for skepticism in assess-
ing the role that competition can play.

What many scholars seem nowadays to suggest, given that the inade-
quacy of public regulation and other traditional market-based institutions
has been proven, is that we should rely on self-regulation by firms. The recent
move toward business ethics, the adoption of ethical codes and Corporate
Social Responsibility (CSR) can be interpreted as the need to signal a good
reputation when other devices prove to be ineffective.

As competition needs well-functioning public institutions, similarly CSR
can be just ‘cheap talk’ in a world in which it becomes increasingly difficult
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to enforce the law and punish corporations responsible for frauds against
consumers.

The pressing need for public regulation has found a response in many
legislative acts, which were more a reaction to the increasing number of cor-
porate scandals than a means to solve the problem. This was partially due
to the fact that global problems require global-level regulation, as the recent
subprime financial crisis has shown. However, this is something that is diffi-
cult to achieve, as international treaties are required to be advantageous for
every country participating in the deal.
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Appendix

Proof of Lemma 1: Given y 7, a seller’s s/’s optimal strategy requires her to
play L either never or a finite number of times z > 0. First consider the case
in which y7/ is required to play H at each ¢, and suppose that, according
to y/, ¢ has already played L a number z — 1 of times, with y/ requiring
her to play L again at t=m >z — 1. If § behaves accordingly, for any
buyer cheated she gets [(p(M) — c(q")) + (c(q") — c(¢")](8)™. Yet it would be
possible for s’ to play an alternative strategy, y/, which differs from y/ only
in the behavior it requires from t =m on, that is y/(-):2,, = H. Adopting
y”, a buyer not cheated at t =m will be willing to keep on trading in
subsequent periods, ensuring §' an additional profit equal to

o (p(M)—c(d")

1-9

(8i)m+1

where M = #S, and o = (1/M) is the probability of being matched at t > m
with one of those buyers that s could have cheated at t =m and did not. For
player s/ not to play L at t =m it is therefore required that

D) (e () e (@) ()

o (P—c(q")g () > (c(q") —c(d)

where p=p(M) and g(8/) = (/1 — &) is continuous and increasing in &, with
limg ,8(8) = oo. If § is sufficiently high, that is, above a certain threshold §,,
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playing L at t=m >z — 1 cannot be optimal, therefore the optimal strategy
cannot be required to play L a number z of times. Suppose therefore that y/
requires s’ to play L a number z — 1 of times. With identical reasoning it is
possible to show that if § > §,_, =§,, then y/ cannot be optimal. The reason-
ing applies to any number of times y’/ requires §' to play L. We can therefore
conclude that 38" =68, =8, =...=8,:V8 > & if /(Q(.)) =L at some t, then
v/ #y/": the optimal strategy can never be to play L. Suppose now that y~/
is a profile of arbitrary strategies. This implies, everything equal, that o', the
probability of being matched in subsequent periods with one of those buyers
s/ could have cheated at a certain t, is not smaller than before, ¢’ > ¢, because
the average number of sellers belonging to the matching sets of those buyers
matched with § at t, cannot be greater than M = #S; by the same token, the
price paid for the good, is not smaller, p(M,) > p(M). Therefore, the conclu-
sion that 38" € (0, 1), such that, if §/ > §/*, y/ cannot be optimal if it requires
§ to play L at some t, applies.

Proof of Proposition 1: Necessity is obvious, as, if at any t, the subset
§' S of sellers playing H is empty, a trustworthy equilibrium cannot come
about. As for sufficiency, note that if (y 7", /") are the equilibrium strate-
gies, by lemma 1, since ¢’ and p(.) are not decreasing over time, y/* cannot
require ¢ to play L at t =m if it required her playing H at t =m — 1. There-
fore, if at some t=m, IS #@ CS:Vs €8, y/"((Qm)) = H, for any such
s, y"((Q(t > m)) = H. As any other player in a finite number of periods
either comes to belong to §' or is driven out, a trustworthy equilibrium
will be achieved.

Proof of Remark 2: For simplicity, suppose that y 7 requires any s* # ¢ to
play H at each t (which is the worst situation for § to play trustworthily).
Given y~/, by proposition 1 seller s'’s optimal strategy requires either to
play H or to play L forever. If §/ plays H, she gets:

(M) (f—c(a")

= 1—o

otherwise she gets:

L, A=p(1/M) (- clg)
S R 7 gy
p—c(q") (1-9-0p)—

p—c(q)  aA=5-dp)

P —h(p)[+]

7l > gt —

As p — 0, [] is never satisfied. As p — 1, [*] is always satisfied. As h'(p) <O,
given &/, it is possible to find a value of p, call it p*, such that, for any p > p*,
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M > 7t Tt is straightforward to note that as far as § increases, the value of
p necessary for [*] to hold, gets smaller.

Proof of Remark 3: First consider that in equilibrium profits are increas-
ing in the length of the time horizon. This is obvious if y/* = y**, for any
pair of sellers ¢/ and s* with s/ £ s*. Therefore, if /" # y**, as the only source
of difference is that & # 8%, and supposing that &/ > 8%, =/ would be greater
than 7* if ¢ played y/ = y*" £1/". However, as y/" is §/’s optimal strategy, it
must imply an higher profit than y/".

Suppose that conditions are given for a trustworthy equilibrium to come
about when all the sellers participate in the game from ¢ =0. Then there
exists a subset §' C S of sellers with a typical element § € §, playing H from
t=m on.

Let S now be the set of potential sellers, however large but finite, and
suppose that at £ =0 only sellers belonging to §' play the game. These must
be the sellers with the highest time horizon. If at t =0 any s € § makes
an investment F equal to &, where x is the profit of that s" € § such that
8"=minA, and A= {8’ }; then no seller with a discount factor smaller than

8" enters the market.

s/’

Notes

1. For an analysis of the relationship between trustworthiness and trust see Fehr
(2008) and Tullberg (2008).

2. Recent experimental studies (Bolton et al. 2008; Huck et al. 2007) argue that com-
petition yields higher levels of buyer trust and seller trustworthiness, with this
having obvious desirable consequences on market efficiency. The setting analyzed
in these studies basically resembles the classical Trust Game, with the first mover
(the buyer) deciding whether to purchase an item, and the second mover (the
seller) deciding whether to cheat (by providing an item of a quality different from
the one promised or by not shipping the item). The efficient outcome is supposed
to be the one in which the buyer trust the seller and this in turn repays trust
with trustworthiness. Both studies compare a no-competition treatment, where
the buyer is constrained to play the game with a seller randomly matched with
her, with a competition treatment, where the buyer has the option of choosing
among different sellers on the basis of their reputation, represented by the list
of actions made in previous periods. Experimental evidence then suggests that
introducing competition (to be meant as the presence of different sellers among
which the buyer can choose) together with some information about sellers’ past
choices, enhances market efficiency, given that sellers who behave dishonestly
can be traced and punished (buyers can avoid dealing with them in the future),
with this creating strong incentives for sellers to be trustworthy (and for buyers
to trust).

3. Clearly enough, not all the required inputs were provided in a narrow local area.
Just to make an example, cinnamon used in some desserts came from Sri Lanka.
Also, for these exchanges — though the minority of the economic activity — one
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10.

11.

need to explain how trust evolved. The mechanism in this case was direct control
through a representative or a reliable captain of the ship involved in transporta-
tion (Chandler 1977). Indeed, all-purpose merchants were also responsible for
financing local economic activities and for transporting and distributing goods.

. See Darby and Karni (1973), and Dulleck and Kerschbamer (2006).
. These insights into the formal game theory terminology were first developed by

Tullock (1985).

. Shapiro (1983) considers a set of heterogeneous buyers, each of them having a

different taste for quality. In equilibrium, each buyer may get the desirable quality
level (provided that this is higher than the minimum enforced quality standard)
by paying a premium (defined as the difference between the price paid and the
cost of production). Such a premium is increasing in the quality level. In our
model we assume that all consumers have the same preferences and only prefer
the good of the highest quality.

. Notice that with positive profits new suppliers may be induced to enter the

market. We will discuss this point below.

. A better hypothesis would seem to be that of assuming each seller sets her own

price on the basis of the expected number of buyers (a seller increases her own
price when her expected number of buyers increases). This would imply dropping
the assumption of uniform random matching, as the price would become a signal
for trustworthiness. However, under the hypotheses made in this section, nothing
would prevent sellers with a smaller number of expected buyers from raising the
price in such a way as to mimic those with a larger number. Therefore, the price
signal would become uninformative. As the hypothesis on price formation does
not affect the main point we want to highlight, we choose the assumption that
allows us to keep things as simple as possible.

. As has been emphasized by the literature (e.g. Shapiro 1983), the long-run com-

petitive equilibrium cannot imply p; = c(g") > c(g"). In fact, in this case, no seller
would have the incentive to provide high-quality goods. Consumers would ratio-
nally anticipate this and would prefer not to buy. Hence, the existence of ex ante
asymmetric information about quality prevents the price being the one that gets
established in competitive markets where information is perfect. The existence of
a price premium is a necessary condition for firms to provide high-quality goods.
This is not to deny that in earlier phases of economic history, both sponta-
neous and enforced by the law, institutions served the purpose of ensuring
trustworthiness in market transactions. Remarkable examples of the latter had
their source in the Theodosian Code (438 AD) or the Ordonnance du Commerce
(1673). As for the former, it is worth mentioning the set of conventions sponta-
neously risen for regulating relationships among merchants, generally known as
lex mercatoria or ius mercatorum, whose roots can be found in the need to expand
economic activity over the limited borders within which public authorities could
have been effective in enforcing contractual performance (e.g. Galgano 2001).
It is significant that such conventions proved effective in ensuring an acceptable
level of trustworthiness (notably among the individuals belonging to the societas
mercatorum), because they were adequate to cope with the problem of ensuring
sufficient information both about product quality and merchants’ behavior (e.g.
Greif 1993).

Theoretical literature addressing the problem of cooperation among rational
agents in a setting where the information is scarce, has made use of the so-called
green beard hypothesis (Dawkins 1976), which dictates that agents are labeled with
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a generally recognizable and publicly visible signal, which carries valuable infor-
mation about their willingness to cooperate with others. Much discussion has
arisen about the validity of such models (e.g. Fehr and Fischbacher 2005; Frank
2005; Sobel 2005; Sugden 2004). What is generally held to be the most promi-
nent shortcoming of this hypothesis is that opportunists may mimic the signal,
thus gaining an advantage. There are, however, examples (especially in biology,
e.g. Keller and Ross 1998) showing that in many cases imitating the signal is too
costly.

12. It is not at all surprising that, according to a survey conducted in different
European countries, a limited share of people believe that common food items
like burgers or canned tomatoes are very safe to eat, with British, Danes and
Norwegians being the more trusting people (e.g. Poppe and Kjernes 2003;
Kjeernes 2006). On food biotechnology, see Nestle (2004).
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Linking Economic and
Social-Exchange Games: From the
Community Norm to CSR

Masahiko Aoki

Why are corporations engaged in various non-economic activities to meet
societal demands (such as environmental protection) beyond their legal obli-
gations? In other words, why do corporations ‘over-comply’ (Heal 2005)
with the social demands? Does it benefit corporations (their stockholders)?
If so, how? Common-sense-wise an answer may appear obvious. However,
it may not necessarily be so for the prevailing framework of economists’
thinking: ‘corporations do not need to do anything beyond legal obliga-
tions in order to serve stockholders interests’. The object of this chapter is
to suggest an analytical framework to challenge such orthodox views with-
out abandoning the premise of a bounded-rationality of agents concerned
(various stakeholders of corporations as well as the citizens of the society).
An essential idea is to endogenize the relevance of such social constructs as
(individual) social capital, norms, status ascriptions and the like to economic
behaviors within an expanded framework of game-theoretic thinking.

I begin with conceptualizing the social-exchange game analogous to, but
distinct from, the economic-transaction game. I then link both games to
endogenously explain the relevance of the said social constructs for sustain-
ing, as well as transiting to, a certain mode of economic transactions that
are not possible as stand-alone transactions. I illustrate arguments by para-
bles drawn from a simple domain of the closed rural community to a domain
of global commons where the so-called corporate social responsibility (CSR)
programs can emerge as equilibrium strategies of corporations.

A third way to approach social norms

Traditionally, there have been two major social-scientific approaches to
social norms in relation to economic analysis. The first approach, which
may be termed as the dichotomous view, is to treat social norms simply
as irrelevant, or at most as exogenous, to economic analysis. In a seminal
book published in 1947, which set a conceptual and analytical framework
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of neoclassical economics for decades to come, Paul Samuelson haughtily
claimed that ‘many economists would separate economics from sociology
upon the basis of rational or irrational behavior’ (1947: 90), implying that
economics has nothing to do with such things as social norms. Even if not
dismissed as ‘irrational’, the social norms are regarded by some as belonging
to different categories of rationality than instrumental choices prevailing in
economic actions.! In the last two decades or so, when institutional eco-
nomics has been re-emergent, social norms have started to be recognized
as relevant to economic actions, but are still largely regarded as exoge-
nous (given) to economic analysis (e.g. North 1990; Ostrom 2005). They
are usually treated as exogenous constraints on economic choices or exoge-
nous modifications of pay-off functions.? But their origins are regarded as
explained outside economics (possibly in sociology).

Oddly, however, not only in neoclassical economics but even in some
once-influential sociological theories like the Parsonian paradigm, social
values were treated as a quasi-exogenous entity waiting for to be individ-
ually internalized through socialization processes such as family rearing,
formal education, religious teaching and the like. However, a deeper and
more meaningful approach could be to view social norms/customs and the
like as endogenously generated and sustained through social interactions of
people and to give the process an analytical focus (e.g. the phenomenolog-
ical approach of Berger and Luckmann 1967; new Institutional sociology
by DiMaggio and Powell 1991; and others). This approach, which may
be called the endogenous view, has an immediate analogue in economics.
Kandori (1992) characterized the social norm as a sub-game-perfect equi-
librium outcome of a bundle of trading games played by multiple traders.
Traders of a community are sequentially matched pair-wise randomly to
play a trading game of two-person prisoners’ dilemma type, but they are
somehow informed of the record of past plays of successive trade partners
so that they can collectively replicate the reputation mechanism as would
be possible between particular two persons. Social norm is then identified
with collectively shared (equilibrium) beliefs regarding the possible outcome
(punishment) of ‘cheating’, which would deter the actual play of cheating.
Note, however, that in this approach the ‘social’ norm is constructed within
the domain of the economic trading game itself. Punishment is exclusion
from further trading in that domain. Greif’s work (1993, 2006) on cultural
beliefs as regulating possible dishonesty in long-distance trading among the
Maghreb traders is constructed on the same spirit, although his work is sub-
tle in viewing that players’ beliefs regarding the consequence of off the path
of play sub-game (cheating) were formed as historical legacy (accordingly
‘cultural’ beliefs). This rationalist construction of norms as shared beliefs is
full of meaningful implications and the present chapter will essentially fol-
low this track. However, to regard social norms as endogenously generated
within economic-transaction domains raises some questions. For example,
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if agents are not excludable from economic- transaction domains as in the
case of commons, is it that the social norm cannot evolve to deal with its
possible ‘tragedy’ a la Harding (i.e. over-exploitation)? Then, is it that a legal
regulation is only a solution? When a group of people bound by a norm face
a new mode of economic transaction, is the old social norm bound to be
doomed and play no role in the transition and thereafter? More generally,
when agents evolve a certain norm in economic transactions, do they do so
only based on rationalistic calculations of hedonistic utilities?

In order to deal with these and other questions, this chapter adopts a
third way, which is to consider explicitly both the domain of economic-
transaction game and the domain of social-exchange game and then to link
the two. It may be said that it de-couples the social and economic aspects of
choices and then re-couples them. It assumes that the community of people
repeatedly play both an economic-transaction game and a social-exchange
game characterized by different instruments (action choices), different lan-
guages and different intentions (payofts), but each player coordinates his/her
own strategies across the two domains in an unified manner, that is, by
considering trade-off between hedonistic payoff and social payoff. In this
way, some strategies, which are not strategically viable in an economic-
transaction game in isolation, may become viable with the support of a
certain mode of social interaction. It may be considered as a game-theoretic
restatement of the notion of ‘social embeddedness’ originating in the writ-
ing of the economic sociologist Granovetter (1985). But we try to go beyond
his framework by considering dynamic ‘overlapping social embededdness’
(Aoki 2001) of different modes of economic transaction, as well as feedback
impacts of change in the mode of economic transaction on the social norm
and so on.?

Conceptualizing the social-exchange game

Let us start out with conceptualizing the social-exchange game analogous to
the economic-transaction game, but made distinct from the latter particu-
larly in terms of the player’s intention, the technical rules of the game and
by physical and cognitive instruments of play. Suppose there is a community
(group) of agents who interact with (relate to) each other using symbolic messages
(such as words, gestures, gift-giving and the like), physical actions (such as help-
ing) and/or provision of non-marketable goods (such as valuable information) with
the intention of affecting emotional impacts of targeted agents and with unspeci-
fied obligations of reciprocity.* Let us call the set of such mutually interactive
agents and the sets of their action choices the domain of social-exchange
and their interactions as the play of the social-exchange game. Also, the
emotional impact in the game is referred to as social payoffs (neuroscientific
support for such concepts is to be provided later). A few words need to be
said to distinguish this from games in the economic-exchange domain.’
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First, although exchanges of symbolic messages (speech acts) may be
involved in other types of domains as well, those in the social-exchange
domain are distinct by the nature of unspecified reciprocity and their objec-
tives. In contrast, any economic transaction is essentially a contract that
cannot be implemented without specific mutual agreements, although they
may be unilaterally or bilaterally defaulted. Second, the utterance of speech
or dispatch of other social symbols in social exchanges may be generated by
sender’s own emotions (e.g. appreciation, impression, empathy, disapproval,
anger and so on), but their messages are intended to have an impact on
the receiver’s social (emotional) payoffs, either positive (e.g. pride, satisfac-
tion, consolation and so on) or negative (e.g. shame, regret, guilt, exclusion
and so on). In that sense, they are distinct from mere speech acts or the
so-called ‘cheap talk’ in the ‘signaling game’ in the economic-transaction
domain that are not by themselves intended to directly affect others’ payoffs.
They are also not cheap in the sense that they are costly in terms of time,
emotional and physical efforts, resource costs and so on. The expected reci-
procity may be broadly interpreted in that the agent perform social actions
as exemplified above in expectation of certain actions from others (even
from unspecified members of the community) to compensate their actions
in terms of social payoff (e.g. unilateral help toward some stranger in need
that may be socially approved). However, I first start with a parable in which
social actions are reciprocated among mutually identifiable members of the
community.

Each agent can derive positive/negative payoffs from the other’s actions
directed toward him or her. However, in order to be able to expect contin-
ual positive actions from others, he or she must reciprocate positive actions
toward them. If somebody is mean to him/her, on the other hand, he or she
may wish to take revenge on the opponent to stop further malicious actions.
Thus, expected social payoffs of agents over time in the social-exchange
domain will be conditional on others’ actions that are expected in response
to their own actions. Thus, agent’s social payoff becomes, in reduced form,
the function of his or her own action, albeit implicitly via their own belief
about the other’s reaction. The unit value of social payoff of revealed actions
may be theoretically considered as measurable by the marginal opportunity
cost sacrificed in terms of the hedonistic payoff in economic-transaction
domain. It may be noted that the tradability between monetary rewards
and emotional payoffs is experimentally supported by some recent neuro-
scientific studies founded on the notion of ‘common neuro-currency’ due to
Montague and Berns (2002). For example, a functional magnetic resonance
imaging (fMRI) experiment by Izuma et al. (2008) found that the acquisi-
tion of one’s good reputation activates rewards-related brain areas, notably
the striatum, and these partially overlapped with the areas activated by the
pleasure of receiving monetary rewards.®
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Let us refer to the present value sum of an agent’s expected emotional
payoffs over time as his or her social capital. It represents agents’ expected
capacity to derive positive net emotional payoffs over time as well as to
use it to derive benefits in other domains. Some scholars adopt the word
‘social capital’ referring to intangible collective assets held by society as a
whole (e.g. norms, social networks, the educational level of the society) as
analogous to tangible collective assets (e.g. public goods, commons). But we
conceptualize social capital as owned and used by individual agents (includ-
ing individual corporations).” As discussed shortly, it is to be conceptually
distinguished from social norms and other such social categories that evolve
as societal outcomes of play of the social-exchange games in which indi-
vidual agents accumulate social capital to derive future social and other
payoffs.

Individual agent’s social capital has a double feature. One, it is the
object of individual investment. It depreciates without effort. Thus, agents
exchange social symbolic actions in such a way that they consider the most
fit/desirable in order to increase, as well as to make the best use of, their own
social capital. I will provide concrete examples later, but it may be pointed
out at this point that the basic structure of social-exchanges as described
indicates its strategic nature, although it is not exclusively self-regarding.

Individual agent’s social capital actually depends not only on one’s own
actions but also on one’s belief regarding others’ actions, other’s beliefs
regarding one’s beliefs and so on. In this sense, the social-exchange game
shares the same problem of infinite regression as the psychological games
introduced by Geanakoplos et al. (1989) (referred to as GPS below) and
applied by Rabin (1998). However, the concept of the social-exchange game
as a class of societal game recursively played within a population suggests
a reasonable solution to this problem. If agents are recursively engaged
in social-exchanges within an informative, homogenous community, then
their actions are more easily known and others’ beliefs are more easily
inferred. Namely, in the small community, experiences, information and
expectations may be shared. Then there may evolve some standard of social
exchanges, that is, norms of reciprocity, through practices and customs. Such
standards may be theoretically regarded as representing a Nash equilibrium
of the psychological game as defined by GPS in summary form. It would
then constitute the shared beliefs of agents about salient ways by which the
social-exchange game is being recursively played and to be played.

These shared beliefs would serve as a guide for the agents to act prop-
erly socially. For, as a Nash equilibrium, it is not beneficial for agents not
to follow them. The failure of compliance with the implied norm would
be believed to be punished (‘sanctioned’ in the traditional sociological ter-
minology) by the loss of social capital. Such loss may not necessarily be
implemented only by external sanctions by others in the form of extreme
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ostracism. If norms are internalized, they are followed even when viola-
tion would be unobserved by others, because not doing so may create guilt,
shame and other negative emotional payoff. Such moral sense need not
be considered as derived from an abstract supernatural axiom or primarily
imposed by an external authority, such as schools or churches. But it can
be regarded as originating in practices. Aristotle (1955) noted that ‘moral
goodness (etike)...is the result of habit, from which it has actually got its
name, being a slight modification of the word ethos’ (Book ILi: 91). Arrow
also noted ‘internalized feelings of guilt and right are essentially unconscious
equivalents of agreement that represent social decisions’ (1967: 79).

Linking the commons game and the social-exchange game

Now let us link a social-exchange game thus defined with an economic-
exchange game and see how something that cannot be possible in the latter
alone becomes endogenously possible in this way.® For this purpose I adopt
a simple parable. Imagine a domain in which the community of agents can
use commons in an economically beneficially manner, but the maintenance
of its values requires collective effort. Assume further that it is not tech-
nically feasible to exclude any individual member of the community from
using the commons, so that there is a potential problem of free-riding. For
example, the remarkable growth of rice production in the Edo period (from
the seventeenth to the nineteenth centuries) of Japan was largely owed to
the continual land reclamation and the associated development of irrigation
systems in the rural community. However, rice paddies owned and culti-
vated by member families were scattered and mutually intermeshed due to
the incremental land development by fairly homogenous member families,
while the irrigation system was such that water drawn from a canal was suc-
cessively supplied from one paddy field to the next using the natural slope
(the gravity system).’

Under such conditions, the usual reputation mechanism to punish any
member family who shirked in collective development and maintenance
works was not just feasible. A solution for such a problem, suggested by
economists, would be to integrate rice paddies under a single private prop-
erty rights to internalize externalities or to subject the management of the
irrigation system to a centralized public control. However, there was no
political power willing and capable to grant and enforce integrated prop-
erty rights or to wield the centralized control of the irrigation system in the
Edo period. The political power of the load was limited to impose collec-
tive tax obligations on the rural community as a whole, of which members
were rather egalitarian in paddy cultivation and decision-making rights,
with no option to exit from the community. Under this situation, mem-
ber families were engaged in a social-exchange game such as to reciprocate
mutual help in times of emergencies (e.g. fire, illness, birth, death) as well
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as to participate in collective symbolic/informative activities (e.g. festivities,
wedding, gossiping, outings and so on). Member families derived social pay-
offs from participating in such activities with some cost in terms of time,
efforts, resources, psychological burdens, and so on'® Roughly speaking, the
present value sum of net welfare for individual member families may then
be conceptualized as social capital possessed by individuals. The exclusion of
individuals from the said social exchanges implies the deprivation of such
social capital, since they cannot be compensated elsewhere by exiting from
the community.

Then, even though exclusion from the use of the commons is not techno-
logically possible, shirking of collective efforts in developing and sustaining
the commons may be punishable by exclusion from the benefits of social-
exchange game, that is, ostracism, with the consequence of deprivation of
social capital. Suppose that families follow the following strategy combina-
tions, depending on specified contingencies: (1) Play ‘Shirk’ in the irrigation
game and ‘Do not participate’ in the community social-exchange game if
they have played ‘Shirk’ in any previous commons game or they have ever
been ostracized in the community social-exchange game. Otherwise they
cooperate in both the irrigation and community social-exchange games; and
(2) Exclude any other family, and only that family, who has ever shirked in
the commons game from participating in the social-exchange game in all
future years. Suppose that the belief of each family is such that almost all
other families have played, and will play in the future, the strategy combina-
tion prescribed above.!! It can then be proved that such beliefs can constitute
a sub-game perfect equilibrium of the linked games under a mild condition'?
and, once selected at the community level, they can deter member fami-
lies from actually shirking. Under normal circumstances, only cooperative
behavior among village families can be observed as a standard of behavior.
We refer to such a standard of cooperative behavior, supported by the shared
behavioral beliefs of collective punishment of shirking, as a community norm.**
It can be grasped theoretically as an endogenous outcome of linked games
rather than an exogenous constraint (rules of the game) given from out-
side the socio-economic system. Once it is established evolutionarily under
certain historical conditions, each player may neither calculate prescribed
strategies from the scratch nor be aware of its rational property, collective or
individual. They may be sometimes tempted to shirk, but be just frightened
at the thought of what might happen if they actually do. Or, they may fol-
low the standard of behavior just as a habit or because of their disposition.
Even if so, their behaviors and beliefs can be reproduced and guide their
further behavior because there is neither reason nor benefit to act otherwise
under unchanged conditions.

As I pointed out in Aoki (2001), various conditions are necessary for such
a specific kind of community norm to evolve and become self-enforcing —
such as historical, political and natural conditions for member families to
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have become relatively homogenous in terms of cultivation rights and inter-
nal political decision-making, the consequential unanimity of interests in
sanctioning deviants in the use of the commons, the no-exit option from
the community and repeated plays therein. Identifying these conditions
may help to clarify the role of the norm in sustaining a certain specific
economic order but not in others, as well as provide a clue for understand-
ing why other solutions, such as the integration of ownership to internalize
externalities, could emerge elsewhere or later on. In the following, I try to
relax the assumptions of homogeneity, static plays and no-exits in turn.

Heterogeneity of players and ascriptions of differential
social capital

The above example is built on rather simple conditions and its implications
are intuitively straightforward. But essentially, similar mechanisms may be
feasible under different conditions. Suppose, for example, the players’ skills
in collective production are of different levels, but their (marginal) contribu-
tions to collective outputs cannot be measured precisely because of the team
property of production a la Alchian and Demsetz (1972). Under such con-
ditions, even if the distribution of outputs is made in a rather compressed
way, the more able player may be compensated by the ascription of higher
social capital as represented by high esteem and respect from fellow work-
ers. However, whether such mechanisms of status differentiation can really
contribute to the incentives of the able, as well as the restraint of free-riding
of the less able, may depend on the intensity of social interactions among
the players, while the intensity of social interactions may in turn depend
on mode of collective production. For example, ambiguous demarcation of
jobs, for example, mutual help, ad hocish back-up arrangements in emer-
gencies, on- and off-the-job teaching-learning and the like, on one hand,
and the social exchanges of team-spirit-intensifying messages (e.g. praise,
encouragement, togetherness), on the other, may not only be linked strategi-
cally but may also be complementary to each other in terms of productivity
and emotional satisfaction.'

Turning to the modern civic society, we recognize that citizens are increas-
ingly heterogeneous in wealth, occupations, educational and cultural back-
grounds and so on, while becoming increasingly mobile across communities.
Thus, it may appear at first that social relationships have lost regulatory
power in the provision of public goods. Yet, there seem to have emerged
a growing awareness that non-governmental organizations, voluntary asso-
ciations, professional communities and the like can play important roles
in the provision of, and suasion of needs for, public goods such as natu-
ral environments, public safety, poverty and disaster reliefs, technological
innovation and transfer, and so on. For example, take open source software
(OSS). They are public goods par excellence in the cyberspace because they
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provide basic infrastructure for Internet communications as well as the basis
and elements for further development of programming. They are distributed
free with open source codes and are continually being improved through
the participation of many programmers from all over the world via e-mail
communications. As a result, OSS has become a much more stable and reli-
able software than commercially licensed software protected by compiled
object codes. As legal protection of software invention would eminently
retard the development of communication technology, participating pro-
grammers may be driven to improve on the software they themselves use,
but they may also derive non-pecuniary rewards for their contributions sim-
ilar to those ascribed to eminent academic scholars (e.g. the recognition and
esteem paid by peer engineers), and the the accumulation of such social cap-
ital can also be complementary to career opportunities (e.g. easier access to
venture capital funds).

The traditional economist’s view was to regard quasi-market arrangements
(e.g. intellectual property rights, emission taxes) and the government as
substitutes with each other in the charge of public goods. There was no
recognition of the role of intermediate associations in the highly developed
market economy. However, partly from the rising ease of communications
facilitating the formation of cross-border communities of various interests
and partly due to the increasing cognizance of citizens’ responsibility, vol-
untary associations are becoming progressively active and influential. Thus,
the generation of unique intangible social capital for members (e.g. sharing
of values, professional ego/pride satisfaction, esprit de corps, etc.) bound by
common concerns, interest, and causes may become instrumental in nur-
turing civic norms and professional values conducive to the provision of
various public goods in non-governmental and diverse ways. Thus, we see
the generic relevance of ‘social embeddedness’ of the commons domain even
in contemporary context. I will come back to this point later and relate it to
the discussion of the role of CSR.

Social norms may matter in institutional transition

The endogenous view of social norms by economists alluded to in the begin-
ning of this chapter - that is, identifying social norms with reputation
mechanisms in the economic domain itself — implies that norms emerge
and disappear with relevant modes of economic transactions. Looking at
the same thing from a different angle, one may say that the inherent inertia
of the social norm is, in general, detrimental to the emergence of new mode
of economic transaction. Greif’s seminal historical comparative institutional
analysis (1993, 2006) provided one instance for this to be true. Cultural
beliefs among the Maghreb traders that dishonest trading would be pun-
ished by ostracism from their community could not be shared by outsiders,
so that the Maghreb failed to expand the orbit of their trading beyond their
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internal reach. It is claimed that this was a major reason why they eventu-
ally lost competitiveness in long-distance trading in spite of their possible
internal efficiency vis-a-vis the Genoese traders, who relied on efficiency to
wage discipline on recruits of agents from market. We may then ask gener-
ally: are pre-market community norms necessarily to be destroyed prior to
market transitions and replaced by entirely new market mores? How could
the latter emerge? Traditional views, whether those of economists (e.g. Hicks
1969) or scholars in other social science disciplines such as economic anthro-
pology (e.g. Geertz 1963; Polanyi 1944) have drawn a sharp line between
the market economy and the pre-modern economy for entertaining such
a view. However, recently a revisionist view has emerged, which contends
that the rural community bound by cooperative norms could play a posi-
tive role in facilitating the gradual transition of pre-modern rural economies
to market economies under certain circumstances (Aoki and Hayami 2001).
The complete destruction of rural communities may be neither sufficient
nor necessary for the emergence of external market relationships and their
eventual integration into the market economy. In other words, under certain
conditions the presence of community relationships may be complementary
to, rather than a substitute for, the emergence of market relationships with
outsiders without third-party involvement in contract-enforcement. What
are those conditions? Let me provide again a parable drawn from the history
of the latter half of the Edo period in Japan as an illustration, hoping that
more general implications of the roles of norms in institutional transition
may be inferred from it.

In the rural community, as discussed above, where a norm based on the
homogeneity of members prevails, opportunities for mutually beneficial,
intra-community material trading were severely limited. However, as the
productivity of agricultural crops gradually rose through the improvement
of indigenous technology, the potential for surplus products and working
time beyond the subsistence level and tax obligations gradually expanded.
In order to exploit gains from such potential, the community needed to open
up trade with outsiders. Suppose that a merchant who resided in a (castle)
town remote from the village arrived. Since village families could offer only
more or less homogenous goods, they were mutually substitutes as trading
partners to the merchant. Therefore, if the merchant were able to trade with
them individually, he might possibly prey some families and then switch to
other families to gain from further cheating. However, the merchant would
be compelled to believe that such opportunities were unrealistic. This belief
would be derived from the presumed ability of the village community to
punish any member of the community who would defect from boycotting
trade with a dishonest merchant. On the other hand, the merchant would
threaten that if any commodity were not exchanged honestly he would ter-
minate trade with them and tell his story to all his fellow merchants back in
the city. If the future value of trading was assessed by the village members as
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better than the no-exchange option, even if individual temptation to cheat
vis-a-vis a single merchant were high, peer pressure could persuade them
not to jeopardize future trading opportunities. For example, if any family
delivered defective products, the defector could easily be spotted by other
village members and accused in a manner reminiscent of the community
norm. Thus, the vesting of social capital with village families would pro-
vide a foundation for them to initiate exchange with outside merchants and
enforce honest trading on both sides without third-party involvement.

As productivity differentials in cash crops or craft production widened
and their products became gradually specialized, community cohesion
among the villagers was bound to start eroding. Option values from out-
side exchange would increase for more entrepreneurial village families, while
social slack from the community social exchanges would start to decline for
them. By then, outside merchants would also have became more knowl-
edgeable about the traits and capabilities of some individual families in the
village. The outside merchant and village families could initiate individual
putting-out contracting, for example, for the supply of craft products such
as textile yarn and fabrics. Furthermore, successful entrepreneurial families
could start organizing subcontracting relationships with less enterprising
families. In this way, trade relationships first induced by the presence of
a community norm start to destroy the relative homogeneity of the vil-
lage community, thus encroaching upon the social basis of the community
norm. The community norm, based on the symmetric ability of community
members to punish a possible deviant in the social-exchange game, need
then to be succeeded by personal trust and/or traders’ community norms
based on their ability to identify and punish an individual deviant in the
economic-transaction domain itself. However, information networks neces-
sary for sustaining such mechanisms would have been partially prepared
within the community prior to, and in the transition to, such relationships.'

Another interesting case for a collective norm to help their transition to
a new institutional set-up may be found in the emergence of the so-called
‘industrial districts’ in Italy. These emerged after highly integrated textile
companies failed to survive because of high wages and labor disputes in
the 1960s, and finally the highly protective Workers’ Statute adopted in
1970. Skilled workers released from large companies were encouraged to
establish their own enterprises, often by purchasing equipments from large
companies that were closing (Barca et al. 1994). The types of transactions
and coordination that quickly developed among their small firms, such
as the reciprocity of subcontracting and sharing of productivity-enhancing
knowledge, would not have been feasible without mutual trust as an essen-
tial governance mechanism. They became possible because the transaction
domain was embedded in a pre-existing social-exchange domain in which
the new owners of those small firms had invested a significant amount
of social capital as the members of the civic community and/or labor
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organizations which confronted the old integrated companies (Dei Ottati
1994). This is an instance of overlapping social embeddedness, that is, pos-
sible replication/transplant of a norm developed in one domain onto a
different domain.

Also, a claim is often made that the group norm prevailing on the
shop floor and in the internal business organization of the Japanese firm
most typically found in the period of high growth is a replication of
the community norm from the pre-market economy as discussed above
(e.g. Hayami 1998). The historical process of such transplant, if any, was
neither straightforward nor consciously designed, on which I will not dwell
upon here (see Aoki 2001, chapter 10), although I will touch upon one
speculative point, which may be suggested by the process. In the economic-
transaction domain, individual choices are relatively more easily susceptible
to entrepreneurial design, conscious transplant and so on, in comparison to
the social-exchange domain in which choices may be more inertial. Such
design/transplant may not immediately yield a stable outcome by standing
alone, however. In order for stable outcome to evolve out of it, it may need
some kind of anchoring. A deep-seated, social-exchange heritage may be
called for to meet this need. However, a replication of social norm may not
be straightforward because equilibrium outcome ought to be generated by
linked plays of the economic-transaction game of a new form (in terms of
a set of players, their possible choices and so on). Norm cannot be simply
imposed exogenously nor transplanted as have existed elsewhere. It needs to
be recreated through everyday plays, although it may reflect a deep generic
structure of the society transmitted through historical process.!®

How do stock market assess corporate social capital and CRS?

I finally would like to apply above conceptual framework to the issue of
corporate social responsibility (CSR). A relevant question may be framed as:
Should corporate firms be regarded as nothing but entities solely engaged
in economic transactions in product, capital and labor markets? Or is there
any point to regard them as engaged, or ought to be engaged, in some kind
of social exchange with the society of citizens at large beyond their own
markets? By posing questions in this way I set aside from my immediate
concern such matters as corporate brand names embodying accumulated
reputations in relevant markets (in terms of product qualities, after-purchase
services, delivery timing and the like). Costly signaling (such as advertise-
ment), which would not directly affect utilities of buyers, may also be left
outside the scope of our discussion (although advertisement may promote
the so-called conspicuous consumptions). I do not mean that brand names
and advertisements are not important for understanding social implications
of corporate behavior. Certainly they are. The point is that the nature and
roles of corporate reputation, signaling and the like operating within specific
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markets of relevance have been extensively analyzed and fairly well under-
stood in economics. I am concerned with whether or not corporate firms
accumulate own social capital, as distinct from market-specific reputation
capital? The conceptual distinction between market-specific reputation cap-
ital and corporate social capital beyond specific markets is crucial, although
the distinction is sometimes subtle and ambiguous in practice as I will
discuss below.

An obvious starting point is that many corporate activities cause exter-
nal diseconomies of various kinds beyond their own market relationships
and reaching to wider communities and their commons. Remedies for
them prescribed by economists, lawyers, governments and others include
Pigouvian tax-subsidies, Coasian direct bargaining between generators and
recipients of externalities, quantity and other regulations, as well as market-
regulation hybrids such as the creation of emission-rights markets. However,
it is increasingly recognized nowadays that these measures alone may not
be perfect and may be incomplete due to various reasons, for example,
capacity limits of the public authority in information processing, the lack
of proper incentives of public administrators, the difficulties of setting up
direct or mediated bargaining and reaching formal agreements among var-
ious interest groups, increasing assertiveness of environmental movements
and so on."”

However, corporate firms and citizens at large can be directly and infor-
mally engaged in social-exchanges. In other words, corporate firms may be
increasingly recognized as players in the global commons game embedded in
the society at large, in a sense somewhat similar to the irrigation parable nar-
rated above. If corporate firms pollute natural environments and/or generate
health hazards through their economic activities, these firms may incite peo-
ple to react adversely by criticisms, protests, etc., even if those economic
activities are not immediately illegal within current legal framework. On the
other hand, corporate firms can, if they wish, directly provide resources for
social benefits such as environmental protection, poverty reduction, public
health, educational and scientific progress and so on through the so-called
corporate social responsibility (CSR) programs. For a while let us assume that
these programs do not immediately contribute to their profits nor are legally
called for.” In response to social contributions, which are costly, the citizens
at large possibly ascribe social recognitions to provider corporations, which
would constitute their corporate social capital. Corporate social capital may
not be immediately cashed in, but it may be enjoyed by various corporate
stakeholders in non-pecuniary manner, for example, the pride of employees
working for a socially reputable corporation, the satisfaction of environ-
mentally conscious stockholders from owning ‘green’ stocks, amenities of
citizens living in clean local community and the like. These benefits may
compensate for the pecuniary costs of CSR programs. This much is common
sense. But there can be more than just that.
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If stockholders try to select their portfolios only from stocks of corpo-
rate firms engaged in CSR programs, theoretically they must perform worse
in terms of financial performance, because they restrict the universe from
which stocks can be picked. But, interestingly enough, empirical evidences
seem to suggest a possibility, if not conclusively, that expenditures for CSR
and stock price performance may be correlated, contrary to the theoreti-
cal prediction (e.g. Dowell et al. 2000; Heal 2005; King and Lennox 2001).
Why? One simple, but plausible reason could be that profitable corporate
firms may be more willing to contribute to a costly CSR program, but the
same result obtains even if profitability is statistically controlled (Siegel and
Vitaliano 2001). Another possibility is that there may be complementarities
between social capital investment and product-specific reputation capital.
Let us consider the following possibility. The development and commer-
cialization of environmentally friendly technology may be costly and its
social value may not necessarily be fully appreciated by potential buyers
of its products. For example, potential buyers of eco-cars may value the
savings of gasoline costs but may not be willing to bear the full external
costs in terms of higher car price. Thus, managerial calculus of market-
specific reputational capital alone may not immediately warrant a corporate
firm to pursue the costly technological development and commercializa-
tion. However, the failure to do so may be damaging to the accumulation
of corporate social capital ascribed by the society at large, while investment
in environmentally friendly technology may enhance the accumulation of
corporate social capital. The attribution of such social standing may, how-
ever, amplify the value of market-specific reputation as well, because the
former may enhance the beliefs of potential buyers of products regarding
their user cost-efficiency, durability and the like, as well as its symbolic value
to them (e.g. environmental ‘conspicuous’ consumption). In other words,
higher social corporate capital may serve as a positive signal (analogous to
advertisement) and contribute to prospects of long-term profits net of costs
of CRS.” In other words, accumulation of social capital may be comple-
mentary to market-specific reputation capital. This is consonant with the
orthodox logic of economics. However, there is still another, more subtle
possibility as well.

The logic of capital pricing involving CSR, according to Baron (2007), sug-
gests the following interesting story. Suppose that a contribution of CSR
is positively but partially (say, 6 per cent) reflected in the stock value of
a corporation. This implies that, for citizens-cum-investors who value the
corporate giving more than that proportion the stock price is virtually dis-
counted. Namely, they can contribute to a social cause with less cost (that
is, 100-9 per cent less). Therefore, contrary to Friedman’s assertion, they
are better off by buying the stocks of CSR firms rather than making social
contribution as individuals. Therefore, the presence of CSR corporations
can increase aggregate social giving. Although the CSR entrepreneurs (and
possibly other stakeholders) bear the remaining cost (i.e 100-6) per cent of
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corporate giving), they can derive social satisfaction not only from their own
contributions but also by expanding opportunity sets for CSR shareholders
by providing an alternative to personal giving.

Corporate CSR activities, pure and complementary combined, can thus
link economic, commons and social-exchange games between business cor-
porations (and their stakeholders, such as CSR entrepreneurs and employees)
and concerned citizens. Concerned citizens may be engaged in those games
by attributing corporate social capital to CSR corporations, investing in CSR
stocks, as well as being potential buyers of products of CSR corporations.
Business corporations are engaged in these games as social-givers as well as
potential developers of profit-making, environmentally friendly technology.
Corporations can do, in general, cognitively more than what the mere col-
lections of individuals can do (Aoki 2010). This is especially true with regard
to the development of environmentally friendly and renewable energy tech-
nology. It requires innovative entrepreneurial initiative, organization of
interdisciplinary inputs of knowledge and efforts, foresight, patience, and
so on, which may be effectively provided by CSR corporations, small and
large. Thus, if the linkages of games as described can indeed evolve, strate-
gies that have not been viable in economic calculation alone may become
supportable as societal equilibrium.

Summary

This chapter has presented a new way to conceptualize and analyze the rel-
evance of social constructs, such as social norms, social capital and social
status to economic analysis. Traditionally, they were treated as entirely
exogenous factors to economic analysis, of which origins, sustainability and
so on are to be dealt with outside economic analysis (the dichotomous
approach). Recently, game-theoretic analysis sheds light on the nature of
social norms as rational constructs of reputation mechanism in repeated
games. However, this endogenous approach cannot explain possible roles
of social norms to control externalities where the reputation mechanism
fails to hold because of technological non-excludability of deviant players
from game. Further, it does not provide a workable framework for under-
standing the dynamic role of social norms which overlap with sequentially
arising economic games (such as the transition from the pre-capitalist com-
munity to the market economy; the shift of environmental property rights
from the corporate sector to the civil society at large). This chapter proposed
a third way between the dichotomous and endogenous approaches, which
may be taken as a game-theoretic unification of economic and sociologi-
cal approaches. It started with presenting a rough idea of social-exchange
game in which the community of people interact with each other by using
social messages for the purpose of affecting others’ emotional pay-offs with
unspecified obligations of reciprocity. Then this game is linked to economic-
transaction games of various kinds. Norms are then understood as the
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standards of economic behaviors supported by self-sustaining behavioral
and normative beliefs linking the two. An example was drawn from a sim-
ple parable of irrigation in the closed, homogenous community, as it was
able to provide generic logics most clearly and succinctly. However, the ulti-
mate goal of the chapter was to apply the logic to the contemporary issue
of possible tragedy of global commons. It discussed why corporations are
engaged in costly Corporate Social Responsibility programs to cope with
it beyond legal obligations and why stock market appears to value it. The
chapter suggested that the accumulation of corporate social capital may be
becoming an important asset for corporations to survive economic com-
petition at a time of gradual transition in environmental property rights
arrangements.
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Notes

1. For example, Kant distinguished two reasons for rational action: hypotheti-
cal and categorical imperatives. The former is said to be induced by one’s
inclination, while the latter by the sense of one’s duties. It is well known
that Max Weber (1978) also distinguished two categories of rational action:
Zweckrationalitdt (object-rationality) and Wertrationalitdt (value-rationality). The
former is instrumental, while the latter is prescribed by some transcendental
system of values.

2. Such exogenous view is echoed by some philosophers like Searle (2005) who
argued that ‘deontic power’ prescribing peoples’ duties, rights, obligations and
the like precedes an individual’s desire-oriented choices. See also Heath (2001) on
‘deontic constraints’, of which I will comment later.

3. Ostrom (2005, 2007) and Heath (2001) may be referred to as recent works dealing
with relationships between the social norm and economic choices (instrumental
choices) in an integrated, quasi-game-theoretic manner. In Ostrom’s Institu-
tional Analysis and Development (IAD) framework (2005), the so-called ‘social
dilemma’ (equivalent to the Harding’s tragedy of commons problem) is consid-
ered to be resolvable by, among others, individual internalization of norm. The
norms are treated as exogenous parameters of preference functions of agents
in the social-dilemma game. However, recently, they have been interpreted as
evolving as a response to the lawless ‘state of nature’ (Ostrom 2007), although
game-theoretic language is not explicitly used. The philosopher Heath (2001:
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11.

12.

13.

14.

15.
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135-145) well-versed in game theory, also introduces the individual utility func-
tion composed of desired-based ranking of actions and categorical preferences
(normative reason) of actions. Norms are then explained essentially as compro-
mised solutions of non-strategic moral discourses among people (the axiomatic
approach to Nash bargaining solution is alluded to). Thus, both instrumental
choice and ‘deontic constraints’ are regarded as involved in individual action,
but they are treated as mutually distinctly determined. We will instead treat both
conjointly.

. I do not exclude cases where the delivery of symbols and non-marketable goods

generate material satisfaction, together with emotional impact, on the side of
recipients.

. For a more elaborated classification of domains of games, including those of

political-exchanges and organizational exchanges, see Aoki (2001, 2010).

. See Fehr and Camerer (2007) for other similar evidence.
. A similar individualistic notion of social capital is discussed and measured by

Glaeser et al. (2002).

. For a more detailed discussion of linked games and their applications to institu-

tional issues, see Aoki (2001), particularly chapters 2.2, 8.1-2, 10.1-2.

. See Aoki (2001) chapter 2.2 for detailed descriptions regarding environmental

and political conditions surrounding the rural management of irrigation system
in Edo period and its game-theoretic analysis.

The value of social pay-offs may be revealed and measured by the opportunity
costs in margin at equilibrium choice.

Indeed, in the Edo period severe ostracism known as Mura-hachibu (80 percent
exclusion from village collective actions except for funeral services and fire fight-
ing to prevent spread of disease and fire) was practised against serious deviants.
The exclusion of individuals from the said social exchanges implied the whole-
sale deprivation of social capital, since they cannot be compensated elsewhere by
exiting from the community.

It is important to prove that it is beneficial for the member families to socially
ostracize anyone who shirks in the commons domain. It requires that the
marginal contribution of any single individual member to social capital accu-
mulations of other members is small.

Bicchieri (2006) provides a similar ‘rational reconstruction’ of social norms
although not in terms of linked games.

An interesting comparative study of fishery villages by Platteau and Seki (2001)
may be referred to on this theme.

Although the parable above was constructed as a sequel to the preceding irri-
gation story and thus is meant to reflect some historical reality in the late Edo
period, similar parables can be narrated with respect to other communities as well.
For example, Hayami and Kawagoe (1993) challenged a famous anthropological
thesis by Geertz (1963) that entrepreneurship for modernizing non-farm business
activities cannot emerge endogenously from within the village. They looked at
emerging Indonesian vegetable markets in which village-based traders acted as
intermediaries, delivering the produce to towns. In order for this operation to
be effective, credits must have been advanced by the traders in exchange for the
promised amount of daily supplies of crops by villagers, which potentially cre-
ated moral hazard problems. However, community norms — not a legal system —
enforced these contracts and countervailed against the temptation of farmers
to cheat. Conversely, traders were compelled to give farmers a fair price, since
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there would be symmetric information access to market prices in village. Thus,
community norm facilitated the transition of the rural community to external
market relationships.

16. The theory of common knowledge suggests that in order for shared beliefs to
exist at all among the players of a game regarding the internal state of the game,
it is sufficient and ‘almost’ necessary that there is a common prior among the
players about the social distribution of types of the players as distinguished, for
example, by pay-off function, beliefs, the set of feasible action choices (Aumann
and Brandenburger 1995). The presumption of a common prior in a context
of bounded rationality may imply that the actual beliefs of the players could
be differentiate in details by their positions (kinds of players) and actual types
(presumably conditioned by their experiences, traits, actual circumstances in
each position, etc.), as well as by their information-processing capacities, but be
identical in essential, summary characteristics regardless of their positions and
actual types.

17. See Ostrom (2005) for a decent discussion of the limits of centralized control of
‘social dilemma’.

18. What is recognized as corporate social responsibility by different societies seems
to hinge on ways in which social exchanges have been structured historically in
each economy. For example, American corporate executives tend to think of their
ethical accountabilities as the most important corporate values, while Japanese
and European corporate executives tend to place higher values on environmental
responsibility. See ‘Study on Corporate Values’ by the Aspen Institute and Booze
Allen and Hamilton reported in http://www.boozallen.com/publications/article/
659548.

19. The reverse may not necessarily be the case. For example, tobacco companies
may have less social capital, but some of them may have high reputations among
smokers.
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Social Capital in Networks
of Relations

Steffen Lippert

1. Introduction

The idea of social capital is increasingly used in various fields of social science,
but rigorous definitions of this concept are rare. According to Narayan
and Pritchett (1999), social capital ‘is many things to many people’. This
confusion does not contribute to the growth of knowledge in these fields.

The World Bank identifies five ‘key dimensions’ along which useful prox-
ies for social capital can be generated: groups and networks, for example, used
in Putnam et al. (1993), Putnam (1995, 1996), Massey and Espinosa (1997);
trust, for example, used in Narayan and Pritchett (1999), Knack and Keefer
(1997), La Porta et al. (1997), Zak and Knack (2001); collective action, for
example, used in Portes and Sensenbrenner (1993), Fernandez-Kelley (1995);
social inclusion, for example, used in Portes (1995), Light and Karageorgis
(1994); and information and communication, for example, used in Massey
and Espinosa (1997). These five dimensions are clearly interrelated. How-
ever, despite their commonly interchangeable use in the literature, they are
conceptually very different. For example, while trust refers to the expecta-
tion that cooperative behavior will not be met with opportunism, collective
action and social inclusion often refer to the choice of cooperative behavior,
groups and networks to the source for cooperation and trust, and informa-
tion and communication can even refer to either cooperative behavior or
the source for cooperation.

This chapter summarizes the findings of the theory of networks of rela-
tions by Lippert and Spagnolo (2010), from here on, LS (2010), and applies
them to define individual social capital in the spirit of Bourdieu (1986) and
Coleman (1990) and aggregate social capital in the spirit of Putnam (1995).
These conceptualizations of social capital build on the idea of linked games
as put forward in Spagnolo (1999) and Aoki (2010). The chapter gives an
interpretation of the features of networks of relations that unify the dif-
ferent concepts of social capital used in the empirical literature. It finally
shows how network properties relate to individual social capital in the spirit
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of Bourdieu (1986) and Coleman (1990). In particular, it shows that denser
social networks do not necessarily provide higher social capital.

2. Social capital in networks of relations with public
information

Aiming at providing a model of social capital based on social networks, this
section first reviews some theoretical results of the theory of networks of
relations by LS (2010). This review concentrates on an environment in which
every actor in the social network observes the actions chosen by all other
actors in his network. These results are then applied to shed light on the
modeling of social capital within networks of relations.

2.1. Pooling asymmetries in the theory of relational networks with
public information

LS (2010) show that if actors each repeatedly interact in several bilateral
Prisoners’ Dilemmas with other actors, and if in each bilateral interaction
they have generic payoffs, then they can cooperate for a larger set of discount
factors if they are able to pool payoff asymmetries within a network of such
cooperative long-term relationships by means of a multilateral punishment
mechanism than if they are not able to do so.

More precisely, they consider n economic agents who are able to inter-
act in pairs determined by an underlying geography. Time is discrete and
the agents share a common discount factor §. Within the geography, agents
repeatedly interact in bilateral social dilemmas with the features of Prisoners’
Dilemma games. In each interaction, in every period t, each agent chooses
from two available actions: cooperate, C, or do not cooperate, D. The pay-
offs from the action profiles in the Prisoners’ Dilemmas are assumed to be
idiosyncratic according to the payoff matrix below.

In this payoff matrix, ¢/ stands for the cooperation payoff of agent i in his
interaction with agent j, d7 for his payoff if both defect, b’ is the payoff of
agent i if he betrays agent j while agent j cooperates, and I/ stands for his
payoff if he suffers a loss because agent j betrayed him while he cooperated.
These payoffs satisfy the usual assumptions for a Prisoner’s Dilemma: I <
d’ < <b¥ and I + D' < ¢ + J, Vi,j, i#j. Within the bilateral interactions,

agent j

C D

C | cich | 1ibi

agent i
D | bi,ii | didi
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players are said to share a relationship if and only if both choose to play C
in every period on the realization path of a given strategy profile in the n —
player supergame.

It is well-known that in the two-player supergame, cooperation is an
equilibrium outcome as long as

ci ; ij
>w ,
1-6~ +1—8

Vi, j. (1)

If, in a bilateral interaction, for example, due to asymmetric idiosyncratic
payoffs, this inequality does not hold for both players, these players cannot
share a relationship.

LS (2010) find that in this case, pooling payoff asymmetries within a social
network by making actions in one interaction of a player depend on the
actions chosen in another interaction can overcome the players’ inability to
cooperate. Take the example of three agents, agent 1, agent 2 and agent 3.
Assume the underlying geography to be such that each of the three agents
can interact with each other. Suppose further that in the bilateral interac-
tion between agent 1 and agent 2, inequality (1) does not hold for each of
them. Then, making agent 3’s actions in his interactions with actors 1 and
2 depend on the actions, which agents 1 and 2 choose in their interaction,
could provide incentives for 1 and 2 to cooperate with each other. Such a
multilateral punishment mechanism essentially implements third-party or
community enforcement.

In particular, LS (2010) show that if every agent observes every action cho-
sen within the network, and if for every agent the sum of the net gains
from cooperating is positive, then by means of a multilateral mechanism
the agents can sustain cooperation within each bilateral interaction in the
network, even though they could not have done so had they viewed each
interaction in isolation. LS (2010) show that agents can pool payoff asym-
metries, for example, by playing a multilateral grim trigger strategy. In such a
strategy, there are two phases: a cooperation phase and a punishment phase.
The game starts in the cooperation phase, in which every player plays C
with all neighbors. The game stays in the cooperation phase as long as every
player continues to play C with all neighbors. It switches to and stays in
the punishment phase if not all players chose C with all neighbors. In the
punishment phase, every player chooses D with all neighbors.

In a graphical representation, let an incoming arrow to a player denote
that inequality (1) holds and no incoming arrow denote that inequality
(1) does not hold. Then in Figure 6.1, none of the relations in the bilat-
eral interactions would be sustainable if strategies did not take into account
actions chosen in other relations. If they do, then, for example, agent 1 can
be disciplined to cooperate with agent 2 not only by a threat of punishment
by agent 2, but also by a threat of punishment by player 6, and as long
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VAN
\_/

Figure 6.1 Circular network with six players. An incoming arrow signifies positive
net gains from cooperation; no incoming arrow signifies (strictly) negative net gains
from cooperation. No pair of actors in the network could sustain cooperation with-
out third-party punishment. As all actors have an incoming arrow, they can use
slack enforcement power from one interaction to enforce cooperation in their other
interaction

as what 1 has to gain from cooperating with both 2 and 6 is larger than
what he has to gain from cheating on both 2 and 6 and then entering the
punishment phase, he prefers to cooperate with both.

Note that asymmetric payoffs are the generic case in interactions in social
dilemmas. The idiosyncratic payoffs in the payoff matrix capture this prop-
erty. Note further that it is the circularity of the network that enables players
to pool their payoff asymmetries across different relations. Coleman calls
this circularity closure. For closure to effectively enable agents to cooperate
where they could not otherwise, however, it is necessary that each agent
benefits more from cooperating than from cheating with at least some
neighbors. In Figure 6.2(b), agent 1 does not have neighbors with whom
cooperating is better than cheating. Thus, there is neither bilateral nor mul-
tilateral enforcement of cooperation for agent 1 available. In Figure 6.2(a),
on the other hand, agent 1 benefits more from cooperating with than from
cheating on agent 5. If the benefit from cooperation is sufficiently much
larger than that from cheating, with public information, agent 5 can make

VA VAN
\/ \/

Figure 6.2 With public information, community enforcement can make agent 1
cooperate with agents 2 and 4 in (a), but not in (b)

(a)
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his cooperation with agent 1 depend on what agent 1 does in his interactions
with agents 2 and 4 and, thus, community enforcement of cooperation of
agent 1 with agents 2 and 4 is possible.

2.2. Social capital with public information

In a formal model of networks of relations, which generate ‘slack enforce-
ment power’ for some agents, LS (2010) have shown how these agents
may be enabled to sustain cooperation in additional deficient relations,
even in one-shot Prisoner’s Dilemma interactions. This section offers
an interpretation of this use of networks of relations as cooperation-
enforcement/governance devices for new social dilemmas in terms of social
capital.

Micro-level social capital

Networks of social relations generate slack enforcement power, which can
be used to sustain cooperation in other than the social interactions. These
other interactions can even be one-off dilemmas, such as an occasional busi-
ness transaction, in which each agent can ‘hold up’ the other one, and which
can be represented by a one-shot Prisoner’s Dilemma. In such a one-off busi-
ness transaction, inequality (1) does not hold for either of the two agents
involved.

Consider the cycle in Figure 6.1, and let this cycle represent a network
of social relations. Consider that agents 3 and 6 are contemplating whether
they can cooperate in a business interaction or a series of business interactions.
Clearly, if the business interaction(s) between agents 3 and 6 fulfills inequal-
ity (1) for both of them, as in Figure 6.3(a), they can cooperate without
having to draw from the resources of the social network. However, already if
the interaction is such that inequality (1) does not hold for one of the two
agents, for example, for agent 3 as in Figure 6.3(b), they will have to draw on
the social network’s resources to enforce cooperation in their business inter-
action. LS (2010) show that agents 3 and 6’s membership in the network of
relations may help them sustain cooperation in their bilateral interactions
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Figure 6.3 Social capital in networks of relations
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even if inequality (1) does not hold for either of them. This case is given in
Figure 6.3(c).

Agents 3 and 6 can enforce cooperation in such an interaction if what they
have to lose in their social relations is sufficiently valuable, that is, if they dis-
pose of sufficient slack enforcement power to enforce cooperation in the
additional business interaction. They would draw on the social network’s
slack enforcement power by means of a multilateral punishment mechanism
that threatens agent 3 with non-cooperation in the social sphere by agents
2 and 4, and agent 6 with non-cooperation in the social sphere by agents 1
and 5.

The slack enforcement power from a social network, used to govern this
one-shot business interaction, is very close to what Bourdieu (1986) and
Coleman (1990) define as social capital. Bourdieu (1986) writes:

Social capital is the aggregate of the actual or potential resources which
are linked to possession of a durable network of more or less institution-
alized relationships of mutual acquaintance and recognition - or in other
words, to membership in a group - which provides each of its members
with the backing of the collectivity-owned capital, a ‘credential’ which
entitles them to credit, in the various senses of the word. [...] The volume
of the social capital possessed by a given agent thus depends on the size
of the network of connections he can effectively mobilize and on the vol-
ume of the capital (economic, cultural or symbolic) possessed in his own
right by each of those to whom he is connected.

Coleman’s definition is less precise but, in a similar way to Bourdieu’s,
characterizes social capital as an attribute of individuals:

Social capital is defined by its function. It is not a single entity, but a
variety of different entities having two characteristics in common: They
all consist of some aspect of social structures, and they facilitate certain
actions of individuals who are within that structure. [...] Unlike other
forms of capital, social capital inheres the structure of relations between
persons and among persons. It is lodged neither in individuals nor in
physical implements of production.

Both definitions characterize social capital at the micro level. They describe
individuals who can make use of the capital lodged in their connections
within the social network in order to facilitate certain actions of individu-
als who are within that network. Bourdieu’s definition suggests quantifying
social capital in terms of the volume of capital that can be mobilized from
a network of connections in order to affect the governance of other interac-
tions. Coleman’s perspective suggests quantifying it in terms of the extent
to which one can affect the governance of other interactions by using the
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capital that can be mobilized from a network of connections. Neither of
them specifies that social capital can only be mobilized from direct contacts.
For example, in Figure 6.3(c), agent 3 relies on third-party punishment by
agents 1, 2, 4, and 5; yet agent 3 is connected to agents 1 and 5 only
indirectly.

Clearly, the extent to which an individual agent can affect the governance
of other than social interactions by means of the capital he can mobilize
from his network of social connections depends on the volume of such capital
available to the agent from each network member he is directly and indi-
rectly connected to. Both characterizations are, thus, two sides of the same
coin. Using this insight, LS (2010) allows for a game-theoretic definition for
this micro-level social capital.

Definition 1 (Micro-level social capital) The social capital two agents can
draw on by being part of a social network equals to the slack enforcement power of
the network usable to enforce cooperation-compliance in other interactions in need
of governance through a multilateral punishment mechanism involving a social
network.

With public information, this is an agent-pair specific definition. Whether
agents 3 and 6 in Figure 6.3(c) can enforce cooperation in a one-off business
transaction depends: (i) on the slack enforcement power in the social rela-
tions of agent 3, (ii) on the slack enforcement power in the social relations
of agent 6, and (iii) on whether this slack enforcement power is larger than
the deficit of enforcement power in their business transaction. The slack
enforcement power from agent 3’s social relations equals to the sum of his

net gains from cooperation in all his social relations. More formally, define
Lo . i
ij > Wi
=152 15
social relations with. Then, for a one-off business interaction with symmetric
payoffs between i and k,

and let R; denote the set of neighbors that agent i has
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Bourdieu’s definition explicitly contains the elements of the formalization
in definition 1: the number of connections a player has in a social network
or a group, that is, ‘the size of the network of connections [an agent] can
effectively mobilize’, and the slack enforcement power an agent can draw
on for enforcing cooperation in other interactions, that is, ‘the volume of
the capital [...] possessed in his own right by each of those to whom he is
connected’.

Also Coleman’s (1990) definition contains the main elements of the for-
malization in definition 1. Coleman insists on the role of social structure,
that is, ‘social capital inheres the structure of relations between persons
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Figure 6.4 Representation of two communities: (a) with and (b) without
intergenerational closure (adapted from Coleman 1990)

a
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and among persons’, and the function of social capital to ‘facilitate certain
actions of individuals who are within that structure’.

Even though Coleman’s social capital definition is not necessarily
networks-based, he explicitly insists on the importance of the ‘closure’ (cir-
cularity) of social networks for the provision of some sorts of social capital.
Giving a graphical representation as in Figure 6.4, he suggests that if par-
ents (A and B), whose children (a and b) are friends, share a relation also,
as shown in panel (a), they have more ‘power’ over their children - thanks
to what Coleman calls ‘intergenerational closure’ — than if they do not, as
shown in panel (b). Lack of relations among parents makes it more diffi-
cult for them to successfully impose/enforce norms on/upon their children.
Coleman does not provide a game-theoretical foundation for his claim, but
this chapter’s model fits his story precisely.

Reviewing ‘(game-)theoretical questions stimulated by a reflection on
social capital’, Sobel (2002) identifies two ways in which Coleman’s (1990)
network closure or — put differently - ‘dense social networks make enforce-
ment of group cooperative behavior more effective’. This is accomplished
first by creating ‘common knowledge of information’, and second by increas-
ing ‘the quality and reliability of third-party monitoring needed to enforce
cooperative dynamic equilibria’. This chapter’s adaptation of LS (2010) offers
an additional explanation of why closure might be important for social
capital, namely the pooling of payoff asymmetries.

Macro-level social capital

Empirical studies that use cross-country or cross-regional data to evaluate the
impact of social capital on economic performance use aggregate measures of
social capital. Using our micro-level definition, it is straightforward to justify
the use of such macro-level measures.

Definition 2 (Macro-level social capital) In a sustainable social network, a
macro-measure of social capital corresponds to the average pair-specific micro-level
social capital of agents within the social network.

This definition captures Robert Putnam’s (1995) macro-level perspective
on social capital. For him, the concept ‘refers to the collective value of all
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“social networks” and the inclinations that arise from these networks to do
things for each other’.

2.3. Discussion

Spagnolo (1999) describes how players can draw on slack enforcement
power from a cooperative bilateral social interaction to sustain otherwise
not enforceable cooperation in a business interaction by linking these two
games. Similarly, Aoki (2010) describes how a group of players link cooper-
ation in a commons game to cooperation in a game of social interaction.
Cooperation in the commons game is enforced by the threat of ostracizing
cheaters in the commons game from social interaction.

Building on idea of linking two games and using the theory of networks
of relations from LS (2010), this chapter takes one step further and shows
that the amount of social capital depends on the structure of the underlying
social network. In the model with public information, social capital is inter-
action or agent pair-specific. It depends on the sum of the net gains from
cooperation in the social network of each of the two players who are trying
to enforce cooperation in their bilateral business interaction. Furthermore,
denser social networks will only lead to higher social capital of an individual
if higher density comes about by means of more slack enforcement power —
the extra relations have to increase the sum of the net gains from cooper-
ation for the pair of agents which is trying to enforce cooperation in their
bilateral business interaction.

The formalization of social capital based on LS (2010) highlights how the
two main measures of social capital used in empirical studies, the expec-
tation of cooperative outcomes in (one-shot) collective actions problems,
Trust! and the social structure that may lead to it, Social Networks? are linked.
This formalization also highlights that it is the collective norm to enforce
business cooperation in the social sphere, which distinguishes trust as a form
of social capital from trust generated elsewhere and which allows social net-
works to proxy for social capital and to measure the return to social networks
in the business sphere (compare Lin 2001).

3. Extension: Social capital in networks of relations
without public information

This section first reviews some theoretical results of LS (2010), now in an
environment in which every player only directly observes the actions cho-
sen in his own bilateral interactions. It considers two cases, the one where
players can pass on soft information about these actions and the case where
they cannot. These results are then applied to shed light on the modeling of
social capital within networks of relations.
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3.1. Pooling asymmetries in the theory of relational networks
without public information

LS (2010) study sustainability conditions for cooperation in relational net-
works without public information. In particular, they study an environment
in which players only observe the history in their own bilateral interactions
without being able to talk about it. In this environment, players can make
use of contagious strategies for community enforcement of bilateral coop-
eration. They find that gatekeepers, players who connect two components
of the network, need an incentive to cooperate with each component sepa-
rately for the network to be sustainable. In a graphical representation, let an
incoming arrow to a player denote that inequality (1) holds. Then agent 1
in Figure 6.5(a) cannot be punished by player 5 for his choices in the inter-
action with agents 2 and 4. Thus, agent 1 does not have an incentive to
cooperate with agents 2 and 4; and neither in panel (a) nor in the one in
panel (b) of Figure 6.5, will any of the agents cooperate.

LS (2010) go on to show that with contagious strategies, if in networks
with closure for each player the sum of the net gains from cooperating with
their neighbors, discounted appropriately for the delay in punishment by
contagion, is positive, they can sustain cooperation within each bilateral
interaction in the network, even though they could not do so if they viewed
each interaction in isolation. The result from the environment with public
information is generalized to the environment without public information.

LS (2010) then show that if, in the case without public information, play-
ers are able to transmit non-verifiable information about their histories and
about third-hand information they possess, they can sustain more coopera-
tion as long as information transmission is sufficiently fast. Players have an
incentive to pass on truthful information if they use multilateral repentance
strategies, according to which players cooperate with all neighbors during a
cooperation phase and, if a deviation occurred, they enter a time-limited
punishment phase. During the punishment phase, non-cheating players
(1) transmit information of the occurrence of cheating to their neighbors,
(2) continue to cooperate with non-cheating neighbors and (3) play non-
cooperatively with the original cheater(s) for a cheater-specific number of
periods. During a punishment phase, cheaters have to repent toward all
their neighbors for that number of periods. After the punishment period

/\ /\
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Figure 6.5 Player 1 is a gatekeeper: without public information, community enforce-
ment cannot make him cooperate with players 2 and 4

(a)
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is over, all agents return to the cooperation phase. LS (2010) show that
multilateral repentance strategies are an optimal punishment scheme in this
environment whereas contagion is not.

Closure facilitates contagion and information transmission within the net-
work, and is therefore necessary for pooling payoff asymmetries. It enables
the formation of slack enforcement power that, together with the norm to
enforce cooperation in the business sphere by means of punishment in the
social sphere, forms social capital.

3.2. Social capital without public information

For environments without public information about the actions every player
chose in the network, the extent to which existing relations in a social
network can facilitate ‘the achievement of certain ends’ for an agent does
not depend only on his net gains from cooperation, that is, how much he
has to lose in his social relations. Since the delay with which an eventual
punishment sets in matters, it also depends on partners’ locations in the
network.

Network density affects social capital in two different ways. First, the
denser the networks the shorter the paths, and the earlier punishment
of non-cooperative actions sets in. This increases social capital. Second, if
higher density means that more relations have to be sustained for which
at least one player has negative net gains from cooperation, then slack
enforcement power is weakened as social relations have to be sustained by
indirect enforcement. This reduces social capital. This, once more, implies
that denser networks do not necessarily lead to higher social capital.

4. Conclusion

This chapter used the theory of networks of relations to provide game-
theoretically founded definitions of micro-level social capital in the spirit
of Bourdieu (1986) and Coleman (1990) and of macro-level social capi-
tal in the spirit of Putnam (1995). These definitions unify the different
concepts of social capital used in the empirical literature, such as trust,
properties of groups and social networks, collective action, social inclusion,
and information and communication. The chapter used the game-theoretic
interpretation of the concept of closure as the ability of players to pool
payoff asymmetries within social networks, due to LS (2010), and showed
how closure is related to social capital. Finally, it showed that denser social
networks do not necessarily provide higher social capital.

Notes
1. See Knack and Keefer (1997), La Porta et al. (1997) or Zak and Knack (2001).

2. See Narayan and Pritchett (1999), Massey and Espinosa (1997) or Temple and
Johnson (1998).
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Modeling Cognitive Social Capital
and Corporate Social Responsibility
as Preconditions for Sustainable
Networks of Relations

Giacomo Degli Antoni and Lorenzo Sacconi

1. Introduction

1.1. Subject and aim

In recent years, increasing attention has been paid to trust, trustworthiness
and social norms of reciprocity and cooperation as key factors in socio-
economic development. Even though from different perspectives, both the
concept of social capital and the notion of corporate social responsibility
refer to these elements.

Since the seminal work by Putnam et al. (1993) focusing on the effects of
social capital (hereafter also SC) on economic and government performance,
the concept of SC has been widely used to analyze how interpersonal rela-
tions affect economic activity by favoring cooperation. Many definitions of
social capital have been proposed, and two principal approaches to this con-
cept may be identified. On the one hand, social capital is defined in terms
of generalized trust, civic norms, beliefs and dispositions which affect the
propensity to cooperate (e.g. Knack and Keefer 1997; Putnam et al. 1993).
On the other hand, social capital is defined in terms of cooperative networks
among agents (e.g. Burt 2002; Coleman 1988; Lin 2001). Many approaches
are also taken to the notion of corporate social responsibility (hereafter
also CSR). In particular, if we consider the stakeholder approach (Freeman
1984, 2000; Freeman and Evan 1990) or the contractarian approach to CSR
(Sacconi 2004, 2006, 2007a, 2007b), relational aspects in terms of trust,
trustworthiness, beliefs and dispositions to cooperate seem to be funda-
mental in promoting the coordination processes between the firm and its
stakeholders that are essential to implement CSR practices.! Even though SC
and CSR seem to share several features, their relationship has not yet been
analyzed in depth.

161
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In this paper we model the relationship between the firm and its stake-
holders and show analytically how (cognitive) social capital and corporate
social responsibility generate (structural) social capital.

1.2. Social capital

Taking into account the multidimensional character of SC (e.g. Paldam
2000), and starting from the distinction drawn by Uphoff (1999), we con-
sider a cognitive and a structural dimension of the concept. In our approach,
the former dimension essentially refers to the dispositional characters of
agents that affect their propensity to behave in different ways. The latter
refers to social networks that connect agents. More specifically, we approach
the idea of cognitive social capital by focusing on trustworthy attitudes
grounded on preferences for social norm compliance, which in turn is based
on reciprocal beliefs and more basic dispositions to conformity. Recipro-
cal beliefs (in the behavior of others) depend on the behavior that others
have already exhibited in the past but can be generated (or reinforced) by
ethical commitments undertaken by them (for example, if agents subscribe
to an agreement on an ideal principle). Dispositions stem principally from
more basic cultural traits in the community where agents live, but they also
depend on micro elements (e.g. genetic and psychological factors). Both
beliefs and dispositions can promote (or, obviously, reduce) trust and the
propensity to cooperate. Structural social capital is constituted by coopera-
tive linkages among agents. We consider four main factors able to promote
the creation of structural social capital (three pertaining to the cognitive
dimension of social capital, the fourth to the structure of interaction): (i)
reciprocal belief that others will cooperate, (ii) disposition to cooperate,
(iii) agreements on social norms and principles that may activate recipro-
cal beliefs and dispositions and translate them into motives to act (this is
the point where the logical connection with CSR will become stringent)
and (iv) the existence of credible sanctions against the agents that decide
not to cooperate.> Our definitions of structural and cognitive social capital
differ from those proposed by Uphoff. However, they share some essential
characteristics with them. In regard to the structural definition, both our
approach and that adopted by Uphoff include in this dimension the net-
works that contribute to cooperation. In regard to the cognitive dimension,
Uphoff’s approach states that this category ‘derives from mental processes
and resulting ideas, reinforced by culture and ideology, specifically norms,
values, attitudes, and beliefs that contribute cooperative behavior’ (Uphoff
1999: 218). We refer to cognitive social capital by focusing on beliefs and
dispositions, and we show how they affect the propensity of agents to share
ethical principles of cooperation.

1.3. Corporate social responsibility

We take a contractarian approach to corporate social responsibility and
define it as a ‘model of extended corporate governance whereby those who



Giacomo Degli Antoni and Lorenzo Sacconi 163

run a firm (entrepreneurs, directors and managers) have responsibilities that
range from fulfilment of their fiduciary duties® toward the owners to ful-
filment of analogous fiduciary duties toward all the firm's stakeholders’
(Sacconi 2006). The definition of CSR in terms of extended responsibility
toward all the stakeholders of the firm is rooted in neo-institutional the-
ory (Grossman and Hart 1986; Hansmann 1996; Hart 1995; Hart and Moore
1990; Williamson 1975, 1986). According to this approach, the firm is an
institutional form of ‘unified transactions governance’ aimed at remedy-
ing imperfections in the contracts that regulate exchange relations among
subjects endowed with diverse assets (capital, labor, instrumental goods,
and so on) that may generate a surplus if put together. The incomplete-
ness of contracts that should regulate the agreements on the investment
to be made by each agent, and on how the surplus is to be divided among
them, reduces the incentive of subjects to invest at an optimal level. The
firm responds to this problem by bringing the various transactions under
the control of a hierarchical authority, which owns the firm and is entitled
by its ownership to make decisions on the contingencies that were not ex
ante contractible.* This party is thus safeguarded against opportunism by
the other stakeholders. Nevertheless, this configuration generates a risk for
the other parties, which are vulnerable to an abuse of authority (Sacconi
1999, 2000, 2006). Many non-controling stakeholders will ex ante be dis-
couraged from investing at an optimal level, while ex post they will resort to
conflicting or disloyal behavior (typically possible when information asym-
metry is inherent in the execution of some subordinate activity), in the
belief that they are being subjected to the abuse of authority. Therefore, the
optimal level of investment cannot be achieved and a second-best solution
arises. This result, which approximates social efficiency, is always connected
with governance solutions based on the allocation of property rights to a
single party.

According to the contractarian approach, this problem can be overcome
if CSR is viewed as ‘extended governance’ (Sacconi 2000, 2006). The firm'’s
legitimacy deficit is remedied if the residual control right is associated
with further fiduciary duties of the controling stakeholder toward the non-
controling ones faced with the risk of abuse of authority. The firm must be
grounded on a rational agreement (the constitutional contract of the firm)
between those who run it (entrepreneurs, directors and managers) and the
non-controling parts (Sacconi 2006). It is the constitutional contract of the
firm which determines

e thatauthority is delegated to the stakeholder most efficient in performing
governance functions;
e the fiduciary duties of this party toward the non-controling stakeholders.

Once the social contract of the firm has been defined, the firm must develop
a reputation in order to convince all the non-controling stakeholders that it
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will respect the duties stipulated in the contract. The problem with creating
reputation is that the firm and its stakeholders are characterized by set-
tings in which information or knowledge about the action of the firm is
incomplete or highly asymmetric.® Because of incomplete information, the
stakeholders cannot verify whether the firm has actually behaved accord-
ing to the fiduciary duties defined in the social contract and, consequently,
the firm cannot develop a reputation. In order to do so, it must adopt an
explicitly announced standard (a CSR standard) that sets out general princi-
ples and whose contents are such to elicit stakeholder consensus, as well as
explicit commitments to comply with principles and rules known ex ante by
stakeholders.®

1.4. Weak and strong stakeholder

Finally, with respect to the term ‘stakeholder’, which denotes individuals or
groups with a major stake in the running of the firm and who are able to
influence it significantly (Freeman and McVea 2002), we accept the distinc-
tion between stakeholders in the strict or in the broad sense. The former
are stakeholders who have an interest at stake because they have made
specific investments in the firm (i.e. investments that may significantly
increase the total value generated by the firm and that are made in rela-
tion to a specific firm and not any other). Stakeholders in the broad sense
are stakeholders connected to the firm because they undergo the ‘external
effects’ of the transactions performed by it, even if they do not directly
participate in those transactions. With respect to this classification we intro-
duce, within the category of stakeholders in a strict sense, the original
distinction between strong and weak stakeholders. Strong and weak stake-
holders are distinguished by the consequences that the breaking-off of
the relationship with the firm produces both on the stakeholder and on
the firm.

a) Strong stakeholder. The difference between the discounted payoff that
strong stakeholders and firms obtain by cooperating forever and by
defecting at the first stage (and never cooperating again) is positive.
Strong stakeholders are stakeholders in the strict sense who bring strate-
gic assets into the firm. They are, for example, highly skilled workers or
institutional investors.

b) Weak stakeholder. Weak stakeholders would like to cooperate forever with
the firm, but the discounted payoff that the firm obtains by cooperat-
ing forever with them is lower than the payoff it obtains by defecting at
the first stage and never cooperating again. Weak stakeholders are stake-
holders in the strict sense who do not bring strategic assets into the firm.
They are, for example, ordinary investors, unskilled workers or unskilled
contractors.
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1.5. Main results and outline of the chapter

Considering the notions of cognitive and structural SC, a contractarian
approach to CSR and the distinction between strong and weak stakeholders,
we develop a model that yields three main results.

1. The level of cognitive SC, in terms of the generic community or society-
wide disposition to comply with fair social norms, plays a key role in
providing opportunities for the firm to agree (with strong stakeholders)
on CSR principles of fairness and hence to induce incentives to comply
with them with respect to all the stakeholders, especially the weak ones.

2. The explicit agreement on CSR principles and norms engenders cogni-
tive social capital on its own. It does so by creating room for conformist
preferences that exploit beliefs of mutual conformity and dispositions
to conform by converting them into specific reasons to comply with an
agreed principle of CSR. Moreover, the agreement on CSR principles of
fairness by itself (through framing effects and default reasoning) posi-
tively affects beliefs about reciprocal conformity on the part of the firm
and its strong stakeholders.

3. The level of cognitive social capital (both beliefs and dispositions) and the
decision to adopt CSR principles and norms (that translates the former
into conformist preferences) generate structural social capital understood
as long-term cooperative relationships between the firm and its stake-
holders, even though, on considering the material payoffs characterizing
the single relationships, the firm would have no incentive to cooperate
with weak stakeholders. We show that strong stakeholders endowed with
high cognitive social capital, which start cooperating with a firm that
adopts a CSR standard, have an interest in punishing the firm if it is not
cooperative with weak stakeholders. The sanction may induce the firm
to cooperate with weak stakeholders as well, and it generates coopera-
tive networks that would not be sustainable without the power of the
sanction.

The second section presents the analytical framework used to study the
networks of relations between firms and stakeholders. It analyzes these
relations by considering Prisoners’ Dilemmas (with respect to the relation-
ship between the firm and weak stakeholders) and an enlarged version of
the Trust Game (the relationship between the firm and strong stakehold-
ers), and also illustrates a basic flaw in this literature on social capital. The
third section considers the possibility that agents are not motivated exclu-
sively by material payoffs (the idea of conformist preferences is introduced)
and reinterprets the relationship between the firm and its strong stake-
holders by introducing a psychological game with its psychological payoffs
and equilibria. This section illustrates the role of cognitive social capital in
affecting the psychological payoff of the firm and of strong stakeholders.
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Section four shows how cognitive social capital (in terms of disposition),
agreed CSR principles and learning from iterated games played in the net-
work affect the strong stakeholder’s strategy in interacting with the firm.
Discussed in particular is the effect of CSR and of the firm’s behavior in
repeated games with its weak stakeholders on strong stakeholders’ belief
formation and strategy. It is argued that cooperation in the network is sup-
ported by cognitive social capital. The fifth section analytically presents the
mechanism behind the formation of the firm’s and strong stakeholders’
beliefs and the strategies determined by how iterated games involving the
firm and all its stakeholders in the network are played. Thus, repeated strate-
gies are defined that induce cooperation and the endogenous sanctioning
of ‘defection’ and ‘unfair behavior’. Section six verifies that the strategies
inducing cooperation in all the games the firm plays with its stakeholders
satisfy a condition of sustainability and stability in the psychological game
played by the firm and its strong stakeholders, this being seen as a stage
sub-game in the entire iterated interaction among all the participants in
the network. Herein resides the chapter’s main result: the demonstration
that, due to conformist preference and psychological payoffs (i.e. the way
in which the model depicts the players’ cognitive social capital) cooperative
behavior throughout the entire network (namely the emergence of struc-
tural social capital) is a sub-game perfect equilibrium due to the stage-game
equilibria of the psychological game, wherein strong stakeholders have the
proper incentive to punish the firm’s deviations from a strategy of mul-
tilateral cooperation. Section seven identifies and verifies the conditions
guaranteeing that the multilateral cooperative strategy played by the firm
in the repeated games with each of its stakeholders satisfies the condition
for the existence of repeated games’ Nash equilibria. In accordance with
standard treatments of repeated games, it is shown that, when cognitive
social capital is sufficiently high and beliefs are coherent with the cooper-
ative equilibrium in the psychological game, for reasonable values of the
firm’s discount factors §, the firm will cooperate also with weak stakeholders
in order to continue its cooperation with strong stakeholders. Section eight
concludes.

2. A relational network involving the firm and its (strong and
weak) stakeholders

2.1. The analytical framework

We will analyze the relational networks between firms and stakeholders by
using the analytical framework suggested by Lippert and Spagnolo (2010)
(hereafter L&S), which is summarized here for the reader’s convenience
(see also Lippert 2010, infra). L&S study relational networks in order to
investigate the power of sanctions and networks’ equilibrium conditions
under different configurations and information transmission technologies.
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Figure 7.1 Generalized form of the PDs played by pairs of players located at any
adjacent node of the network

Consider a set N={1,...,n} of infinitely lived agents i € N. The agents can
interact in pairs according to a connection structure C of two element sub-
sets of N. C; is the set of connections that characterizes agent i. In each period
t, the agents that are connected play a Prisoner’s Dilemma (PD) with payoffs
given by the matrix of Figure 7.1. The payoff structure is: I;; <d;; < ¢;; <w;;
and l;;+w;; <2¢;;, Vi,jeN, i#jand the stage-game is assumed to be constant
over time. The payoffs imply the static Nash equilibrium (D;;, D;;). Agents
are assumed to interact repeatedly, time is discrete, all agents are assumed to
have a discount factor § < 1,” agents are assumed to aim at maximizing their
discounted utility.

According to L&S’s definition, two agents share a relation (R) if they
repeatedly play (C;, C;). Individual gains are defined by means of the fol-
lowing notation: g; is the net expected discounted gain of agent i from the
relation with player j and it is the difference between the discounted payoff
that agent i gets by playing (C;;, C;;) forever and defecting and starting to
play the static Nash equilibrium (D;;, D;;) thereafter:

gij=Cij— (L= 8)w;; — 8dy,

A relation of player i with player j in which g; <0 is called a ‘deficient rela-
tion’ for player i; a relation of player i with player j in which g; > 0 is called
‘non-deficient’ for player i; a relation between i and j is called ‘mutual’ iff
gi; >0 and g; > O; it is called ‘unilateral’ iff either g; <O and g; >0 or g; >0
and g;; < 0; and it is called ‘bilaterally deficient’ iff g; <0 and g; <O.

A graphical representation of the possible kinds of relations between i and
j according to the value of g; is as follows:

e an incoming arrow to player i represents a non-deficient relation for
player i (i.e. ;> 0)

e an outgoing arrow from player i represents a deficient relation for player
i (le gj,' < 0)
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a) j——— i g;20and g;<0
b) j«— i ;20 and 9;<0
C) joe————» | g,-,zo and g/,-zo

d j — i g;<0 and 9;<0

Figure 7.2 Graphical representation of relations

According to the above definition, Figures 7.2a) and b) depict unilateral
relations. Figure 7.2c) depicts a mutual relation and Figure 7.2d) depicts a
bilaterally deficient relation.

Lippert and Spagnolo (2010) start from this framework to analyze the
sustainability of different network configurations under three information
transmission mechanisms (Perfect Information Transmission, No Informa-
tion Transmission, Network Information Transmission) and considering
two types of multilateral strategy: multilateral grim trigger strategies and
multilateral repentance strategies.

We focus our analysis on the situation under perfect information trans-
mission considered by L&S. Under Perfect Information Transmission every
player observes the actions taken by any other player in the network.? It can
be shown that a sustainable strategy profile for the network is the adoption
by every agent of the MG trigger strategy:

Every player i e N°*

1. starts playing C; VjeR,,
2. continues playing C; Vj e R; as long as s/he observes C,,, Vm,ne N°* and
3. reverts to D; Vj € R; forever otherwise.

The resulting relational network is sustainable if each player prefers to coop-
erate with all his/her neighbors rather than deviating from playing cooper-
atively with regard to any subgroup of them and facing retaliation from all
neighbors. If a player decides to deviate from his/her relations with any sub-
group of his/her neighbors, s/he faces retaliation from all neighbors and can
thus just as well (and should optimally) deviate from all his/her relations. In
terms of net gains from cooperation this result can be expressed as follows:

Under Perfect Information Transmission (I1), a relational network is
sustainable if and only if } ;. ;>0 Vie N*

The following Table 7.1 summarizes the basic notation used throughout
the chapter.



Giacomo Degli Antoni and Lorenzo Sacconi 169

Table 7.1 Basic notation used throughout the chapter

E Firm - Enterprise e; —e Enter, non-enter strategy in the PG
(strategy which may be played by Ss)

Ss  Firm’s strong stakeholders PDg;  Prisoner’s Dilemma(s) played in the
network connecting the firm E with its
weak stakeholder Sw; where j=1,2

Swj Firm'’s weak stakeholder j Cyj E’s Cooperative strategy in the PDs

PG Psychological Game Dyg; E’s Non-Cooperative strategy in the PDs

involving the firm and its
strong stakeholders

U  Collusive strategy of S in the T CSR ideal principle with which agents

PG inducing an Unfair endowed with conformist preferences
treatment want to conform

F The Sg’s Fair strategy in the N Exogenous parameter representing the
PG disposition to conform with the ideal

principle T
Fr  The E’s Fair strategy in the PG

U The E’s collusive Unfair
strategy in the PG

2.2. Modeling the network linking the firm and its stakeholders

The above analytical framework is used in this section to model the rela-
tionship of the firm with its weak and strong stakeholders. Consider the
relational network of Figure 7.3.°

A strong stakeholder (Ss), locked by mutually dependent specific invest-
ments into the transaction carried out in cooperation with the firm, and
the firm (‘enterprise’ E) are connected by a mutual not deficient relation,
while the firm E has also unilaterally deficient relations with two categories
of weak stakeholders (Sw;; Swz) that, in turn, have relations with other mem-
bers of the social network. To give a specific example of the network, we
may imagine that: Sy, are employees in a plant owned by the Multinational

Figure 7.3 A relational network including the firm and its stakeholders
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Enterprise E in a poor developing country, where E has relocated mature
productive processes for some of the items that it traditionally supplies to
the global market, whereas Sy; is the first firm in the international sup-
ply chain furnishing components that E continues to assemble in the old
plant at its headquarters located in a rich developed country. Ss may consist
of high-skilled core employees at the headquarters belonging to the same
local community as E’s managers, well unionized and endowed with some
threat power, or pension funds holding a significant share in E. Agent 3 is
a second-order supplier firm (located in a developing country) within E’s
supply-chain (i.e. a supplier firm to E’s direct supplier), agent 4 represents
firm 3’s employees (assumed to be better paid than Sy.), and agent 5 repre-
sents the developing country’s retailers whose best customers are the workers
belonging to 3 (whereas they are less interested in satisfying demand by Sy,
who are too poor to be commercially attractive).

The games involving the firm and its weak stakeholders

We start the analysis of the network by focusing on the relationship between
the firm and the two weak stakeholders. According to our definition of
weak stakeholders, we suppose that each Sy; (for j=1,2) makes an effort
to become unique to E by investing idiosyncratically in their human capital
and dedicated technologies and processes, in order to increase their value
to E. However, E still considers each Sy; replaceable, because its main rea-
son for relocating and having this foreign supply chain is to cut labor costs,
wages etc. Each Sy; wants to maintain the cooperative relation with E, while
E is not symmetrically interested in continuous cooperative relations with
any of them, and seriously considers the short-term convenience of breach-
ing, at any time, labor and supply chain contracts in order to relocate its
plants elsewhere (where wages are even lower), or recruiting new suppliers
offering components at even lower prices. Note that not cooperating does
not imply for the firm the complete severing of any connection with Sy;. It
may merely take the form of maintaining a network of not truly cooperative
relations within which E tries to expropriate opportunistically all the surplus
that Sw; and Sy, may expect as the equitable remuneration of their invest-
ments. Hence, in our model, E taking all the surplus amounts to a continuing
network in which E acts uncooperatively toward Sw;.

To put the relation between the firm and each weak stakeholder in formal
terms, we assume that they play iterated Prisoner’s Dilemma Games (here-
after also PDs). The firm may cooperate or not cooperate in the PDs with
weak stakeholders where:

A. cooperating means E underwriting a long-term contract including guar-
antees reassuring each Sy; about his/her appropriation of a reasonably
equitable part of the surplus generated;
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B. not cooperating means E threatening to breach short-term supply chain
contracts or incomplete labor contracts in order to extract all the surplus
from Sw;.

We assume that the discount rate §; that allows E to appreciate the long-term
mutual benefits produced by Sy; specific investments in term of increasing
returns is not high enough to counterbalance the short-term incentive to
appropriate all the surplus, which depends on the strategic possibility of
keeping salaries and prices paid to the developing country’s workers and
supply-chain firms very low (note that in any repeated Prisoners’ Dilemma
there are many possible equilibria and some of them allow substantial
exploitation of one player over the other).

Finally, according to our approach, even though each Sy; would like to
cooperate with the firm in the PDs, they also have some defection capability
(it is for this reason that we model the relationship using PDs). Weak stake-
holders, Sw;, are assumed to be able to defect (and retaliate against the firm)
by using the only weapon available to them: maintaining low effort and
poor quality of the goods and services provided as long as E has imperfect
monitoring ability on their actions.

The game involving the firm and its strong stakeholder

The relationship established by E with Ss comprises various elements which,
as we shall see, make a modified version of the Trust Game suitable for
its formalization. Specific investments are assumed to be symmetrical and
mutually dependent between the firm and strong stakeholders. E (Ss) spe-
cific investment depends for realization of its value on maintenance of the
cooperative relation with Ss (E). Essentially, strong stakeholders depend for
their welfare on the continuity of the cooperative relation with E but, vice
versa, E depends on their cooperation for its continuing existence. This does
not mean that they lack an exit strategy that interrupts or reduces the rate of
cooperation, or a strategy that enables free riding on the other party’s coop-
erative effort. In fact, a key feature of the game is that Sg may choose to stay
out of the interaction with E if s/he does not trust E enough to play a coop-
erative strategy with it. Nevertheless, continuing cooperation in this case far
outweighs the discounted value of resorting to these defect strategies.

On this interpretation it is quite natural to suppose that Ss, as far as
his/her material payoff is concerned, may collude with enterprise E in order
to appropriate all the surplus generated by the set of specific investments
made in relation to the firm. Interpretatively, we may assume that these are
made by both strong and weak stakeholders, although continuous coopera-
tion with the latter is less essential to the firm than with the former (so that
expropriation of weak stakeholders may be preferred by the firm). On the
other hand, both types of stakeholder depend on the firm in order to realize
their investments.
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In order to capture this key point of our analysis, we modeled the relation-
ship between strong stakeholders and the firm by considering a game with
two active players, Ss and E, and a dummy player that ideally represents the
category of weak stakeholders (Sw) affected by interaction involving the two
active players. This entails that Ss and E may decide either to collude so that
no resources are invested (or reserved) in order to improve the cooperation
with weak stakeholders in the games that the firm will play with them in the
remaining part of the network, or to treat them according to equitable terms.
This means allocating part of an existing surplus for the purpose of increas-
ing weak stakeholders’ payoffs to an equitable distribution in the games that
they will play with the firm in further parts of the network. We will see that
the effective implementation of this decision - if it has been taken at this
stage — can be interpreted as depending on a cooperative decision by the
firm in the ensuing games. For the moment, however, we maintain that if
this decision is taken by Ss and E, it generates payoffs also for weak stake-
holders (the best interpretation is that Sy; payoffs are saved to be given to
them in the ensuing games). Here, therefore, weak stakeholders are taken as
dummy players because at this stage they can only be subject to the effects
of the firm and strong stakeholder’s interaction, without having any voice
in it. They will become active players only later, when they participate in
games where they interact directly with the firm at further nodes of the rela-
tional network. Technically, this means that — with reference to the network
of games in Figure 7.3 — the game played by E and S; is different in form from
games played by E and any Sw; later in the network. Figure 7.4 illustrates this
game in extensive form. The normal form corresponding to the extensive
Trust Game is given by Figure 7.5.

Sg

Figure 7.4 The stage-game played by the firm E and its strong stakeholder Ss —
Extensive form
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Fe Ue

e F 2,2,(2) 2,4,(0)

Ss eU | 420 | 3,3/(0)

—e 1,1, (1) 1,1, (1)

Figure 7.5 The stage-game played by the firm E and its strong stakeholder Ss —
Normal form

In both figures, the dummy player’s payoffs are reported within brackets
and represent the share of a total surplus that active players refrain from
appropriating so that they can pay equitable wages or prices to Sw;. Thus,
the dummy player’s payoffs are only stakes that weak stakeholders hold in
the firm’s operation (payoffs are reported within brackets and the dummy
player has no strategy in the game), whereas strong stakeholders not only
hold stakes in the firm but also exercise influencing power.

As said, the game considered is a modified version of the Trust Game.
Before S5 plays the interaction with the firm, s/he has a move where s/he
may choose to enter (e) or stay out of (—e) the relation with E. Entering
means trusting E and making a specific investment in relation to it. If Sg
decides to enter into a relation with the firm, E has two possible strategies
available. It may implement a collusive strategy (Uy) that allows itself and
Ss to appropriate all the surplus if Ss enters and plays U as well (see payoffs
(3,3,0)), or it may implement a fair division rule, Fg, that allocates a fair share
to the dummy player only if Sg enters and plays F as well. This entails saving
a share of the surplus (equal to 2) to which the weak stakeholders are enti-
tled (see the extensive form of the game in Figure 7.4 and its normal form
in Figure 7.5, where this occurs with the payoffs (2,2,2)). One-sided oppor-
tunistic behavior against Sg occurs when Sy enters and plays ‘fair’ (strategy F)
by restraining his/her claim, but E cheats and appropriates all the residual so
that nothing is left for the dummy player. In this case we say that E is abus-
ing Ss's trust, in so far as we understand Ss’s entrance, if s/he plays (e, F), as
expressing his/her intention to behave equitably toward weak stakeholders.
However, one-sided opportunistic behavior may also occur the other way
round: Ss may claim the larger portion of the surplus while E moderates its
pretensions. Without effective coordination on the pair of strategies F, we
assume that the party which claims more by playing U is in fact able to reap
the larger part of the surplus (consider payoffs (2,4,0) and (4,2,0)).



174 Modeling Social Capital and CSR

An important feature of this game is that by entering a collusive agree-
ment (e, U; Ug), or acquiescing with the firm’s opportunistic behavior, Uy,
Ss puts the dummy player in a situation even worse than when Ss refuses
to enter by —e. In other words, because of Sy’s essential role in generat-
ing the firm’s surplus and in allowing the firm’s activity (for example, the
key role of institutional investors), egoistic collusion involving both Ss and
E, or at least Sg’s acquiescence with E’s opportunism, is strictly necessary
for the complete expropriation of the dummy player. Hence a Ss that cares
also for the dummy’s welfare and is aware of E’s devious strategy for getting
around its candid self-restraint move, has an alternative for the pursuit of full
fairness. This consists in boycotting E on behalf of the dummy’s (second-
best) stakes in the transaction. To exemplify a possible weak stakeholder
situation, imagine a small firm which converts its productive plant so as
to become a specialized supplier to a multinational enterprise. After the spe-
cific investment has been made, the multinational enterprise demands that
the supply contract is changed, threatening that otherwise it will find a dif-
ferent supplier. This generates a situation which is worse for the supplier
than the situation antecedent to the specific investment. The idea is that
staying out of a relation with the firm may prevent the strong stakeholder
from inducing weak stakeholders to make specific investments that will be
expropriated.

The Ss-E game’s equilibrium solution and the instability of GM trigger strategies

The only Nash equilibrium solution of this game is (e, U; Ug), which, more-
over, is in dominant strategies. This entails that the solution of this simple
two-person division game is such that both players play the collusive and
egoistic strategy U. Because it is the unique equilibrium point in dominant
strategies of the one-shot game, it will also be one equilibrium point of the
repeated game that has this game as a stage-game. Hence, one obvious equi-
librium profile of the repeated game is for Ss (after having entered) and the
firm E to adopt the iterated strategy ‘play U at the first stage and thereafter,
no matter what the other player does’. In the interpretive context adopted
here, this solution amounts to socially irresponsible conduct by the firm
with respect to weak stakeholders, while a collusive agreement is reached
with the strong one (for example, unions or pension funds).

The unique equilibrium in dominant strategies clarifies the extent to
which this modified version of the Trust Game (TG) differs from the orig-
inal TG, where the unique Nash equilibrium would be ‘not entering’ for the
stakeholder. In this case, staying out is not the Sy’s best response, because
‘abuse’ is at the expense of a third party, the weak stakeholder. In the original
TG, staying out is a credible threat that the trustor may implement by means
of a repeated game equilibrium strategy, if s/he believes that the trustee will
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play the dominant strategy of the one-shot game, since it is also part of the
unique Nash equilibrium of the stage-game. This is not the case here, because
staying out is the worst payoff to S5, and would not be a credible move that a
Ss motivated to care also about Sy;’s well-being could make in order to deter
adoption of a collusive unfair strategy by E.

Note that on this point our analysis significantly differs from that con-
ducted by L&S (see Lippert and Spagnolo 2010). But it also highlights a
problem inherent to the analytical framework of relational networks. L&S
consider a network like the one described in Figure 7.3 but in which all
the players’ relations (including the relation between Ss and E) are modeled
as iterated PDs. They state that, under perfect information and assuming
that all players adopt the MG trigger strategy, a network of this kind would
be sustainable (in the sense that all the players would cooperate with
each other) because of the threat of endogenous sanction against defec-
tors implicit in the structure of MG trigger strategies. We raise a basic
objection against this approach: why should player Sg implement the sanc-
tion (by stopping his/her cooperation with E) if s/he learns that the E
has defected against other players in the network? Since the cooperative
relation between Ss and E is mutual, and given that no other player can
sanction Ss if s/he deviates from his/her MG trigger strategy, there are no
endogenous material incentives for Ss to sanction E if E defects with the
weak stakeholders. It seems that the MG trigger strategy would require
player S to behave contrary to rationality, so that the sanctioning behav-
ior implicit in player Ss’s MG trigger strategy is an ineffectual threat to
player E, and would be unable to prevent it from ‘defecting’ with its weak
stakeholders.

The game we have introduced to model the S — E relationship is explicitly
intended to show even more clearly the instability of the MG trigger strategy
in the case of a deviation from cooperation. This problem, in fact, would
entail elimination of the equilibrium based on the MG trigger strategies
played by all the network participants as a sub-game imperfect equilibrium
(specifically, imperfection would result within the overall dynamic game
constituted by the repeated games that any pair of adjacent agents plays in
the network, from the irrationality of the behavior required in the sub-game
played by E and Sg in Figure 7.3).

We shall discuss this point by showing how the game specified in the pre-
vious subsection enables us to introduce a psychological game PG, which in
its turn will make it possible to formalize player Ss’s and E’s MG trigger strat-
egy in a way that evades this instability (equilibrium imperfection) problem.
This amounts to showing that cognitive social capital and the adoption of
CSR principles — which we will characterize in terms of the elements of the
PG game — generate endogenous incentives for Ss to punish the firm if it
defects against the weak stakeholders.
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3. A psychological game

3.1. Conformist preferences

Our assumption is that the game played by the E and S described in the pre-
vious section (see Figure 7.4 and Figure 7.5) is only the basis, in terms of game
form and material payoffs, for introducing the psychological game PG played
by active players (the firm E and its strong stakeholder Ss) endowed with
the cognitive social capital that we associate with the concept of conformist
preferences (Grimalda and Sacconi 2005, 2007; Sacconi 2007a; Sacconi and
Faillo 2010). A psychological game results directly from the former simply by
adding the assumption that the players’ payoffs are defined in terms of psy-
chological utility functions (see Geanakoplos et al. 1989; Rabin 1993). Our
specification of the psychological game is based on the idea of conformist
preferences.

According to the conformist preferences model, agents have preferences
that are defined over states of affairs described as sets of interdependent
actions characterized in terms of their degree of consistency with a given
abstract principle or ideal. Essentially, the model of conformist preferences
is based on the idea that agents are motivated not only by material incen-
tives, but also by the desire to conform with some ideal principle, which in
the original model (proposed by Grimalda and Sacconi 2005, 2007) is a nor-
mative principle of welfare distribution, given the players’ belief in others
players’ conformity.

The utility function of a generic agent i characterized by conformist
preferences is

Vi=Ui(o) + MF[T(o)]

where the first term Uj(o) is the material utility obtained by agent i in
state 0. The second term, A,F[T(o)] is the agent’s ideal utility and repre-
sents conformist preferences reflecting the agent’s concern for reasons to act
different from the traditional consequentialist ones. Essentially, these rea-
sons amount to a desire to conform with a normative principle T, which is
believed to be reciprocally conformed with — up to some level — by the agent
itself and by the other agents participating in the same interaction through
the production (by means of the agents’ behaviors) of the social state of
affairs o.

First, the ideal principle T represents the principle on which agents agree
in a pre-play communication stage under the ‘veil of ignorance’. In our anal-
ysis it represents the CSR principle on which the firm and stakeholders agree
from a position of impartiality and which makes explicit the firm’s com-
mitments in terms of fiduciary duties toward all its stakeholders. In general,
the formal specification of T, intended to express the agreed criterion of
fair distribution among all the players (irrespectively of their strong or weak
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positions), is given by the Nash bargaining solution (Nash 1950), also called
the Nash social welfare function N:

where d; stands for the reservation utility that player i can obtain when
the bargaining process collapses. Note that the status quo payoffs reflect
the hypothesis that the agreement is signed under the symmetric position
engendered by a ‘veil of ignorance’.

Second, the weight A; (a positive number), is an exogenous parameter rep-
resenting the maximum possible magnitude of the disposition to conform
with the ideal principle T. The intensity of the motivation to conform with
the principle T for agent i is then related to the value of ;. The higher 2; is,
the more agent i will be disposed to conform with the principle T, granted
that it has been agreed and that agent i believes that the others will conform
with the same principle. The parameter A; represents a component of cogni-
tive social capital defined in terms of a generic disposition to conform with
shared or agreed social norms, and is taken to be an endowment of cogni-
tive social capital (meaning disposition) that agent i inherits from his/her
social environment (it can also be considered a biological trait fixed through
evolution).

Third, the function F captures the effects on ideal utility of beliefs about
the degree of reciprocal conformity with the ideal exhibited by the agent
him/herself and other agents. F therefore expresses the component of our
idea of cognitive social capital understood as a system of mutual beliefs on
the degree of norm compliance exhibited by a given state of affairs (strat-
egy combination) of the game. Following Grimalda and Sacconi (2005), we
adopt a specification for F based on the hypothesis that each agent has a
measure of his/her own conformity with the principle T, given what s/he
believes about other agents, and that at the same time the agent has a mea-
sure of how much other agents’ are believed to reciprocate conformity, given
their own beliefs.

Let us consider a two-person game. In this case, F can be specified by
considering two elements:'°

1. 1+ f;: the index of player’s i conditional conformity. The value of f;
depends on the extent to which player i contributes to fulfiling the ideal
T with his/her actions (i.e. by conforming with or deviating from the
ideal), given what s/he believes about the other player’s choice.

2. 1+f;: the index of player’s j expected reciprocity in conformity, or the
esteem that player i forms concerning j's compliance with the ideal T.
The value of ﬁ depends on the extent to which the other player con-
tributes to fulfiling the ideal T with his/her actions (i.e. by conforming



178 Modeling Social Capital and CSR

with or deviating from the ideal T), given what the second player believes
(and the first player believes that the second player believes) that the first
player will do.

Both f; and ﬁ assume values from 0 to —1, so that they represent degrees of
deviation from the best possible conformity with the principle T given the
other player’s (believed) action. Hence the overall utility function of agent
i characterized by conformist preferences may be written thus (for more
details see Appendix I):

Vi(oi, b}, b}) = Ui(o, b}) + 21 + fi(b}, BH][1 + (03, b))

where b} is the first-order belief that player i has in the action of player j; b?
is the second-order belief about player j's belief in the action adopted by
player i.

It is clear that both conditional conformity and beliefs on reciprocal
conformity as captured by the function F, and disposition to conform as
represented by 1, play a key role in generating the (ideal) utility of player i.
The ideal component of the utility function works as follows.

a) If i fully conforms with the principle T and believes that j will fully
conform as well, then i’s ideal utility will be:

kixlxlzki

that is, the maximum possible value of ideal utility.
b) If i does not fully conform and believes that neither will j fully conform,
the value of the ideal utility will be lower than A;:

(I =) =i <A

¢) Finally, if the conformity of at least one of the two agents is believed to
be zero, then the ideal utility obtained by agent i goes to zero:

(I-DA=p»1=0

The ideal principle T, mutual beliefs with regard to reciprocal conformity
with the ideal principle T, and the disposition () to conform with T, given
such beliefs, are the components of our notion of cognitive social capital and
they collapse into the value of ideal utility that the conformist agent may
obtain for each give state of affairs. Hence conformist preferences equate to
our definition of cognitive social capital.

As we have already noted, the disposition 2 is generated by both micro
and macro factors. It is connected with psychological and genetic factors
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that affect the disposition of each individual, and it is affected by basic social
norms and cultural traits shared in the community where the agents live in a
broad sense. These social norms are more general than the principle T, which
is a principle on which agents may agree with reference to a definite domain
of interactions or an organization. Thus, while T is an endogenous variable
determined by the players’ interaction, normally engendered by their pre-
play communication (agreement), A is a contextual variable that affects the
magnitude or motivational force of conformist reasons to act as they are
represented by the functional F of the principle T.

3.2. A CSR principle at the basis of conformist preferences

We assume that players with conformist preferences are involved in a psy-
chological game PG based on the modified version of the Trust Game
described in Figure 7.4. Hence, they will evaluate strategy combinations
in terms of a fairness (CSR) principle T to which they have agreed in a
pre-play communication stage of the game and whereby they make an
impartial distributive justice-based assessment of the division problem that
they have to solve in the game. The distributive (CSR) principle T is mod-
eled as the Nash bargaining solution (NBS) of a three-person bargaining
situation involving players E, Sg and a representative agent Sy; — that is,
simply maximizing the product of players’ payoffs net of the status quo.
The NBS is a natural result of the assumption that E, Sg and Sw; reach agree-
ment on a distributive principle relative to the division of the surplus at
stake in PG. It is not necessary that this bargaining game be taken as a
game actually played. What is required is that in a pre-play communica-
tion stage the players reason ‘as if’ they could carry out such an agreement
under the hypothesis that they cannot (or do not want to) identify with
any particular player’s role in the subsequent PG effectively played. Thus,
in this ‘counterfactual stage’, they may take all the roles in the game PG to
be symmetrically interchangeable.!' For this reason, we set the status quo
at (0,0,0), so that all the players consider the not-fair agreement option
from the point of view of the worst-off player, who would get nil if there
was no impartial agreement on the surplus division. We thus express the
idea that a fair agreement on the principle T must include all the play-
ers, and if one player gains nil from the agreement, ‘behind the veil of
ignorance’ this amounts to not agreeing at all. Hence the two-side egois-
tic collusive strategy pair (U; Ug), or the one-side egoistic strategy U played
against a fair cooperator, both signal absence of reference to any three-person
equitable agreement in playing the game. This also enables the strategy —e
to play a role in the solution, since with respect to the worst case of no
distribution at all the stay-out option with payoffs (1,1,1) could also be con-
sidered a possible improvement reachable by agreement. Considering the
payoff matrix reported in Figure 7.5, the decreasing ordering of the game
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states assessed according to the principle T — namely, by taking the Nash
bargaining product of the payoffs corresponding to the relevant states of the
game - is

1. T(e,F;Fy) =8,
2. T(—e;Ug) =1, as well as T(—e; Fy) =1,
3. T(e/ U; UL) = 0, T(e, F, UL) = O/ T(e/ U’ Fh) =0.

where the last line identifies states of non-equitable agreement that are no
better than the status quo. Note that this ordering states, as previously dis-
cussed, that Sq’s staying out entails a higher level of distributive fairness in
terms of Nash product than if s/he enters and acquiesces with E’s collu-
sive offer or its opportunistic endeavor to exploit S¢’s fairness in order to
appropriate the entire surplus.

The two active players’ agreement on a principle of fair treatment
including both strong and weak stakeholders amounts, in this context, to
subscription by the firm to a social contract on their fair treatment — which
is the core idea of CSR as we understand it. Moreover, for both the firm
E and the Ss the ‘fairness’ strategy corresponds to ‘walk the talk’ behavior
with respect to the commitment announced in the CSR norm (i.e. a code of
ethics), while the ‘stay out’ strategy is similar to a boycotting strategy that
the active strong stakeholder may (and in real life in fact does) carry out to
punish companies that do not comply with the CSR commitments that they
have ex ante enunciated. These intuitions are reflected by the maximum T
value assigned to the pair of strategies (e, F; Fr), and the intermediate T value
associated with the states where Ss decides to stay out, i.e. (—e; U), (—e; F).

However, it might be asked why the firm E and the strong stakeholder Ss
should enter an agreement on the CSR principle T; and in particular what
incentive E would have to do so. This question is important because — as
we shall see in the next sections — in the psychological game PG that takes
place after players agree on the CSR principle T, the player E will be induced
not to abuse Sy; and, consequently, to give up part of its material payoff.
One could simply assume that the firm E has a value system and a corporate
culture whose principles are shared by strong stakeholders and are summa-
rized by T. Yet in the economic theory of the firm, ‘corporate culture’ is a
solution for the need to acquire reputation in a context of incompleteness
of contracts and unforeseen contingencies structured as a TG (Kreps 1990).
In a context of this kind, the very existence of definite commitments and
types functional to reputation accumulation cannot be assumed without
the introduction of general and abstract principles of ethics which define,
albeit with a margin of vagueness, what has to be done under unforeseen
contingencies (Sacconi 2000, 2010a). In this case, the firm E must at least
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convince the strong stakeholders to enter the relation with it. Hence, the
firm must reach an agreement with strong stakeholders on general principles
of fair treatment that may be employed to accumulate a reputation at least
in the relation with Ss. Of course, one may say that in the one-shot modified
TG the firm E knows that there is a unique Nash equilibrium which entails
collusion with Ss, so that E does not need any particular reputation to be
able to reach such a collusive agreement with Ss. But this is not the case
in the repeated game, where equilibria are necessarily multiple, and where,
moreover, the commitments attached to any equilibrium strategy cannot be
specified in a situation of unforeseen contingencies without recourse to gen-
eral, abstract, albeit vague, principles of corporate culture. Our hypothesis is
that when the firm E endeavors to devise an acceptable agreement on gen-
eral and abstract principles that must concern the division of a sum among
all the three payers, the very nature of the logical exercise of formulating
such principles requires it to universalize the principle of fair treatment, and
hence to have exercise of the agreement cover also the weak stakeholders
(who, in fact, have no real power in the game). This amounts to saying
that the agreement is reached under the veil of ignorance by active play-
ers considering the equally probable possibility of their also being in the
position of the weak stakeholder. Under this hypothesis we know that the
resulting agreement falls on the egalitarian solution or symmetrical NBS, as
a direct consequence of impartiality when the outcome space is restricted
to the equilibrium set of the repeated game (Binmore 2005, Sacconi 2010b).
Besides, in the theoretical literature, this result is also supported by empiri-
cal evidence on the collective choices reached by active players involved in
a division problem similar to the one considered here. It has been shown
that, when active players are asked to agree on a rule of division behind a
veil of ignorance concerning the role that they may assume in playing the
game effectively — that is, they are faced with the possibility of occupying the
dummy player’s position as well — they quite directly agree on the egalitarian
rule of division.

To conclude, the assumption concerning A may also play a role, albeit an
indirect one, in explaining how E or Ss can agree on the CSR principle T. In
a context of social norms and culture wherein the presence of a high dispo-
sition to conformity (i.e. A is high) is common knowledge, even agreeing on
non-binding CSR principles with stakeholders through pre-play communi-
cation can be considered anything but ‘cheap talk’. In fact, this parameter
makes it possible for conformist preferences to be formed that impinge on
the players’ payoff function to an extent sufficient to change the possible
results of the game (of course, this could also be considered a good strate-
gic reason for a self-interested firm not to agree at all, one to be traded off
against the signal that this decision would send to stakeholders about its lack
of intention to develop a reputation).
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3.3. The psychological game (PG) and the ideal payoffs
of players E and Sg

The previous section linked the game played by E and Ss to a basic com-
ponent of the conformist preferences model: agreement on the principle T.
However, a full description of the relevant PG game requires specification of
the psychological payoffs associated with any pair of strategies. The overall
utility function given in section 3.1 shows that players attach a motivational
force (able to drive their practical behavior) to something akin to ‘conformity
with the principle concern’ - intuitively a ‘deontological’ motive to act —
which amounts at most to a utility weight A. This represents the maximal
force of the disposition to act in conformity with the fairness principle that
can counteract self-referred motives to act represented by material payoffs.

Moreover, the strength of this disposition to act in conformity with a
given principle (in our case the CSR principle that implies fair behavior
by the firm toward all its stakeholders) is conditional upon beliefs that
the players entertain about their reciprocal conformity with the principle.
The functional F represents what a player deems to be the overall degree of
conformity as based on the combination of the two personal indexes of con-
formity attached to players’ decisions in relation to the principle. Taking Ss’s
perspective, these indexes state:

(i) the extent to which Ss conceives him/herself to be conforming by
choosing any particular strategy, given his/her belief about E's strategy
choice, and

(ii) the extent to which Sy thinks player E conforms by means of any par-
ticular strategy that s/he believes E may choose, given Ss’s second-order
beliefs about E’s belief in Sg’s choice.

Recall that the values of the two conformity indexes result from the subtrac-
tion of a deviation measure ranging between O (no deviation at all from the
principle) and —1 (complete deviation) from the unit (i.e. 1 means maximal
conformity), and consider in turn the different possible belief systems (i.e.
first- and second-order beliefs) justifying the prediction of any given out-
come of the game. Then the conformity indexes attached to how players
carry out each state of the game (and consequently their ideal utility) may
be computed with reference to the basic game form given in Figures 7.4 and
7.5, keeping track of the T values computed for each strategy combination
given in section 3.2.12

Let us start by considering the ideal utility to be added to the material
payoff of player Ss because of his/her conditional conformity index and
the expected reciprocal conformity index of the firm, namely 1 + i (os,, b;)
and 1+f; (b, b%), as they are specified at each possible state of the game.
Consider first the strategy os, = (e, F) of player Ss, given his/her first-order
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belief that E plays F, (b} =F), and his/her second-order belief that E believes
that Ss plays (e, F), (b4 = (e, F)). The index of conditional deviation of player
Ss (note that symbol | means ‘given’) is

T(e, F|Fg) — TV (Fy) _ T(e,F|Fg) —T(e F|Fg)
TMAX(Fg) — TMIN(Fy) T, FIFy) — T(e, UlFy)

In fact, given that E plays ‘fair’ Fg, for S by responding with (e, F) the
best T value is attainable, which entails a conditional conformity index
1+ fss(e, F; Fr) = 1. For the same strategy pair, by symmetrical reasons, the
expected reciprocal deviation of player E is

T(Fle,F) - T"¥(e,F) _ T(Fele,F) — T(Fele,F)
TVAX (e, F) — TVN(e, F)  T(Fle,F)— T(Ugle, F)

which entails that the expected reciprocal conformity index of player E is
1+ fz(Fs; e, F)=1. Thus the ideal utility of player S for this strategy combina-
tion is the full weight A (namely, 1 x 1 x A).

By the same method, Ss’s conditional conformity indexes and E’s expected
reciprocal conformity indexes can be computed for each strategy pair, and
the ideal utility of player S can be derived (see the appendix to this chapter
for calculations). The results are the following:

e Player S¢’s strategy (e, F), given his/her first-order belief that E will play Uy
and his/her second-order belief that E believes that s/he will play (e, F),
obtains ideal utility O for Ss. In fact, against a player E who unfairly plays
Us, entering and playing ‘fair’ by (e, F) gives the worst T value, which is
equal to O with respect the best possible alternative of ‘staying out’ by —e,
which gives a T value equal to 1. Recall that a single conformity index
equal to O entails that ideal utility is nil.

e Player S’s strategy (e, U), given his/her first-order belief that E will play Fg,
and his/her second-order belief that E believes that s/he will play (e, U),
obtains ideal utility O for Ss. In fact, against a player E who plays ‘fair’ by
Fy, responding with (e, U) means selecting the worst T value, which is
equal to 0, with respect to the better alternative of responding fairly by
(e, F), with T value 8.

e Player Ss’s strategy (e, U), given his/her first-order belief that E will play
Ui and his/her second-order belief that E believes s/he will play (e, U),
gives ideal utility O to Ss. In fact this choice entails ‘collusion’ with the
worst T value, equal to 0, whereas responding by ‘staying out’ would give
a better T of value 1, which is also the best, given player E’s choice.

e Player S¢'s strategy (—e), given his/her first-order belief that E will play Ug
and his/her second-order belief that E believes that s/he will play (—e),
gives S ideal utility A. In fact, responding by (—e) to E who plays U max-
imizes the T value, so that player Ss’s deviation is 0. At the same time,
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given that player Ss ‘stays out’, player E cannot do any better in order
to maximize T than choose one or other (indifferently) of its two strate-
gies Uy or Fg, since both of them give a T value equal to 1, and both of
them have a deviation index 0. However, if E chooses Fy, choosing (—e)
would no longer induce a conformity index 1, because Ss in this case
could maximize T by choosing (e, F).

e Player S¢’s strategy (—e), given his/her first-order belief that E will play Fg
and his/her second-order belief that E believes that s/he will play (—e),
obtains ideal utility 1/8x. In this case, given that E plays ‘fairly’ by Fg,
player Ss does not maximize the T value by ‘staying out’. However, nor
does s/he minimize it, since the worst T value equal to O would be reached
if s/he played unfairly (e, U). Player Sg thus scores a high deviation index
—7/8, and hence his/her complementary conditional conformity index is
low, that is, 1/8. On the other hand, player E, who believes that player Ss
stays out, cannot do any better in order to enhance the T value than play-
ing one or other (indifferently) of its strategies, Fy or Ug. Thus, by playing
F, it obtains its maximum T value conditional on the (—e) choice by Ss. So
the E’s expected reciprocal conformity index is 1, which combined with
1/8 allows only an ideal utility 1/8A to enter player Ss’s overall payoff for
this state.

To sum up, the only way for S to be fully conformist is to ‘enter’ and choose
‘fair’ if s/he predicts that also E plays ‘fair’, but to stay out otherwise. This
latter behavior is an important consequence of the conformist preference
model: staying out of an unfair cooperative relation can induce the relative
best level of conformity if the other player’s ‘cooperative’ choice is such that
acceding to such a proposal of unfair cooperation or collusion would induce
a lower level of implementation of the principle T. Thus, accepting whatever
level of cooperation or collusion, if it is unfair in terms of the principle T,
is not supported by conformist preferences. On the contrary, a ‘principled’
refusal to interact can be supported by conformist preferences, which trans-
lates into an endogenous psychological incentive to punish the other party’s
unfair choices. On the other hand, by ‘staying out’ when E chooses ‘fair’,
the strong stakeholder Ss permits only poor implementation of the princi-
ple. Finally, compliance would be nil not only if Ss colludes, but also if s/he
acquiesces with E’s opportunism by candidly choosing ‘fair’ when E is getting
around its ‘pure’ intention by playing Uy to appropriate the entire surplus.
Thus far, things have been considered from Ss’s perspective. Note, how-
ever, that player E’s index of conformity and its index of expected reciprocal
conformity about player Sg are derived by combining the same strate-
gies described above. For example, E's index of conditional conformity
141 (aE, b}z) is based on the identical strategic combinations taken into

account by player E’s expected reciprocal conformity index 1+ f; (b, b%)
as seen in the eyes of player Ss — since the first-order beliefs of player Sg
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consist of player E’s strategies, and his/her second-order beliefs about player
E's beliefs equal player E’s beliefs about player Sq’s strategies. Therefore, the
two indexes must have the same values. Situations and payoffs, considered
according to player E’s or player Ss’s beliefs of first and second order pre-
dicting such combinations, are perfectly symmetrical for the strategies pairs
(e, F; Fr), (e, F; Ug), (e, U; Fr) and (e, U; Ug). Of course, player E does not have
move e, but it is ineffectual with respect to the symmetry of the situation
that occurs after player Ss’s ‘entrance’. Then E’s indexes of conditional con-
formity and expected reciprocal conformity must be respectively identical to
those just considered for Ss; hence the ideal payoffs must also be the same.
The only situations left to consider are those that cannot be symmetrical
between players E and Ss, namely (—e, F), (—e, U) — i.e. situations where E’s
first-order belief predicts that player Ss will choose (—e) while E’s second-
order belief is that Sg believes that it will choose either F or U. In these cases

e Player E’s strategy Fg, given his/her first-order belief that Sg will play —e
and its second-order beliefs that S5 believes that E will play Fg, obtains
ideal utility equal to 1/8x. In fact, when E predicts that Ss will stay out,
it cannot do any better to maximize the T value than choose either of
its strategies Fy or Uz. However, what reduces overall conformity in this
case is the expected reciprocal conformity of S5, which is at the poor level
of 1/8 (consider that his/her best conformity index would be associated
with playing (e, F), while the worst one would be given by playing (e, U)).
The result is 1 x 1/8 x A, which is the ideal utility that enters E’s payoff
for this outcome.

e Dlayer E's strategy Uy, given his/her the first-order belief that Ss will play
—e and his/her second-order belief that Sg believes that E will choose Uy,
obtains the highest ideal utility A. In fact, also in this case player E is
doing as much as possible to maximize the T value, given the —e choice
by Ss (since by staying out Sy frustrates any attempt by E to affect the
result). But in this case this also applies to Ss, who predicts that E will in
fact choose Uy, and hence rightly chooses to stay out, which makes the
T value equal to 1, whereas if s/he had ‘entered’, that value would have
been only O (in the case of both bilateral or unilateral collusion).

To be noted in regard to these last two points is that, symmetrically with
what we said concerning the motivational force of Ss’s decision to ‘stay out’,
when Ss is commonly predicted to play —e, the individual responsibility of
player E concerning the level of principle attainment is nullified. E can-
not do anything about the level of T, which cannot deviate from the one
determined by player Ss’s decision. Since E cannot be responsible for any
deviation from the level of T, conformity is intact and maximal whatever
the choice of E (Ug included). This may also be understood in the sense that,
by staying out, Ss prevents any deviation from conformity that might be
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attributable to a choice by player E, whose intentions cannot be relevant
in terms of responsibility, as far as they are at all fanciful (E knows that,
whatever its virtual choice, the game is over due to —e) and ineffective with
respect to the game’s outcome. In any modified TG, such as the one under
consideration, —e entails that the game ends before E’s decision node has
even been reached. However, the conformity index is not a measure of a
player’s counterfactual intentions, but only a measure of the factual devia-
tion due to his/her decision from the best reachable level in terms of a given
standard, conditional on the other players’ behavior. It takes the dictum
‘ought implies can’ quite seriously, and in this case player E cannot be con-
sidered responsible for any deviation from the given level of conformity with
the principle T set by player Ss. A different conclusion would be admissible
if E assigned a positive probability to Ss not being truly playing —e. But this
hypothesis is not admitted under the psychological games assumption that
beliefs are internally consistent with their psychological equilibria and are
common knowledge among the players. Hence it is admissible for confor-
mity indexes in these cases to assign a zero deviation to any choice by player
E and hence full conformity with player E’s choices. However, the case of
player S is quite different. When player Ss predicts that player E will choose
Uy at his/her decision node either because it plans to collude or because it
already knows that S will stay out and hence feels relieved of any decisional
responsibility toward T, then s/he is fully responsible for prevention of the
possible effect of the predicted decision by E on T attainment. Hence, in
order to conform with the principle, s/he must play —e. This is reflected in
the best Ss conditional conformity index (or in the best expected reciprocal
conformity index, as seen in the eyes of player E), which is equal to 1 for
that choice by player Ss.

To sum up, in correspondence to each combination of strategies (states
of the game) conditioned on a system of consistent first- and second-order
beliefs (i.e. beliefs predicting exactly the state of the game under considera-
tion), for every player we can single out the values of the conformist com-
ponent of his/her utility function by computing the relevant combination
of both the conformity indexes of a player.

Before continuing with discussion of the psychological equilibria result-
ing from integration of material payoffs with ideal utilities deriving from
conformist preferences, we give some intuitive substance as to why we con-
sider the possibility that a firm may have a positive psychological payoff
from applying an ethical principle of cooperation with all its stakeholders.
Here our approach is closely linked with Aoki’s notion of corporate social
capital (Aoki 2010, infra): ‘Corporate social capital may not be immedi-
ately cashed in, but it may be enjoyed by various corporate stakeholders in
non-pecuniary manner, e.g. the pride of employees working for a socially
reputable corporation, satisfactions of environmentally-conscious stock-
holders from owning “green” stocks, amenities of citizens living in clean
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local community and the like.” A; may be interpreted as the psychologi-
cal payoff obtained by those with residual control rights (the owner or the
top management in case of public companies), who may have conformist
preferences and may obtain a positive psychological payoff from adopting
corporate responsible behavior.

3.4. Psychological equilibria in the PG

Given the different values of ideal utility deriving from conformist pref-
erences, the normal form of the psychological game with conformist
preferences is shown in Figure 7.6.

The generalized form of this game under the assumption that payoffs
satisfy the conditions d > ¢ > b > a, is depicted in Figure 7.7.

E
Fe Ue
e F 2+hss, 2+ A, (2) 2,4, (0)
Ss e, U 4,2, (0) 3,3,(0)
—e 1+1/8Ass,1+1/82g, (1) 1+hss, 1+ g, (1)

Figure 7.6 Normal form of the PG played by Ss and E

E
Fe Ue
e F b+ iss, b+ 2, (b) b, d, (0)
Ss e, U d, b, (0) c, ¢, (0)
—e a+kiss, a+kig, (@) a+iss, a+ g, (@)

Figure 7.7 Normal form of the PG played by Ss and E - generalized form (where 0 <
k<1)
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It is evident from inspection of the psychological payoffs that, in general,
if Az and As, are both > d —b and As; > ¢ — a (with the particular specification
of payoffs’ parameters with which we have worked thus far, however, both
conditions collapse to A > 2), there are three Nash psychological equilibria
under conformist preferences: (e, U; Ug), (e, F; Fy) and (—e; Ug). Most interest-
ing are the equilibrium strategy profiles (e, F; F;) and (—e; Ug). Each of these
must be understood as being contingent on the respectively appropriate sys-
tem of mutually consistent beliefs of first and higher order. In regard to the
former, player Ss must be believed to be playing (e, F) and player E must be
believed to be playing F;, while both of them must believe that the other
has exactly these beliefs (and the consistent beliefs about beliefs). When
these conditions are satisfied, the conformist payoffs reported in the upper
left cell of the normal form game in Figure 7.6 are effective (because they
depend on indexes of conformity contingent on exactly these beliefs), so
that if Ay and A, are both > d — b, the players’ mutual best responses are
(e, F) and F. This means that both players have a desire to conform with their
ideal principle of justice sufficient for them to prefer forgoing a material
self-interested benefit achievable through a collusive agreement in order to
ensure fair treatment of the dummy player.

Because of the existence of the second equilibrium, Ss must be believed
to stay out and E must be believed to play U, while both of them must
believe that these beliefs are also held by the counterparty and that they
know what the other believes. When these beliefs are satisfied, the psycho-
logical conformist payoffs reported in the bottom right cell of Figure 7.6 are
effective, so that —e is Ss’s best response to E's strategy Uy (which in turn is its
best response to —e). Note that the condition for the existence of this second
equilibrium is Ag > ¢ —a, which is not required for A;. This is required only of
player Ss since the decision to stay out of the cooperative relation with E is
his or hers alone. Intuitively, this implies that, by trading-off conformist util-
ity with material payoffs, Ss prefers to boycott E more than collude with it.
Essentially, the ‘sanction strategy’ of strong stakeholders, which have a key
role in inducing the firm to be ‘fair’ with weak stakeholders by respecting the
CSR principles, does not require any condition on the firm’s psychological
payoffs, which may be 0. Consequently, even firms which are not intrinsi-
cally motivated by cognitive social capital, if they agree on CSR principles in
order to induce their stakeholders to undertake optimal investments, may
suffer sanctions by strong stakeholders (if the value of As is high enough)
and may be induced to cooperate with weak stakeholders.

Finally, a further psychological equilibrium is the old Nash equilibrium
(e, U; Ug), which materializes when the previous conditions on beliefs sys-
tems are not fulfiled even if the conditions on A; and A are satisfied. That
is, notwithstanding the absolute potential of the disposition to act in accor-
dance with the principle of justice, this equilibrium emerges when mutual
confidence in reciprocal effective conformity breaks down. This amounts to
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a beliefs system such that player E neither believes that Ss is effectively com-
pliant with the principle, so that s/he would really play strategy (e, F) if E
were to choose strategy Fy, nor is confident that S would really play strat-
egy —e if it offered collusion by strategy U;. At the same time, S5 neither
believes that E will play F; when s/he plays (e, F) nor believes that player E
is confident that s/he will really play —e if E plays Ugz. Under these condi-
tions of mistrust, an S5 playing —e would act against the systems of mutually
consistent beliefs that predict (e, U; Ug) as the result, which is not admissi-
ble in terms of psychological equilibrium. In the absence of beliefs systems
that justify playing one of the other two psychological equilibria, (e, U; Ug)
emerges as the only psychological equilibrium, even though it is based on
just material payoft.

4. Cognitive social capital and the endogenous sustainability of
cooperative networks of relations

The psychological game PG played by E and Ss reveals the importance
of both cognitive social capital and of CSR principles in allowing the
endogenous sustainability of cooperative relations between the firm and all
its stakeholders that were considered as mere possibilities — far from being
effective — in networks like the one reported in Figure 7.3. In this section we
set out the main result. A rigorous proof must wait for the next sections.

4.1. Cognitive social capital as conformity disposition

A high level of cognitive social capital in terms of disposition (1) is a neces-
sary, even if not sufficient, condition for obtaining structural social capital
between the firm and all the stakeholders. If the conditions on the parame-
ter A are not satisfied, only the unfair or collusive equilibrium (e, U; Ug) can
emerge. Referring to the distinction between bridging and bonding social
capital — “There may be high social capital within a group (“bonding” social
capital) which helps members, but they may be excluded from other groups
(they lack “bridging” social capital’) (Narayan 1999: 3) — we may say that
the collusive equilibrium is an example of bonding social capital (between
the firm and the strong stakeholders), while the fair cooperative equilib-
rium between the firm and its strong stakeholders is an example of bridging
social capital. Sufficiency conditions for bridging social capital include both
dispositions and beliefs systems. Bonding social capital obtains whenever
the disposition to conform with impartial norms is insufficiently strong
or when, owing to contingent conditions, expectations of mutual distrust
emerge concerning reciprocity in conforming with fair and impartial norms,
whereas players have consistent beliefs systems that allow them to predict
collusion (which, moreover, must be a Nash equilibrium). This characteriza-
tion of bridging social capital in terms of equilibrium conditions shows that,
even though some of its components may be objectively determined at the
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level of the biological or cultural heritage of a given category of individuals,
most of it is nevertheless relative and contingent on fragile conditions of
social interaction among rational individuals. Beliefs systems, in particular,
exhibit this contingency, for there is no absolute reason for some of them
to be completely discarded so as to ensure that only the ‘desired’ beliefs sys-
tems emerge to support good equilibria. In fact, how could we exclude a
priori that a situation of mistrust may emerge even among people with the
highest disposition to conform with social norms and ethical principles?

4.2. What affects beliefs in the PG? The role of agreement

As usual, multiple equilibria (especially multiple psychological equilibria)
make any prediction about the effective solution of the game depend on
the availability of an equilibrium selection mechanism able to explain
the formation of any given system of mutually consistent beliefs whereon
equilibria are contingent. This is not a matter of brutally biological or tra-
ditionally determined cultural inheritance. On the contrary, equilibrium
selection depends on fragile cognitive mechanisms of belief formation, such
as how individuals reasonably react to different choice contexts and how
they learn from past interactions. Far from being able to uniquely answer
this problem, conformist preference theory is not completely mute about
it. Recourse to the ‘cognitive role’ of ethical norms and distributive jus-
tice principles helps give partial predictability to the emergence of the
system of beliefs required for bridging social capital to be created and the
corresponding fairness equilibrium to be implemented (see Sacconi 2010c,
infra).

Modeling the game in terms of conformist preferences entails some
implicit assumptions. In particular, as already said, it amounts to assuming
that, before this game is played, there must be a phase of pre-play commu-
nication (traditional game theory would rule it out as ‘cheap talk’, but we
shall see that it is quite important in affecting the players’ preferences). In
this phase, players adopt the cognitive perspective of an ideal game ‘under
a veil of ignorance’ such that they are able to agree impartially on a norm
or a principle of fairness which they deem relevant to the distribution of
surpluses generated in interactions like the one involving E and its stake-
holders. The ‘impartiality’ of this point of view consists in the fact that, with
ignorance of who will take ex post whatever role in the game (be it the role
of E or the role of whichever category of stakeholders), a (CSR) principle of
fair division is ex ante agreed upon by anonymous players in order to estab-
lish how the real life division game will be played ex post. This may be seen
as reasoning ‘as if’ the players were involved in a fictitious bargaining game
‘under the veil of ignorance’. But alternatively it may also be seen as sim-
ply a cognitive process of reasoning whereby players are detached from the
personal perspective and their interests in the concrete situation, and sim-
ply recognize that the situation (the game) they are going to play has to be
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categorized as one element pertaining to a more general class of situations
where a given principle or social norm of fairness is normally applied. Put
differently, the situation exhibits to a significant degree the pattern or the
silhouette of a category — or fuzzy membership of a set — which is normally
understood as the domain of application of a given principle or norm of
justice.!®

What is distinctive in this pre-play communication stage is that in one
way or another it operates as a framing effect on both players’ motivations
and beliefs. According to the motivational point of view, framing a situation
as one involving a fair agreement on a principle of justice activates a moti-
vational drive (what we may call a disposition to act in conformity with a
mutually agreed principle) able to produce a specific behavior or the ‘desire’
to be just. The intensity of this ‘desire’, or the causal force of this disposition
seen as a preference (which is a sort of passe-partout for intending what-
ever motive to act) is what the model captures with the parameter 1. Hence,
it is because in a pre-play communication phase the situation has been
assessed in terms of an impartial agreement or according to a commonly
shared principle that in the ‘real life’ game players may frame the situation
so that they feel the motivational force to act in accordance with it ‘up to
level’ A.

From the cognitive point of view, framing the situation as one of impar-
tial agreement, or simply as an exemplar of a wider category to which a
general abstract principle of impartial treatment applies, affects the players’
beliefs. When a situation is recognized as belonging to an abstract category
requiring impartial treatment, the individual reasoner proceeds by default
to the position that there is no reason or evidence for not believing that
both him/herself and the counterparts will envisage the situation in the
same way. The abstract norm or principle (in our case the agreed CSR prin-
ciple) defines a mental model of the rational agent as a typical agent that
agrees on a principle and hence is (until proof to the contrary) committed
to it, or as an agent who behaves as normally observed within a category
of cases subsumed within the domain of a norm or principle. ‘People that
voluntarily agree on a principle or who understand this situation as belong-
ing to a category identified by the validity of a norm, normally behave like
that...” - this defines a normative mental model of agent that the individual
reasoner endorses under the framing effect of what we called the pre-play
communication phase (see Sacconi and Faillo 2010).

There is no definitive proof that all agents will actually act according to
this model. Rather, it is the simplest model of agent that follows from the
fact that the situation has been framed as a situation of impartial agree-
ment or a case belonging to a general class identified by a norm of justice.
It might be said that if one freely agrees to a principle, one expresses the
plan or the intention of acting according to the provisos of the agreement
itself. Hence, until proof to the contrary, one may expect the rational agent
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to act ‘normally’ according to his/her free agreement. If one categorizes a
situation as a case in a class subsumed under the domain of an abstract
norm, the norm defines how people normally act within the category (or
must act to stay in it) until proof to the contrary. Hence, one has a mental
model of how people normally behave (or normally should behave to satisfy
the premise of an impartial agreement or consistency with the normative
statement of a norm) under the current categorization, until proof to the
contrary.

Admittedly, all these are just default inferences, valid under caveats such
as mormally’, ‘until proof to the contrary’, ‘not contrary to what we already
know’ etc. But they are nevertheless perfectly legitimate within their limits.
If these are the stereotypes of a rational agent under the current framing
of the situation, they are also the mental models that ‘come to the agent’s
mind’ when s/he tries to decide rationally those that s/he takes for granted
or as provisionally valid to plan his/her action. There is no conclusive reason
for doing this except that these constitute the model of the rational agent
that comes to his/her mind under the current framing effect.

Now imagine that the same agent is asked to forecast the behavior of other
agents (for example, the second player in the real life game). In the absence
of contradictory information or evidence to the contrary, by default s/he
will simulate the other agents’ reasoning and behavior by applying the same
mental model used to provisionally define his/her own plan or conduct. The
rational basis for this replication has the same fragile but nonetheless intel-
ligible basis as before: the simplest way to forecast other agents’ behavior, as
long as there is no evidence or proof to the contrary, is to deduce their behav-
ior from the best mental model of an agent inferred from the frame of the
situation. ‘Assuming that the situation has been understood as one of impartial
and generally acceptable agreement, or one normally categorised as the domain of
application of a neutral norm, given that I need to work out a forecast of other
agents, I do not find any reason not to apply to these other agents the same mental
model that seems valid for myself as it is consistent with a norm which is inde-
pendent of any characteristics that make me different from any other’. As long as
there is no evidence that other players do not participate in the same impar-
tial agreement or do not categorize the current situation in like manner, by
default we conclude that the same model of agent that came to our mind
to define our action is also valid for symmetrically forecasting other agent’s
decisions and behaviors.

Given the mental model just described, if players participate in the
pre-play communication stage (the agreement on CSR principles) their first-
order beliefs in the psychological game consist of the mutual prediction that
strategy choices are (e, F) and (F), and their mutual second-order beliefs are
hence consistent with these predictions about choices.
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4.3. Cognitive social capital and ‘modified’ MG trigger strategies

The analysis of belief formation resulting from the pre-play communica-
tion phase provides a sound and workable starting point for our model,
but no more than that. In fact, it works only in a one-shot game, where
there is no previous experience and no evidence can be uncovered that
contradicts the mental model derived from the ideal choice or the abstrac-
tion and categorization process carried out at the pre-play communication
stage. However, when the game is repeatedly played, observations of previ-
ous effective behaviors necessarily influence beliefs about what strategy the
counterpart is effectively playing.

Here we make our first basic assumption about the dependence of player
Ss’s beliefs and behaviors in our psychological game (the PG) on what s/he
learns from the behaviors of player E in the other games in which it partici-
pates through the relational network considered in Figure 7.3. We call all of
them PDy; in order to indicate that they are Prisoner’s Dilemmas played by E
in relation to player Sw; =j. We assume that

A1) If Ss learns that player E defects at time t in a PDy;, s/he understands that
E is not ‘really’ playing the strategy F in the PG from that stage onward.

In fact, what has been saved and entitled to Sy; in the solution of the com-
ponent game of division of the surplus PG has not been used to remunerate
players Syw; equitably by cooperating with them. Thus, at stage t + 1, Sg will
predict that player E is not playing ‘fair’ in the current repetition of PG.
This signifies that the condition for the emergence of the ‘no entry’ psy-
chological equilibrium has been activated (obviously, the ‘no entry’ decision
depends also on the value of 1). Of course, this point is particularly impor-
tant in relation to the strategy —e, that is, what in our model takes the place
of the punishment stage strategy discussed in section 3.4; the psychological
equilibrium involving —e seems to be what we need to show that imple-
menting the punishment phase in player Ss’s strategy is compatible with Ss’s
(conformist) incentives. To guarantee this result, however, we need not only
to show that, when s/he learns about a defection against weak stakeholders,
S believes that E will choose U in PG at t + 1. We also need to show that
E predicts that Ss will not enter at time 4+ 1. The ‘no entry’ equilibrium is
contingent on this reciprocal beliefs system.

Assumption A1 requires a caveat: Ss does not understand that E is not really
playing the Fair strategy F; in the PG when it defects for the first time in the
PDs with weak stakeholders, in case this is required by implementation of
E's MG trigger strategy. It seems, in fact, likely that E does not lose his/her
trustworthiness in the eyes of Sg if s/he knows that E is required to defect by
compliance with a MG trigger strategy, which is itself intended to support
cooperation throughout the network. Nevertheless, this forgiveness cannot
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last for more than one period because player Ss’s sanctions based on how
s/he assesses player E’s behavior are also needed in order to provide player E
with the appropriate incentive not to take advantage of its relation with Sg
to exploit weak stakeholders.

It is quite intuitive to suppose that, in a context where players have first
agreed on a fairness norm and have also conformed with it, E realizes that Sg
will not enter at ¢+ 1 after it has defected against weak stakeholders, so that
player E knows that Ss has effective conformist preferences encapsulating a
desire to be consistent with a shared norm of fairness. However, having a
strong disposition to conformity is not enough if the relevant beliefs do not
exist as well. This hypothesis must be rigorously justified, for the emergence
of a psychological equilibrium in a given stage-game depends strictly on
the players’ reciprocally consistent beliefs. Here we introduce our second
assumption concerning the link between the equilibria of the game PG and
how other games are played by different players throughout the network.
We assume that S plays each PG stage-game by following a version of the
multilateral grim (= MG) trigger strategy.

A2) S at first plays (e, F), but after some stage t s/he plays —e if s/he learns
from a defection occurring at stage t-1 in a PDg; — which E plays with any Sw; —
that E is not going to play Fair in the current PG (under the same caveat valid
for assumption Al).

The strategy adopted by Ss to play his/her repeated game as a function of
E's past behavior is common knowledge in the network. This entails that
once, at whatever stage f in a repeated game PDy;, player E chooses to defect,
it also obtains the information that player S5 will play —e in the following
stage t + 1 of the PG. But this is exactly the basis for the E’s belief that at
t+1 Ss will play —e, and for Ss’s second-order beliefs that E predicts that s/he
will stay out at stage t + 1 — that is, the condition for the emergence of the
‘no entry’ psychological equilibrium at £+ 1.

The caveat to A1 is again relevant. Also E’s strategy is common knowledge,
so that Ss knows whether E will adopt a MG trigger strategy, such that if at
t — 1 a defection occurs in the network, then player E will play ‘defection’ in
the PDy; at the stage t. But it is not required by assumption A1 that player
Ss immediately anticipates that player E is not going to play consistently
with the fair strategy at stage t. This understanding can be delayed until
after E's defection effectively occurs, so that player Ss, given his/her state
of information and repeated strategy, must start to play —e at stage t + 1.
Player Ss believes that E predicts that s/he will change her choice at t + I and
also that s/he realizes that E defected at t. At the same time, E predicts that
Ss will change his/her strategy at t+ 1 and also believes that s/he realizes
that E’s change of strategy occurred at t. Mutually, consistency of beliefs
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is satisfied in order to allow the emergence of the ‘no entry’ equilibrium
profile at t 4 1.

As a consequence, we are not assuming that Ss should implement the
MG trigger strategy as a rule follower without having the proper psycho-
logical incentive to do so (as noted in subsection 2.2). On the contrary, the
sanctioning strategy adopted at the t + I stage in game PG has a perfectly
endogenous explanation. The adoption of the multilateral grim trigger strat-
egy is perfectly consistent with the equilibrium behavior that Sg implements
in the stage-game in which the strategy requires him/her to sanction E. We
may say that player S5 plays —e because s/he is believed to follow the mul-
tilateral grim trigger strategy as a function of E’s behavior, but the content
of this belief is now perfectly consistent with the psychological equilibrium
behavior that s/he implements in the game.

In conclusion, although we have not still precisely worked out the relation
between what happens in a single PG stage-game and the strategies played
in the repeated games that take place throughout the network, we have laid
the bases for answering the central question: why should Ss carry out his/her
threat to punish E if the latter had failed to cooperate with some Sy;? Our
answer is that, under the proper beliefs about Ss, s/he is ready to act as a
conformist agent also if E continues not to conform with the agreed norms.
Hence, punishing player E by ‘staying out’ in the current stage-game PG,
is perfectly in line with player Ss’s psychological incentive (when A is high
enough to counterbalance the material payoff). By anticipating Ss’s behav-
ior, given our assumption (on belief formation and value of 1), the firm
E will also have the incentive to avoid opportunistic behavior against weak
stakeholders so as to prevent Sg’s retaliation.

This suggests (even if a rigorous proof must wait until the next two
sections) that cognitive social capital, as understood here in terms of
conformist preferences and the related systems of consistent beliefs, is at
the very root of the possibility to make cooperation sustainable in a rela-
tional network of repeated games, which is what we typically mean by the
term ‘structural social capital’ seen as a set of effective cooperative relations
based on trust.

5. Strategies and beliefs formation in the psychological game as
a function of repeated playing of games in the relational
network

The aim of this section is to provide a clear link between the one-
shot psychological game (PG) played by E (the firm) and Ss, discussed in
section 3, and the framework of network analysis reported at the beginning
of section 2. Hence, here we consider the PG as a stage-game within the
repeated playing of the games (not only repeated PG but also other games)
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in which players are involved throughout the network. Our aim is to adapt
the MG trigger strategy to the roles performed by E and Ss in the repeated
playing of games in the network: that is, its specification in consideration
of the peculiar game in which players S5 and E are involved — the repeated
PG. We use the analytical framework introduced in section 2.1 and we refer
to the notion of sustainability of a relational non-mutual network as set out
in L&S (2010). We introduce a variation of the MG trigger strategy that will
account for how this strategy is specified with reference to the manner in
which the repeated PG must be played in function of behaviors maintained
in games nested in each other throughout the network so that it can support
cooperation in all these repeated games.

To this end, we first need to identify the strategy profile of a player i
involved in the network described in Figure 7.3, which comprises players
E, Ss, Swi, Swz and agents 3, 4 and 5, that at each stage participate in playing
the repeated games (normally, with the exception of Ss and E, two adja-
cent games) in the network. It should be borne in mind that Sg plays only
an iterated PG with E, while all the other agents play two iterated Prisoners’
Dilemmas with adjacent agents belonging to the network. As a consequence,
only player E is involved in three games (the PG and two PDs) at each stage.

We define h' as a history of all the repeated games played by the agents
belonging to the network. i is one of the possible sequences of moves avail-
able to players until the period t. The set of all the possible histories h' is
termed H'. Player i’s strategy is defined as a function that, at any time ft,
associates with each history h' € H' the moves that will be selected by player
i from t+ 1 onward: s;: f(H') — A!*'vt.

Note that the strategies of an agent i who plays a repeated Prisoner’s
Dilemma in our network do not only depend on the decisions made by
i and the players who play the game with him/her. They are also deter-
mined by the moves made by the other agents in the network, even though
they are not directly connected with i. In fact, the MG trigger strategy,
which we assume to characterize the way in which these games are played,
implies that every player i € N starts cooperating with his/her neighbors,
and continues to cooperate as long as s/he observes that all the other play-
ers cooperate. But s/he stops cooperating if s/he observes that someone,
somewhere in the network, defects. Moreover, the strategies of the firm E
and of the Ss also depend on the history that characterizes the psycho-
logical game in which they are involved and which is different from the
PDs played in the rest of the network. This amounts to saying that both
the enterprise’s and the strong stakeholder’s strategies in the psychologi-
cal game are a function of the Cartesian product of the histories, which
come about both in the psychological game and in all the repeated Prisoner’s
Dilemmas:

Si:f(Hpg x Hhpy X Hhpy % ... x Hpp, ) — A VE (i=E, Sg)
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where: Hf,, is the set of all the possible histories till the period t which
may hypothetically characterize the PD; — that is, the repeated Prisoner’s
Dilemma between the firm and the first agent connected with it in the net-
work. In regard to the network depicted in Figure 7.3, for example, PD; is the
game between E and Sy; (more specifically, we will call this game PDy;) and
PD;, is the game between E and Sy,(PDx;). To simplify the notation, hereafter
E’s strategies in these PDy; will be Cy; and Dy, respectively for ‘cooperation’
and ‘defection’ where j =Sy;.

To understand the effect of all the network’s relationships on the PG
played by E and Ss we start from the strategies of E and Ss in particular
by investigating the process that drives the belief formation of these two
agents in the PG. Ss’s and E’s beliefs in the PG are a function of the histories
characterizing both the psychological game PG and all the PDs.

5.1. The strong stakeholder’s beliefs and strategy

Player S¢’s beliefs about the firm E’s behavior in the PG at time ¢ depend both
on the past behavior of E in the repeated PG and on the behavior of E in the
repeated Prisoner’s Dilemmas in which it is involved (in our example: PDy;,
and PDg;). The latter, because of the MG trigger strategy, is also related to all
the other Prisoner’s Dilemmas played in the network. Essentially, Sg forms
his/her belief about E’s behavior in the PG by looking at the moves made by
E in the previous periods, both in the PG and in the PDy;. In particular, before
giving more technical formalization, we assume that the belief formation of
Ss is based on the following considerations:

1. the initial belief of Ss is that the firm will play F; in the PG, in consider-
ation of the rational agreement on the CSR principle T subscribed to by
the firm (section 4.2);

2. if at any time E does not play F in the PG, thereafter the trust of Ss in the
‘fair’ behavior of E goes to zero (sufficient condition);

3. Ss’s belief also depends on the moves made by E in the repeated Pris-
oner’s Dilemmas that it plays with weak stakeholders. If the firm E always
cooperates with all its weak stakeholders (i.e. it plays Cy; Vj), then the
trust of Ss in the fair behavior F; of E remains unchanged. If at any time E
defects in one repetition of a Prisoner’s Dilemma that it plays with a S;,
his/her belief changes.

4. However S¢’s trust in E does not change in consideration of the fact that
somewhere in the network a player different from E has defected and
that, owing to player’s E adoption of the MG trigger strategy, E must
start punishing the Sy; (i.e. E’s defection is aimed at punishing some
other defections occurring in the network). The simple fact that E adopts
its MG trigger strategy keeps it trustworthy, because it complies with a
commitment intended to prevent opportunistic behavior in the network.
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The idea is that E is not trustworthy as a fair player in the PG in two cases
(besides the fact that it has evidently started to play unfairly in the PG):

a) Either if E is the first player that defects against a weak stakeholder in a
repetition of the Prisoner’s Dilemmas it plays with weak stakeholders —
in fact cooperation in PG is aimed at producing positive output for weak stake-
holders, for this reason the defection against them in the following PDs can be
reasonably associated with a ‘not fair’ behavior in the psychological game.

b) Or if it does not punish the defection of other agents by avoiding imple-
menting the MG trigger strategy — which is exactly aimed at guarantee the
cooperation in the network by resort to its implicit treat of punishment.

For this reason, Ss’s belief at time t depends (a) on E’s move at time t — 1 in
the PG; (b) on E’s moves in the PDy; at time f — 1 (in particular if it defects or
not); (c) on the moves of all the players involved in the PDs at time ¢ — I and
t — 2. In fact: (c.1) if some agent other than E defects at time t — I, E keeps
its trustworthiness at time ¢; (c.2) if some agent defects at time f — 2, and if
at t — 1 E does not implement its part in the MG trigger strategy, this move
will be considered not consistent with E’s fairness, and thus will turn E into
an untrustworthy player thereafter.

To give a formal description, Ss’s beliefs concerning E’s behavior in the PG
are settled according to the following rules (where for the purposes of this
section B, means ‘belief at time t of player Sy’):

t -1 1 -1
B, =f(Hpg x Hpppy % Hpppy)

In particular, the probabilities that E is going to play F; or Ug in the PG
according to player Ss’s first-order belief are:

e by (Fg)=1 at time ¢ if at time t — 1 E plays (Fg, Cy;) and Ss plays (e, F) in
the PG
and if

a)at timet—2 Vk, Vi GRkZ Cki
or
bjat time £ — 1 3k £E, Ji € Re: Dy

o by (Fr)=0 at time ¢, if at time t — 1 in the PG E plays Uy, or Ss plays (—e);
and if
ajat time t — 2 3k #E, Jie Ris.t. Dy; and at time ¢ — 1 E plays (Fg, Cy;) or
b)at time t — 1 3k=E, Jie R;s.t. Dy

Note that bg(Fg) = 1 is compatible with the case that having learnt that at
time t — 1 3k #E, 3i € Rt Dy, the player E at time ¢ is reacting to such
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information by playing (Fg, Dy;). That is, Sg does not infer from condition 1 b)
that player E will play (Fg, Dy)) at £.

Given these hypotheses, the following repeated strategy by player Ss is
consistent, and we assume that it is played by Ss

1. Ss starts by playing (e, F) at time t =1
2. Vt>1, Ss continues playing (e, F) if

a) at time t— I in PG E plays Fy and Ss plays (e, F)

and if

b) at time t — 1 E plays Cy in PDy; Vj e Ry and at time t —2 Vk and
Vie Rk: Ck,'
or

c) at t—1 E plays Cy in PDy; and at the same time t —1, 3k #E, JieR,,
s.t. Dy

3. reverts to —e forever otherwise

where j=1, 2 are the weak stakeholders Sy; linked to E; i=1,...,m are agents
that may have relations with a generic agent in the network (normally dif-
ferent from E), I € R, are the agents included in agent k’s set of relations,
k=1,...,s are agents in the network that have a set of relations, and Ry is the
set of relations that characterizes agent k.

Note again that the strategy of player Ss is compatible with the hypothesis
that at time f, when s/he continues to play (e, F), player E reverts to (Fg, Dy;)
if and only if at time t —1, 3k #E, Ji e Ry, s.t. Dy. In other words, player
Ss does not react to the information that at t — 1, 3k #E, Ji € Ry, s.t. Dy; by
immediately reverting to a sectioning strategy —e. In order to do so, s/he
waits for at least one period, wherein player E will revert to a sanctioning
strategy Dy; because of the defection that occurred in some other part of the
network at the time immediately before.

According to this strategy, at any ¢ Ss punishes E (which means that s/he
does not enter into a relation with E and plays —e) if (a) E defects in the
PG; (b) E fails to contribute to maintaining cooperation in the network by
implementing the MG trigger strategy if someone anywhere in the network
defects at an immediately previous time; (c) E defects in one of the PDy; at
t—1. However, the player Sq’s reported game strategy shows more forgiveness
than the standard MG trigger strategy, which if information is received about
a player defecting somewhere in the network immediately requires each
player to punish its adjacent network agent as it is involved in a repeated
game wherein s/he is also involved. On the contrary, in the case of player
Ss, his/her modified MG trigger strategy waits for one period before the pun-
ishment starts, giving player E the chance to show whether it is consistent
with its MG trigger strategy (that is to start its punishment continuation
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strategy with respect to the Sy; as a consequence of a breach of cooperation
somewhere in the network). Thus player S is ready to accept one-stage defec-
tion by player E, which plays (Fg, Dy;), before starting the sanctioning part of
his/her repeated strategy. In fact, if E defects at time t as a consequence of
someone’s else defection at time f — 1, Sy does not anticipate its defection
and continues to play (e, F) at time t (i.e. s/he does not punish E at time
t), but at time t+ I cooperation in the PG will have stopped anyway and
Ss will play —e. This happens even though E does not have any primitive
responsibility for the occurrence of defections in the Prisoner’s Dilemmas.
In fact, were Ss not punishing E at time £ + 1 the sanction power implicit in
the MG trigger strategy could not be effective. To sum up, in order to have a
sanction power against E, the Sg’s MG trigger strategy does not allow playing
(e, F) when E effectively defects with its weak stakeholders in the Prisoner’s
Dilemmas, even though E’s defection is the consequence of implementation
of its MG trigger strategy. But it is not so harsh as to start punishing E just
because someone else in the network has defected against any other agent.

5.2. The firm’s beliefs and strategy

Player E’s beliefs are defined according to the following rules (where, for the
purposes of this section, B; means ‘belief at time t of player E’):

t 1 -1 -1
By =f(Hpg x Hppgy X Hpppy)

In particular, the probability that Ss is going to play any of his/her PG
strategy according to player’s E first-order beliefs is

e Dy (e,F) =1 at time ¢, if at time t —1 in the PG Ss plays (e, F) and E
plays (Fy)
and if
a) attime t— 1 VK, VieRy: Cy;
or
b) attimet—13k#E, JieR;s.t. Dy

e by (—e) =1 attime ¢ if at time t — 1 in the PG S5 plays —e or E plays (Ug)
or

a) attimet—13k=E, JieR; s.t. Dy
or
b) E plays Cy; at time t — 1 and at time t —2 3k #E, Jie Ry s.t. Dy

e by (U)=1attime tiff Ss plays U at time ¢ — 1.

Note that by (e, F) = 1 does not exclude the possibility that having learnt
at time t — 1 that 3k #E, 3i € R s.t. Dy at time ¢ player E is in fact playing
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(Fg, Dyj), and hence Ss according to E may fail to predict that E is changing
its strategy. Given these hypotheses on E's beliefs, the definition of the E's
relevant strategy considers the role of E both in the PG and in PDy;. Hence
we state that player E acts as follows:

1. E starts by playing (Fg, Cy;) at time t=1
2. Vt>1, E continues playing (Fg, Cy), iff

a) attime t—1in PG S plays (e, F) and E plays Fg
and
b) attimef—1 Vk, ViERkI Cki

b

E reverts to (Ug, Dy;) if at time t — 1 in PG S plays (—e) or E plays Ug
E reverts to (Fg, Dy) if at time t —1 3k #E, Ji e Ry, s.t. Dy
5. Att> 2, E reverts to (Ug, Dy;) if at time t —2 3k #E, Jie Ry, s.t. Dy.

=

We assume that E follows the MG trigger strategy with regard to all the play-
ers involved in the repeated PDs, that is, it defects at time ¢ if it knows that a
defection has occurred anywhere in the network at time t — 1. If E does not
learn about defections, it continues to cooperate in the PDy;. With regard to
the PG, E plays F; as long as Ss plays (e, F), and no defection has occurred
in the network, and until itself has played Dy in the PDy; at least once in
order to start the sanctioning part of its strategy when someone defects in
some of the PDs, but it reverts at any time ¢ > 1 to (Uy, Dy)) if it learns about
Ss playing —e or U - because it has no incentive to play cooperatively in the
PDy; in the absence of the psychological payoff associated with high mutual
compliance with the principle T in PG. It also reverts to (Ug, Dg;) when it is
sanctioning any deviation from cooperation occurring in the network for at
least two periods — since in the first period E starts sanctioning by playing
(Fe, Dyj).

Thus, if E starts to defect at time ¢ in PDy; in order to punish agents who
started to defect at time f — 1, given the S strategy already described, it knows
that Ss will still play (e, F) at time ¢ because s/he does not want to prevent
the firm’s defection aimed at implementing the MG trigger strategy. Hence,
at this stage, player E plays (Fg, Dy;) and S does not anticipate this defection.
Nevertheless, at time ¢ + 1, according to his/her strategy (see section 5.1),
Ss will play —e and E - having already defected at least once — will play
(Ug, Dyg;) on its own. Thereafter, E will continue to play (Uy, Dy;) given that Sg
plays —e.

Note that if S5 learns at time t — 1 about a defection in the network by one
or more agents other than E, s/he starts to play —e only at time £+ 1 even
if E implements its MG trigger strategy already at time ¢ by using (Fg, Dy;). But
s/he also punishes E at time f + 1 if it does not play the MG trigger strategy
at time ¢ when a breach of cooperation has occurred at time t — 1, so that at
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time t it has played (Fg, Cy;). On the other hand, player E’s modified MG trig-
ger strategy is so conceived that it will start defecting after any information
about an agent, other than itself, defecting in whatever part of the network,
by playing F in the PG but Dy; in the consequent PDs. Given the delay in
reaction to the same information by player Ss - or, to put it somewhat differ-
ently, given that Sg does not react immediately to such information but only
to vis-a-vis defection by E in their interaction, or in the subsequent PDy; after
having played F in PG - player E may profit from one period of forgiveness
in which it can reap a higher payoff than would be allowed in the case of
immediate sanction by Ss.

5.3. How E and the Ss play the repeated PG according to the modified
MG trigger strategies

The strategies and the beliefs discussed in sections 5.1 and 5.2 define
two modified versions of the MG trigger strategy by specifying how play-
ers E and S5 will act according to such a multilateral harshly sanctioning
strategy, with respect to the repeated play of their particular interaction, as
a result of what happens in the network. This identifies a repeated strat-
egy profile with respect to the particular subset of players constituted by Sg
and E, and hence induces the following strategy combination, whereby the
psychological game PG will be solved through its repeated play.

At time t =1, the strategy profile in the stage-games including the move
of just Ss and E is (e, Fs,; Fg, Cy;) — that is, Sg enters and plays F in the PG and
the firm plays Fy in the PG and cooperates in the two PDs that it plays with
its Sw; (because we are considering only the strategy profile characterizing
how repeated games are played by Ss and E, here we disregard Sw;’s choices).
This state holds through all the repetitions of the PG and DPy sy; stage-games
until someone in the network decides to ‘defect’ at some time t. In this case,
there are two possible deviations from the just-defined stage-games strategy
profile.

1. E carries out the sanction entailed by its MG trigger strategy at time
t+ 1, that is, E plays Dy; in the PDy; from f+ 1 onward. S¢’s belief in
the ‘fair’ behavior of E remains unchanged only for the first period t,
and the stage-games strategy profile involving both S5 and E at time ¢t + 1
becomes (e, F; Fg, Dg;). However, from time t 4 2 onward, the stage-games
strategy profile becomes (—e; Ug, Dg;) because the MG trigger strategy of
player Ss implies not preventing the defection of E for just one period if
it is the consequence of E’s MG trigger strategy execution, but requires
punishment of E for all the periods after it has defected once against
weak stakeholders. According to its MG trigger strategy, E will continue
to sanction its weak stakeholders from time t + 1 onward, so that from
time t + 2 the continuation strategy profile within this players’ subset
becomes (—e; Ug, Dy;).
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2. For some reason, Player E does not implement the MG trigger strategy at
time t+ 1. In this case, Sg at time t + 2 punishes player E for not behaving
so as to render effective the sanction required for implementation of the
MG trigger strategies in the network. Since player E reverts to (Ug, Dy)
when it learns that S5 plays —e, the resulting strategy profile from time
t+ 2 onward, relative to the stage-game played by Ss and E, is (—e; Ug, D))
as well.

Note that E cannot avoid the decision of Ss to play —e when someone
else starts to defect in the network. Let us suppose that after someone has
defected in a PD at time ¢, the firm E decides to implement its MG trigger
strategy at time t + I in order to avoid player Ss’s sanction at t + 2, but it
also tries to avoid the Sg sanction at t + 3 by cooperating by playing Cy; in
the PDs that it plays at time t + 2. Under the hypothesis that the strong
stakeholder Ss is adopting his/her version of the MG trigger strategy just
defined in section 5.1, this attempt will be unsuccessful. In fact, once Ss
learns that the firm does not contribute to punishing other agents who are
continuing defection from f + I onward, s/he will in any case punish E.

6. ‘Sub-game perfection’ and endogenous sustainability
of cooperation

The aim of the previous section was to define a modified version of MG trig-
ger strategies by players E and Ss able to support cooperation in all games
played in the network, because player E is sanctioned by Ss if it defects
in any PDy;. According to the analytical framework set out in section 2.1,
these strategies, played simultaneously with standard MG trigger strate-
gies adopted in each repeated game by each pair of adjacent agents in the
network, define a repeated game Nash equilibrium (verification of the con-
ditions for existence of this equilibrium is delayed until section 7). Our
aim here is to verify whether the execution of player Sg’s modified MG
trigger strategy is really compatible with player Ss’s incentives in the iterated
PG: that is, is sanctioning player E player Ss’s best response if E defects in
some PDyg;? The relevant game theoretical concept here is the Ss strategy’s
‘sub-game perfection’. In other words, if the repeated play of games accord-
ing to the players’ MG trigger strategies (modified or otherwise) were to reach
branches or sub-games out of the equilibrium path, then in that contingency
the sanctions implicit in player S¢’s strategy could be rationally carried out
in accordance with player Ss’s incentives. In this regard, we first present an
intuitive analysis of sub-game perfection with reference to the stage-game
PG psychological equilibrium taken as a game on its own. We will make
informal use of the idea of ‘trembling hand’: that is, the possibility that,
owing to random mistakes occurring when a given equilibrium strategy pro-
file is played, any part of the relevant game tree out of the equilibrium path
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can be reached, even though with low probability. By considering the possi-
ble deviations due to random mistakes, we will verify that, in any situation,
player Ss’s MG trigger strategy requires only playing a stage-game psycholog-
ical equilibrium. In other words, even in sub-games out of the equilibrium
path the strategy profile is always compatible with the principle of a player’s
best response.

6.1. Sub-game perfection in the psychological stage-game

Before considering the sub-game perfection of the entire MG trigger strategy
of players Sg and E, let us determine whether some instability (equilib-
rium imperfection) may be found in the psychological equilibria of the
PG stage-game — considered on its own - based on player Ss’s and E's
conformist preferences. Figure 7.8 illustrates the PG in extensive form under
the hypotheses of mutually consistency and common knowledge of (at least)
first- and second-degree beliefs — which are typical of psychological games.
Payoff vectors reported on the edge of each game tree branch show that both
players have iteratively predicted that they would play the moves belonging
to the path reaching a particular edge. Hence, they include the ideal compo-
nent of players’ payoffs that materialize when mutual beliefs are reciprocally
consistent and conformist preferences are activated. To satisfy the conditions
on parameters given in section 3.4 (A >d —b and A > ¢ — a) we here assume
A=2.5. An explanation is required for the two payoff vectors reported at the
branch edge —e. Each vector assigns the players’ overall payoffs (included
ideal utilities) based respectively on a different beliefs system concerning
how the game would have been played in the remaining part of the game

Ss

(—e,Up) (—e,Fp) (e,U;Up) (e,U;Fp) (e,F;Up) (e,FFp)
35 1.31 3 2 4 4.5
35 131 3 4 2 4.5
1 (0) (0) (0) 2

Figure 7.8 Extensive form of the PG stage-game with consistent belief systems and
conformist preferences
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tree. On the left side is the psychological payoffs vector under the hypoth-
esis that reciprocally consistent first- and second-order beliefs predict that
players would choose (—e, Ug), while on the right side is the psychological
payoffs vector under the hypothesis that reciprocally consistent first- and
second-order beliefs predict that players would choose (—e, Fy).

We use intuitively the notion of sub-game perfection to analyze this game.
Hence, for each psychological equilibrium we will consider what would hap-
pen if, under the hypothesis that players are playing a particular equilibrium
strategy profile, some sub-game or branch is reached out of the equilib-
rium path, and whether in this case playing according to the equilibrium
strategies would be irrational for the relevant player. In order to conduct
this analysis we use an intuitive application of the ‘trembling hand’ argu-
ment. Reinard Selten (1967, 1975) suggested this idea in order to introduce
a random perturbation into games by means of uncorrelated small probabil-
ities of deviation, so that, with some probability, each sub-game or branch
of the game tree — also out of the equilibrium path - can be reached when
players are in fact playing a given equilibrium. Equilibrium perfection con-
sists in robustness of the equilibrium behavior under the game perturbation
induced by such small probabilities of uncorrelated random deviation ‘by
mistake’. Note that the extensive-form game of Figure 7.8 includes two sub-
games: one starting from the second information set attributed to player E,
and one starting from the individual choice attributed to player Ss at the first
information set, beyond the entire game itself.

To begin with, consider that players Ss and E are playing the psychologi-
cal equilibrium (e, F; Fr) and are hence endowed with the relevant mutually
consistent beliefs that predict such a state and consequently induce their
conformist preferences. Then introduce with small probability a random
mistake that when player Ss is playing e, s/he is in fact playing —e, so
that s/he ends the game. Assuming that player E knows this random mis-
take probability, at the second decision node should it play differently
with regard its equilibrium strategy? Consider that the players’ beliefs are
consistent with (e, F; Fy). Then the selection of —e under the belief that player
E chooses Fy will entail, with small probability, a psychological payoff 1.31
for player E, which would be enhanced if, in the case of mistake, player
Ss entertained the belief that player E is playing Ug. On the other hand, if
player E changes its choice to Uy at the second information set, it can fool
player Ss, who — believing that E has played F; — continues to play F so that
E reaches a payoff 4 less than 4.5. Nevertheless, consider that player S must
know that player E has changed its behavior at the second information set
because of the probability of a mistake; otherwise s/he would not believe
that player E has chosen Uy when s/he mistakenly plays —e (enhancing its
payoff to 4 instead of 1.31). Because of this prediction, however, s/he would
play U at the third information set. As a result, in order to obtain a tiny
improvement in its payoff in the case of a mistaken —e choice, which occurs
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with very small probability, with high probability E forgoes a payoff 4.5 to
obtain a payoff 3 instead, which is clearly irrational. Hence, under the ‘trem-
bling hand’ hypothesis, player E must not change its behavior with respect
to what is required by its strategy in the equilibrium (e, F; Fy).

Now consider the hypothesis that players are playing the psychological
equilibrium (—e; Ug) with reciprocally consistent beliefs. Then introduce the
small probability of mistake that, when playing —e, player Ss is in fact play-
ing e. They are thus allowed to reach the sub-game that starts from the
second information set, which is out of the equilibrium path. Should this
perturbation of the game tree induce player E to change its strategy, which
requires it to implement the move Ug? Certainly not. Consider that, since
they are playing according to the equilibrium (—e; Uy), player Ss believes that
player E plays Uy if its information set is reached by a random mistake occur-
ring at the first node. Consistently with this belief, player Ss’s best response
is to choose U if the third information set is reached (by a random mistake).
Moreover, in order to be predicted as playing Uy (according to the rationality
assumption), player E must believe that player Ss, if his/her second decision
node has been reached, would play U. Thus player E’s best response is to play
Uy, at its information set if, by mistake with small probability, it is reached.
This incentive-compatible behavior in the sub-game gives player E a payoff 3
that adds with small (mistake) probability to the high probability payoft 3.5.
What, on the contrary, is the case if player E decides to change its move at
the second decision node? Because player Ss’s beliefs are still consistent with
the equilibrium (—e; Ug), s/he will nevertheless play U, so that E obtains a
poor payoff 2 instead of 3, which is clearly irrational.

Finally, consider the case that players are playing the equilibrium (e, U; Uy)
and have beliefs consistent with this psychological equilibrium - that is, they
are both predicted to play U after Sy has entered. But again introduce the
small random mistake probability that when Ss is playing e, s/he is in fact
playing —e. What is player E’s reaction to this probability of mistake? Con-
sider that, under the current beliefs of the players — that is, in the sub-game
they will both play (U; Ug) in the case of mistake (with small probability) —
they will get a payoff 4 higher than 3. In fact, if player Sy chooses —e when
believing that player E will play Uy (which is nevertheless required by the
psychological equilibrium under consideration), then the psychological pay-
off is 4. Could player E enhance its payoff further by changing its behavior
to Fi? Certainly not in the case of a mistake, for if S chooses —e while believ-
ing that player E is playing F; the psychological payoff for both decreases to
1.31. Why, therefore, should player S5 believe that player E in the case of
mistake is changing its behavior so that its own payoff is reduced? But if
player Ss has no reason to believe that player E is changing its behavior, s/he
will play U when his/her decision node is reached (s/he, in fact, continues
to believe that E is playing U;); hence, by changing its move, player E would
worsen its payoff from 3 to 2 with high probability. Thus there is no basis for
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saying that incentive compatibility and the logic of best response under the
perturbation hypothesis would induce the players to change their moves in
the game.

To sum up, under the intuitive ‘trembling hand’ hypothesis that allows
players to reach any branch of the game tree out of the equilibrium path,
nothing authorizes them, as long as they are rational, to make any signif-
icant modifications with respect to what is required by each of the three
psychological equilibria.

6.2. Definition of the relevant sub-game

Each adjacent pair of agents in the relational network are players involved in
two subsequent repeated games, except for player E, that plays three repeated
games with its adjacent stakeholders, and Ss, who plays just one repeated
game with E. The strategies whereby all players make their choices in each
stage-game at any time are conditional on choices made by all other players
in the network through the assumption that each player adopts a MG trig-
ger strategy (including the modified version defined in section 5). These are
rules for deciding how to play any stage-game at any time in relation to the
past history of the game. However, MG trigger strategies have the peculiarity
that how each player chooses at any time t in a given stage-game depends
on the decisions made at a time t — 1 by any other player participating in
the network, also playing a different and remote repeated game. In fact, if a
defection occurs somewhere in the network, any player, according to his/her
MG trigger strategy, starts to punish the players s/he is related with, thereby
changing any player’s incentive to continue cooperation in the immediately
subsequent game that s/he plays with his/her successor in the network. This
construction makes it possible to consider all the stage-games played at time
t as if they were sub-games of a unique dynamic game played at any time t by
all the network’s agents. Moreover, the dynamic game is repeated ad infini-
tum, and the way in which each repetition is played — under our current
assumptions — is dictated at any time by the players’ MG trigger strategies.
Within this context, we must define the proper sub-game to be analyzed.
It is necessary to select a sub-game that may convey not just the information
that E has abandoned its stage-game equilibrium strategy F;, shifting to the
other stage-game strategy Uy, but also the information that, in some subse-
quent PD games with Sy, it has played Dy; instead of Cy; after having played
the strategy F; in PG. Put differently, it is necessary that the stage-game —
taken as the relevant sub-game of the overall dynamic game played by all
the network’s players — allows player Ss to entertain correct beliefs not only
on the choices F; or Uy that player E makes in the PG, but also on choices
that it makes in the subsequent PDy;. Of course, player Ss needs to under-
stand whether player E is consistent with a ‘fair’ mode of playing the PG
(strategy Fy of the stage-game) and must also take into consideration how
it plays the following PDy; game, because it is only in these games that the
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amount of surplus saved on behalf of players Sy; will be effectively allocated
to pay them fairly for their cooperation with E. Recall that this was our first
assumption in section 4.3 and that it was also incorporated in the assump-
tion that player Ss believes that player E is playing F; with probability zero if
s/he learns about its defection in the subsequent PDy;.

The underlying intuitive idea is that if in the PG stage-game one or both
of the players choose the collusive and egoist strategy U, no part of the sur-
plus is saved or entitled to Sw;, so that the result of PG has no effect on
the payoffs accruing to the Sy; in the subsequent PDy; games. This is clear
when Ss plays U unilaterally, since s/he simply takes away from the game
for his/her personal consumption the extra rent that could be allocated to
the Sw; for his/her personal consumption. But this is also true if E chooses
Uy because, for instance, E thus allocates to the private earnings of E’s share-
holders or managers any extra rent that otherwise could be an endowment
available to the firm in order to improve its cooperation with Sw;. Thus, if
the players choose U or U; in PG there is no information that can arise from
the subsequent games concerning player E’s consistency with the adopted
strategy or the effective payoffs engendered in PG. In these cases, player Sg
will obtain directly from the equilibrium solution of PG all the informa-
tion necessary to establish that E plays unfairly, so that s/he will anyway
not trust E for ‘Fair play’. Choices like Cy; and Dy; in these cases may only
give information about how player E responds to ‘external’ incentives (with
respect to PG) deriving from the subsequent stage-games or the MG trigger
strategies that players adopt to play these repeated games and are indiffer-
ent with respect to the PG game payoffs. If these choices are reported in the
sub-game under consideration it is only for completeness of the formal rep-
resentation, and without giving any information about their outcome in the
subsequent games. Their attached payoffs are only relative to the PG, with
respect to which they are indifferent. To be sure, nor does the information
concerning the choice of PDy; strategies by player E if the PG was played
according the equilibrium (e, F; Fy) give any information about the payoffs’
distribution depending on the solution of subsequent PDy; games. What it
does provide, however, is very relevant information concerning whether
the PG payoffs really correspond to what is expected from playing the
equilibrium (e, F; Fy).

In fact, when the PG is played according to the equilibrium (e, F; F;) a
part of the surplus is saved and entitled to the Sy; (according to Figure 7.5
it amounts to 2 utils). The interpretation is that player E is committed to
using it in order to pay the Sy; a fairer payoff for mutual cooperation in the
PDy; games. This will not change — as we shall soon see — the basic strategic
structure of the PDy; game. It can be considered as only an addition to the
payoff that Sy, gets conditionally on how player E will play these games. In
particular, if player E chooses to cooperate by Cy; with the Sy;, the amount
of 2 utils saved on behalf of Sy; is effectively used to pay him/her more than
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SWJ'

Cy | 2,1 -1,2

Dy | 4 -1 1,0

Figure 7.9 The basic PDg; in normal form

the standard PDy; payoffs that otherwise characterize E’s relations with weak
stakeholders.

To illustrate how the PG game equilibrium solution (e, F; Fz) may affect
the subsequent PDy;’s payoff levels, see Figure 7.9 and Figure 7.10. The first
figure is a numerical example of the basic PD game played by any two adja-
cent players in the network. It also represents the interaction between E and
Sw; seen as independent from the conclusion of the antecedent game played
by E and Ss. The figure reports the PDy; game as it will typically unfold if
the antecedent PG game had an unfair solution such as (e, U; Ug) or (—e; Uy).
The second figure illustrates how the former payoff matrix is changed by
the additional payoffs 2 provided to Sy; by the solution (e, F; Fy) reached by
E and Ss in the antecedent PG, granted that E plays cooperation Cy; in the
PDy;. Note, however, that in PDy; player E is not constrained to do so by the
solution of the antecedent game PG, since it can choose its strategy freely,
and also appropriate the extra rent by playing Dy; in the game.

The payoff transformation in 7.10 can be explained as follows. The endow-
ment of 2 utils saved on behalf of player Sy; through the fair solution of the
antecedent PG game, is managed by player E in PDy; so that it can be mutu-
ally advantageous in the case of full cooperation between them. E allocates
the endowment to paying player Sw; a higher wage in exchange for a player’s
Sw; extra effort with respect to what was already incorporated in payoffs of

Swj

Cie Die

Cygj 25,25 -1, 4

E(e, F Fe)

Dg | 65, -15 | 1,0

Figure 7.10 The PDy; if the antecedent PG has been solved by (e, F; Fg)
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Figure 7.9. Effort enters Sw; payoffs negatively (—0.5) but produces an advan-
tage (40.5) for E. The result is an effectively fairer (equal) payoff in the case
of mutual cooperation (Cy, Ci) = (2.5, 2.5) in the DPy; (with a significant
improvement of Sy, payoffs with respect to the basic game). However, the
game has not changed its basic Prisoner’s Dilemma structure. By playing
‘defection’, Sw; can take the entire payment (the basic wage 2 plus the addi-
tional payoff 2) without incurring any production cost. On the other hand,
if Sw; agrees to increase his/her investment by 0.5, player E may appropriate
the entire surplus engendered both player Sy;’s basic and additional invest-
ments (4 + 0.5) plus the additional 2 utils that were saved on behalf of Sy;,
but in this case were in fact simply ‘robbed’ by E.

It can also be verified that the payoff transformation by means of the addi-
tional 2 utils does not change the players’ incentive to cooperate in the
repeated PD. In particular, it does not eliminate the basic asymmetry that
characterizes the PDy;. That is to say, whereas each Sy, considers continuous
cooperation with E worth carrying out by repeated plays of the game, player
E (the firm) does not find it sufficiently profitable to play iterated coopera-
tion with the Sw;, and prefers to defect even in the repeated game. This can
be seen by comparing the critical discount rates §* that make repeated coop-
eration for the two players profitable under the two cases with their actual
discount rate §. In the basic and modified case respectively, the player’s E
critical discount rates are

§=(4—2)/(4—1)=0.666, & =(6.5—2.5)/(6.5—1)=0.7272

Since by assumption player E’s actual discount rate (or level of myopia) is
8 < 8%, it is necessarily also § <§* (since 0.666 < 0.7272), so that in the modi-
fied PDy; game E has an even more intense incentive to defect from repeated
cooperation. On the other hand, the respective critical discount rates that
make repeated cooperation profitable for players Sy; in the two cases are

5, =(@4-1)/2=15, & =(4-25)/4=0375

In this case, by assumption player Sy;’s actual discount rate (or myopia level)
is § > §* and hence necessarily § > § (since 1.5 > 0.375). Whereas the payoff-
transformed PDy; game — due to the antecedent PG game’s fair solution —
makes players Sy, even more willing to engage in mutually profitable coop-
eration with E, nonetheless the transformed PDy; reinforces game player E’s
preference for defection. Therefore, the external support for cooperation
deriving from the ‘Fair play’ psychological payoff in the PG is even more
important in order to sustain cooperation in the PDy,.

There is consequently a very compelling sense in which player Ss needs
to assess player E’s behavior in the subsequent PDy; in order to ascertain
whether the fair strategy F; has been effectively played in PG. To understand
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whether player E has effectively implemented the strategy F; chosen in PG,
s/he must check E’'s behavior until the subsequent stage-game is reached,
wherein the allocation of the endowment to improve Sy; conditions is car-
ried out through Cy;. Otherwise, the F; choice in PG would be ineffectual or
simply apparent, since what in fact results is the same outcome that E could
have determined by choosing Uy when Ss chose F (i.e. E appropriates the
residual of 2 utils set aside by Ss). In this case, player Ss considers player E's
pair of subsequent moves (Fg, Dy;) as essentially identical to playing U in the
PG (recall Ss’s learning rule in section 5.1).

Consequently, the relevant sub-game must include the following infor-
mation: has the strategy adopted by E in the subsequent PDy; effectively
allocated the payoff 2 to the dummy player according to the saving decisions
(F; Fp)? If E plays Cy; it has effectively implemented the strategy F understood
as consistent with the T principle agreed in the pre-play stage of PG. If E
plays Dy; it has simply betrayed player Ss. The proper sub-game is given in
Figure 7.11.

Note again that, in order to convey the relevant information, the sub-
game includes the choices Cy; and Dy; in the subsequent PDg; but does not
anticipate the description of the following stage-game payoffs. However, if
player E adopts the strategy (Fg, Dy;), against Sg playing (e, F), the material
payoff vector becomes (2,4,0). The psychological payoffs change accord-
ingly. Only if player E plays the pair (Fg, C;) when Ss plays (e, F) are the

Ss

3 3 4 4 2 2 2 2
©) © © ©) © © @ ©)

Figure 7.11 The relevant sub-game in extensive form, illustrated only in terms of
material payoffs
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(Fe. Ceg) (Fe, Dgj) (Ue. Cgy) (Ue, Dgy)

(e,F) 45,45, (2) 2,4, (0) 2, 4, (0) 2,4,(0)

Ss (e, V) 4,2, (0) 4,2, (0) 3,3,(0) 3,3,(0)
—e 1.31,1.31, (1) 35,35, (1) 35,35, (1) 35,35, (1)

Figure 7.12 Normal form of the relevant psychological sub-game

material payoffs of the PG (2,2,2), which may give rise to a psychological
equilibrium of the game.

As in section 6.1, the psychological payoffs can be computed under the
assumption of mutually consistent and common knowledge of reciprocal
first- and second-order beliefs that activate conformist preferences (once
again it is assumed that A = 2.5). Figure 7.12 illustrates the corresponding
sub-game in normal form, where the psychological payoffs are computed to
represent conformist preferences.

Player E’s strategies are labeled Cg and Dy; only in order to account for
what may happen in the stage-game PG because of these components of
player E’s strategies as well. Again, no consideration is given here to the
payoffs that these strategies will accrue to player E when the proper PDy; is
played. Recall also that only when they are associated with F; are the strate-
gies Cy and Dy; material to this sub-game. Inspection of the psychological
payoff matrix shows that the three psychological equilibria present in the
game of Figure 7.6 and discussed in sections 3.3 and 3.4 also exist in the just
defined sub-game.

Consider first the stage-game strategy profile (e, F; F;, Cy). This is the
sub-game psychological equilibrium inducing ‘Fair play’ in the PG and
‘cooperation’ by player E in the subsequent PDy;. In fact, the chosen value of
A and mutually consistent first- and second-order reciprocal beliefs predict-
ing that player Sg will use (e, F) and player E will use (Fg, Cy), respectively,
induce the psychological payoffs vector (4.5,4.5) for the two active players,
which makes such strategies clearly mutual best responses. The distinc-
tive feature of this sub-game representation is that, in order to give rise
to such a ‘Fair play’ psychological equilibrium, player E’s consistency in
the consequent PDy game must be included in the strategy description.
This consists in using the cooperative strategy Cy; that entails no appropri-
ation by E of the surplus share saved for Sy; by choosing the Fair strategies
F and F; in PG.
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Also the strategy profile (—e; Ug, Dy;) is a sub-game psychological equi-
librium. If both the players reciprocally believe that E will play Uy in the
sub-game if Sy enters, whereas player Sg will ‘stay out’ by playing —e, given
the chosen value of X the payoff vector in the sub-game for the two active
player becomes (3.5,3.5), and —e, (Ug Dy;) are the mutual best responses.
This equilibrium is apparently weak because E has two further strategies,
(Fg, Dyj) and (Ug, Cy;), that give the same psychological payoffs when player Sg
chooses —e and beliefs are aligned with the relevant strategy profiles. But this
is not the case. To see why, consider the third strategy profile (e, U; Uy, D).
If the beliefs of players E and Ss are such that each thinks that they will play
collusively and that they believe that s/he/it will play collusively, then the
value of 1 goes to 0 and the payoft vector for active players is (3, 3), which
entails that (U; Uy) is a pair of mutual best responses in the sub-game. Clearly,
this is a strategy profile that defines a psychological equilibrium in the sub-
game under consideration, and also in all the subsequent PDy; — where it
coincides with the unique equilibrium point of one-shot Prisoners’ Dilem-
mas. Recall in fact that player E’s strategy (U, Dy;) means that it will defect
in its relationship with weak stakeholders in the PDy;, which is in line with
E's incentives internal to the subsequent Prisoners’ Dilemma Games seen as
sub-games (so that there is no difficulty in maintaining that any strategy pro-
file of the current sub-game that prescribes that this player E strategy choice
will be incentive-compatible in the following sub-games for E).

Note the importance of the foregoing argument in regard to the appar-
ent weakness of the sub-game equilibrium (—e; Uy, Dy;). The strategy (Uy, Dy))
is compatible with both the last two equilibria, and for whatever mutually
consistent belief system, in at least one case (Ug, Dy;) gives player E an higher
psychological payoff than (Fg, Dy;). Therefore, it is weakly dominant on the
strategy (Fg, Dy;). Since weakly dominated strategies like (Fg, Dy;) can be elim-
inated, there is no reason for E to be consistently believed to have chosen
(Fg, Dyj). Thus the strategy profile (—e; Fg, Dy;) is not a reasonable psycholog-
ical equilibrium of the sub-game (the mutually consistent belief system that
could justify it is not consistent with common knowledge of rationality). But
what about E’s strategy (Ug, Cy;)? Under the proper beliefs systems this allows
strategy profiles (e, U; Ug, Cy;) and (—e; Uy, Cy;) that correspond to payoff vec-
tors (3, 3) and (3.5, 3.5). These are psychological equilibria of the sub-game,
so that (e, U; Ug, Dy;) also seems to be a weak equilibrium, while (—e; Uy, Dy;)
remains weak owing to this indifferent alternative. But consider that (Ug, Cy))
entails that player E will cooperate in the subsequent PDy; games, under the
conditions that in the antecedent PG game the equilibrium solutions are
either (e, U; Uy, Cy) or (—e; Uy, Cy). Both such profiles exclude ‘Fair play’
in the PG and do not provide E with any conditional incentive for coop-
eration in the PDy; (recall that player E's MG trigger strategy requires it to
play ‘defect’ in the subsequent DPy; if the antecedent PG game player Sy’s
strategy has been either (e, U) or —e). Thus the strategy (Ug, Cy) is clearly
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dominated by the alternative (Uy, Dy;) in the sub-games that follow the one
considered here, and hence cannot be considered as part of reasonable psy-
chological equilibria of the sub-game under consideration (there is no basis
for a mutually consistent system of beliefs that predicts player E will cooper-
ate in the PDy; when Ss does not resort to a strategy that benefits E with the
psychological payoffs associated with Fair play conditional on the prosecu-
tion of cooperation). Not only can player E's strategy (Fg, Dyj) be eliminated
in the current sub-game, but also the strategy (Ug, Cy;), because it is domi-
nated in the subsequent PDy; sub-games — being not superior to (Ug, Dy;) in
the current one. Consequently, there are only three strategy profiles that are
reasonable psychological equilibria in the sub-game.

6.3. Sub-game perfection of players’ Ss and E MG trigger strategies

In this section we finally show that the combination of player Ss’s and E's
modified MG trigger strategies as defined in sections 5.1, 5.2 and 5.3 is a
sub-game perfect equilibrium. The task is accomplished by considering var-
ious cases in which one can observe a deviation from the equilibrium path
that would be traced in the current sub-game under the hypothesis that the
two players follow their MG trigger strategies. We will verify the equilib-
rium property of choices that the players should make according to this pair
of repeated strategies out-of-the-equilibrium-path in the relevant sub-game.
This again employs an intuitive version of the ‘trembling hand’ argument
used in section 6.1.

To begin with, recall that execution of Ss’s and E’s pair of MG trigger strate-
gies, adopted to play repeated games, entails in the sub-game currently under
consideration that the strategy profile (e, F; Fg, Cy;) will be implemented.
Thus, as long as neither player deviates from his/her equilibrium strategy,
this strategy profile induces ‘Fair play’ in each repetition of the PG and player
E’s ‘cooperation’ in each repetition of any PDy;. The learning rules whereby
the players adapt their beliefs to the past behavior of players in the network
work are as stated in sections 5.1 and 5.2, respectively. Finally, if player Ss
understands that player E is de facto playing Uy in the PG, his/her MG trig-
ger strategy dictates reverting to —e. At the same time, when player E learns
that player Ss will not keep playing (e, F) but from the forgoing period has
changed to U or —e, according to its MG trigger strategy, it must also change
to U in the PG and also to Dy; in the subsequent PDy;.

Hence, assume that, when players E and Ss are adopting the modified MG
trigger strategies, there is a small probability of the occurrence of a random
mistake such that at time t they find themselves out-of-the-equilibrium-
path. According to the sanctioning part of their grim trigger strategy, actions
would produce a strategy profile different from (e, F; Fg, Cy;) in the current
sub-game (see Figures 7.11 and 7.12). The random deviation is imputable
to player E because of one of three possible mistakes: (a) at time t — 1, con-
trary to expectations, E has stopped playing F; and started to play Uy in the
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PG; (b) at time t — 1, after playing F; as expected, E has been the first in the
network to play Dy; (without any justification); (c) at time t — 1, after the
information was transmitted throughout the network that one member had
played uncooperatively at time t — 2, E continued playing Cy;.

According to his/her learning rules, after having observed at time t—1 Uy
or (Fg, Dy) or also (Fg, Cy;) (in the special case that information circulated that
someone else had played D in some PD in the network), at time £, Ss realizes
that player E is de facto playing the PG unfairly, that is, the probability of Fy
is 0. Thus, his/her MG trigger strategy requires that Sg play —e at time ¢ in
the PG (which is coherent with these beliefs).

On the other hand, player E’'s MG trigger strategy requires it to play
(Ug, Dy;) because the condition for continuing to play (Fy, Cy;) that nobody
in any PD at time t — 1 deviated from Cy; has been violated either by E itself
(case b) or by another player in the network (case ¢). In fact, for these cases,
E's learning rules state that the probability of Ss playing —e is 1. Moreover,
player E’s MG trigger strategy requires it to start playing (U, Dy) if E itself
at time t — 1 played Uy (coherently with its learning rule that predicts in this
case that the probability of S playing (e, F) is 0).

Do these strategies induce any irrational choice in the relevant sub-game
out-of-the-equilibrium-path? Note that if E plays (Fg, Dy;) at t — 1 (case b), it
would not be rational for E to continue playing in this way, because this is a
weakly dominated strategy. If E thinks that Sy is going to play —e at t, (Fg, Dy;)
would not be a better response than (Ug, Dy;). But if E realizes that Sg thinks
that it believes s/he is going to play U, so that s/he chooses U, then playing
(Fg, Dyj) at t would be inferior to playing (Ug, Dy;). There is no reason for E
to play a strategy that can only give it less than the alternative. This is con-
sistent with player Ss’s learning rule that induces him/her, after observing at
t —1, to believe that E will play Ug. Thus the profile (e, F; F;, Dy;) can be only
a transitory state from the initial profile to a different continuation strategy
profile. It cannot stabilize. Neither could player E respond to the deviation by
playing in the sub-game (even though this was its deviation at t — 1). In fact,
player Ss’s learning rule induces him/her to play —e and it must be believed
by E. Moreover, there is no incentive for E’s repeated cooperation in the sub-
sequent PDy; without a psychological payoff deriving from PG. Finally, in
the cases of both mistakes b) and c¢), E must know that throughout the net-
work players have started the sanction stage of their MG trigger strategies, so
that there will no longer be cooperation in the PD(s). Thus, replying to the
deviation by (Ug, Cyj) would be irrational. By contrast, the profile (—e; Ug, Dy;)
is a psychological equilibrium of the sub-game, and under the appropriate
mutually consistent reciprocal beliefs system it could emerge as a completely
rational combination of mutually best responses. Indeed, player Ss’s rules of
belief adaptation predict that E will play U, while player E's rules of belief
adaptation predict that player Ss will play (—e). These beliefs are common
knowledge. Thus, each player has a second-order belief predicting exactly
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the change of beliefs which is occurring to the other player. Given the first-
and second-order beliefs that they will play the pair (—e; Ug) in the PG at t,
player S¢ must also believe that E will play Dy; in the subsequent games,
and this is also player E’s only second-order belief about Ss’s beliefs that
is consistent with E’s choice. Under our assumption of the value of 2,
conformist preferences are activated in the PG, and the psychological equi-
librium (—e; Ug, Dy;) arises at time t in the sub-game. The deviation from
the equilibrium path - after one stage — induces the transition from one
psychological equilibrium of the sub-game to another. The strategy pro-
file in which Ss sanctions the deviation coincides with the emergence of
a sub-game psychological equilibrium, so that there is no instability in the
required behavior, and the carrying out of the threat is perfectly credible.

But now assume that the relevant deviation in E’s behavior occurs at time
t — 1 because of a choice by a Sy; player who - in contrast with the execution
of his/her MG trigger strategy — during the cooperative stage t — 2 mistak-
enly deviates to Dy;. According to its MG trigger strategy at t — 1, player E
must play (Fg, Dy;), and, at the subsequent time ¢, it must play (U, Dy;). The
deviation at time t — 2 does not immediately affect Ss’s behavior in the sub-
game at time f — 1, because his/her beliefs about E change only conditionally
on learning of its effective choice in a stage sub-game. Thus, in the transi-
tion stage f — 1, Sg still chooses (e, F), while player E chooses (F;, Dy;), giving
rise to (e, F; Fg, Dy;). This is clearly an unstable strategy profile that may last
only the time necessary for player Ss to realize that E is de facto playing
the sub-game unfairly. From time t onward, the players will revert to the
sub-game psychological equilibrium (—e; U, Dy;) through a line of reasoning
completely analogous to the one given for deviations directly due to player
E’s mistakes. Essentially, at time ¢ — 1, E correctly does not changes its beliefs
about Ss since it knows that his/her learning rules and strategy forgives a sin-
gle period in which E may play (Fg, Dy;) in order to start punishing Sy;. From
t onward, however, player Ss’s first-order beliefs will be aligned with player
E’s behavior, while player E’s beliefs about Ss’s choice —e and their mutual
second-order beliefs are also aligned. The sub-game psychological equilib-
rium (—e; Ug, Dyj) again emerges — which is consistent with the sanctioning
stages dictated by the players’ MG trigger strategies.

Finally, a deviation may also arise from a mistake by player Ss. At time
t—2, player S5 chooses U, in contrast with his/her MG trigger strategy, while
player E still chooses (Fg, Cy;). The result in the sub-game at time f — 2 is a
disequilibrium transition state (U; Fg, Cy;). Players do not have mutually con-
sistent beliefs, since — to exemplify — E fails to predict Ss’s choice, believing
mistakenly that s/he is still choosing (e, F), and Ss believes that E fails to
predict his/her behavior because E’ belief is still (e, F) when s/he is choosing
U instead.

At time t — 1, because of the rule of beliefs adaptation, player E comes
to believe that Ss chooses U with probability 1, and in the relevant sub-
game, owing to its MG trigger strategy, E starts playing (Ug, Dy;). At the same
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time, S5 correctly believes that E is playing (Ug, Dy;), because of the learning
rule whereby s/he no longer believes at t that E will play Fy if some player
deviated at time t — 2 from its component of the strategy profile (e, F; Fg, Cy)).
Moreover, because Ss knows that it is unprofitable for player E to cooperate
in the iterated PDy when there is no Fair play in the PG, Ss also predicts
Dy;. Because of common knowledge of the players’ beliefs adaptation rules,
it is likely that, at t — 1, players entertain the following second-order beliefs:
player E predicts that S believes it is playing (Ug, Dy;); player Ss predicts that
E believes s/he is choosing U.

Thus, if Ss were effectively choosing U at time ¢ — 1, the result would be
(e, U; Ug, Dyj). Given the aforesaid first- and second-order beliefs — by = U,
bs, = (Ug, Dyj); bz = (U, Dy), bi =U - that strategy combination would be
a psychological equilibrium of the sub-game: to be sure, a psychological
equilibrium wherein the players’ ideal payoffs are nil, because of the unfair
distribution, but nevertheless a psychological equilibrium that would stabi-
lize and replicate at time t and thereafter. This would entail that, when a
random deviation is caused by Ss, a collusion equilibrium is reached in the
sub-game at time t — 1, contrary to the requirements of the MG trigger strate-
gies of both players, which command that any deviation be sanctioned by
the stay-out strategy of player Ss.

However, this is not the case. It is true that player Ss’s adaptation rule states
that if s/he at t — 2 has not chosen (e, F), then s/he believes with probability
1 that at time ¢ — 1 E will do U, but his/her modified MG trigger strategy also
states that if at t — 2 any whatever player has deviated from his/her com-
ponent of the strategy profile (e, F; F, Cy) then at t —1 Sg will move to —e.
Thus, at £ — 1, the result is in fact (—e; Ug, Dy;), which contradicts player E’s
first-order belief that Ss does (e, U) and entails that player Ss’s second-order
belief that E believes that s/he does (e, U) mistakenly predicts his/her own
behavior so that s/he knows that the beliefs system is inconsistent. At time
t —1 the players’ reciprocal beliefs system does not exhibit the typical mutual
consistency and alignment with the actual behavior required for psycho-
logical equilibria. Therefore, at t — 1, neither the psychological equilibrium
(e, U, Ug, Dy)j) — which is what player E mistakenly predicts will happen - nor
the psychological equilibrium (—e; Uy, Dy;) — which is what actually occurs,
even though it is not consistently represented through the players’ beliefs —
emerge. In the actual state of affairs (—e; Ug, D), in fact, the players can-
not profit from any psychological payoff, given their mutually inconsistent
beliefs system (E does not believe what S really does, and Ss predicts that E
does not believe what s/he really does), so that they obtain only the material
payoffs (1,1).

But, at time ¢, E’s beliefs are finally aligned with Ss’s actual behavior.
Because of what has been observed at t — 1, E believes that Sg¢ does —e, while
Ss continues to believe that E chooses (Uy, Dy;). Since they know the recip-
rocal rules of adaptation, they also correctly believe what they believe, and
all these beliefs converging on the state (—e; Ug, Dy;) are aligned with their
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actual choices. This is, therefore, a psychological equilibrium of the sub-
game, which may stabilize and can be replicated thereafter. Moreover, it is
completely consistent with the dictates of the repeated-games MG trigger
strategies of the two players.

To sum up, if a player Ss random mistake occurs, two transition periods
are needed before a psychological equilibrium of the sub-game is reached. At
t — 2 the outcome is (e, U; Fg, Cy;), with a worse material payoff for E, and a
material advantage for Ss, no payoff to the dummy Sy; and no ideal utilities
at all. At t — 1 the outcome is (—e; Uy, Dy;), which is not even a psycho-
logical equilibrium because of the still inconsistent players’ beliefs, so that
they merely obtain the ‘stay-out’ material payoff (1,1,1). But at ¢ the psycho-
logical equilibrium (—e; Uy, Dy)) is finally reached because it is supported by
the appropriate reciprocal and consistent beliefs and provides psychological
motivations for implementation of player Ss’s sanction and support for the
‘would-be-ready-to-cooperate’ preference by E.

The conclusion is that, for whatever random mistake that takes the sub-
game play out of the equilibrium path established by the pair of modified
repeated MG trigger strategies of player Ss and E, there is no reason to
think that the out-of-the-equilibrium-path choices will stabilize on a sub-
game psychological equilibrium that would induce stable deviation from
what the pair of modified grim trigger strategies would require the players
to do. In particular, there is no reason to think that the logic and incen-
tives faced in the sub-game will prevent player Ss from carrying out the
punishment stages of his/her repeated MG trigger strategy, which is at the
basis of the sustainability of fair cooperation throughout the network, when
player E has no direct material incentive to play cooperatively with both
its Sw;. By contrast, after a maximum of two transition stages, a sub-game
psychological equilibrium is reached which guarantees that the punishment
stages of player Ss’s MG trigger strategy will be implemented in accordance
with his/her psychological ‘incentives’ and the sub-game best response logic.
Assuming that the pair of modified MG trigger strategies, together with
the standard ones played by any other player in the network, constitutes
a repeated games Nash equilibrium, this result ensures that cooperation in
the firm-stakeholders-other-agents bilaterally deficient relational network is
endogenously stable (Quod Erat Demostrandum).

7. Conditions for a fair cooperative equilibrium in
the firm-stakeholders network

This section is concerned with the precise conditions whereby the repeated
games strategies of players Ss and E studied so far are a Nash equilibrium of
the games that they repeatedly play between themselves and (in the case
of E) in relation to weak stakeholders Sw;. This has been presumed thus
far in accordance with intuition and standard results concerning the MG
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Figure 7.13 Again the PG in normal form (where d > ¢ > b > a and where the con-
ditions for the existence of the psychological equilibria are: b + Ag > d, a + hg <
b+ g, @+ hss>C)

trigger strategies used in this kind of bilaterally deficient relational network,
wherein adjacent players are involved in repeated PD(s) (see section 2). We
have concentrated largely on the effective sustainability of the cooperation
induced by these equilibrium repeated game strategies, because the main
challenge was their sub-game perfection in the stage-game wherein S must
back all the sanctioning mechanisms without apparently having any incen-
tive to do so in the event that the need to implement the threat of his/her
strategy arises. But we must now show that the modified MG trigger strate-
gies that players Ss and E use in their repeated games (the PG and PDy;) satisfy
the conditions for the existence of a repeated game Nash equilibrium.

We must verify the following (the payoffs reported for the reader’s
convenience in Figure 7.13 are the same as in the PG of Figure 7.7):

1. Ss prefers to continue:

e toplay (e, F) instead of playing (—e) as long as E plays (Fy) in the PG and
e to play (e, F) instead of playing (e, U) as long as E plays (Fy) in the PG.

2. E does not have an incentive to defect either in the PG or in the PDy; as
long as:

e all the players involved in the PDs are cooperating and
e Ssis playing (e, F)

Let us start with point 1 and consider the payoff that S may obtain in the
repeated PG. In order to verify whether Sg has any incentive to defect and
stop playing (e, F) as long as E plays (Fg), we have to compare the repeated
payoff obtained by Ss when s/he plays (e, F) and E plays (Fy) with:

a) the payoff obtained by Ss when s/he plays (—e) and consequently in the
continuation of the game E plays (Uy)
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b) the payoff obtained by Ss when s/he plays (e, U) and consequently the
continuation of the game E plays (Uy).

If Ss and E play F and F; respectively, Ss obtains a payoff (hereafter also the
‘cooperative payoff’) equal to > (b + Asus)8"/(1 = 6)

n=0
The payoff obtained by Ss in case (a) is obviously lower than the ‘coopera-
tive payoft’ because it is equal to [a+ (1/x)A]5 (the payoff obtained at the first

stage when Ss defects (—e) and E plays Fr) plus i(a + Asis)8" /(1 — 8), which

n=0
is the payoff obtained by Ss from the second stage, after his/her defection,
onward (recall that b > a).
The payoff obtained by S in case (b) is:

i. din the ‘first’ period of deviation, when Sy defects and plays (e, U) while
E plays Fy;

ii. ¢ from the ‘second’ period after the deviation onward when the continu-
ation profile becomes (e, U; Uy).

Obviously, this strategy is not convenient for Ss either, at least if we assume
that the players are endowed with high environmental cognitive social cap-
ital so that 1 >(d — b), the ‘cooperative payoff’, is higher than the payoff
obtained by playing (e, U):

o0

Y+ -d+) e

i=1 i=2

With respect to point 2 — the firm’s incentive to depart from the ‘fair-
cooperative equilibrium’ amounts to choosing ‘Fair play’ in the repeated PG
and ‘cooperation’ in the repeated PDy; — we shall consider the sub-network
of relations involving E (see Figure 7.14).

With regard to the relation in which E is involved, note that %;czs g5 >0
is a necessary condition in order for E to continue to play F in the PG. It
amounts to saying that gess — (Sesw1 + Seswz) > 0.1°

We want to show that E has no incentive to defect when it, S5, and all the
other players in the network are cooperating. E may defect by adopting two
strategies.

Figure 7.14 The restricted firm-stakeholders network
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E stops cooperating with Sy; at time f and, at the same time, it continues
to play F; in the PG. Given player Ss’s belief formation rule, since E is the
first to defect in PDy;, Ss believes that E will defect also in PG at time t + 1.
For this reason (following his/her MG trigger strategy), Ss will punish E
at time t + 1 by playing —e. Likewise, E anticipates Ss’s decision and, at
time t + 1, will revert to Ug in the PG. From the period ¢+ 1 onward, the
payoffs of the game are determined by (—e; U, Dy;). This case applies if
a+ig>d.®

E defects at time t both in the PG (where it starts to play Ug) and in
PDy; (where it plays Dy;). In this case, the payoffs obtained by E and S in
the PG at time ¢, are respectively b and d, which are determined by the
strategy (e, F; Ug). At time £+ 1, S5 will play —e because s/he believes that
E will play Uy also at t + 1. E anticipates that Ss will not enter the PG at
time t+ 1 and continues to play Ug. For these reasons, from ¢+ 1 onward,
we will observe in the repeated PG the strategies (—e; Ug) that generate
the payoffs (a+ As;, a-+ Ag). This case applies if a+ A <d.

The discounted payoff obtained by E in the repeated PG when it and Ss
repeatedly play fair by (e, F; Fy) is

(b+3p)/(1—8), withO <5 <1.

The discounted payoff obtained by E if it adopts the strategy described in
case A is

(b+2g) + @+ rp) 8/ (1—9)

Given that a + Ay < b+ A, it follows that

[(b+246) /(L= 8)] = [(b+Ap) + (a+ 2p)d/(1 = 8)] > 0

Hence, E prefers to play (F, Cy) instead of adopting the strategy described
in case A.

With regard to case B, the discounted payoff obtained by E is

(b4 rp) +ds + (a+21p)8%/(1 = 6).

Also in this case, given the assumption b+ i, > d, it follows that

[(B4xp)/ (X =8)] = [(b+Arp) +ds+ (a+ rg)8%/(1 —8) > 0.

We conclude that, if E and S start to play (e, F; Fr), and if they reason as if

Ss

were endowed with high environmental cognitive social capital, and if E

announces CSR principles that allow for the formation of reciprocal beliefs
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CsuiE Dsuj e
CE,SW] b, b 0, C
De suj c, 0 a, a

Figure 7.15 The normal form PDy; stage-game involving E and Sw; (where c>b>a>0)

and conformist preferences (section 4), there are no incentives for E to
stop playing F;. This is true independently of the value of the discount
factor 8.V

Since E does not have incentives to defect in the PG, the decision to devi-
ate can only be the consequence of the strategy adopted in the PDy; played
by the firm E with its weak stakeholders. This could be possible, and we
will verify whether it is the case that E decides to defect in the two PDy;
in which it is involved with weak stakeholders, even though it knows that
this decision terminates cooperation also in the repeated PG.!® For this rea-
son, it is necessary to investigate the incentives that characterize E in the
repeated PDy; with weak stakeholders. The stage-game normal form of the
PDy; is shown in Figure 7.15.

The assumption is that, in repeated PDy;, player E’s myopic value of § does
not make repeated cooperation sufficiently desirable for it. In other words,
at any time t, the firm prefers to defect when the weak stakeholders play
Cswjr instead of continuing to cooperate, even though after the defection, the
payoff that E obtains from the period t + 1 onward is equal to as*~'/(1 — §).
The deviation of E at the first stage represents the first opportunity for it to
obtain the maximum advantage by defecting when Sy; plays Cs.. In fact,
given § so that gg,; <O, it follows that

[b/(1=8)] <...<[b+bs+...4+bs" + 8 +as™? /(1 —6)]
<[(b+cs+as?/(1—8)] <[c+as/(1—28)]

According to this payoff structure, if we consider only the PDy;, material
incentives induce E to defect at the first stage in PDy; because at this first
stage the incentive for E to defect (i.e. the difference gg,; < 0) is the greatest.
The payoff which E obtains by defecting at the first stage is

[c+as/(1—35)]

and

Seswj=[b/(1 = 8)] —[c+as/(1—8)] <O.
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However, in order to explain E’s behavior, we must consider that E’s deci-
sion to defect at the first stage in PDy; implies the sanction by Ss in the
subsequent repeated PG games. In particular, according to the previous
considerations, Sg will play —e in the PG the stage after E has defected in
PDy;. By anticipating Ss’s intention, E will stop playing Fy in the PG as well.
For this reason, in order to understand the optimality of player E’s strategy,
we should simultaneously consider the payoff structure in the repeated PDy;
and PG.
In particular, if

Z/‘eREgEj =&8Ess — (gESwl —I—gEst) >0

then we can demonstrate that if E, S and Sy; start their relationship in a
fair-cooperative way, there are no incentives for the firm to defect.

Consider the numerical example introduced in Figure 7.6 (section 3.4) and
fix the following parameters b=2,d=4,a=1,c=3, A=3 and §; =0.41. When
E defects at the first stage in the PDy; and at the second stage in the PG, we
obtain: g, =0.695, grswj=—0.305 and ggs; — 2(gesw;) = 0.085. This result holds
independently of the stage when the firm may decide to defect.

For example, if E defects at the third stage in PDy; (and consequently, at
the fourth stage in PG, the outcome is (—e, Uy)), we obtain g, =0.107, grsuj=

—0.053 and g, — Z(g’ESW/.) = 0.001. For this reason, given these values of

parameters and § = 0.41, the sub-network of E’s cooperative relations is
sustainable when players implement their MG trigger strategies. It is finally
important to identify for which values of § this result holds and when E,
consequently, prefers playing fairly and cooperatively in the repeated PG
and PDy; respectively, instead of defecting.

First of all note that, when Ss and E are endowed by cognitive social cap-
ital (i.e. Az and As, are both > d — b and only A > ¢ — a), the repeated Fair Fy
strategy in the PG is more profitable than the repeated unfair Uy one, inde-
pendently of §. In fact, every strategy of deviation induces the PG stage-game
equilibrium (—e; Ug) and generates the repeated PG payoff (a + 1;)5"! /(1 — ).
This payoff is strictly lower than the psychological payoff of the repeated Fair
strategies (consistent with playing the modified MG trigger strategies defined
in the preceding sections) inducing the PG stage-game equilibrium (e, F; Fy)
and the repeated PG payoff (b+ Ap) §'/(1 — ). Thus, E will always cooperate
in the PG.

Nevertheless, Fair play in the repeated PG becomes less and less prof-
itable in comparison with defection when § decreases while defection in
PDy; becomes more and more profitable when § decreases. For this reason,
there will be a value §* which indicates the lowest value of player E’s personal
discount factor §;, in correspondence to which it is still convenient for E to
play fairly and cooperate (i.e. the stage-game strategy (Fg, Cy;)), while when &
is lower than §* E has incentives to defect in all three adjacent games. Thus,
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when §; < §*, E will defect in both the repeated PG and the two subsequent
PDy; and the cooperative equilibrium will not be sustainable.

Using the previous numerical parameters (b=2, d=4, a=1, c=3, A=3),
we obtain §* equal to 0.4. In fact, when §; = 0.4, given the other values of
parameters, it holds that §*zs, — 2(g* gswj) = 0. For any value & <§* we have, the
fair-cooperative repeated equilibrium fails. For example, if 8z = 0.39, &g =
0.6394, g5y =—0.3607, and ggs; — 2(grswy) = —0.082.

The critical value §* can be calculated in general as a function of the
parameters b, d, a, ¢ and A of player E’s payoff function when it compares
the fair-cooperative iterated payoff and the payoff from the best devia-
tion strategy. The relevant gains are respectively ggpss = [(b + Ap)/(1 —8)] —
[(b+ Ag) + (a+ 2g)S/(1 —3)] as far as the repeated PG is concerned, and
Seswj=[b/(1—8)]—[c+ad /(1 —45)]in relation to the repeated PDy;.

Note that the gain gr, can be simplified by (b —a)s/(1 — §), which, given
the game’s PG parameters, is in general a positive gain. Moreover, the gain
Srsw can be simplified by (b —¢)+ (b —a)§/(1 — ), which due to the negative
value of (b — ¢) and the assumptions of the other parameters in this game is
in general a negative gain. Thus, in order to find §*, it must be established
(recall that the negative gain from cooperation are doubled given that E
plays two PDy;) that

(b—a)s /(1 =8")==2[(b—0)+(b—a)s"/(1-5")]
and that, given the negative value of the difference (b — ¢) entails
(b—0)=—1/2[(b—a)s"/(1 =) = (b—a)§"/(1 - 6") = 1.5[(b—a)s" /(1 —&7)]

that is

(b—-o)
(b—a)

(=2/3)=6"/(1-¢")
In fact, according to our parameter §* = 0.40, which is the solution for
(b—c)/(b—a)=—1 (asitis in our case) and for §*/(1 — §*) = 0.666.

We may conclude that the introduction of psychological payoffs into the
game played between E and Ss — payoffs which stem from the agreement
on the principle T(= CSR) of fairness in the pre-play communication phase
of the game — makes the network among the firm and all its stakehold-
ers sustainable for values of player E’s discount factor §; such that §; < é*,
even though the firm has no material incentive to cooperating with weak
stakeholders.
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8. Conclusions

The aim of this chapter has been to investigate the theoretical relationship
between social capital and corporate social responsibility. Our principal pur-
pose has been to highlight the importance of cognitive social capital and
CSR principles in generating cooperative networks between the firm and all
its stakeholders (structural social capital).

Cognitive social capital consists of dispositions and beliefs functional to
the development of conformist motivations that affect the agents’ propen-
sity to behave in different ways. Beliefs focus on reciprocal behaviors among
agents and are affected by agreements on general principles and default rea-
soning stemming from agreements, but they also depend on the behavior
that other agents have exhibited in the past. Dispositions spring principally
from the cultural environment of the most general social norms and val-
ues shared in society at large, so that they have a component independent
of specific agreements on small-scale social norms and principles of behav-
ior, such as the CSR principle that a firm may agree with its stakeholders.
But they also depend on micro elements (e.g. genetic and psychological fac-
tors) and cannot be activated without the other components of cognitive
social capital that we have seen are related to more intentional elements
like agreements on CSR norms. Conformist motivations are reasons to act
in compliance with agreed principles of justice, such as CSR principles, and
they are proportional to the level of conformity that an agent may reach
through his/her action contingently on his/her beliefs about other agents’
behaviors; they also depend on the expected reciprocity of other agents
in obtaining high levels of conformity contingent on their own expecta-
tions about other agents. Conformist motivations operate as weights that
determine the extent to which the exogenous and primitive cooperative
dispositions can affect actual behaviors.

Structural social capital is understood as a global (multilateral) property of
a relational network linking agents (for example, firms and stakeholders) so
that, independently of the deficiency of the specific bilateral relations, link-
ages in the network are nevertheless characterized by cooperation among
agents. The sustainability of such linkages, and hence the possibility of
observing a network structurally characterized by social capital, depends on
four factors: a) reciprocal beliefs that others will cooperate, b) a generic dispo-
sition to cooperate, ¢) conformist motivations contingent on agreed norms
and beliefs, d) the existence of sanctions against agents that decide not to
cooperate. While the first three elements are cognitive components of social
capital, the fourth is a structural characteristic of the game forms whereby
interaction among agents takes place.

In this context, CSR is an essential part of the cognitive social capital
that agents characterized as firms and stakeholders may possess in order
to make cooperation in a relational network sustainable. In particular, CSR
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principles are the basis for impartial agreements among agents (firms and
stakeholders) on which depend mutual beliefs concerning the level of prin-
ciple compliance and conformist motivations (preferences) related to each
of the solutions that agents can give to their interaction.

In regard to the firm’s stakeholders, we have introduced a distinction
between strong and weak stakeholders. The firm is interested in cooperat-
ing in the long term with strong stakeholders, and it is not interested in
doing so with weak ones.

We have based our analytical framework on the relational network liter-
ature, with particular regard to Lippert and Spagnolo (2010). But we have
made an important innovation to this framework by introducing the idea of
modeling at least some relations by means of psychological games. Thanks
to this analytical model, we have been able to show that the agreement
between the firms and its strong stakeholders on CSR fairness principles,
which in their turn activate the other components of the firm’s and stake-
holders’ cognitive social capital, generates endogenous incentives for the
firm to cooperate with weak stakeholders and creates cooperative relations
that would otherwise not exist.

Our argument has consisted of the six following points:

1. In a context characterized by strong dispositions to conform with norms
of fair cooperation (high levels of 1), and by the decision of the firm
to agree with its strong stakeholders — belonging to the same context —
on a contractarian principle of fair treatment addressed to whatever
stakeholder (a principle of CSR), the effective implementation of such a
social norm may stem from the fact that effective conformist preferences
can be formed which activate the motivational force of cooperative dispo-
sitions. Thus individuals (both members of the organization in a position
of authority — the firm - or internal and external key stakeholders) will
be induced by the motivational force of those dispositions to maintain
fair and cooperative conduct with respect to weak stakeholders. In other
words, a CSR principle will be complied with even if there is no direct
advantage in terms of material payoffs accruing to the powerful members
of the organization or to their strong stakeholders.

2. Dispositions do not operate in a vacuum. The agreement on a CSR prin-
ciple may also favor the appropriate reciprocal beliefs concerning mutual
conformity that by themselves furnish reasons to comply with the prin-
ciple. The implementation of a CSR standard contributes to generating
the belief in the firm’s stakeholders that the firm will share cooperative
relations with them. It is only with reference to explicit agreements on
CSR principles that stakeholders can form their beliefs about the type of
firm to which they are related.

3. This is a sort of moral reputation that reinforces cooperation which
is not based only on the pursuit of material advantages. It therefore
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supplements the reasons for combining a good reputation with more
intrinsic reasons to act.

4. The beliefs and dispositions related to cognitive social capital induce the
strong stakeholders to cooperate with the firm if and only if it is also
cooperative with weak stakeholders.

5. The possibility that strong stakeholders decide not to cooperate with
the firm if it defects with weak stakeholders is a reliable threat for the
firm, which may decide (it depends on the payoff structure) to cooper-
ate with weak stakeholders in order to avoid the sanction from strong
stakeholders.

6. This produces structural social capital (in terms of a sustainable network
of cooperative relations involving the firm, the strong and the weak stake-
holders) that would not be feasible without the threat of sanction by
the strong stakeholders. This sanction is not due to exogenous reasons;
rather, it is determined by endogenous incentives that we have explained
by considering the effect of cognitive social capital on stakeholders’
behavior.

Our analysis has shown that there exists a Nash equilibrium which implies
cooperation between the firm and all its stakeholders, both the strong and
the weak ones. This cooperative equilibrium is sub-game perfect and it
applies, for a reasonable value of the firm’s discount factors §, when the firm
generates the appropriate belief in strong stakeholders — characterized by
cognitive social capital in terms of disposition — by declaring a CSR standard.

Our findings raise numerous questions and ideas for further research.

First, they open the way to studies aimed at empirical verification of
the effect of cognitive social capital and CSR declaration on cooperative
behaviors by firms toward weak stakeholders.

Second, by shedding light on a new, important role of social capital, they
encourage further theoretical and empirical analysis of the factors and the
policies which may be able to increase cognitive social capital in terms of
disposition to cooperate, which is a key element in fostering CSR adoption
and cooperative relations between firms and weak stakeholders.
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Appendix I

We report the formal representation of the function F which captures, for
agents endowed by conformist preferences, the effects on ideal utility of
beliefs in the degree of conformity with the ideal by other agents (see
also Grimalda and Sacconi 2002, 2005; Sacconi 2010c infra; Sacconi and
Grimalda 2007). We calculate the agents’ ideal utility for each strategy pair
of player Ss and the agents’ ideal utility for E’ strategies when it believes that
Ss is going to play —e (in this respect note that E’s ideal utility associated
with its strategies — F; and Uy — when E believes that Ss is going to play F or
U may be easily computed by symmetrically considering the ideal utility of
Ss when his/her strategies are (e, F) and (e, U) and his/her first-order beliefs
are Fg or Ug).

Al The utility function of agents endowed with
conformist preferences

The utility function of an agent i characterized by conformist preferences is:
Vi=Ui(o) + LF[T(0)].

F is a function, shared by all the agents, of the normative fairness principle
T. In abstract, F could be specified in different ways in order to consider
various possible forms of the morality-grounded motive to behave, and
it determines the weight of A; in the agents’ gain. We follow Grimalda
and Sacconi (2005) and Sacconi (2006) in adopting a particular specifica-
tion for F based on an idea of expected mutuality in conforming with
a contractarian principle of justice (T), captured by the Nash bargaining
solution, which seems particularly coherent with the idea of an agreement
involving the firm and its stakeholders (also called the Nash social welfare
function N):

T(0)=N(U, ,U) =] Ui—d)
i=1
where d; stands for the reservation utility that player i can obtain when the
bargaining process collapses. In the present context, we consider it appro-
priate to set all of these reservation utilities to zero.!” To give an example
related to the calculation of the value of T, consider the payoff matrix
reported in Figures 7.4 and 7.5 (section 2.2), where the payoffs obtained
by the three players — the firm, the strong and the weak stakeholder (that is,
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the dummy player), are (2, 2, (2)). In this case, the principle T assumes the
value T=2 x 2 x 2=8. By contrast, when at least one player obtains a payoft
equal to O (for example when the active players’ strategies are (e, U; Uy), it is
T=3x3x0).

Now, if we consider a two-person game, it is possible to define the two
indices that contribute to determining F as follows:

1. 1+ the index of player’s i conditional conformity based on the degree
of deviation from pure conditional conformity with T, that is, f; (ai, b}):

T(oi, bj) — T (b))
TMAX(pl)y — TMIN (1)

filoi, b)) =

where T4 (b}) and T™™ (b}) are the maximum and minimum values
that the welfare distribution function (which represents the normative
principle or ideology T) can assume, depending on i’s action, given i's
first-order belief, b}, about the action that j is going to perform. T (o;, b})
is the actual level of T when player i carries out strategy o; given what
s/he expects from player j. f; varies from O (no deviation at all from the
principle T) to —1 (maximal deviation).

2. 1+f;: the index of player j’s expected reciprocity in conformity based on
the evaluation that player i forms about j’s deviation from full conformity
with the principle T, that is, f, (b}, b?):

, T(b}, B) = T 2)
(61 ) = ey — T o)

where b} is the first-order belief of player 1 about the action of player j.
b? is the second-order belief about player j’s belief in the action adopted
by player i. T4 (b?) and T (b?) are the values that the welfare func-
tion takes when player j respectively maximizes or minimizes it, given
the second-order belief of player i. In other words, T*X (b?) and T*™ (b?)
indicate the maximum and minimum value that player j can contribute
to the welfare function, given his/her belief about i’s action as perceived
by i him/herself. T (b}, b?) is the actual value that i expects the welfare
function to take according to his/her beliefs. Also f; varies between 0
and —1, which respectively indicate the maximum and minimum degree
of conformity by player j with the ideology embodied in the welfare
function T.

Implementing these definitions, the utility function of agent i can be
written as:

Vioi, b}, b?) = Ui(o, b}) + M[1 + fi(B}, BHIL + fi(oy, b})]
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A2 Method for calculation of the agents’ ideal utility

In this part we provide a detailed illustration of the method for calculation of
the ideal utility component of the players’ payoffs. The reference game and
the parameters of the material part of the utility functions are those given
in Figure 7.4 and Figure 7.5 (section 2.2) of the main text. The calculation
complements the qualitative discussion conducted in section 3.3.

First, we must remember that the values of the agents’ conformity indexes
[1+i (03, b})] and [1 +£ (bl b,z)] result from the subtraction of a deviation
measure ranging between 0 (no deviation at all from the principle) and —1
(complete deviation) from the unit (i.e. 1 means maximal conformity).

Taking account of different possible belief systems (i.e. first- and second-
order beliefs justifying the prediction of any given outcome of the game),
the conformity indexes attached to how players carry out each state of the
game may be computed (Note: the notation (F|F) should be read as ‘player
i using strategy F given that player j's strategy is F’. The strategy after the
symbol | should be read as a first-order belief or a second-order belief about
that strategy, according to the context).

e Strategy (e, F) of Ss given the first-order belief (by) that E plays Fy and
given the second-order belief bZ that E believes that Ss plays (e, F).

The deviation of player Ss from full conformity for strategy (e, F) is in
this case:

T(e, F|Fg) — TM(Fr) _ T(e,FIFg) —T(e FIFp)

@ FiFD) = i () T (Fy) ~ Te, FIFe) = T(e, UlF)

which entails a player S5 index of conditional conformity [1 + fs(e, F|Fg)] =1
Player E’s expected deviation from full conformity for strategy Fy is in
this case

T(Fsle,F) — TY™(¢,F) _ T(Fsle,F) — T(Fle,F)

TMAX(e, F) — TMN(e, F) — T(Fle,F) = T(Ule,F) 0

ﬁf(FE;e/F):

so the index of expected reciprocal conformity is [1 + fE(F w6, F)]=1. Thus, in
this case, player Ss’s strategy (e,F) obtaining ideal utility is » (recall that the

ideal utility stems from %, [1 +f (b, b,z)] [1+i(0i, b))

e Strategy (e, F) of Ss, given the first-order belief (b) that E plays U; and
given the second-order belief b% that E believes that S plays (e, F).
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The deviation of player Ss from full conformity for strategy (e, F) is, in this
case,

T(e, FIUp) — TV (Ug)  T(e,FIUg) — T(=e, [Ug)
TMAX(Up) = TMN(Ug) — T(=e,|Uy) — T(e, U|Up)

fss(e, F; Up) = -1

which entails a player Ss index of conditional conformity [1 + fs(e, F|Ug)]=0
Player E’s expected deviation from full conformity for strategy Uy is, in
this case,

. T(Usle, F) ~ (e, F) _ T(Ugle, F) — T(Fele, F)
eUsie, F) = oo N = =-1
TX(e, F) — TN, F)  T(Fle,F)— T(Usle, F)

the index of expected reciprocal conformity is [1 + f;(Ug; e, F)] =0. Thus, in
this case, the ideal utility for player Ss’s strategy (e, F) is O.

e Strategy (e, U) of Ss, given the first-order belief (b)) that E plays F; and
given the second-order belief bZ that E believes that Ss plays (e, U).

The deviation of player Ss from full conformity for strategy (e, U) is, in this
case,

T UNE) - TY(E)  T(e,UIFy) — T(e,FIF) _
fsute, Ui Fo) = () — T9%(Fy) ~ Tte, FIFe) = T(e, UlFp) — \

player Ss’s index of conditional conformity is therefore [1 + fs(e, U|Fr)] =0
Player E's expected deviation from full conformity for strategy Fg is in
this case

fe(Fy; e, U) = T(Fgle, U) — TM¥(e, U) =0

which entails an index of expected reciprocal conformity [1 + fE(F e U)]=1.
Thus, the ideal utility in this case for player Ss’s strategy (e, U) is O.

The calculation of the expected reciprocal conformity index 1+ fy(Fz; e, U)
highlights a distinctive feature of conformity indexes in games such as the
one considered in this chapter. When the strong stakeholder Ss believes that
the other player E believes that s/he is going to play U, the maximum and
the minimum value of the function T (that may be generated by whatever
response of player E to the strategy U) coincide. In these cases, the welfare
distribution function, which represents the normative principle T, always
takes value 0. This means that when the second-order belief of player Ss
is U (that is, Ss believes that E believes that s/he is choosing U), s/he also
believes that E cannot do any better by its choice than accept that the weak
stakeholder will get 0. Thus, in these cases, a player — for example, E — has
no role in affecting the implementation of the principle T.
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Note that if the maximum and minimum values of T are the same, the two
differences at the numerator and the denominator in the deviation index
are both 0, and the index is indefinite (you cannot divide by 0). However,
since the only value admitted for T at the numerator is constant (so that
also the difference at numerator is 0) it does not make sense to normal-
ize the deviation from conformity in the interval from a maximum and a
minimum value. In fact no deviation at all is allowed. Consequently, we
will assume that in all cases like this (in particular, note that the same rea-
soning applies when the second-order belief of Ss is (—e)) the value of the
expected reciprocal conformity index is the difference between the value
of T determined by considering simply the absolute value of the difference
between the (expected) choice F; given the second-order belief that (e, U) is
chosen (i.e. T(Fz|e, U)) and the maximum value that T can take, again given
the second-order belief that (e, U) is chosen (i.e. TM4X (e,U)) (that is, what
would be the numerator of the fraction normally representing the expected
deviation from full reciprocal conformity).

e Strategy (e, U) of S, given the first-order belief (b) that E plays Uy and
given the second-order belief bZ that E believes that Ss plays (e, U).

The deviation of player Ss from full conformity for strategy (e, U) is, in
this case,

L TEUIU) - T Uy TG UIU) — T(~elUp)
i@ Ui Un) = 10 T (Uy) — T(oelUp) — T, U0~

which means that player Ss’s index of conditional conformity is [1 +
sz (el U; UE)]: 0.

Player E's expected deviation from full conformity for strategy Uy in
this case is similar to the previous case, and hence the same method of
calculation applies.

fe(Us;e, U)=T(Usle, U) — TM* (e, U) =0

so that the index of expected reciprocal conformity is [1 + fE (Ug;e,U)]=1.
Again, the ideal utility of player SS for the strategy (e, U) under these
contingencies is 0

e Strategy (—e) of Ss, given the first-order belief (b}) that E plays Uy and
given the second-order belief b% that E believes that Ss plays (—e).

The deviation of player Ss from full conformity for strategy (—e) is in this case

T(—e|Us) — TV (Us)  T(=e|Up) — T(=e|Up)
TMAX(Up) — TMN(Up) — T(—e|Ug) — T(e, U[Uy)

fSS(_'e; UE) =
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which entails an index of conditional conformity of player Ss[1+
fis(=elUp)] =1

Player E’s expected deviation from full conformity for strategy U in this
case is similar to the previous case and hence the same method of calculation
applies

fo(Us; =€) = T(Ug; —e) — TV (—e) =0

which entails [1 + fx(Ug; —e)] =1.
These two indexes of conditional and expected conformity jointly imply
an ideal utility » for the strategy (—e) of player Ss under this case.

e Strategy (—e) of Ss, given the first-order belief (bi) that E plays F; and
given the second-order belief b% that E believes that S5 plays (—e).

The deviation of player S5 from full conformity for strategy (—e) in this case is

1 TEelF) = TXE) _ T(~elP) - T FF) __7
(6 ) = i () — TN(Fy) — T(e, FiFs) —Tle, UF) 8

the index of conditional conformity of player Ss in this case is [1 +
fis (melFy)] =1/8

The expected deviation of player E from full conformity belongs to the
class of cases (see also the discussion of the following case) that allow simple
use of the absolute difference between the T value for the expected choice
of player E given the second-order belief about player Ss’s choice —e and the
maximum value of T given —e

fo(F; —e) = T(Fg|—e) — TM*¥(=¢) =0

so that the expected index of player E’s expected reciprocal conformity is
[1+/:(Fg; —e)]=1. Thus, the two indexes jointly imply an ideal utility equal
to 1/8x.
Let us consider E’s strategies when it believes that S is going to play —e.

e Strategy (F;) of E, given the first-order belief (b}) that S5 plays —e and
given the second-order belief bZ that S believes that E plays (Fy).

The deviation of player E from full conformity with the strategy (Fy) given
—e cannot be but nil since this is a case where the maximum and minimum

values of T, given player Ss’s choice —e, are identical. Thus

fe(Fel—e) = T(F|—e) — T¥**(=e) =0
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so the conditional conformity index of player E in this case is [I+
fi (Fel—e)] = 1.

The strategy —e (and the first-order belief that Ss is going to implement
that strategy) highlights the second distinctive feature of conformity indexes
in the type of game we are considering. In this case, the peculiarity depends
on the fact that player Ss’s strategy —e assigns the game the same result
regardless of the other player’s behavior, since it amounts to simply pre-
venting interaction from occurring by a unilateral decision to stay out of it.
When the strong stakeholder plays —e, it always generates the payoffs (1,1,1).
Thus, in this case, the firm has no role in affecting implementation of the
principle T (the value of the welfare distribution function, which represents
the normative principle T, is always 1 no matter what player E’s choice is).

In other words, given the strong stakeholder’s strategy —e, the firm E can-
not do any better than accept the T value equal to 1 determined by player
Ss’s choice, which is the only one possible, and hence also the one with null
deviation from the maximum value T possible when player S5 does —e. Also
in this case, given that the E’s first-order belief about player Ss’s behavior
is —e, as in the case discussed above, the general form of the conformity
indexes would be indeterminate (the denominator of the fraction is 0), and
again there can be only one constant value of T (at the numerator). There-
fore, in this case too, it does not make sense to normalize the deviation from
conformity with respect to the interval between maximum and minimum
values of T, since no deviation is allowed at all. As we assume in all the cases
like the one considered here, the deviation measure from the maximum pos-
sible value of T will be taken to be the simple absolute difference between
the value of T determined as a consequence of player E’s choice (given the
—e choice of player Sg) and the maximum value of T possible under that
choice (that is, the numerator of the fraction would typically represent the
deviation from full conditional conformity).

Player Ss’s expected deviation from full reciprocal conformity for strategy
—e is in this case an intermediate value

F (cerpy — LC€lFe) = TMX(Fy)  T(elFy) = T(FIFy) 7
sz € L'e) = TMAX(FE) — TMIN(FE) o T(F|FE) - T(UlFE) B g

so that the index of expected reciprocity in conformity for the strategy —e
of player Ss is [1 + fss (—e|Fp)] = 1/8, which together with the aforementioned
index of player E’s conditional conformity gives to player E’s strategy F given
—e the ideal utility 1/8x

e Strategy (Ug) of E given the first-order belief (b}) that Ss plays —e and given
the second-order belief b2 that Ss believes that E plays (Uy).
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The deviation of player E from full conformity by using strategy (Ug) given
that Ss does —e cannot be positive. Once again we have a case where, given
the strategy choice of Ss player E cannot do any better than simply observe
that the decision of player Ss prevents the interaction from occurring and
assigns a unique T value to the game, which, whatever player E’s choice
may be, cannot be different from T=1,

fe(Ug|=e) = T(Ug|—e) — TV**(—e) = 0

which entails for player E a conditional conformity index [1 + f; (Uz|—e)] = 1
Finally, consider the expected deviation of player Ss from full reciprocity
in conformity when s/he is believed to choose —e given Ug.

T(=e|Up) — TV™(Ug) _ T(=elUg) — T(=e|Ug)

TMX(Up) = TMN(Uy) — T(—e|Us) — T(U|Ug) =0

f:Ss (_'e; UE) =

the index of conditional conformity of player S is thus [1 + fs(—e; U)] = 1.
Therefore, when player E chooses F; given S staying out, and E predicts that
Ss does —e jointly the two indexes of conformity are fully positive and thus
the ideal utility for player E is A.

This concludes the calculation of the ideal utilities of players E and S for
the different states of the PG game under the hypothesis that the players
have mutually consistent beliefs systems about the game’s outcomes.

Notes

1. Relational elements concerning the relationship between the firm and its stake-
holders are indubitably less important if we look at other CSR approaches. Neither
Friedman (1977) nor Jensen (2001), for example, give much space to explicit
consideration of the stakeholder’s interests by the owners of firms. The idea of
Friedman is that the only social responsibility of a firm is to make profits while
respecting the rules, which means without breaking the law. Jensen’s contention
is that in the long term maximization of the shareholder value is the best way
to satisfy the stakeholders’ interests that the multi-stakeholder approach to CSR
wants to protect.

2. See Sacconi and Degli Antoni (2009) for a deeper discussion of these notions of
cognitive and structural social capital.

3. On the concept of fiduciary duty see Flannigan (1989) and Sacconi (2006).

4. The decision about the party that must have the residual right of control may
depend on various factors — e.g. a comparative analysis of the control costs of the
various stakeholders: see Sacconi (2006) for a deeper explanation.

5. For a deeper explanation of this theory of reputation under unforeseen
contingencies see Sacconi (2000, 2004).

6. For the design of a CSR management standard that corresponds to the fea-
tures now defined: Sacconi, DeColle and Baldin (2003) and Clarkson Centre for
Business Ethics (2002).
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7.

8.
9.

10.
11.

12.
13.

14.

15.

16.

17.

18.

19.

Additive separability of agents’ payoffs across interactions and across time is
assumed for simplicity.

We will slightly modify this assumption in our model.

This network configuration allows us to consider all the characteristics of the
relationship between strong stakeholders, weak stakeholders and firms we are
interested in for the aim of this chapter. We will not study either other possi-
ble network configurations or the density of the relationship characterizing this
network (this may be a further extension of the present analysis).

See Appendix I for a formal representation of F.

Interchangeability is the obvious implication of the ‘veil of ignorance’ hypoth-
esis, and allows putting aside the strategic distinction between strong and weak
stakeholders and the firm.

See Appendix I for a complete application of the calculation method.

These are just two different ways to approach the same point, however. In fact,
players could not categorize the situation as one whereon an impartial principle
of justice normally applies if in some sense they would not envision it as if they
were ‘under a veil of ignorance’. A situation wherein an individual performs a
format of reasoning such that independently of the consideration of his/her indi-
vidual identity s/he is capable of agreeing on a principle of equitable distribution
with other individuals supposedly similarly detached from the urgency of their
material claims, is quite similar to the cognitive process whereby s/he performs
the task of subsuming the concrete distributive case under a more general and
abstract principle of justice such that the case will be treated according to the
impartiality criteria inherent to the principle.

When we move from the one-shot game to the iterated interactions between the
firm and its stakeholders, the possibility that 1 could endogenously change with
the games’ result may be taken into account. It could be assumed, for example,
that 1 of Sg and E increases at each stage when they experience conformity indices
equal to 1 or 1-e. Our analysis does not consider this possibility, which could
represent an extension of our model.

Even though the structure of the PG is different from the PDs with regard
to which we have defined the concepts of deficient and mutual relationship
(section 2), by gpsis we mean the difference between the payoff obtained by E
when it and Stkg play F and the payoff that E obtains by defecting in the relation
with Stks.

If a+ A < d it would be better for E to defect simultaneously in the PG and in the
PDy;. See the following case B.

In respect to the sub-game perfection of the ‘fair equilibrium’ in the PG, an alter-
native argument may be based on the demonstration (section 3) that (if A is high
enough as we assume in this case) Ss’s threat of punishing the enterprise if it
defects is a credible threat (see on this point Geanakoplos et al. 1989).

According to our definition, E prefers to defect with weak stakeholders in PDs
instead of cooperating with them.

This decision should be properly justified. Some authors argue that the proper
choice for the ‘exit option’ would be the Nash solution of the material game
played in a non-cooperative way. However, this choice could be criticized because
a possible situation of prevarication of one party over the other in the status quo
would generate the final ‘moral’ solution. For this reason, other authors have
proposed the concept of a ‘moralized’ status quo, where some minimal form
of reciprocal respect is already in place. Therefore, our choice (which follows
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Grimalda and Sacconi (2005) and Sacconi (2006)) may be considered equivalent
to a notion of moralization of the status quo from which the ‘bargaining’ starts.
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Social Distance, Cooperation and
Other-regarding Preferences: A New
Approach Based on the Theory of
Relational Goods

Leonardo Becchetti, Giacomo Degli Antoni and Marco Faillo

1. Introduction

The last few years have witnessed a dramatic growth of experimental and
behavioral economics research on deviations from purely selfish behavior.
Several new theoretical models have been developed, which are based on
a more complex view of economic agents’ motivations. At the empirical
level, many studies have been focused on the context-dependent nature
of other-regarding behavior. From a socio-economic point of view, partic-
ularly interesting is the experimental evidence on the relation between
the reduction of the social distance among the subjects and the probabil-
ity of observing deviation from purely selfish choices. Social distance has
been manipulated by introducing impersonal communication (Frohlich and
Oppenheimer 1998), face to face interaction (Bohnet and Frey 1999b; Rankin
20006), silent identification (Bohnet and Frey 1999a, 1999b; Scharlemann
et al. 2001), information about personal characteristics (Bohnet and Frey
1999b; Charness et al. 2007) and by varying the degree of anonymity
(Hoffman et al. 1996) between subjects.! What emerges from these stud-
ies is a positive and significant correlation between the reduction of social
distance and the frequency of non-selfish and cooperative choices. Two
explanations have been offered to account for this evidence. According to
some authors, the reduction of the social distance promotes the emergence
of a feeling of empathy among subjects, which results in higher levels of
cooperation (Bohnet and Frey 1999a). A second explanation is based on the
idea that ‘the “framing” of the decision can influence expectations by asso-
ciating a subject’s decision with past experience’ (Hoffman et al. 1996: 655)
and, more in general, with her everyday social life. In particular, the reduc-
tion of social distance would increase the subjects’ concern for the social

243



244  Social Distance, Cooperation and Relational Goods

consequences of their decisions, and this would result in a higher probabil-
ity of adopting in the laboratory the same rules that drive their everyday
social interactions.

Becchetti et al. (2007, 2009) proposed a different approach to the study of
the effects of the reduction of the social distance in which the removal of
anonymity is not decided by the experimenters, but is the consequence of a
voluntary choice made by the subjects themselves. They ran two experi-
ments based on two well-known games: the Investment Game (Becchetti
et al. 2007) and the Traveler’s Dilemma (Becchetti et al. 2009). The results
of these experiments turned out to be very interesting, particularly because
they could not be accounted for by appealing either to Bohnet and Frey’s
(1999a) nor to Hoffman et al.’s (1996) explanations discussed above. In this
chapter we go back to Becchetti et al.’s (2007, 2009) results, and we show that
it is possible to give an interpretation of this kind of evidence by referring to
the concept of relational goods (Gui 2000, 2002; Uhlaner 1989).

The chapter is divided into six sections. In the second section we pro-
vide a short survey of the literature on relational goods. In the third section
we describe the experimental design of the two experiments presented in
Becchetti et al. (2007, 2009) (hereafter B2007 and B2009). In the fourth
section we discuss the hypotheses on the effect of relational goods on play-
ers’ behavior in the two experiments. In the fifth section we discuss the main
findings. The sixth section concludes this chapter.

2. The concept of relational goods

Over the last few years, economic analysis has devoted more and more atten-
tion to the role of factors connected with interpersonal relations. One of the
main attempts that economists have made in order to improve their under-
standing of them is linked to the concept of relational goods (Gui 1987;
Uhlaner 1989). Relational goods ‘depend upon interactions among persons’
(Uhlaner 1989: 253) and are peculiar intangible outputs of an affective and
communicative nature (Gui 2000) that are produced through social interac-
tions. In particular, Gui (2002) proposes to consider every form of interaction
as a particular productive process that the author calls ‘encounter’. Rela-
tional goods may be generated in an encounter, but they are not the
encounter in itself, which can generate many other different outputs® (Gui
2000: 155). Examples of relational goods are: social approval, friendship and
its benefit, the desire to be recognized or accepted by others, but also ‘the
“atmosphere” that is created among waiting customers in a hair dresser’s
shop, or a conversation concerning non-professional matters occurring dur-
ing breaks in a business meeting’ Gui (2000: 152). By looking at these
examples, it is clear that relational goods can be either an asset, like a friend-
ship, or else a one-shot consumer good like the ‘atmosphere’ that is created
among waiting customers in a hair dresser’s shop or, more in general, the
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relational goods associated with the ‘well-being’ (or ‘bad-being’) produced
by a conversation with other people (Bruni and Stanca 2008).

Relational goods have three main characteristics. First, they are a subset
of local public goods, since they are non-rival and non-exclusive but only
with regard to the people who participate in their production. According
to Uhlaner, ‘Relational goods can only be enjoyed with some others. They
are thus unlike private goods, which are enjoyed alone, and standard pub-
lic goods, which can be enjoyed by any number’ (Uhlaner 1989: 254). The
consumption of relational goods is contextual and simultaneous to their
production, since they can not be enjoyed alone, but only through interper-
sonal relations with other people (Bruni and Stanca 2008; Sacco and Vanin
2000). They can be actually considered anti-rival since the joint fruition is
essential to their value. Second, contributions to their production depend
on mutual agreement (Uhlaner 1989). Goodwill is important for their pro-
duction, they cannot be imposed. Even though relational goods may be
generated through encounters that happen in different environments, some
circumstances seem more convenient than others. In particular, relations
that are not constrained but that people voluntarily decide to start, such as
relations inside volunteering associations, are more likely to generate rela-
tional goods (Ben-Ner 2002: 12; Prouteau and Wolff 2004). Relational goods
also ‘acquire value through sincerity or genuineness — which is impossible
to buy, so they can be generated as a by product of some instrumen-
tal activity but not by making contracts for their supply’ (Becchetti et al.
2008: 346). Third, their value depends on the characteristics of people shar-
ing the goods (Sacco and Vanin 2000) and is increased by fellow feeling.?
In this respect, someone could prefer to share time with people she trusts
or she finds friendly. For this reason, the expected value of relational goods’
consumption depends on the disposition that agents have regarding the per-
sonal characteristics of people they are going to meet. A good disposition
increases the probability that agents enjoy the encounter and, consequently,
the quality of the relational good produced (and consumed) by it. On the
contrary, feelings such as rancour or envy can interfere with their produc-
tion (and, consequently, with their consumption). Therefore, it is clear that
some circumstances can promote better relational goods than others.

Until now, relational goods have been mostly considered to explain social
behavior such as political participation (Uhlaner 1989) or associational
membership (Prouteau and Wolff 2004). Our analysis opens a new inter-
esting field by experimentally testing whether the possibility of consuming
relational goods also has a direct impact on variables such as trust and
trustworthiness that are key elements for socio-economic development.
In the next pages we will report the results of two experiments aimed
at studying the impact of voluntary reduction of social distance on trust,
trustworthiness and cooperation and we will present an interpretation of
the evidence in terms of relational goods.
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3. Two experiments on the voluntary reduction
of social distance

The experiment run by Becchetti et al. (2007) (B2007 henceforth) is based
on a two-player Investment Game (Berg et al. 1995) in which both play-
ers are endowed with ten tokens (one token = 0,50 Euros). The first mover,
the Trustor, must decide how much of her endowment to send to the sec-
ond mover, the Trustee. The amount sent is tripled and delivered to the
Trustee, who must decide how much of the tripled sum to send back to the
Trustor. Note that assuming rational and selfish individuals, the sub-game
perfect Nash equilibrium of this game is the strategy vector in which the
Trustee sends zero whatever the Trustor’s transfer and the Trustor sends zero
anticipating the Trustee’s choice.

The Investment Game is particularly useful for detecting the willingness
to cooperate. In this context, we say that an agent behaves in a cooper-
ative way if she does not play only in order to maximize her monetary
pay-off. A Trustor plays in a cooperative way if she is interested in the
total pay-off, which may be generated in the game and exposes itself to
the risk of other opportunism. A Trustee is cooperative as far as she decides
not to keep all the amount sent by the Trustor and send back a positive
amount.*

The experimental literature on the Investment Game shows that Trustors
send, on average, about 50 per cent of their endowment, and Trustees repay
by sending back between 95 and 110 per cent of the amount sent by Trustors.
Hence, the return to a ‘trustful behaviour’ tends to be zero (Berg et al. 1995;
Camerer 2003; Camerer and Fehr 2004).

In the B2007 experiment, subjects played the Investment Game under
two different treatments: the Baseline Treatment and the Encounter Treat-
ment. In the Baseline Treatment subjects played a standard Investment
Game under full anonymity, while subjects participating in the Encounter
Treatment had the possibility to decide whether to remove anonymity by
encountering, at the end of the experiment, their counterpart. In particu-
lar, in this second treatment, subjects were first instructed about the rules
of the Investment Game, then they decided whether to opt or not for the
encounter: they signed in, they discovered their role and they played the
game. Before playing the game they were aware of the fact that the meeting
would take place only if both players decided to opt for the encounter and
they were informed about their opponents’ choice about the encounter only
at the end of the experiment. The subjects expressed their willingness to opt
for the encounter by replying with a ‘Yes’ to the following written question:
‘Do you want to meet, at the end of the experiment, the person you are
paired with?’ At the end of the experiment, and before leaving the room,
members of the pairs in which both the subjects opted for the encounter
were introduced to each other. The meeting did not involve any post-play
activity.
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In both the treatments, the game was one-shot, and the experiment fin-
ished just after the subjects’ choice. Each subject participated only in one of
the two treatments. Sixteen sessions have been conducted in three Italian
universities (Trento, Milano-Bicocca and Forli) and a total of 368 subjects
participated in the experiment.

The primary objective of the authors was to assess whether the introduc-
tion of the choice to remove anonymity had a significant impact on the level
of cooperation (in terms of reciprocal contributions). As we will see in the
fifth section, the results seem to confirm the existence of this kind of effect.

In order to check for the robustness of this result, Becchetti et al. (2009)
(B2009 henceforth) ran a second experiment, with a design similar to that
of B2007, but based on a Traveler’s Dilemma (Basu 1994). The game owes
its name to the example used to illustrate it. Two travelers returning from
a remote island lose their luggage because of the airline company. In order
to be reimbursed for the same souvenir contained in the luggage, they have
to write down on a piece of paper the value of the souvenir, which may
range between 2 units of money and 100 units. (in the original Basu 1994
paper). If the travelers write a different number, they are reimbursed with
the minimum amount declared. Moreover, a penalty equal to two is paid
to the traveler who declares the higher value, while a reward of the same
amount is paid by the traveler who writes the lower value. If the two claims
are the same, the two travelers receive the declared value without reward
or penalty. Considering the characteristics of the game, if both the travelers
want to maximize their monetary payoffs, the (2,2) outcome is the only
Nash equilibrium of the game, independently of the size of the penalty or
reward (hereafter P/R).

The Traveler’s Dilemma has been introduced as an example of strategic
interaction in which the Nash solution appears as far less plausible than the
strategy profile in which each player declares a large number, believing that
the other does the same (Basu 1994). It has been observed that the size of
the punishment (reward) has a key role in emergence of Nash equilibrium,
both in the one-shot and in the repeated version of the game (Capra et al.
1999; Goeree and Holt 2001). In particular, an important conclusion in the
literature is that ‘the Nash equilibrium provides good predictions for high
incentives (R = 80 and R = 50, when the possible choice ranges between 80
and 200) but behavior is quite different from the Nash prediction under
the treatments with low and intermediate values of R’ (Capra et al. 1999:
680). The scarce predictive capacity of the Nash equilibrium is confirmed
by Rubinstein (2007), showing that around 50 per cent of more than 4,500
subjects who played the Traveler’s Dilemma online opted for the maximum
choice (the minimum and maximum choice allowed were $180 and $300
respectively and P/R was $5).° Rubinstein, by using response time data, con-
cludes that in his experiment declaring $300 (the largest number) can be
interpreted as an instinctive (emotional) choice, while choices in the range
255-299 appear as the ones which imply the strongest cognitive effort.
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The B2009 study was based on a one-shot Traveler’s Dilemma with a
minimum choice of 20 and a maximum choice of 200, and punishment/
reward equal to 20. The experiment consisted of three treatments: Base-
line Treatment (BT), Compulsory Encounter Treatment (CET) and Voluntary
Encounter Treatment (VET), with subjects participating only in one treat-
ment. In the BT, subjects played the basic Traveler’s Dilemma. In the CET,
before playing the game, subjects were informed that they would meet their
counterpart at the end of the experiment. The VET differs from the CET
because (as in the B2007 experiment) in the former the meeting is a volun-
tary choice of the players (the willingness to meet their counterparts was
collected by means of the same procedure adopted in the B2007 exper-
iment). The introduction of the treatment with the compulsory meeting
allowed the authors to distinguish between the effects of social distance asso-
ciated with empathy and framing discussed in the introduction (which can
be observed in the CET) and the preferences for the production and the
consumption of a relational good (which can be observed only in the VET).

In all the treatments, at the end of the game, beliefs about the opponent’s
choice were elicited by asking each subject to guess the number chosen by
her opponent and paying her 1 euro if the distance between her guess and
their opponent’s actual choice was less then 10.° In both the B2007 and
the B2009 experiments, some socio-demographic and attitudinal data have
been collected by means of a questionnaire. As we will show in the following
pages, some of these data turned out to be very helpful for the interpretation
of the evidence.

The experiment was conducted in two [talian universities (Milano and
Forli) with two sessions for the BT, two sessions for the CET and three ses-
sions for the VET. A total of 140 undergraduate students participated in the
experiment.

4. The role of relational goods in increasing cooperation when
the reduction of social distance is a voluntary choice of players

The novelty of B2007 and B2009 experiments is the introduction of a vol-
untary option to meet the counterpart after having played an Investment
Game and a Traveler’s Dilemma, respectively. This generates the possibility
to consume relational goods through a personal encounter that agents will
share after having interacted in the laboratory.

Even if experimental results on Ultimatum Games (Camerer and Thaler
1995; Giith et al. 1982), Dictator Games (Andreoni and Miller 2002), Gift
Exchange Games (Fehr et al. 1993, 1998), Investment Games (Ben-Ner and
Putterman 2006; Berg et al. 1995) and Public Good Games (Fehr and Géchter
2000; Fischbacher et al. 2001; Sonnemans et al. 1999;) have widely stressed
that human behavior is also strongly motivated by the consideration of oth-
ers (i.e. for example, by fairness, reciprocity and inequity aversion), we are
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not aware of previous experimental studies that introduce the possibility of
consuming relational goods in order to analyze their impact on cooperation.

According to our interpretation (see also the original papers for a more
detailed explanation related to the two single experiments), agents who took
part in the experiments carried out by Becchetti et al. (2007, 2009) may opt
for the encounter in the two games for three main reasons: 1) curiosity;
2) desire to meet the counterpart in order to negatively reciprocate if she
behaves opportunistically in the game; 3) desire to have a good time with the
counterpart (i.e. desire to consume relational goods). Note that, if we assume
non-zero opportunity cost of time, the decision to meet the counterpart at
the end of the game reveals a positive utility, which players may associate to
one (or more) of these three different motivations for the meeting.

By focusing on these three motivations, B2009 show that it is only when
the third motivation is present that a significant difference between the
behavior of players who voluntarily opt for the meeting and other agents
emerges. In fact, B2009 present an empirical test (see next section), which
disentangles between the first two motivations (curiosity and negative reci-
procity) and the third one (relational goods) and show that the desire to
consume relational goods is a necessary condition to observe departure from
individual rationality in the strategies of players who opt for the meeting.

Moreover, the more cooperative attitude of players who opt for the meet-
ing both in the Investment Game and in the Traveler's Dilemma may
be interpreted as the willingness to increase the probability to consume
relational goods during the meeting. Since the production and the consump-
tion of relational goods depends on the disposition of people who meet
(section 2), players who opt for the meeting are more cooperative because
of the effect that game’s result has on the counterpart’s disposition. Trustors,
Trustees and the two ‘Travelers’ of the Traveler’s Dilemma know that the dis-
position of their counterpart toward them is affected by their behavior in
the game. A trustful contribution by the Trustor reveals the willingness to
create a cooperative relation with the Trustee and creates positive conditions
for the production of relational goods after the game. On the social and
economic point of view such a contribution entails a monetary risk for the
Trustor, which may be traded off by non-material benefits generated by the
relational good consumed during the encounter. The Trustee can, in turn,
affect the disposition of the Trustor by showing herself trustworthy (i.e. by
sending back to the Trustor a ‘fair’ amount). The trade-off between giving
away monetary benefits to ‘pay’ non-material gains applies also to her. Dis-
position of the two players in the Traveler’s Dilemma will be affected by the
payment (or by the win) of the penalty (of the reward).

Trustors, Trustees and players in the Traveler’s Dilemma who voluntarily
decide to meet the counterpart after the game could decide to be relatively
more cooperative in the game in order to increase the expected value of the
relational goods they have the possibility to produce through the encounter.
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An important qualification, relevant to the experiments used in B2007
and B2009, is that the concept of relational good may vary from a mini-
mum to a maximum content. The minimum content is just the desire to
avoid the hostility of the counterpart. The maximum content may be, for
example, the hope to begin a cooperative relation with the other player
starting from the small joint experience lived during the game. We may just
observe in the experiment whether contributions grow when the opportu-
nity of the encounter is chosen, but we cannot discriminate whether the
players do it by having in mind the minimum or the maximum content of
the relational good.

Finally, note that, if a subject decides not to meet her counterpart, she
will play a standard anonymous game. According to the role of goodwill
in the creation of relational goods (section 2), the voluntary character of
the encounter should create (if supported by the suitable dispositions) a
favorable environment for the relational goods to arise in the meeting.

5. Social distance, relational goods and cooperation: evidence
from the investment game and the traveler’s dilemma

This section resumes the main results reported in B2007 and B2009 and pro-
poses a discussion of these results in the light of the concept of relational
goods. The hypothesis behind this analysis is that the possibility to create
and consume relational goods through the meeting increases cooperative
behavior by players who have preferences for relational goods.

Evidence seems to indicate a significant difference in agent’s behavior
when the meeting option is introduced and chosen. In this respect, three
points must be stressed.

1. In the investment game:

a) Trustors who opt for the meeting follow a behavior consistent with the Nash
equilibrium when players have standard self-interested preferences based only on
monetary arguments (that is, sending no money to the Trustee, which we define
from now on as standard [textbook] behavior) significantly less than Trustors
who do not opt for the meeting;

b) the average contribution of Trustors is significantly larger when the meeting
option is available than when it is not available. Moreover, when we restrict the
analysis to the sample of the 93 Trustors who are given the opportunity to opt for
the encounter, the average contribution of those who opt is significantly higher
than that of those who do not opt.

The share of Trustors who send no money to the Trustee is 11.41 on the
overall sample of 184 observations. It rises to 19.78 per cent in the 91 cases
in which the opportunity of the encounter is not available and falls sharply
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to 3.22 per cent when the opportunity is offered (93 observations). Within
this subsample the share is slightly higher for Trustors who do not opt
(4.17 per cent on 48 cases) and slightly smaller for those who opt for the
encounter (2.22 per cent with 45 cases).’

Hence, the opportunity of consuming a relational good has significant
effects on the deviation from the standard behavior. This finding shows that,
with a slight departure from an aseptic context with no possibility of cre-
ating relational goods, benchmark concepts, such as the Nash equilibria,
under the assumption of self-interested players, become less and less ade-
quate to describe agents’ choices. On another perspective we may as well
interpret this finding by arguing that the absence of relational opportunities
reduces the capacity to create trust and trustworthiness and the productivity
gains that may arise from cooperation.

The comparison of the average Trustor’s contribution under the two differ-
ent treatments (when the option of meeting the Trustee is available or not)
yields results consistent with those commented above. The average contri-
bution is significantly larger when the option is available (5.16 tokens) than
when it is not (3.78 tokens) and the difference in means is significant at
95 per cent.® This implies that the simple availability of the opportunity
of the encounter raises on average the Trustor contribution, independently
from her decision to meet the counterpart. It may be argued that the result
is determined by the expected larger contribution of those who actually opt
for the possibility of the encounter when the option is available. However,
this does not seem to explain the entire story since the mean contribution
of those who have the opportunity but do not opt for the encounter is still
higher (4.37 tokens) than that of those who are devoid of such opportu-
nity (3.78 tokens). An interpretation for this finding may be that part of
the higher contribution of the sender in the presence of the opportunity
to opt for the encounter is independent from the Trustor’s decision to opt
for it and has a strategic component, represented by the anticipation that the
Trustee may be willing to pay back more if she opts for the encounter. Con-
sider, however, that the difference between those who have the possibility to
opt and do not and those who are not given such opportunity is only weakly
significant both with parametric and non-parametric tests (77 per cent sig-
nificance). When we restrict our descriptive analysis within the sample of
the 93 Trustors who are given the opportunity to opt for the encounter, we
observe that the average contribution of those who opt (6.82 tokens) is sig-
nificantly higher than that of those who do not opt (4.37 tokens).’ It seems
that the opportunity to meet the counterpart generates a significant effect
on the decision to send by Trustors, which cannot be simply explained by a
selection bias effect.

Given the standard assumption that the amount given by the Trustor
is tripled, our finding implies that, on average, the ‘aggregate gain’ gener-
ated by the option of the encounter — that is, the extra amount of tokens
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generated by it —is 15.48 — 11.40 = 4.08 tokens or a 42.1 per cent increase
with respect to the benchmark in which the relational good is not available.

2. In the investment game, the amount sent back by Trustees and the number of
Trustees who do not behave according to the standard economic behavior is
significantly higher when the option of the meeting is selected.

The dependent variable chosen to study Trustees’ behavior is the share of the
amount paid back on the total amount received. The share of Trustees behav-
ing consistently with the standard behavior is higher for Trustees than for
Trustors (26.38 per cent on the overall sample against 11.41 among Trustors)
(Table 8.1).

This is reasonable if we assume that the Trustee, differently from the
Trustor, has no strategic reasons (such as the hope to stimulate the con-
tribution of the Trustee) to deviate from the standard behavior. Another
striking difference is that most of the variability is not explained just by the
opportunity of the encounter (conformity to the ‘standard behavior’ is even
higher for those who are given the opportunity of the encounter but do not
opt [33.33 per cent] than for those who are not given the opportunity) but
by the actual choice of opting for the encounter (in such case the share of
individuals which follows ‘standard behavior’ drops to 16.67 per cent). Our
interpretation is that the receiver has no expected additional gains from the
possibility that, even though she does not opt for the encounter, the other
player does. Hence there is no point to her in giving more when the option
is available but she does not want to meet the Trustor. This interpretation

Table 8.1 Descriptive statistics on the Trustee’s contribution under different experi-
mental designs

Sharerest (Amount  All Encounter Encounter option available
paid back/Total experiments option not Trustee’s decision to opt for
amount received) (163 obs.) available the encounter
(73 obs.)

YES and YES NO

NO (90 obs.) (36 obs.) (54 obs.)
0 26.38 26.02 26.67 16.67 33.33
0 < sharerest < 0.2 24.54 28.77 21.11 16.66 24.08
0.2 < sharerest < 0.4 24.54 24.66 24.44 25.00 24.07
0.4 < sharerest < 0.6 12.27 9.59 14.45 22.22 9.26
0.6 < sharerest < 0.8 9.82 5.48 13.33 19.45 9.26
0.8 < sharerest < 1 2.45 5.48 0.00 0.00 0
Total 100 100 100 100 100

Percent values. Authors’ calculation on data from Becchetti et al. 2007.
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is also supported by the fact that the opportunity of the encounter has no
significant effects on the average share paid back.™

When we restrict the analysis to the subsample of the 90! individuals
who have the opportunity to opt for the encounter we find that the amount
sent back is significantly higher (it almost doubles) when the Trustee opts
for the encounter (around 35 per cent for those who opt against around
21 per cent of those who don’t). Since the distribution of the dependent vari-
able is definitely not normal, we use non-parametric test to evaluate whether
this difference is significant and find that it is.?

3. In the Traveler’s Dilemma, agents who voluntarily decide to meet the counter-
part are more likely to have a choice that is higher or equal than their belief
(in this way trying to avoid a sanction against the other player arising).

The comparison between choice and belief in the Traveler’s Dilemma gives
us important insights into the effect of preferences for relational goods and
agents’ behavior. If we look at the distribution of the difference between
choice and belief we find that only 18 per cent of players choose one unit
below the belief, while around 11 per cent of them are such that C> B+ 10.

Notice that if players’ belief is correctly expressed (and we do not have
reason to doubt it) agents who chose a number higher than their belief +10,
voluntarily decide to incur, in the Traveler's Game, a penalty. With this
respect, we find that the percentage of agents who declare a number higher
than their belief +10 is equal to 17 per cent in the Voluntary Encounter
Treatment, 7.5 per cent in the Baseline Treatment and 7.5 per cent in the
Compulsory Encounter Treatment. More specifically, 21 per cent of subjects
who opted for the meeting declared a number higher than their belief +10
while this percentage drops to 12.5 per cent among people who did not
opt for the meeting. If we look at the difference between choice and belief,
we find that agents who wanted to meet their counterpart in the Volun-
tary Meeting Treatment have on average a choice that is 6.89 points higher
than their belief. This is a remarkable result considering that, as we expect,
all the other subgroup means are negative (the choice is below the belief).
More specifically, all the rest of the sample has a —5.40 average, the base-
line group —5.85 and the compulsory treatment group —2.77. Differences
between choice and belief are not statistically significant with respect to the
different subsamples.

However, this does not undermine the idea that the willingness to con-
sume relational goods reduces opportunistic behavior. In fact, Becchetti et al.
(2009) consider a dummy variable, which takes the value of one, if players
choose a number higher than their belief minus one. We may consider these
agents as cooperative (or non-opportunistic) agents in the sense that they
want to reduce the probability that the counterpart has to pay the penalty
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in the game. Becchetti et al. (2009) show that the probability to observe
this kind of behavior is significantly higher when players opt for the meet-
ing and, at the same time, they declare a level of generalized trust above
median.!® The role of generalized trust is very important for the interpre-
tation of the increase of cooperative behavior in terms of willingness to
consume relational goods (and to rule out the alternative hypotheses, which
are usually considered by the literature on social distance reduction). In fact,
the authors’ interpretation is that generalized trust incorporates players’
expectations on the counterpart in terms of social orientation. In partic-
ular, generalized trust in others would approximate players’ trust that the
counterpart is a social-oriented subject. Only agents who trust that their
counterpart will be socially oriented (i.e. disposed to produce and consume
relational goods) will avoid opportunistic behavior in order to generate an
agreeable atmosphere in the meeting. In other words, it is only when players
who opt for the meeting have a high level of generalized trust that we may
reasonably assume that their meeting decision is due to the desire to con-
sume relational goods.' In case players opt for the meeting without having
high generalized trust we assume that their decision to meet the counterpart
is driven by the other two motivations (curiosity or negative reciprocity).

These different hypotheses on the reason behind the decision to opt for
the meeting (i.e. willingness to consume relational goods, curiosity and neg-
ative reciprocity) are tested in B2009 by verifying if the probability to observe
choices > beliefs is more likely to happen:

e in the compulsory encounter treatment for players who declare or who
do not declare a level of generalized trust higher than the median with
respect to the baseline treatment

e in the voluntary encounter treatment for players who opt for the meeting
and who declare or who do not declare a level of generalized trust higher
than the median with respect to the baseline treatment.

Since the difference is statistically significant only for players who opt for
the meeting in the Voluntary Encounter Treatment and who, at the same
time, declare a high level of generalized trust, B2009 conclude that the expla-
nation based on the idea of relational goods seems to be appropriate to
account for the non-standard behavior emerging in their Traveler’s Dilemma
experiment. Moreover, since the mere reduction of social distance due to
the removal of anonymity after the experiment does not generate an effect
(in the Compulsory Encounter Treatment or in the Voluntary Encounter
Treatment for players who do not have high level of generalized trust) on
players’ behavior in terms of willingness to reduce opportunistic behavior,
authors conclude that the usual explanation connected with the reduction
of social distance (i.e. the promotion of empathy among subjects and the
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possibility of emergence of social norm of cooperation or fairness) do not
seem to be effective in this case.'

6. Conclusions

Two recent papers contributed to the literature on the effects of the manip-
ulation of social distance by making its reduction a voluntary choice of
players. This original element was introduced both in an Investment Game
(Becchetti et al. 2007) and in a Traveler’s Dilemma (Becchetti et al. 2009)
by giving players the opportunity to declare if they wanted to meet the
counterpart at the end of the experiment.

The present chapter aimed at summarizing the main results of these two
contributions in the conviction that they take a significant step forward in
the behavioral literature by creating for the first time an experimental design
in order to study the effect relational goods have on cooperation. In partic-
ular, a result which also opens interesting insights for further research has
been considered in this chapter: the willingness to consume relational goods
with another player (i.e. the desire to share a pleasant time with her/him)
increase the probability to observe cooperative or non-opportunistic behav-
ior among players involved in economic interactions even though it entails
a monetary risk or a sure material sacrifice. In this chapter, we showed that:

e Trustors who opt for meeting the counterpart are more likely to depart
from individual rationality (i.e. to send positive amount to the Trustees)
and send on average higher amounts than Trustors who do not opt for
the meeting;

e The amount sent back by Trustees and the number of Trustees who did
not behave according to the standard economic behavior (i.e. who did
not send back anything) is significantly higher when the option of the
meeting is selected;

e In the Traveler’s Dilemma, agents who voluntarily decide to meet the
counterpart (and who trust others) are more likely to have a choice that
is higher or equal than their belief (in this way trying to avoid a sanction
against the other player arising).

We showed that these results may be interpreted as the willingness to pos-
itively affect (through decisions in the game) the disposition of the other
players in preparation for the meeting, which is a crucial factor to create and
consume relational goods during the encounter.
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Notes

1.

10.

11.

12.

The reduction of social distance was considered, for example, in Public Good
Games (Bohnet and Frey 1999a), Dictator Games (Bohnet and Frey 1999a, 1999b;
Hoffman et al. 1996), Prisoner’s Dilemmas (Frohlich and Oppenheimer 1998) and
Trust Games (Scharlemann et al. 2001).

Examples of outputs that are accounted for by standard economic concepts and
that are produced during an encounter are: the reallocation of goods of people
involved in the interaction (e.g. a buyer and a seller) and the provision of a service
(e.g. in case of a legal advice) (Gui 2000).

. The fellow feeling hypothesis of Adam Smith has been recently re-elaborated by

Sugden (2002) arguing that the intensity of common consent (and ‘the conse-
quent removal of unease and dissonance caused by perception of disparities in
sentiments’) is a source of pleasure in relational activities.

With respect to the Traveler’s Dilemma, which will be introduced later, a coop-
erative behavior entails that players do not try to obtain the reward (and
consequently try to avoid that the sanction against the other player arises).

Note that subjects who participated in the online experiment were not paid.
Rubinstein stresses that the distribution of answers of his experiment is similar
to that of Goeree and Holt (2001) when they use the low P/R.

The author decided to adopt this rule because, in this kind of experiment, a prize
exclusively given to the correct guess could be considered too difficult to achieve,
and can discourage players and increase the likelihood of casual answers. At the
same time, eliciting procedures based on quadratic scoring rules (Davis and Holt
1993) are useless for a game - like our version of the Traveller’s Dilemma — which
is characterized by a large number of possible strategies. The use of tolerance
thresholds for subjects’ guesses is used in the literature as a valid method for
eliticing beliefs (see, for example, Charness and Dufwemberg 2006; Croson 2000).

. In relation to the Trustors’ decision, when the meeting is available in the

Investment Game, we observed that 45 out of 93 subjects opted for the meeting.

. Since the distribution of Trustor’s contributions departs from normality we also

consider non-parametric diagnostics and find that the significance is confirmed
by Wilcoxon rank-sum (Mann-Whitney) test = —2.940 Prob > |z| =0.003.

. The significance is confirmed by the non-parametric Wilcoxon rank-sum (Mann-

Whitney) test: test =—2.451 Prob > |z| =0.014).

Two-sample Wilcoxon rank-sum (Mann-Whitney) test z= —0.802 Prob > |z| =
0.422.

The sample is slightly smaller than the corresponding one among Trustors since
Trustees receiving zero amounts are obviously dropped from the sample.
Two-sample Wilcoxon rank-sum (Mann-Whitney) test z= —2.703 Prob > |z| =
0.007.
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13. The question that measures the level of generalized trust is the usual one: ‘Gener-
ally speaking do you believe that others should be trusted?” Answers range from
10 (highest level of trust) to 0.

14. Notice that, without considering generalized trust, there is no a significant differ-
ence between the percentage of players who chose a number higher than their
belief minus 1 in the three treatments. As a whole, 63 per cent of players declared
a number higher than belief —1. Both in the baseline and in the compulsory
encounter treatment this percentage is 65 per cent. In the voluntary encounter
treatment it is 62 per cent (the percentage increases to 64 per cent among players
who choose to meet the counterpart).

15. At a theoretical level, the possibility of consuming relational goods could affect
the behavior of players with a high level of generalized trust also in the CET. How-
ever, this effect, which does not arise in the game, may be excluded for a simple
reason connected with the characteristic of the production of relational goods.
In fact, the literature on relational goods stresses that, even though relational
goods may be generated through meetings which happen in different envi-
ronments, some circumstances seem more convenient than others (section 2).
In particular, relations that are constrained (such as the meeting in the CET) are
less likely to generate relational goods (Ben Ner 2002: 12; Prouteau and Wolff
2004). For this reason, we may assume that players in the CET may think that the
‘forced’ encounter after the game is not a good occasion to generate relational
goods. This interpretation is confirmed by experimental data.
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Generalized Trust: An Experimental
Perspective

Gianluca Grimalda and Luigi Mittone

1. Introduction

Trust in other people is widely regarded as a key determinant for a society’s
economic performance. The reason lies in that trust in an ‘unknown other’
(Delhey and Newton 2005) is functional to solving the myriad cooperation
problems that affect our relations with other people. As Arrow (1974) puts it,
lack of trust — and more generally of moral values — may create inefficiencies
so serious as to cause markets to be aborted. At the empirical level, a vast
body of evidence has been brought in support of the relevance of trust for
a country’s economic development (Knack and Keefer 1997; Putnam et al.
1993), as well as institutional efficiency (La Porta et al. 1999; Rothstein and
Uslaner 2005; Sampson et al. 1997). Paldam (2010 infra) examines the rel-
evance of trust at the macro level. In this chapter we focus on the micro
level, studying the relationship between individual trust in others and other
individual-level variables, and how these are reflected into propensity to
cooperate with others in controlled experiments.

We first examine the role of possible determinants of trust. In addition to
standard demographic characteristics, we examine the role of membership
in associations, which several observers have pinpointed as one of the main
determinants of interpersonal trust (Coleman 1990; Lahno 1995; Putnam
2000; Zucker 1986). The mechanism that has been suggested is that, first,
people learn norms of trust and reciprocal cooperation within an associ-
ation, thanks to frequent interactions with other members backed by the
possibility of sanctions. After having ‘learned’ the virtues of cooperation,
association members would then be prepared to carry these patterns of
behavior outside the association networks, thus shifting their trust in others
from being ‘personal’ to being ‘generalized’ (Yamagishi and Yamagishi 1994;
Yuki et al. 2005). We refer to this as the Association-Membership-Breeds-
Trust (AMBT) hypothesis. Some observers have pointed out how such a
shift still lacks theoretical and empirical support (Stolle 2001), and only
few theoretical mechanisms have been put forward to account for this

260
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link (e.g. Paxton 2007). Our study will assess the existence of a relation-
ship between the two variables, although we are not able to ascertain the
direction of causation.!

We also examine the linkages of individual trust with other sets of factors.
These are the aversion to racial or ethnic mixing, which other studies have
shown to be relevant in affecting trust (Alesina and La Ferrara 2000; Alesina
and La Ferrara 2002; Luttmer 2001), and measures of individual globalization
and global social identity. It has been shown that an index of individual-
level large-scale connectedness is significantly related to cooperation at the
world level (Buchan et al. 2009a), and it has been suggested that global social
identity acts as a mediating factor in this relationship (Buchan et al. 2009b).
It is thus interesting to ascertain whether a significant relationship also holds
with respect to trust.

The second question concerns the actual impact of individual trust on
an economy. The literature reviewed above argues that the direction of cau-
sation is from higher trust to higher economic performance, for instance
because of increased institutional capability in producing public goods
(Putnam et al. 1993), or because trust helps solving market failures, especially
within financial markets (Guiso et al. 2007; Knack and Keefer 1997). We shall
refer to this claim as the Trust-Breeds-Economic-Returns (TBER) hypothesis.
However, the supposed direction of causality at the macro level has been
questioned (Durlauf 2002; Solow 1999).2 More fundamentally, even at the
micro level the TBER is far from having been ascertained. Is being more trust-
ing really conducive to economic gains both for the individual and for the
group with which the individual interacts? Experimental studies have thus
far given contradictory results. It has been shown that survey respondents
declaring to be more trusting also showed higher cooperation rates in coop-
eration problems (Yamagishi 1988; Anderson et al. 2004) and trusted more
in Trust Games (Fehr et al. 2002), whereas Glaeser et al. (2000), and Farina
et al. (2008) find different patterns within experimental Trust Games.?

We thus rely on experimental evidence in our possession to examine the
TBER hypothesis within small groups. We can also test the parallel hypoth-
esis that association membership breeds economic returns (AMBER), and
study the interaction with TBER. We also test the incidence on cooperation
of aversion to racial/ethnic integration.

In addition to providing fresh survey and experimental evidence on topics
that are far from being settled, this chapter also contributes to the debate in
three different respects. First, the nature of our dataset enables us to examine
not only the correlation between an individual’s self-reported level of trust
and cooperation, but also the extent to which an individual extends her
propensity to cooperate beyond the local level to the national and world
level. This is made possible by the fact that participants in our research
participated in three different cooperation problems at the local, national
and world level. Second, our sample comprises residents of the metropolitan
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area of Milan, Italy, and other surrounding areas. Since much of the research
carried out thus far has focused on the US, it is interesting to investigate
whether similar patterns of behavior hold within a country that is far more
homogenous from the racial and ethnic point of view. Third, in addition to
analyzing the most commonly used question to measure interpersonal trust,
we also examine two other attitudinal measures, which inquire about a sub-
ject’s expectation on others’ fair and helpful behavior in general situations
of interaction.

The chapter is organized as follows. Section 2 illustrates the research
design. Section 3 reports the results. Section 4 concludes.

2. Research design

2.1. Selection of research environments, sampling techniques and
procedures

A sample of around 200 participants stratified according to age, gender
and socio-economic status was recruited from the general population of
Milan and other surrounding locations. Around 60 per cent of the sample
was made up of Milan residents. The other locations were Pavia and Busto
Arsizio, two medium-sized towns counting, respectively 70,000 and 90,000
inhabitants, and three villages — Motta Visconti, Cilavegna and Olgiate
Olona - counting less than 15,000 inhabitants. This dataset is part of a larger
research project on globalization and cooperation that involved five more
countries (see Buchan et al. 2009a for further details).

The purpose of involving people from differently sized urban environ-
ments was to test the impact of urbanization on the main variables of
interest in our study. All these locations are situated in a relatively circum-
scribed area — within a 200 km radius from Milan in the Italian region of
Lombardy. This was motivated mainly by our willingness to keep cultural
variability at its minimum to pinpoint as much as possible the influence of
urbanization. Italy is well-known for its cultural diversity, which is, at least
to some extent, territorially specific. Thus, sampling locations widely dis-
tant from each other would have likely introduced cultural differences in
addition to the urban dimension.

We followed a quota sampling method for the recruitment, with quotas
pertaining to three dimensions: age (three categories: 19-30, 31-50, 51-70),
gender (two categories: male, female) and socio-economic status (three cate-
gories: high, intermediate and low). These dimensions determine an 18-cell
grid. The target was to reach equal numbers of participants in each cell -
namely, around 11 subjects per cell. We allowed for a tolerance factor
0+4/—4 from the target. Recruitment was carried out by DEMOSCOPEA,
a company specialized in survey polls and market research. The administra-
tion of the experiment was oral, in order to allow as large as possible an
inclusion of participants, including illiterate people.
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The experiment session was structured as follows. First, participants com-
pleted three experimental decisions. They were then asked to complete a
questionnaire. In the meantime, research assistants computed subjects’ pay-
offs, using an algorithm for sequential matching procedures provided by the
experiments coordinator. Subjects then received their payments. The exper-
iment sessions were conducted in groups of no less than six and no more
than 16 participants for a total of 16 sessions. Each research session lasted
around 75 minutes. The average payment was 27 Euros, with 10 Euros guar-
anteed as a show-up fee. Subjects failing a basic comprehension test have
been expunged from the dataset.

2.2. Experimental design

Participants were involved in three Multi-level Sequential Contribution
(MSC) interactions (see Buchan et al. 2009a, for details on matching pro-
cedures, experiment protocol and methodology). Incentives were similar to
those in the standard Public Goods Game (PGG). In each decision, people
were endowed with ten tokens, each worth half a Euro. An option was to
allocate their tokens to a personal account, where the individual Marginal
Per Capita Return (MPCR) was exactly one. That is, every token put into
the personal account kept its monetary value unchanged for the individual.
The other available options consisted in allocating tokens to some collec-
tive accounts, whose composition and rate of returns varied across the three
decisions. As standard in PGGs, the MPCR from collective accounts is less
than one for an individual, whereas the Marginal Social Return (MSR) —
that is the sum of the per capita returns accruing to each individual - is
both greater than one and smaller than N, the number of group members.
This is obtained through the researcher multiplying by a factor greater than
one and smaller than N every token allocated to the collective account,
SO as to create a ‘positive externality’ from individual contributions to the
collective accounts. Consequently, this experimental MSC reproduces the
tension between individual rationality — which calls for not contributing
to the collective accounts — and group rationality — which calls for the
contrary.

The three decisions differed both in their structure and in the provenance
of the people involved. In the first decision (Decision L) subjects inter-
acted with three other people coming from their local community. They
were told that people in their groups were from the same locality as them,
but their identity was kept secret. In the second decision (Decision N), two
four-person groups from other parts of their country were added to the inter-
action in a nested PGG (Blackwell and McKee 2003; Wit and Kerr 2002).
People now had the options of contributing to a local, and to a national
account - in addition to their personal account. People were informed that
their partners lived in their same locality or in other parts of their coun-
try. Finally, in the third decision (Decision W), two four-person groups from
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Figure 9.1 Individual incentives to cooperate at the local and world levels in Decision W.
Individual ‘I’ may allot the money to their ‘Personal’ account and/or to their ‘Local’
group account, and/or to their ‘World’ group account. The three numbers in brackets
[x, y, z] represent the returns to I (x), to another person from I's local group (y), and
to a person from a different country (z) from a token allotted to I's Personal, Local, or
World account, respectively. Reproduced from Buchan et al. (2009)

other countries were involved in the interaction in addition to the local
group. People now had the options of contributing to a local and to a
world account - in addition to the personal account. People were informed
that their partners lived in their same locality or in other parts of the
world - without specifying the countries where the research was actually
conducted. The intuition behind Decision W is depicted in Figure 9.1. Mon-
etary incentives were exactly the same in Decision N and W. Each decision
was independent from the other two, and participants were matched with
different, randomly chosen groups of people in each decision. This was made
clear to subjects in order to minimize the risk that previous decisions affected
future decisions. All parameters are reported in Table 9.1.

The nested structure captures the multi-level nature that is common to
many problems of public goods in the real world. The MSR to either the
national account or the world account in Decisions N and W were larger
than the MSR of the local account. This was made to provide an appropriate
characterization of multi-level public goods. A contribution to a higher-order
public good typically benefits a larger number of people but at a smaller
rate than a contribution to a lower-order public good. This explains the
difference in MPCRs and MSRs between allocations to the local account
vis-a-vis the other two accounts. At the same time, the structure of incen-
tives was unaltered between Decisions N and W, in order to have a direct
comparison between propensity to cooperate at the national and world level.
Since in this chapter we are mainly interested in assessing the relationships
between social capital and basic cooperation propensities, we focus on the
total level of contributions to collective accounts as our main variable of



Gianluca Grimalda and Luigi Mittone 265

Table 9.1 Typology and parameters of experimental decisions

Decision Type of game  Type of Options Variables Parameters of
interaction available name the game
1 PGG at the Non-Nested Personal Personall
Local level account
Local public Locall N=4,
good account MPCR=0.5
MLSR=2
2 PGG at the Nested Personal Personal2
Local/National account
level
Local public Local2 N=4,
good account MPCR=0.5
MLSR=2
National Nation2 N=12,
public good MPCR=0.25
account
MLSR=1
MNSR=3
3 PGG at the Nested Personal Personal3
Local/World account
level
Local public Local3 N=4,
good account MPCR=0.5
MLSR=2
World public ~ World3 N=12,
good account MPCR=0.25
MLSR=1
MWSR =3

interest. We will bear in mind, though, that in the first decision this boils
down to cooperation at the local level only, and in the other two decisions
this is cooperation at the national and global level — where national and
global levels are not exclusive but include the local level, too.

3. Results

3.1. Definitions of trust

The literature abounds with definitions of trust. Several studies deploy a
‘behavioural’ definition, such as that proposed by Kollock (1994) ‘An action
demonstrates trust if it increases one’s vulnerability [...] to another whose
behavior is not under one’s control. It refers to the conscious regu-
lation of one’s dependence on another’. The standard indicator used
to measure this construct is the response to the General Social Survey
(GSS) question ‘Generally speaking, would you say that most people can
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be trusted or that you couldn’t be too careful in dealing with people?” (TRUST
henceforth).

Even leaving aside the several reasons why we should not be satisfied with
this indicator (see Glaeser et al. 2000; Putnam 2000), trust in others may take
a broader view than the behavioral approach and refer more generically to
the dependability and reliability of others in situations where an individual
is still in a condition of vulnerability with respect to others, but this happens
out of her will. For example, in scenario X person A might wonder whether
her neighbor person B can be trusted in holding onto her house keys without
intruding into her apartment while A is away. This is the case when it is A’s
choice to expose herself to a situation of vulnerability. In scenario Y, con-
versely, A happens to lose her keys accidentally in a street along with other
documents making her address identifiable. In this case, A might wonder
whether a stranger C could be trusted in not taking advantage of the situa-
tion. A might also wonder the extent to which C might be trusted in actively
trying to help out A, picking up A’s keys and documents with the purpose
of tracking A down, rather than just ignoring the matter. Responses to the
following two GSS questions can be used to measure trust in scenario Y-like
situations: ‘Do you think most people would try to take advantage of you if they
got a chance, or would they try to be fair?’ (FAIR henceforth); “‘Would you say
that most of the people try to be helpful, or that they are mostly just looking out for
themselves?” (HELPFUL henceforth).

These three indicators can be expected to be positively correlated with
each other. They all revolve around to what has been called an individual’s
social intelligence in detecting others’ trustworthiness and dependability in
situations of uncertainty (Yamagishi 2001). Nevertheless, it would not be
surprising if they showed some deviations from each other. The reason has
precisely to do with the fact that behavioral trust refers to actions willingly
taken by the actor. These are then likely to be influenced by the actor’s degree
of risk or ambiguity aversion, whereas this is not the case for the kind of
trust applicable to scenario Y situations. The FAIR and HELPFUL indicators
thus appear to capture more closely the individual cognitive judgment over
a stranger’s propensity to be dependable in situations of vulnerability for the
actor. For this reason, we consider the three indicators separately.*

3.2. Descriptive statistics

Table 9.2 reports descriptive statistics for our sample, broken down into the
large metropolitan area — that is, Milan — and other locations. In addition
to trust measures, we gathered information on the involvement of the par-
ticipant in voluntary associations, divided into 13 types ranging from social
welfare association to professional associations, as per the classification pro-
posed in the most popular surveys such as GSS and WVS. Such index of
association membership (ASSOC_MEMB) counts the number of types of asso-
ciations to which an individual is a member, and as such it is a rather



Table 9.2 Descriptive statistics for trust measures by location

Variables TRUST FAIR HELPFUL ASSOC_ ENTRY FOR_MIGR EXPOS_ LOCAL SI NATIONAL GLOBAL SI  Contr. Contr. Contr.
MEMB GLOB SI To Local  To Local + To Local +
(Decision National  World
1) (Decision (Decision
2) 3)
1= 1= 1= 1= 4= 4 = more 1= 1= 1= 1=
Most  Most  Most Individual Complet- than 4 Individual Maximum Maximum Maximum
people people people belongs to ely agree foreign maximally identifica- identifica- identifica-
can be are fair would all 13 kind ENTRY of immigrant exposed to tion with tion with tion with
trusted be of foreigners communit- globaliza- local national global
helpful  voluntary into ies live in tion community community community
associa- country subject’s
tions should be  residential
listed restricted  area
Milan
Mean 0.328  0.664 0.311 0.127 3.246 2.943 0.948 0.749 0.809 0.679 5.738 6.934 6.664
St. Dev.  0.471  0.474  0.465 0.136 0.826 1.093 0.063 0.224 0.188 0.193 2.840 2.590 2.868
Min 0 0 0 0 1 1 0.719 0 0.167 0.167 0 0 0
Max 1 1 1 0.615 4 4 1 1 1 1 10 10 10
N 122 122 122 122 122 122 122 121 121 122 122 122 122
Other
locations
Mean 0.272  0.598  0.280 0.124 3.049 3.000 0.898 0.665 0.738 0.638 6.566 7.494 7.446
St. Dev.  0.448  0.493  0.452 0.130 0.960 1.077 0.097 0.237 0.193 0.223 2.923 2.360 2.628
Min 0 0 0 0 1 1 0.636 0 0 0 0 2 0
Max 1 1 1 0.462 4 4 1 1 1 1 10 10 10
N 81 82 82 83 81 82 83 83 82 82 83 83 83
All
Mean 0.305  0.637  0.299 0.126 3.167 2.966 0.927 0.715 0.780 0.662 6.073 7.161 6.980
St. Dev.  0.462  0.482  0.459 0.133 0.885 1.085 0.082 0.232 0.193 0.206 2.895 2.509 2.793
Min 0 0 0 0 1 1 0.636 0 0 0 0 0 0
Max 1 1 1 0.615 4 4 1 1 1 1 10 10 10
N 203 204 204 205 203 204 205 204 203 204 205 205 205
P-Value  —-0.85 —0.964 —0.473 —-0.127 —1.335 0.319 —4. 140 —2.841%* —3.160*** -1.162 1.68* 1.446 2.093**

Notes: Mann-Whitney test on Hy = ‘Observations from Milan and other group of locations generated by same distribution’.
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imperfect measure of an individual’s actual involvement in such organiza-
tions. In spite of this limitation, this indicator is one of the most widely used
in the literature.

Neither generalized trust nor membership in voluntary associations
appear to differ significantly between Milan and the other locations. Per-
haps surprisingly, the same occurs with respect to our measure of aversion to
racial/ethnic integration. As stated in the introduction, Italy is a country that
is by far more homogenous from the ethnic/racial point of view than the US,
as well as other European countries like Germany, France and the UK. For
these reasons we used responses to a question drawn from the World Value
Survey that seemed particularly suitable to be applied to the Italian situa-
tion. That is the response to the question ‘We should restrict and control entry
of people into our own country more than we do’. The possible responses var-
ied over a 4-point scale ranging from ‘Strongly disagree’ to ‘Strongly agree’
(ENTRY henceforth). Although Milan residents are more likely to experience
sentiments of aversion to migrants than non-Milan residents, the difference
is not statistically significant.

The number of locations where the research was conducted is so small
that using a measure of ethnic or racial heterogeneity at the level of the
urban area - the only aggregate where data would be available — does not
appear to be meaningful. Moreover, the data available only break down the
provenance of migrants by the continent where they come from, and as
such they would probably supply too coarse a measure of ethnic fragmen-
tation and a rather imprecise measure of racial fragmentation. We are then
going to use a self-reported measure of the presence of migrants in the par-
ticipant’s area of residence. This is derived from responses to the question
‘How many different immigrant communities live in the area where you live?’
(FOR_MIGR). Participants were given different options but in the following
analysis we only consider the dichotomic variable signaling whether at least
one foreign migrant community is present in the participant’s residential
area. It is perhaps surprising that this indicator does not detect a higher eth-
nical mix in residential areas in Milan vis-a-vis other towns. Since migrants
are more numerous in Milan than in other areas, this result may either be
due to a lack of sharpness in our instrument, or to the fact that most immi-
grants live in segregated areas within Milan. Also, we cannot rule out that
the subjective character of the question lends itself to be influenced by an
individual’s attitudes toward foreign communities, with individuals more
averse to immigration inflating the number of foreign migrant communities
living in their areas.

Some significant differences across locations exist with respect to the other
indicators we collected. First, people living outside Milan are consistently
less exposed to globalization, as measured by our exposure to globaliza-
tion index (GLOB_EXPOS). This is derived from the individual globalization
index used in Buchan et al. (2009a), and measures an individual’s ability to
access several media of global connections, ranging from the Internet and
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mobile phones, to international news sources and multinational activities.
It covers around 30 items. The higher the index, the higher an individual’s
exposure to global connections.

Second, social identity measures were constructed with the aim of mea-
suring the degree to which an individual identifies him/herself with various
territorially defined communities. The measure was derived from Yuki et al.
(2005) and was constructed by asking subjects the extent to which they felt
attachment and closeness to their local, national and world communities,
and how strongly they would define themselves as members of such com-
munities.® Perhaps surprisingly, the Milanese report stronger social identity
ties with the local community than people from other areas. The same holds
for national social identity and for global identity, but the difference is neg-
ligible in the latter case. Finally, contributions to the collective accounts
are generally lower in Milan than in other locations, and the difference is
statistically significant in two cases out of three.

3.3. Factors associated with generalized trust: The ‘TRUST’ question

We first ascertain the strength of the relationships between possible deter-
minants and survey measures of generalized trust. This is carried out in
three logit regressions that deploy as dependent variables the responses to
the three survey questions. We start off with the TRUST variable (Table 9.3,
columns 1-4).

All specifications deploy four basic individual-level demographic
controls — income, level of education, gender and age — and one location-
level control - the population size of the location where the session has
been conducted. These controls are insignificant most of the time, apart
from EDUCATION, which is significant in the first specification, albeit only
weakly (see Table 9.3, column 1). The sign is positive, which means that
an increase in one’s education level is positively correlated to one’s level
of trust. This is consistent with other studies (see Helliwell and Putnam
1999; Yamagishi 2001). A participant’s YEAR OF BIRTH is not significantly
related to TRUST, and this contradicts other studies generally finding strong
cohort effects, with youngest generations being less trusting (Putnam 2000).
POPULATION, too, is largely insignificant. This contradicts the view that
in smaller towns and villages the level of interpersonal generalized trust is
higher than in larger cities. However, the close-knit nature of social relations
in smaller towns/villages may manifest itself in larger levels of trust within
personalized social relations (see e.g. Bacharach and Gambetta 2001), as many
interactions of this kind are likely to characterize this kind of urban environ-
ments. A question addressing interactions with generic rather than specific
individuals is obviously not well-suited to capture this aspect.

The other four different specifications test the correlation between TRUST
and various possible determinants. First we are interested in verifying the
linkages with ASSOC_MEMB. In spite of the possible coarseness of this vari-
able (see previous section), the relationship appears strong — at less than the



Table 9.3 Analysis of factors associated with generalized trust

Dependent variable Trust

Dependent variable Fair

Dependent variable Helpful

Trust Fair Helpful
) 2 3 “@ %) (6) ) ®) © 10) a1 12)
INCOME 0.0770 0.0742 0.0543 0.0652 0.0694 0.0601 0.0326 0.0437 —0.101 -0.113 —0.133 —0.142
(0.0601) (0.0613) (0.0646) (0.0663)  (0.0647)  (0.0588)  (0.0805) (0.0787)  (0.0887)  (0.0817)  (0.0948)  (0.0953)
EDUCATION 0.490* 0.454 0.476 0.312 0.116 0.0901 0.0530  —0.0460 0.315 0.213 0.192 0.225
0.297)  (0.279)  (0.298)  (0.242) (0.243) (0.236) (0.257) (0.249) (0.212) (0.227) 0.217) (0.224)
GENDER —0.168 —0.378 -0.211 —-0.336 0.339 0.128 0.306 0.221 —0.358 —0.463 —0.340 —0.677*
(0.358)  (0.384)  (0.345)  (0.376) (0.376) (0.358) (0.357) (0.425) (0.341) (0.326) (0.341) (0.352)
YEAR 0.00116  0.00133 —0.00144 —0.00162 —0.0297** —0.0315** —0.0330*** —0.0319"* —0.0393*** —0.0402*** —0.0432** —0.0358***
OF BIRTH (0.0141)  (0.0147) (0.0147) (0.0156)  (0.0130)  (0.0126) (0.0120)  (0.0127) (0.0102) (0.0105) (0.0106) (0.0127)
POPULATION 0.0155 0.0472 —-0.0296 0.0220 0.0206 0.0506 —0.0434 —-0.0260 0.00577 0.0345 —0.0400 —0.0362
(0.0536) (0.0694) (0.0488) (0.0880) (0.0781) (0.0818)  (0.0801) (0.1000)  (0.0542)  (0.0666)  (0.0599)  (0.0817)
ASSOC_MEMB 1.956** 0.942 2.747* 2.404 -0.219 —1.532
(0.965) (1.200) (1.583) (1.746) (1.346) (1.537)
ENTRY —0.604*** —0.428** —0.706*** —0.494* —0.449* —0.349
(0.195) (0.209) (0.216) (0.269) (0.160) (0.233)
FOR_MIGR 0.0375 0.00826 0.107 —0.00173 0.194 0.164
(0.145) 0.171) (0.138) (0.168) (0.155) (0.173)
GLOB_EXPOS 3.808* 3.391 5.897%* 4.295 5.610* 3.225
(2.094)  (2.375) (2.119) (2.955) (2.434) (3.267)
LOCAL_SOC —2.509** -0.777 0.614
(0.785) (0.751) (0.744)
NATIONAL_SOC 1.401* 2.290* 1.334*
(0.777) (1.204) (0.792)
GLOBAL_SOC 2.664"* 1.428 2.731%*
(0.968) (0.888) (0.889)
Constant —2.917** —0.652 —5.550*** —4.796 0.882 3.589* —3.231* —2.346 1.779* 2.996** —2.462 —2.890
(1.097) (1.502) (1.858) (2.934) (1.561) (1.945) (1.768) (3.159) (0.980) (1.298) (1.938) (3.677)
Observations 185 185 185 183 186 186 186 184 186 186 186 184
Pseudo R2 0.0505 0.0857 0.0493 0.161 0.0659 0.0985 0.0773 0.164 0.0562 0.0883 0.0791 0.154
Number of 16 16 16 16 16 16 16 16 16 16 16 16
clusters

Notes: Logit model. Robust standard errors clustered across research sessions. P-values reported in brackets.
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5 per cent level of significance — and the sign the one predicted. Thus, the
AMBT hypothesis is not disconfirmed from our data, although admittedly
we cannot prove the direction of causation.

Column 2 analyses the relationship between generalized trust and a par-
ticipant’s attitudes toward migratory inflows of foreign people. The analysis
reveals a positive correlation between lack of trust and concern over migra-
tory flows. The impact of this variable is strongly significant at less than the
1 per cent level. The coefficient sign implies that the more a person feels that
entry of foreigners should be restricted or controlled, the more her trust in
others decreases.

Other research has normally looked at aversion toward racial integra-
tion as an instrumental factor in influencing levels of trust. In particular,
Alesina and La Ferrara (2002) show that people averse to racial integration
in the US are those who are more reactive to their metropolitan area’s racial
fragmentation in bringing about a decrease in trust levels. A large body of
empirical evidence from US metropolitan areas has been brought in support
of the view that racial fragmentation acts as an important factor in reducing
trust, as well as association membership and public goods provision. Putnam
(2007) notes that in these areas people tend to be less trusting both toward
people of a different race/ethnic group and toward people from the same
race/ethnic group.

In our case the direction of causation is not clear. Northern Italy has been
affected by a rapid flow of migration from abroad over the last three decades
from different parts of the world. This has undoubtedly created social ten-
sions that have led to demands for tighter controls on migratory flows. It is
possible to conjecture that some people may feel their personal security to be
endangered by these flows. This may breed a more general sense of insecurity
toward others, which results in a decline of generalized trust. On the other
hand, it may be the case that people having a general diffidence in others’
trustworthiness may also feel more endangered by foreign immigrants than
other people, thus demanding stronger controls on migratory flows. The fact
that many Italians now living in Lombardy were themselves migrants from
Southern Italy during the 1960 and 1970s, further complicates this picture,
as at the time this process of migration caused some social tensions, too.

In order to shed light on this issue, we would want to look at contex-
tual effects of racial fragmentation. That is, if it was aversion to migration
causing a reduction of trust, we may expect this effect to be stronger in areas
where migrants are more concentrated. As illustrated in the previous section,
we lack a fine indicator of racial heterogeneity at the community level, so
we resort to the self-reported measure FOR_MIGR. The results are shown
in Table 9.3, column 2 by adding FOR_MIGR in the regression including
ENTRY. However, this variable is not significant either in this regression or
when being included in the regression without ENTRY (not reported). An
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interaction term would not be significantly different from zero, too (not
reported).

This result seems to support the conjecture that the sense of direction may
go from lower trust toward greater aversion toward migrant flows. However,
the opposite conjecture may not be discarded. It may be the case that in Italy
reactance toward heterogeneity is not territorially specific, as is the case for
the US. The sense of insecurity induced by migration may instead be driven
by mass media reports and political propaganda, rather than by direct con-
tact with migrants, so that the migrant’s actual geographical location does
not heighten diffidence in others. Moreover, we cannot discard the possibil-
ity that our subjective measure of ethnic heterogeneity may lack sharpness
(see previous section).® With the information currently in our possession it
is not possible to disentangle fully this effect, which nonetheless highlights
a crucial aspect for social-capital related policies.

Table 9.2, columns 3-4 are devoted to studying the possible interaction
between generalized trust and global connectivity variables. Buchan et al.
(2009a) finds a strong effect of global connectivity on cooperative patterns,
which is likely to be mediated by a change in social identity (Buchan et al.
2009b). That is, global connectivity may foster a ‘cosmopolitanism’ sense of
attachment to others, which may replace — or become more relevant — than
more ‘parochial’ patterns of attachment. It is thus possible to conjecture that
global connectivity and a more ‘cosmopolitan’ construal of the self may have
some relevant effects on one’s generalized trust. In column 3 we report the
results of the analysis using GLOB_EXP. The analysis confirms, though only
partially, the possible relevance of such link. The higher one’s exposure to
globalization, the higher the level of generalized trust in others. The effect
is, however, only weakly significant.

Column 4 assesses the strength of the possible mediating effects of global
connectivity, and includes our set of social identity measures. If social iden-
tity mediates the effect of global connectivity, then we should expect the
global connectivity index to lose significance. We have also included the
measure of aversion to migratory flows, as this variable may also have a pos-
sible mediating effect for globalization. The analysis reveals that the global
exposure index effect is in fact fully mediated by the introduction of these
two sets of variables. Interestingly, all of the three social identity variables
exert a significant effect on trust, although this is only weak for national
identity. What is more, the sign is positive for both global and national
identity, and negative for local identity. This suggests an opposing impact
on one’s level of generalized trust, which depends on the type of group with
whom an individual identifies. The more one identifies at the local level, the
lower the level of generalized trust. The opposite holds for identification at
the national and, even more so, at the global level.

This finding is particularly interesting and might open a different per-
spective on the literature on trust. It seems to suggest that more trusting
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individuals are more likely to construct their social self as a ‘cosmopolitan’
one rather than as a more ‘local’ one. Greater access to interactions on a
global scale may spur a heightened confidence that a broad range of oth-
ers, including both foreigners and fellow country people, are reliable. The
expansion of the group of people whom an individual may trust may thus
raise the overall confidence that a generic other is trustworthy. Yamagishi
(2001) has stressed a possible ‘virtuous circle’ in the development of trusting
attitudes, in that more socially intelligent people will enter risky interactions
more frequently than less socially intelligent ones. This in turn has the effect
of further improving their social skills. In the case of global interactions a
similar virtuous cycle may operate, in that interacting with foreigners and
learning that they can be trusted may bolster the belief that strangers in gen-
eral may be trusted. Finally, it is also worth nothing that ENTRY, too, shows
a significant and negative impact on the dependent variable. Hence, the two
mechanisms highlighted above - that is, the ‘cosmopolitan’ sense of iden-
tity induced by global connectivity, and the reactance to migratory flows —
seemingly exert independent effects on one’s generalized trust in others.

3.4. Factors associated with generalized trust: The ‘FAIR’
and ‘HELPFUL’ question

Columns 5-8 and 9-12 of Table 9.2 replicate the analysis developed ear-
lier with respect to FAIR and HELPFUL. The first major difference is that
responses now vary quite strongly with age, and go in the expected direc-
tion of youngest cohorts being less confident in others being fair or helpful.
Some age groups in the sample must have thus perceived the TRUST ques-
tion as substantially different from the other two questions. Moreover, the
predictive power of ASSOC_MEMB is now lower than for TRUST, being only
weakly significant for FAIR and not significant (and with the wrong sign) for
HELPFUL.

ENTRY is again a strongly significant predictor for both FAIR and HELP-
FUL, whereas the presence of migrant’s group in the respondent’s residence
area is not. Finally, EXPOS_GLOB is now a strongly significant predictor of
helping behavior, whereas it is only weakly so for FAIR. Its effect is fully
mediated by the social identity measure for FAIR, whilst it maintains some
predictive power — albeit weakly — with respect to HELPFUL. ENTRY again
appears to have an autonomous relevance from globalization components.

3.5. Analysis of links between cooperation and trust

The social capital literature rightly emphasizes the relevance of trust in soci-
ety as a medium to boost interpersonal cooperation, and thus public goods
provision. In many pieces of research, trust is taken as the dependent vari-
able of analysis, and it is somehow taken for granted that the higher the
trust levels, the greater the civic-mindedness and cooperative spirit. Our
experimental data enable us to test directly for this relationship.
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Tables 9.4-9.6 report econometric analysis measuring the relationship
between cooperation at the local, national and global level, and the three
attitudinal trust measures considered above. We also report analysis regard-
ing the interaction of the trust measures with some of the possible factors
of trust reviewed in the previous section. This is done in order to check for
possible mediating effects exerted by trust. In spite of the relevance of glob-
alization variables in their relationship with cooperation at the global level
(see Buchan et al. 2009a), we have omitted them from the analysis as the
study of the linkages between trust and globalization variables will be object
of future investigation.

We draw on an ordered logit model including the same four basic demo-
graphic controls used above. These controls generally have no predictive
power individually, the only exception being YEAR OF BIRTH that is neg-
atively related to cooperation at the world level (see Table 9.6). Hence,
younger people appear to be less cooperative than older ones at the world
level. It is also worth noting that urban size, too, matters in this decision,
as cooperation is, ceteris paribus, generally larger in smaller urban centres
than in larger ones, even after controlling for the demographic factors. This
is an interesting result because it shows that what is deemed as a peculiar
characteristic of smaller urban centres — namely, higher density of social
connections leading to higher cooperation levels — is not limited to the local
level but extends to broader levels of interaction. One may conjecture that
the norms of reciprocal cooperation acquired in smaller-scale interactions
can be carried over to larger levels of interaction, in a similar fashion to the
mechanisms suggested in support of the AMBT hypothesis (see section 1).
However, the fact that this difference is only significant at the world level
in our econometric analysis probably requires a further explanation, that
is, sentiments of aversion toward foreigners being particularly stronger in
cities rather than smaller urban centres. This conjecture, too, will be object
of further analysis.

Table 9.4 shows that the three attitudinal measures are poor overall pre-
dictors of cooperation at the local level only. TRUST is the only variable that
is weakly correlated with local cooperation in the most basic econometric
specification (Table 9.4, column 1), whereas the other two variables are
not (Table 9.4, columns 4, 7). This is also the case when ASSOC_MEMB is
introduced in the econometric model. The index itself is not significant in
predicting cooperation at the local level,” thus failing to support the AMBER
conjecture of a positive relationship between participation in associations
and propensity to cooperate in the society at large.

The last specification includes ENTRY and FOR_MIGR. The former vari-
able has a significant effect on cooperation (at the 5 per cent level), and its
introduction reduces the predictive power of TRUST to outside the region
of significance. FOR_MIGR does not exert significant effects. Therefore, not
only do people asking for more migratory controls have lower levels of trust



Table 9.4 Analysis of possible determinants of cooperation at the local level only

Dependent variable

Contributions to local account (Decision L)

(1) (2) 3) 4) () (6) (7) 8) 9)
INCOME 0.0527 0.0532 0.0564* 0.0613* 0.0617* 0.0653** 0.0714** 0.0714** 0.0725**
(0.0333) (0.0329) (0.0322) (0.0330) (0.0328) (0.0320) (0.0325) (0.0319) (0.0325)
EDUCATION 0.184 0.175 0.122 0.260 0.250 0.192 0.280 0.264 0.203
(0.192) (0.190) (0.163) (0.196) (0.196) (0.160) (0.213) (0.210) (0.170)
GENDER —0.0484 —0.0316 —0.0984 -0.150 -0.132 -0.187 -0.129 -0.103 -0.175
(0.294) (0.302) (0.313) (0.282) (0.291) (0.309) (0.278) (0.286) (0.307)
YEAR OF BIRTH —0.00990 —0.00968 —0.00870 —0.00684 —0.00683 -0.00673 —0.00710 —0.00686 —0.00701
(0.00928) (0.00931) (0.00944) (0.00839) (0.00832) (0.00850) (0.00935) (0.00935) (0.00936)
POPULATION -0.123 -0.121 -0.0961 -0.129* -0.127* —0.104 -0.132* -0.129* —0.105
(0.0762) (0.0776) (0.0773) (0.0701) (0.0708) (0.0701) (0.0694) (0.0709) (0.0703)
TRUST 0.299* 0.292* 0.236
(0.166) (0.173) (0.165)
ASSOC_MEMB 0.432 0.399 0.635
(0.901) (0.802) (0.835)
FOR_MIGR -0.131 -0.131 -0.127
(0.110) (0.120) (0.114)
ENTRY —0.349** —0.366** —0.380**
(0.163) (0.156) (0.157)
FAIR 0.193 0.182 0.137
(0.142) (0.150) (0.157)
HELPFUL 0.161 0.159 0.121
(0.133) (0.137) (0.135)
Observations 185 185 185 186 186 186 186 186 186
Pseudo R2 13.17 13.89 26.14 11.58 13.14 24.94 16.48 17.59 27.35
Number of clusters 16 16 16 16 16 16 16 16 16

Notes: Ordered logit model. Robust standard errors clustered across research sessions. Standard errors reported in brackets.
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Table 9.5 Analysis of possible determinants of cooperation at the local and national level

Dependent variable

Contributions to local and national accounts (Decision N)

(¢))] 2 3) 4 (©)] 6) @) ® 9
INCOME 0.0743 0.0738 0.0786 0.0769 0.0761 0.0799 0.0878 0.0856 0.0884
(0.0552) (0.0546) (0.0546) (0.0568) (0.0565) (0.0560) (0.0567) (0.0565) (0.0562)
EDUCATION 0.244* 0.240 0.175 0.205 0.199 0.135 0.222 0.208 0.146
(0.143) (0.151) (0.128) (0.156) (0.165) (0.132) (0.162) (0.175) (0.139)
GENDER 0.156 0.161 0.117 0.153 0.161 0.125 0.181 0.198 0.151
(0.270) (0.270) (0.277) (0.255) (0.254) (0.267) (0.270) (0.269) (0.279)
YEAR OF BIRTH —-0.0133 —0.0133 —0.0135 —-0.0104 —0.0103 —-0.0113 —0.00891 —0.00860 —0.00969
(0.00900) (0.00898) (0.00863) (0.00784) (0.00781) (0.00724) (0.00909) (0.00906) (0.00901)
POPULATION —-0.114* —-0.113* —0.0936 —-0.0979 —0.0970 —0.0769 —-0.100 —0.0986 —0.0790
(0.0692) (0.0687) (0.0604) (0.0756) (0.0757) (0.0658) (0.0760) (0.0768) (0.0666)
TRUST 0.151 0.150 0.0971
(0.148) (0.153) (0.143)
ASSOC_MEMB 0.130 0.181 0.451
(0.808) (0.760) (0.832)
FOR_MIGR —0.134 —0.149 -0.156
(0.0968) (0.103) (0.108)
ENTRY —0.351*** —0.374*** —0.366***
0.111) (0.121) (0.121)
FAIR 0.165 0.161 0.107
(0.208) (0.216) (0.219)
HELPFUL 0.216™* 0.220** 0.180*
(0.0991) (0.104) (0.108)
Observations 185 185 185 186 186 186 186 186 186
Pseudo R2 22.73 23.64 40.91 13.56 18.14 53.23 19.97 23.19 55.62
Number of clusters 16 16 16 16 16 16 16 16 16

Notes: See Table 9.4.
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Table 9.6 Analysis of possible determinants of cooperation at the local and global level

Dependent variable

Contributions to local and world accounts (Decision W)

@ 2 3) 4) ©)] ) @) ® )]
INCOME 0.115* 0.114* 0.115* 0.117** 0.117* 0.117* 0.131* 0.129** 0.128**
(0.0531) (0.0522) (0.0555) (0.0531) (0.0525) (0.0551) (0.0520) (0.0507) (0.0545)
EDUCATION 0.211 0.173 0.164 0.195 0.172 0.165 0.229 0.188 0.185
(0.153) (0.168) (0.141) (0.141) (0.157) (0.133) (0.157) (0.173) (0.146)
GENDER —0.0463 0.00299 -0.123 —-0.147 —0.112 —0.193 —0.0569 —0.00670 -0.126
(0.355) (0.355) (0.388) (0.364) (0.373) (0.390) (0.354) (0.354) (0.385)
YEAR OF BIRTH —0.0257**  —0.0252***  —0.0259**  —0.0233** —0.0232** —0.0240"* —-0.0241** —0.0236"* —0.0250***
(0.00918) (0.00923) (0.00897) (0.00820) (0.00819) (0.00809) (0.00882) (0.00886) (0.00883)
POPULATION —0.149** —0.144** —0.134** —0.165** —0.162** —0.154** —0.155** —0.151** —0.142**
(0.0696) (0.0708) (0.0650) (0.0727) (0.0737) (0.0679) (0.0683) (0.0687) (0.0639)
TRUST 0.0812 0.0609 0.0376
(0.130) (0.139) (0.124)
ASSOC_MEMB 1.250 0.786 1.305
(0.981) (1.067) (0.971)
FOR_MIGR 0.0291 0.0310 0.0329
(0.0926) (0.0896) (0.0916)
ENTRY —0.268** —0.188 -0.236*
(0.124) (0.119) (0.129)
FAIR 0.351** 0.329* 0.308*
(0.167) (0.189) (0.167)
HELPFUL 0.191% 0.1977%* 0.149**
(0.0742) (0.0754) (0.0682)
Observations 185 185 185 186 186 186 186 186 186
Pseudo R2 0.0273 0.0295 0.0315 0.0383 0.0392 0.0404 0.0327 0.0350 0.0360
Number of clusters 16 16 16 16 16 16 16 16 16

Notes: See Table 9.4.
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in others, but they are also significantly less inclined to cooperate with local
others. We may infer, thus, that the motivational factors captured by ENTRY
exhausts the possible incidence of TRUST. The variable ENTRY, therefore,
helps identify a typology of individuals whose attitudes appear as being
particularly harmful for public social capital and cooperation. Social poli-
cies addressing the views held by these individuals may boost a society’s
cooperation levels.

Table 9.5 conducts the same kind of analysis using COOP2 as dependent
variable. This is the sum of cooperation at both the local and national level
in the second experimental decision. The results of the analysis would not
differ substantially were we to use contributions to the national account
only as a dependent variable. The results are now quite different from
those obtained for cooperation at the local level only. TRUST is now no
longer a significant predictor of cooperation, and neither is FAIR. Con-
versely, HELPFUL turns out as having a significant effect on cooperation,
which is significant at the 5 per cent level (Table 9.5, column 7). The pos-
itive sign indicates that — as expected — higher levels of expectation on
others’ propensity to be helpful are associated with higher levels of cooper-
ation. Moreover, the same effects (or lack of) observed above holds here for
ASSOC_MEMB, and the ENTRY variable. Interestingly, HELPFUL maintains
some weak predictive power even when considered jointly with ENTRY.

The results only vary slightly with respect to cooperation at the world level
(see Table 9.6). TRUST has no significant predictive power (see Table 9.6,
columns 1-3), whereas HELPFUL does (see Table 9.6, columns 7-9). What is
worth noting is that FAIR now has some significant predictive power when
it enters as an individual regressor (Table 9.6, column 4), and when matched
with either ASSOC_MEMB or ENTRY (Table 9.6, columns 5, 6).

4. Conclusions

As far as association membership is concerned, the results of our enquiry
only show mixed support for the AMBT hypothesis, whereas they seem to
disconfirm the AMBER hypothesis. They show a significant correlation with
generalized trust only when this is measured by TRUST, but only weakly
when this is measured by FAIR and no significance when this is measured
by HELPFUL. Most importantly, ASSOC_MEMB does not exert any signif-
icant effect on cooperation at any level of interaction. If we interpret our
experimental data as a measure of individual propensity to cooperate in
anonymous ‘depersonalized’ situations of interaction, then there does seem
to be very little evidence that people involved in associations manifest coop-
erative spirits in large-scale societies. It is true though that the paucity of
observations prevents us from drawing firm conclusions.

Conversely, some support can be drawn for the TBER hypothesis, as indi-
viduals stating they trust others seemed more inclined to cooperate in our
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experiments than others. Substantial differences exist, though, across dif-
ferent measures of generalized trust. Of these, HELPFUL appears to be the
most reliable predictor of cooperation, but only when this is at levels of
interaction beyond the local. FAIR only predicts at the global level. A ten-
tative explanation is that generalized trust is likely to be associated with a
cosmopolitan sense of social identity, as suggested in section 3.3, by noting
the significant correlation with globalization and social identity variables —
though this varied somewhat across the three trust measures. As a conse-
quence, people trusting others may be more inclined to cooperate at broader
levels of interaction. Surprisingly enough, though, this is not true for the
TRUST question, which only predicts — and weakly so - at the local level.
At the minimum, this shows that the three measures do seem to capture
different aspects of an individual’s social attitudes (see section 3.1). More
research on the relationship between social identity and trust is needed to
understand why this proves to be the case.
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Notes

1. See e.g. Stolle (2001) and Degli Antoni (2009) for studies seeking to understand the
impact of membership associations on trusting behavior.

2. For instance, greater economic output may produce, rather than being the outcome,
of institutions better capable of enforcing contracts and prosecuting crimes, which
in turn would increase interpersonal trust. This may then enable individuals to
nurture more trust toward each other.
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3. Note that a Trust Game is like a dynamic version of a cooperation problem,
thus one should expect some consistency in patterns of behavior among the two
interactions.

4. Glaeser et al. (2000) consider instead an index made up of the answers to the three
questions.

5. The exact text of the three questions was as follows: How strongly do you feel
attachment to / How strongly do you define yourself as a member of / How close
do you feel to / other members of your community in [Name of local community],
in the [Name of country], or to the world as a whole?

6. According to ISTAT, the percentage of migrant population over the whole resident
population ranges from a maximum of 6.97 percent in Milan to a minimum of
1.25 percent in Motta Visconti. Obviously these statistics only take into account
legal migrants, thus underestimating the actual number of immigrants.

7. The coefficient is not significantly different from zero even when it enters the
model as a lone regressor without the trust measures (not reported).
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Testing the Distributive Effects of
Social Enterprises: The Case of Italy

Carlo Borzaga, Sara Depedri and Ermanno Tortia

1. Introduction

The debate on social enterprises has been stimulated by their spontaneous
and haphazard emergence in many niches of activity and in various coun-
tries. Their initial appearance was driven by initiatives undertaken within
civil society by social activists. The specialized literature has accordingly
studied this new category of firms in a rather narrow way, whereas it may
be more important to determine its general economic features. Different
streams of analysis underline different advantages and disadvantages of
social enterprises, mainly linking them to the literature on non-profit orga-
nizations. But they do so haphazardly, without a clear and comprehensive
framework. The main contributions (Anheier and Ben-Ner 2003; Borzaga
and Defourny 2001) have been based on industry studies, and on some
specific features and types of social enterprises. Legislation has followed
the same route by focusing on specific activities and organizational types.
An example is the law on social cooperatives in Italy aimed at the regulation
of social services and work integration, as well as the regulation of fair trade
and micro-finance in various countries, etc.!

The first author to have attempted a convincing analysis of the social
impact of entrepreneurial non-profit organizations is Burton Weisbrod
(1977, 1988), who viewed nonprofits not as merely donative ventures, but as
organizations explicitly undertaking productive activities in an independent
way in order to satisfy both private and social needs. Weisbrod recognized
that nonprofits produce (quasi)-public goods with a meritorious character,
while distributing (implicitly or explicitly) benefits to non-paying demand.
In this context, the bulk of the literature evidences the ability of social
enterprises to produce public and quasi-public (collective and common)
goods and services of a meritorious nature (Anheier and Ben-Ner 2003;
Borzaga and Defourny 2001; Borzaga and Spear 2004). Social enterprises
are, therefore, expected to complete existing markets and public welfare
systems by complementing both public and private for-profit provision.

282
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Given the quasi-public nature (Ben-Ner and Van Hoomissen 1991) and
the high relational content (Borzaga and Musella 2003; Gui and Sugden
2005) of the services produced by social enterprises, traditional organiza-
tional forms would not be able to guarantee their production except at
higher costs and/or lower effectiveness of supply, owing to market imper-
fections, contract incompleteness and government failures. The ability of
social enterprises to achieve a high degree of efficiency and effectiveness in
service delivery depends on fulfillment of the constraints imposed by eco-
nomic sustainability in terms of an adequate endowment and renewal of
resources. Economic sustainability can also be accomplished by drawing on
non-market resources, such as voluntary labor and beneficent donations.
The increased availability of resources and the change in the firm’s objec-
tives, which shift from profit maximization to the satisfaction of social
needs, are supported by the absence of the profit motive, and they have
major implications in terms of welfare effects as well. Higher supply and
lower prices depend on the reduced exploitation of market power and on
the pro-social motivations of the organization’s patrons (Tortia 2010).

This study seeks to provide a more complete and coherent definition of
the welfare effects of social enterprises. It will concentrate on the over-
production and distribution of resources for social aims by social enterprises.
The second section illustrates our hypotheses concerning the distributive
function of social enterprises, while the third section analyses the process
of distribution and the supporting organizational mechanisms more thor-
oughly. The fourth section reports descriptive results from the ICSI 2007
survey, which was carried out on a representative sample of 320 Italian
cooperatives. The fifth section concludes with concise policy implications.

2. Our hypotheses

The literature on social enterprises has paid insufficient attention to defin-
ing their distributive function, and it has often conflated all their beneficial
effects under the heading of ‘positive externalities’. The distributive function
has been (partially) studied only in the case of donative non-profit organi-
zations, such as grant-making foundations and associations, which often
simply satisfy the demand for quasi-public goods and services expressed
by their memberships (Ben-Ner 1994; Clotfelter 1992). Entrepreneurial
nonprofits have not been taken into appropriate consideration. Bacchiega
and Borzaga (2001) attempted the first analysis of the distributive impact
of non-profit organizations when they are organized as social enterprises.
In what follows we show that social enterprises are driven by an intentional
attempt to solve social problems and that this attempt must be differenti-
ated from unintentional external effects. Although the two kinds of effect
may be complementary, they are substantially different. Both the inten-
tional and the unintended effects are likely to be linked to the distinctive
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allocative and distributive mechanisms that characterize social enterprises.
They are based, for example, on the distribution of goods and services free
of charge or at below market prices to weak social groups (Tortia 2010). The
distributive function can be considered an intentional effect insofar as it
depends on the organization’s explicit objectives and on the strategic deci-
sions defining its operation. The intentional distribution of resources can be
accomplished because social enterprises do not fully remunerate the produc-
tion factors (labor and capital) and gather additional non-market resources,
such as partial and complete labor donations and financial donations. They
can also socialize part of their output through the asset lock or through
expenses targeted at the solution of specific social problems usually con-
cerning weak social groups or the community at large. In other words,
part of the resources available to social enterprises are employed in the
over-production and distribution of output relative to contractual commit-
ments with the paying demand. This unique feature of social enterprises
distinguishes them from traditional entrepreneurial organizations devoted
to the satisfaction of private needs. Unintended effects are linked to pos-
itive externalities generated by the firm’s operation in terms of positive
impacts on the well-being of an entire local community achieved by dif-
fusing voluntary actions and social norms, independently of the specific
group of beneficiaries of the firm’s services. Positive external effects and
the accumulation of social capital (Coleman 1990) are indirect, but not sec-
ondary, effects of the operation of social enterprises. Specifically, as defined
by political scientists (see Putnam 1996; Putnam et al. 1993), social capital
concerns the advantages for collectivities by virtue of the civic norms pre-
vailing among their members. Social cohesion and trust relations are crucial
factors in defining social capital in general, and seem particularly relevant
in social enterprises, since these organizations incur competitive advantages
in developing trustworthiness, social norms, voluntary actions, cooperation
among stakeholders and behaviors based on reciprocity (Depedri 2010). Fur-
thermore, the development of social capital and positive externalities is
linked to the ability of social enterprises to build networks among mutually
dependent and co-motivated actors (Sacchetti and Sugden 2003), favoring
the reduction of transaction costs and the expression of intrinsic and pro-
social motivations. The ability to support the accumulation of social capital
relates to the way in which social enterprises gather the necessary resources,
define their objectives, and govern and involve the relevant patrons; but it
should be interpreted as a by-product of the organization’s objectives, not as
its main aim.?

This framework also makes it possible to evidence the ability of social
enterprises to internalize important external effects linked to the pursuit
of entrepreneurial objectives. Our working hypothesis is that the com-
monality of the resources accumulated mainly through locked assets, the
organization’s public benefit aim, and its governance structure based on the
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involvement of different stakeholders, support the internalization of exter-
nal effects that in more traditional organizational forms can be generated by
both market imperfections and contract incompleteness. For example, the
difficulties of managing contrasting interests in principal-agent relationships
can be overcome or reduced if these relationships are managed through coor-
dination mechanisms developed within the organizational boundaries and
based on involvement, and not through mere contractual relations. Further-
more, the ability of social enterprises to socialize resources may help them
overcome free-riding in the private production of public services.

Some of the effects generated by social enterprises would not have the
same features and intensity in the case of other organizational forms, either
public or for-profit. Public bodies must comply with rigid administrative pro-
cedures, which forestall the possibility of adequately involving the main
patrons and enhancing their intrinsic motivations. The possibility of dis-
tributing resources for free is also forestalled if not in the presence of rigid
regulation, which can by itself increase costs due to increased bureaucra-
tization. On the other hand, incentives and strategic decision-making in
for-profit firms are directed to the maximization of surplus and the orga-
nization’s economic value for private appropriation. Social enterprises can
instead pursue specific social objectives by using limited but dedicated
resources. The institutional structure is designed to support this kind of
behavior, because the non-profit constraint attenuates the importance of
monetary incentives and curbs the quest for private appropriation. The same
constraint also induces a high degree of the socialization of resources, whose
utilization and distribution is defined by public-benefit objectives. By the
same token, it enhances intrinsic motivations by favoring involvement in
the organizational mission and decision-making (Valentinov 2007, 2008).

3. The distributive impact of social enterprises

A new interpretation of the economic nature of social enterprises and of its
distributive consequences can be based on analysis of the relations between
the motivational drives behind their creation and the definition of their
social mission, on the one hand, and their distinctive institutional structure
on the other. The allocation and distribution of resources in social enter-
prises takes place at the intersection between their pro-social nature, which is
based on involvement and non-self-interested motivations, and orientation
toward the production of social welfare. While the institutional structure
and the motivational drives in social enterprises have already been ana-
lyzed in previous works (Borzaga and Depedri 2005; Borzaga and Tortia 2006,
2009), their distributive consequences have yet to be examined. Our argu-
ment starts from the finding that demand for the services usually produced
by social enterprises is often greater than the supply provided by the state
and by for-profit firms. We hypothesize that unmet demand can be satisfied
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through either one of two channels. First, social enterprises can intercept
quotas of demand for niche public goods not satisfied by the public sec-
tor because of the preferences expressed by the median voter. Second, by
increasing output and lowering prices, social enterprises can extend the con-
sumption of collective and meritorious goods to weaker social groups. These
outcomes arise because of distinctive allocative and distributive mechanisms
that favor the fairer distribution of meritorious goods through the lesser
exploitation of market power, which induces lower prices and increased pro-
duction; and through an allocation of resources that by-passes the rule of
equivalence characterizing market exchanges (Ben-Ner and Van Hoomissen
1991; Tortia 2010).

While the provision of quasi-public goods by entrepreneurial nonprofits
has already been widely studied by the specialized literature at the empirical
level as well, much work remains to be done in analyzing the beneficial
and redistributive effects in the wider social context. Some studies have
examined the distributive impact of non-profit organizations in favor of
the poor in the USA (Clotfelter 1992; Ben-Ner 1994). However, they have
obtained mainly negative results, because nonprofits prove to serve mainly
the socio-economic groups that support them financially, with negligible or
nil redistributive effects. They often behave as clubs that exclusively serve
the collective objectives of their membership. The exceptions are mainly
represented by public-sector subsidized nonprofits, which usually serve a
larger number of low-income users. Nonprofits seem largely to serve demand
for which financial support has been granted at the outset. These stud-
ies, however, have not considered such important elements as the specific
features of the input markets, primarily the labor market, which in the
case of nonprofits may be characterized by partial or complete work dona-
tions (volunteering) and by lower managerial remuneration (Leete 2000),
which implies higher production and greater distributive fairness. Also not
properly considered has been the ability of non-profit organizations to
socialize resources through the accumulation of locked assets and to use
these additional funds to increase supply. These effects are clearly reminis-
cent of the behavior of volunteers in donative non-profit and grant-making
foundations. It has been shown that they are, at least partially, carried
on to entrepreneurial nonprofits as well, in connection with their public
benefit aim. Furthermore, the differences in governance structure and moti-
vational drives between nonprofits and other organizational forms have
not been considered either, while recent studies have paid greater atten-
tion to pro-social and relational aspects in not-for-profit firms relatively
to the public sector and for-profit firms, concluding that they do indeed
serve social objectives better (Borzaga and Depedri 2005; Borzaga and Tortia
2006). Finally, other institutional elements of a more formal nature should
be added, because, under recent European legislation, social enterprises
are obliged to serve social goals mainly in the communities where they
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operate. Hence, their surpluses and assets are often devoted to distributive
aims as well.

When these additional elements are considered, the distributive function
of social enterprises becomes apparent, and can also be studied empirically.
Social enterprises can produce at lower costs by employing unused non-
market resources, or by reducing the remuneration of production factors,
both capital and labor, to below market levels. However, social enter-
prises can devote part of their surplus to social objectives even in the
absence of donations and volunteering. This is possible because of reduced
private appropriation and because of increased efficiency and effective-
ness in service delivery. The absence of the profit motive supports the
reduced exploitation of positional advantages on the market, the expan-
sion of production and the fixing of lower prices. The public benefit aim
instead favors the distribution of goods and services free of charge or under
the cost level. Furthermore, social enterprises can discriminate on prices
because of their non-profit nature by favoring the revelation of users’ pri-
vate information about their ability and willingness to pay (Ben-Ner and Van
Hoomissen 1991). Though these processes may be only partially purpose-
ful, they all allow a more equitable distribution of resources in favor of the
less well-off.

The accomplishment of cost reduction and increased effectiveness in the
absence of private appropriation and powerful monetary incentives requires
that the actors involved, mainly managers and workers, but also clients, be
guided not only by self-interest but also by pro-social, altruistic and rela-
tional preferences (Ben-Ner and Putterman 1998; Borzaga and Depedri 2005;
Borzaga and Tortia 2006; Frey 1997; Grimalda and Sacconi 2005). In other
words, the structure of behavioral propensities and decision-making atti-
tudes becomes much more complex than traditional economic approaches
used to assume. For all these reasons, social enterprises are able to increase
the supply of public benefit goods beyond the levels achieved by for-profit
firms and the public sector, and to reduce poverty and marginality by mod-
ifying the distribution of the social surplus. This is one of the cases in
which the equivalence rule that regulates market exchanges is defeated
in private organizations through the implementation of specific alloca-
tive mechanisms that support the expression of intrinsic and pro-social
motivations.

4. Empirical analysis of survey data: the case of
Italian social cooperatives

The aim of the following empirical analysis is to shed light on the distribu-
tive impact of social enterprises. A brief description is given of how social
enterprises gather resources and distribute their economic surplus among
different purposes, and the procedures followed to achieve these objectives.
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Also analyzed is the contribution of social enterprises to the accumulation
of social capital and its relation with the distributive mechanisms.

The analysis exploits the recent ICSI2007 database, which gathered data
on a representative sample of 320 Italian social cooperatives, their managers
and 4134 paid workers employed by the same organizations.®> Most social
cooperatives operate in the social service sector (71.8 per cent), while the rest
have the work integration of disadvantaged workers as their main aim. Social
cooperatives are on average rather small: specifically, 43.3 per cent of them
employ fewer than 15 people, while only 26.3 per cent can be considered
large. Social cooperatives also frequently employ volunteers (65.8 per cent
of cases) because these represent an important resource for the organization
and frequently compensate for the small amount of capital and financial
resources.

Distinction by types of governance shows that one out of three coopera-
tives is multi-stakeholder - i.e. it is governed by different classes of patrons,
such as employees, volunteers, other institutions and clients of the orga-
nization (although clients are involved only in the membership of one
out of ten organizations). Another 30 per cent of cooperatives are hybrid
organizations, where the membership also comprises other stakeholders,
but only workers are members of the board of directors. The percentage of
single-stakeholder cooperatives where workers constitute the entire mem-
bership is lower (21.2 per cent), although workers are always involved in the
membership and are, therefore, the most represented class of patrons.

Most of the social cooperatives surveyed belonged to formal networks:
77.3 per cent of them were members of national associations; half of
them were involved in horizontal networks based on mutual dependence,
and specifically in local consortia of social cooperatives (45.7 per cent) or
temporary associations of firms (TAF hereafter, in 45.8 per cent of cases).
Only 13.3 per cent of the organizations surveyed did not belong to net-
works. Networks are important because they supply important services to
their members, such as the means to access important economic infor-
mation (as stated by more than 50 per cent of the sample) and financial
support for research and innovation (Table 10.1) (about 50 per cent of
consortia).*

Given these general characteristics of the sample, the following analysis
focuses on the ability of social cooperatives to increase social well-being both
intentionally by over-producing and distributing services, and unintention-
ally by influencing social capital development. The questionnaires admin-
istered comprised a section which collected information on the additional
resources that social cooperatives are able to acquire and distribute over and
above the equivalence rule represented by market exchanges. Specifically,
the questionnaires gathered information on the resources employed and
data on the tendency of social cooperatives to distribute part of their sur-
pluses for the implementation of social programs and to the benefit of the
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Table 10.1 Some characteristics of the sample (%)

%

Type of activity
Social services production 71.8
Work integration 28.2
Size
Fewer than 15 employees 43.3
15-50 employees 30.4
More than 50 employees 26.3
Geographical area
North-West 39.0
North-East 18.3
Centre 18.3
South 24.4
Governance
Single-stakeholder 21.2
Multi-stakeholder of only workers and volunteers 15.8
Hybrid organizations (multi-membership, single-board) 29.2
Multi-stakeholder 33.8
Membership of networks
Members of national associations 77.3
Members of consortia of social cooperatives 45.7
Members of temporary associations of enterprises 45.8
Involved in other networks with organizations operating in the sector 43.9
Involved in other networks with other organizations 14.7
Not involved in networks 13.3

Source: authors’ calculations on ICSI 2007 data (Indagine sulle Cooperative Sociali Italiane).

needy, as opposed to traditional forms of distribution (e.g. wages and the
cost of capital). Another section in the questionnaire concerned social cap-
ital, evaluated as the ability of social cooperatives to develop trust relations
inside and outside the organization, and in terms of the sharing of values
and adoption of practises of corporate social responsibility.

All these issues are likely to be intertwined, since the sharing of values
and the adoption of a socially responsible behavior are necessary for social
cooperatives to be able to gather the non-market resources needed to pur-
sue social goals. By the same token, shared values and the fulfillment of a
distributive function in pursuit of public benefit aims reinforce trust rela-
tions and reduce the transaction costs linked to private ends informed by
self-interested preferences.

Hence, the empirical analysis first concentrates on the ways in which
social cooperatives operate their distributive function, and specifically on
how additional resources are distributed and services delivered for public
benefit purposes and to improve the conditions of people unable to pay.
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Second, estimation will be made of how social cooperatives gather addi-
tional resources beyond market transactions; the analysis will reflect on the
presence of voluntary or underpaid labor, and on financial donations, but
also on the accumulation of locked assets. Finally, the analysis will focus
on the ability of social enterprises to increase trust and to improve rela-
tions (elements of social capital) both inside the organization and within
the community of reference. Possible links between distributive effects and
the accumulation of social capital will be then analyzed in order to deter-
mine the intentional and unintentional consequences of the operation of
social enterprises.®

4.1. An estimation of the distributive effects of social
cooperatives

The first step in determining whether social cooperatives are effective in pro-
ducing and distributing resources at the community level consists in the
evaluation of the quantity of services produced. However, mere comparison
among the numbers of clients served by each organization is not enough,
because a precise index should compare the organization’s product against
its resources, and then with the price fixed by the organization. Hence,
managers’ and directors’ subjective evaluations of employed and distributed
resources will be used, because these represent synthetic indexes summa-
rizing numerous items of objective information. Subjective evaluations,
of course, also have limitations as behavioral measures because they are
not objective records. Nevertheless, they represent a rigorous and accepted
methodology with which to compare different organizations of the same
type, and they can deliver reliable results. Whether a linkage exists between
the economic dimension of the organization in terms of net assets and value
of the production and the distributive effects will be evaluated as the first
step in the analysis.

Social cooperatives were requested to evaluate, first, their distributive
effects defined as their ability to produce above the level of services financed
by contracts stipulated with the public administration and/or with private
enterprises and individuals, and second, if they direct this excess of produc-
tion to public benefit aims. The data show that, although the majority of
organizations do not acknowledge the presence of a distributive function
(61.3 per cent), a significant percentage of social cooperatives do indeed rec-
ognize it. Specifically, 17 per cent of the organizations surveyed claimed that
they produced distributive effects in a stable and continuous way, 16 per cent
from time to time, while the remaining 5.7 per cent acknowledged a system-
atic distributive function, albeit with a weak economic impact. Surprisingly,
the estimated monetary value of these distributive effects was very high:
58,000 Euros on average per enterprise with distributive effects. Furthermore,
when this value was calculated as a percentage of the organization’s total
turnover, this index amounted to 9.4 per cent on average. This percentage
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Table 10.2 Self-estimation of the distributive effects of cooperatives by membership
of consortia (%)

Non-members Members Total

No over-production 68.5 52.7 61.1

Sporadic over-production 12.1 20.6 16.1

Systematic but modest level 4.7 6.9 5.7
of over-production

Systematic and substantial 14.8 19.8 17.1

level of over-production

Source: authors’ calculations on ICSI 2007 data (Indagine sulle Cooperative Sociali Italiane).

is quite high, and it acquires even more significance on considering that the
universe of Italian social cooperatives is made up of more than 8000 organi-
zations. Consequently, given that more than one third show a distributive
function, the total value of the distributive effects on society is significant
(Table 10.2).

Differences emerge when organizations are sorted by their characteristics.
The distributive function characterizes more organizations in the north-east
of Italy (25 per cent of which develop this activity stably and conspicuously),
while in the south social cooperatives more frequently produce only in line
with their funding (about 70 per cent). This situation is partially explained
by differences in the stability of organizations, because, for example, the
ability to distribute resources increases with the age of the organization
(31.3 per cent of cooperatives born before the 1980s exhibit a stable and
significant distributive function). Distributive effects characterize more orga-
nizations involved in networks (especially those cooperatives belonging to
consortia), and this finding highlights the importance of networks in sup-
porting the ability of organizations to respond to local needs. Furthermore,
having a multi-membership social basis also increases the ability to develop
a distributive function: 20.7 per cent of cooperatives controlled by a plurality
of stakeholders have strong distributive effects and half a sporadic overpro-
duction of resources, while about 80 per cent of single-stakeholder firms
claim that they have no distributive effects. But the accomplishment of a
distributive function does not significantly depend on the reliance of social
cooperatives on public contributions. Moreover, when the majority of their
revenues derive from sales to private citizens, cooperatives can achieve a
distributive function in a stable way. These data support the hypothesis that
distributive effects are frequently planned by organizations, in the sense that
they enter formally in the organizational aim, while, at the same time, they
depend prevalently on the cooperative own resources and not on subsidies
and other public resources. This claim is consistent with the prevalence of
altruistic aims in open-membership organizations and in cooperatives whose
mission is enlarged thanks to higher assets and economic stability.
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Few differences among cooperatives emerge, however, in the value of the
distributive effects, when present. The highest values are estimated for the
oldest cooperatives, for large organizations (i.e. enterprises employing more
than 50 workers) and for enterprises which do not belong to consortia.
Nevertheless, the ratio between the value of distributive effects and total
revenues is higher in the smallest organizations (ratio equal to 18 per cent),
in southern Italy (12.6 per cent), in organizations created during the 1980s
(14 per cent) and in those involved in networks (13 per cent).

Inspection on organizations that have a distributive function reveals that
the distribution of resources is, in half of the cases, implemented by supply-
ing some services free of charge to all clients. Frequently, social cooperatives
also require clients to pay proportionally to their income and they, there-
fore, supply free services to poor people (41.7 per cent), or they distribute
resources to all clients at less than the costs (35 per cent). These various
policies of distribution among clients are planned differently by coopera-
tives according to their characteristics. Single-stakeholders and cooperatives
in central Italy frequently supply free services to all of their clients (respec-
tively in 72.7 per cent and 57.9 per cent of cases). Social cooperatives in
the south and small organizations distribute free services only to specific
classes of clients (respectively 45.5 per cent and 42.9 per cent). The sup-
ply of services at less than cost price especially characterizes north-eastern
(66.7 per cent) and multi-stakeholder cooperatives (48.4 per cent). Consortia
instead encourage social cooperatives to distribute more services to people
not directly involved in the organization (42.9 per cent), while the provi-
sion of services at less than cost price (a policy which characterizes only
14.3 per cent of cooperatives in consortia, against 38.2 per cent of indepen-
dent cooperatives) is less frequent. Differences are also apparent between
cooperatives financed mainly by sales of services to public authorities and
cooperatives whose revenues derive mostly from private citizens and enter-
prises. The former mainly produce new types of services for all their clients
(65.9 per cent of cases), while the latter tend more to supply services free of
charge to non-clients (Table 10.3) (44.4 per cent).

Since many social cooperatives exhibit an effective distributive function
exerted through non-market policies, it is possible to state that they have a
significant impact on social well-being. Now to be evaluated are the possible
explanations and sources for this function.

4.2. Possible sources of the distributive function

The first interesting point in understanding the intentionality of the dis-
tributive function consists in a cross-tabulation analysis with the organi-
zational mission. The data show that social cooperatives with a stable and
significant distributive function more frequently pursue social-interest aims
(83 per cent of cases compared with 70 per cent in organizations not per-
forming a distributive function) and are characterized by a democratic style
of management (53 per cent against 27 per cent). It therefore seems that
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Table 10.3 Distributive effects by size of social cooperative (%)

Distribution carried Small-sized  Medium-sized  Large-sized Total
out through... (<15 (16-50 (=50
employees) employees) employees)

Services at less than their 19.0 38.6 36.4 33.2
costs for all clients

Some extra services free 47.6 54.5 57.6 52.4
of charge for all clients

Some free services for 429 40.9 36.4 40.1
poorest classes

Some services at less 14.3 29.5 33.3 27.4

than their costs to
people other than
clients
Other kinds of services 14.3 20.5 3.0 13.3
and policies

More than one answer accepted.
Source: authors’ calculations on the ICSI 2007 data (Indagine sulle Cooperative Sociali Italiane).

the broader the mission, and the more democratic the style of management,
the more the distributive function is an explicit goal of the organization
and has a significant impact on the community’s social well-being. It is thus
possible to conclude that the distributive function is a recognized method
with which to increase the social impact required by the mission of social
cooperatives.

But what explains the distributive function beyond the explicit or implicit
decisions taken by individual organizations?

Generally speaking, the asset lock is a distinctive feature of social coop-
eratives and one of the possible sources for development of a distributive
function. The relevant data therefore concern the structure of assets. Specif-
ically, on average,® member’s shares amount to 37,000 euros and locked
assets to 130,000 euros per organization, for a total amount of 167,000 euros
of owned capital resources. Most organizations have a capital worth less
than 200,000 euros (66.7 per cent), and 26.8 per cent range from 50,000 to
200,000 euros, while only 18.5 per cent show a figure above 400,000 euros.
The amount of capital worth is considered by 77.5 per cent of cooperatives
as enough to ensure the ordinary management of the organization, while it
is sufficient for planning the increase of their activities in 51.1 per cent of
cases. Consequently, it is also possible to state that the level of capitaliza-
tion of social cooperatives is a first explanatory factor for the adoption of
distribution policies different from market provision.

This statement is confirmed by cross-tabulation analysis where the capac-
ity to exert distributive effects seems to depend upon the financial dimen-
sion of organizations.” On average, capital worth amounts to 140,000 euros
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in cooperatives without a distributive function, while it progressively
increases in organizations that claim to distribute resources, reaching more
than 220,000 euros in cooperatives with a stable and high distributive func-
tion. Moreover, 52.2 per cent of these latter have a capital worth of over
200,000 euros, while 26.2 per cent of organizations without a distributive
function have a capital worth of less than 20,000 euros. This significant dif-
ference is first explained by paid-up shared capital, the level of which is,
on average, 30,000 euros in organizations without a distributive function,
while it is 45,000 euros on average in other organizations. Also, loans from
shareholders are double in cooperatives that develop a distributive func-
tion (33,000 against 18,000 euros in organizations not distributing services),
but the main difference in absolute values emerges with regard to locked
assets. While organizations with no distributive effects have locked assets
of 115,000 euros, on average, organizations with a stable and significant dis-
tributive function have locked assets amounting to more than 185,000 euros.

The financing of the distributive function, therefore, depends on the accu-
mulation of profits to locked assets. As regards the amount of profits, the
variability of the data, measured by the standard deviation, is quite high,?
since many small organizations frequently break even. Furthermore, the per-
centage of organizations with nil profits has increased in recent years, and
44.2 per cent of social cooperatives stated that in the three years before the
interview their profits had diminished (although in one-third of cases prof-
its had increased). These data can be partially explained by the distribution
of free-of-charge services. In fact, the average amount of profits is higher in
cooperatives not distributing services (over 9000 euros compared with a total
average of 6000), while its absolute amount is negatively correlated with the
distribution of resources. In the year before the survey, social cooperatives
with distributive aims had assigned on average 93 per cent of their profits to
locked assets, while the percentage decreased to 85 per cent in other orga-
nizations.? It is therefore possible to claim that a rate of accumulation of
positive residuals to locked assets and an adequate availability of financial
resources is functional to the accomplishment of distributive effects. Not
so the level of profits, whose maximization appears instead detrimental to
distributive aims.

Moreover, the financial capital allowing the development of a distribu-
tive function may also come from organizational liabilities. The amounts of
debts are higher in social cooperatives that pursue distributive aims (about
550,000 euros on average, against less than 400,000 in other organizations).
The trend of debts and investments for the period 2003 to 2005 shows a
significant increase in both items of about 40 per cent in all cooperatives,
but this percentage is higher in firms supplying free services, where debts
grew significantly in 30 per cent of cases (against 12 per cent in organiza-
tions with no welfare effects), total investments increased significantly in
42 per cent of cases (compared with 20.6 per cent in other organizations),
and innovations of services concerned 73 per cent of social cooperatives with
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a stable distributive function (compared with an average of 37.7 per cent in
other organizations). The data seem, therefore, to support the idea that social
cooperatives distributing conspicuous amounts of services free of charge
tend also to invest more than others and to innovate their services. In other
words, they show better adaptive and growth potential.

The information used heretofore concerns the subjective evaluation of the
objective economic measure of the distributive effects of social enterprises.'°
It has allowed general conclusions to be drawn on the linkage between the
organization’s financial resources and its ability to implement a distribu-
tive function. Further results arise from the other subjective measures of a
qualitative nature. They concern the different sources of the distribution of
resources. Social cooperatives were first asked to evaluate the importance of
profit-distribution policies in achieving distributive aims. The firms stated
that an important source for their distributive effects was the forfeiting of
their profits, since they distributed the economic value generated by the
organization ex ante among their clients (Table 10.4).

Also, the analysis of different sources of cost savings is of interest in
describing the capacity of these organizations to collect economic resources
from the local community. When organizations were asked to single out
the sources of their distributive function, the most important one cited
was the contribution by voluntary workers (who on average contributed
to the creation of 23 per cent of the total value). The presence of vol-
unteers is especially important in southern Italy (with a contribution in
value estimated at 32.3 per cent of turnover), in the youngest organizations
(38.4 per cent), in cooperatives not involved in networks (34.7 per cent),
in multi-stakeholder organizations (31 per cent) and in cooperatives whose

Table 10.4 Sources of the distributive function by membership of consortia (average
weight of each aspect on the total value of production)

Distribution carried Non-member Member of Total

out through... consortia

Voluntary work 34.7 18.7 23.0

Overtime not paid or 20.1 2.7 12.4
under-paid

Wages below the market level 0.8 1.9 1.4

Donations from private citizens 0.5 4.2 2.7

Contributions from public and 5.2 9.1 7.4
non-profit organizations

Resources accumulated to asset 35.5 25.4 33.9
locks

Savings of costs in general 3.2 38.0 19.2

More than one answer accepted.
Source: authors’ calculations on ICSI 2007 data (Indagine sulle Cooperative Sociali Italiane).
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revenues derive only to a small extent from public bodies (33 per cent).
Interestingly, the presence of non-remunerated workers is strictly correlated
with the possibility of distributing services. Only 57.4 per cent of organi-
zations which do not declare distributive aims employ volunteers, against
80 per cent of organizations with distributive effects.!! Furthermore, the
hours of work put in by volunteers are higher in cooperatives with a distribu-
tive function (on average 64 hours per week, against 28 hours in organiza-
tions with no distributive effects), and the turnover of volunteers is higher
in the former than in the latter (amounting respectively to +5.5 persons
and +3 persons in the year prior to the survey). Hence, firms distributing
resources show a greater weight of intrinsic and pro-social motivations.

The contribution of remunerated workers is also essential to guarantee dis-
tributive effects. The organizations asked to evaluate this aspect stated that
workers frequently forgo payment for overtime work, and they estimated
this contribution at 12.3 per cent of the value of distributed resources. These
data are particularly significant in social cooperatives of the south, in the
youngest enterprises, and in those whose revenues derive mainly from the
private consumption of their services. These findings are confirmed by the
data on workers’ activities. Although the percentage of people working over-
time is largely the same in all types of organizations, independent of the level
of their distributive function (about 40 per cent, which reaches 50.3 per cent
only in social cooperatives with a stable but modest distributive function),
the ways in which overtime work is performed differ significantly. In orga-
nizations with a stable distributive function, workers supply their overtime
more frequently for free (about 18 per cent of the total against 8 per cent
in social cooperatives without welfare effects) or by only partially recouping
overtime hours or by only partially being paid for them (about 14 per cent
against 10 per cent).

4.3. Social capital development

The contribution made by social cooperatives to the accumulation of
social capital can be analyzed mainly in terms of relationships, trust with
stakeholders and implementation of social norms. Descriptive figures have
already shown that relationships with other organizations are important
because of the involvement of cooperatives in networks. Furthermore,
80 per cent of the organizations interviewed stated that the networks in
which they were involved were based on trust and long-term relationships,
and half of them believed in the importance of geographical proximity
with other member organizations. Consequently, networks are important
sources of transaction cost reductions. However, they also support social cap-
ital development in other ways, because they diffuse information, develop
skills and capabilities, improve training and increase trust among their mem-
bers. The impact is greatest at the local level, where most organizations and
networks operate.
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However, an accurate description of social capital accumulation requires
an examination of the qualitative dimension of relations, especially with
users (both private citizens and the public administration). First, organiza-
tions stated that relationships were very important for ensuring effectiveness
and efficiency of production in general (an average of 5.6 on a scale from
1 to 7). Social cooperatives mainly stressed the quality of relationships with
users (6.4) and with public authorities (6.0), where both represent the clients
of the services and require clear and cooperative transactions. Also, relation-
ships with external stakeholders and in particular with other - both for-profit
and non-profit — organizations are important, though less important than
relations with users (average scores of respectively 4.8 and 5.4). These results
shine a light on the ability of social cooperatives to produce external effects
and to form networks, given that relations were perceived as very important
by all organizations interviewed, regardless of their distributive effects.

Very similar results emerged from the analysis of trust. The organizations
interviewed stated that it was very important to build trust relations with
all their stakeholders (average score of 5.5 on a scale from 1 to 7) and espe-
cially with their clients (6.3), with public authorities (5.9) and also with other
non-profit organizations (5.3). The linkage with the reputation enjoyed by
cooperatives is evident, because all of them considered it important to have
a good reputation, both among their clients (average score of 5.8), with pub-
lic bodies (5.7) and with the local community in general (5.5). Furthermore,
the correlation between the two groups of variables concerning trust and
reputation is significant (Rho of Spearman Coefficient equal to .260). It is,
therefore, possible to conclude that social capital, in terms of trust-based
networking, has an important impact on the long-term sustainability of the
service.

This is confirmed by the data on the advantages enjoyed by social coop-
eratives, because 44.6 per cent of the organizations interviewed stated that
the reputation acquired in the local community was a major strength of
the organization (for 49.8 per cent it was important). Among other advan-
tages of social cooperatives, the exchange of information and trust with
other organizations ranked second (with 34.5 per cent judging it a very
important advantage and 59.5 per cent as an important one). Slightly less
important were relationships with volunteers, friends and people irregu-
larly involved in the organization (recognized as a major strength by only
18.4 per cent of the sample and as quite important by 48.4 per cent). By the
same token, the ability of organizations to attract and motivate volunteers
is quite or very important only for 43.6 per cent of interviewed organiza-
tions. Consequently, the data show the relevance of trust and reputation for
social cooperatives, since they are regarded as competitive advantages that
can increase their competitive potential. The effect on social capital is per-
ceived indirectly, especially in terms of the enhancement of local values and
conformism with the organization’s social aims (Table 10.5).
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Table 10.5 Strengths of social cooperatives (% of organizations
considering the aspect as very important)

Factors %

Reputation 44.6

Involvement in the local community 33.2

Network with other organizations based on trust 34.5
and knowledge

Relationships with clients, volunteers, etc. 18.4

Organizational climate of trust and willingness to 42.0
cooperate

Employee motivations 31.7

Source: authors’ calculations on ICSI 2007 data (Indagine sulle Cooperative
Sociali Italiane).

Furthermore, both trust and reputation are increased by the involvement
of stakeholders in the organization’s membership. As reported when the
sample was described, 33.8 per cent of the organizations interviewed were
multi-stakeholder. Although clients are involved in the membership of only
one social cooperative out of ten, informal networks substitute formal ones
in ensuring client involvement, the transmission of information, and the
sharing of goals and social norms. Indeed, internal norms frequently have
consultancy and informative roles (44.2 per cent of cases), and these cooper-
atives tend to promote advocacy activities and meetings more. Interestingly,
the development of networks and the ability to diffuse information and
social norms within the local community or specific classes of citizens also
supports the possibility of becoming a member of the cooperative. Because
of these results, social enterprises can be included among the main actors
accumulating social capital at the local level (Borzaga and Tortia 2009).

When, instead, organizations are sorted by their internal characteristics, it
emerges that the importance of reputation is emphasized especially by coop-
eratives in the north-east (where some social capital indexes are also over
the national average, and consequently the network of trust-based relation-
ships is widespread), by medium-to-large organizations and by enterprises
belonging to local consortia. Also, relationships with other organizations
are considered more important by cooperatives in the north than in the
south of Italy, and their importance is greater for old and large organizations.
As expected, the variable with the strongest impact on the importance of
relationships with other organizations is involvement in networks, because
organizations belonging to consortia or temporary associations of firms
assign higher value to the development of relationships. Younger and small
cooperatives instead pay more attention to the development of internal rela-
tions, and particularly to improving relationships with volunteers, friends
and people involved in networks.
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In order to determine whether the development of social capital is stronger
in organizations that also perform a distributive function, the correlation
between the two dimensions was first estimated by applying Spearman
Rho indexes. Data showed a positive correlation only between distributive
effects and the importance assigned to both trust-based (coefficient of 0.163)
and good relationships (coefficients of 0.125). The importance of trust and
good-quality relationships, especially with non-profit organizations, respec-
tively receives values of 5.9 and 5.2 on a scale from 1 to 7 in enterprises
with medium welfare effects, against 5.1 in organizations not distributing
resources. This is also holds when considering other kinds of enterprises,
where the indexed level of trust is 5.3 in organizations distributing resources
and 4.8 in organizations without distributive effects. Furthermore, having a
good reputation in the local community is considered more important by
organizations with a systematic distributive function. Frequently, the orga-
nizations most sensitive to good relationships and trust are those with a low
(although stable) distributive function. Consistently, enterprises showing
positive distributive effects more frequently state that they have intensively
sought to develop sentiments of trust, altruism and sharing of the mission in
the local community, as asserted by 20 per cent of interviewed organizations
against 10 per cent of cooperatives with no or low distributive effects. As for
the presence of networks, this characterizes a greater number of enterprises
performing a moderate distributive function, 60 per cent of which claim
that relationships and trust with other organizations are very important.
However, the correlation of distributive effects with the other dimensions of
social capital was not significant. Nor was a significant correlation between
the distributive function and social capital found when well-being was one
of the main components of the organizational mission.

Instead, social cooperatives seem in most cases to have an impor-
tant intended effect on the social well-being of their community. For
56.4 per cent of the enterprises surveyed, this was the primary aim of the
organization, and another 34.6 per cent considered the well-being of the
local community to be a very important aim (although not the primary
one). The mission is totally endorsed by the members of 56.6 per cent and
by the workers of 43.6 per cent of the organizations surveyed. Diffusion
of the organization’s ideals is stronger in the enterprises of southern Italy
(where the mission was endorsed, respectively, by 74.6 per cent of members
and 65.7 per cent of employees) and in small organizations (respectively
76.8 per cent and 66.2 per cent). Geographical differences seem to mean
that, where social capital can be considered weak, as in southern Italy,
social cooperatives have an important role in the diffusion of norms. This
finding may open new avenues for the study of the generation of social cap-
ital in socio-economic contexts where its level is insufficient. The size of
the organization instead supports the ability to diffuse social norms, espe-
cially in environments characterized by strict relationships and frequent



300 The Distributive Effects of Social Enterprises

communication. By way of conclusion, it may be stated that the accumu-
lation of social capital is not explicitly planned by social cooperatives, even
if it strictly depends on the internal workings of the organization and on the
motivations of the actors involved. The distributive effects instead depend
on the explicit decisions of the organization itself. The two aspects emerge
as complementary and not as substitutes for each other. Hence, the impor-
tance explicitly given to social objectives also engenders unintended positive
consequences.

5. Conclusions and policy implications

While the theory of social enterprises has studied their appearance in the
presence of government and market failure, much work remains to be done
in understanding the nature of their social and economic effects, and the
institutional mechanisms supporting these effects. This chapter has sought
to shed new light on these matters by exploring the way in which social
enterprises over-produce and distribute resources for the satisfaction of social
needs. The detailed description of the intentional social effects of social
enterprises has yielded new insights also into their unintentional effects
on the reinforcement of trust relations and on the accumulation of social
capital.

In this chapter, the distributive effects of social enterprises have been
tested by analyzing data collected by a recent survey carried out in Italy
on a representative sample of social cooperatives. Their role emerges as sig-
nificant, because half of the organizations interviewed stated that they have
a distributive function, and a quarter of the total stably distributed resources
for a value representing a non-marginal part of their revenues. The distri-
bution mainly took place through the provision of services free of charge
or at less than cost. This shows the importance of analyzing non-market
allocation mechanisms governed within organizational boundaries. These
mechanisms emerge as particularly important in organizations carrying out
the private provision of public and quasi-public goods and services like social
enterprises. Their ability to extract and distribute economic and social value
mainly from non-market resources has been confirmed by analysis of the
sources of their distributive function: on the one hand, capital resources are
socialized to a great extent through locked assets and channeled to social
and non-pecuniary aims, on the other hand, human capital (both volunteers
and remunerated workers) are motivated to donate time and redistribute
part (or the whole) of their wages to users and beneficiaries or to the com-
munity at large. Although the importance of these dynamics varies from
organization to organization, it is possible to state that most cooperatives
are able to gather resources in excess of the minimum necessary to sur-
vive, and that they distribute a conspicuous part of their resources to the
benefit of weak socio-demographic groups. The unintentional effects on the
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accumulation of social capital appear weaker, and they enter mainly as indi-
rect by-products of their operation in terms of improved relations, trust and
recognition of common norms and values with the other main actors in the
territory. Finally, social capital development and distributive effects appear
to stand in a more complementary than substitutive relation.

Relevant policy implications are likely to ensue when the true contribu-
tion of social enterprises to the creation of economic and social welfare
is highlighted. While social enterprises cannot be expected to operate in
all sectors of activity, especially in the most traditional, industrial ones, a
wide range of the service activities that represent a growing slice of con-
temporary market economies exhibit a high degree of compatibility with
their institutional features. Where market imperfections are marked, social
enterprises, more than profit-seeking and public organizations, can perform
an important role in endogenous development patterns based on the deliv-
ery of quasi-public and social services thanks to their ability to increase the
production of services characterized by a relational and meritorious char-
acter. Indeed, it is likely that national and local economic systems will be
able to withstand increased international competition only if they are ade-
quately equipped with a network of organizations able to improve the social
performance of the industrial sector and to deal with the negative effects
of economic downturns. Policy interventions and institutional reforms by
governments should not overlook these development factors.

Notes

1. General legal frameworks for social enterprises have only recently been intro-
duced in some European countries, examples being the Community Interest
Company in the United Kingdom in 2005, and the Impresa Sociale in Italy in
2006 (law no. 118/2005 as implemented by legislative decree no. 158/2006).
The aim of both reforms is to create a cross-ownership organizational form
which acquires the legal status of traditional cooperatives, mutual societies and
entrepreneurial non-profit organizations, but also investor-owned firms fulfilling
the requirements and constraints imposed by law.

2. Given the paucity of studies that single out the determinants of social capital
accumulation (Durlauf and Fafchamps 2005), social enterprises are a privileged
organizational setting in which to analyze the generation of new social capital.

3. The questionnaires administered to workers, managers and organizations had
different sections which, for workers, collected information about their level of
well-being and attitudes toward the job, and, for the organization, both quanti-
tative data (people employed and turnover, financial data and progress of budget
items, etc.) and qualitative data on self-esteem concerning organizational aims,
policies, social responsibility and social capital development.

4. Obviously, different types of networks respond differently to the needs of organi-
zations. National associations usually supply services for training, planning and
promotion, while TAF and consortia are also (and mainly) producers of financial
and productive services.
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5. The analysis concerns welfare effects more than their explanatory factors, since
study of the precise causal linkages between individual and organizational fac-
tors, on the one hand, and their welfare consequences on the other is beyond the
scope of this study. Future work needs to concentrate on the linkages among indi-
vidual motivations, organizational patterns and the ability of the organization to
distribute resources.

6. Elaborations exclude here some of the organizations interviewed, which must be

considered outliers since their economic dimensions are significantly above the

average (more than 1million euros of net property).

Also in this analysis outliers are excluded.

8. Furthermore, the average profit of social cooperatives changes significantly
according to whether the outliers are included in the sample, with averages of
respectively 12,000 and 1,400 Euros achieved in the year prior to the survey.

9. In general, the bulk of profits are not distributed to members. Over 60 per cent of
social cooperatives have assigned all their profits to locked assets in recent years,
while only 22 per cent reduced the accumulation of profits to locked assets to 50
per cent. This evidence reinforces the idea that the maximization of profits cannot
be the objective of social enterprises, since the pursuit of social goals appears to
entails lower distributable profits.

10. Another interesting finding derives from other indexes of the financial stability
(and well-being) of organizations in that social cooperatives distributing resources
also more frequently recorded an increase in their revenues from supply to private
citizens (75 per cent of cases against 43 per cent in cooperatives without welfare
effects), while less marked is their dependence on public bodies and contracting
out. This evidence again testifies to the better dynamic adaptability in terms of
independence from public finance of firms distributing resources.

11. Calculation of the opposite linkage shows that 46 per cent of organizations using
volunteers achieve stable and high distributive effects, against only 22.2 per cent
of organizations without volunteers.

N
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Social Assets, Technical Progress and
Long-Run Welfare

Stefano Bartolini and Luigi Bonatti

1. Introduction

The scope of this chapter is to confute the idea that technical progress is
necessarily welfare increasing. Indeed, we show that policies stimulating
technical progress that augments the efficiency of the inputs used in the
production of market goods can lead to an acceleration of output growth,
but they may depress long-run individual well-being. At the root of this
undesirable effect of growth-enhancing policies, we identify the detrimental
impact of higher levels of consumption on social and environmental assets
constituting important sources of people’s welfare. In turn, the decline in
the quantity and quality of these common property resources may feed the
growth process by inducing the economic agents to intensify both the accu-
mulation of private assets and the work effort, so as to have access to more
market goods as substitutes for the declining quality of social and environ-
mental assets. Conversely, we demonstrate that policies creating incentives
for a more sober lifestyle improve long-run welfare, but they tend to depress
productivity and output growth by inducing the economic agents to allo-
cate less efforts and resources to enhance the production of market goods.
Finally, we consider policies aimed at reducing the negative effects of con-
sumers’ activities on social and environmental assets, and we show that in
the long run they lead to a lower rate of output growth and to a higher level
of individual well-being.

The chapter relates to various strands of literature.

It is well known that the quality of many natural resources, like air or
water, can hardly be the object of market transactions. Thus, it is often the
case that natural capital is affected by negative externalities, which tend to
increase with the expansion of market activities. Environmental economics
is fully aware of the complex relationship linking economic growth to nat-
ural assets (see Smulders 2000, 2005). In particular, its focus is typically on
the damaging impact that economic growth may have on the environment.

307
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There is also a long tradition arguing that the evolution and success of
the market economy leads to the progressive weakening of its cultural and
ethical base, as a consequence of the erosion of community ties and the
concomitant emergence of individualistic and competitive values systems
that this success brings about (see Hirsch 1976; Hirschman 1982). Even
the socio-economic transformations that, according to Putnam (2000), may
have negatively affected the formation of social capital in the United States
in the last decades can be considered a by-product of the process of marke-
tization.! Indeed, he identifies some possible determinants of the decline in
the US social capital in the rising female participation in the labor market,
in the increase in geographical mobility, in ‘the replacement of the corner
grocery by the supermarket’ and in the ‘privatizing’ or ‘individualizing’ of
leisure time (mainly due to TV and, more in general, to the diffusion of
home-entertainment technologies). This close relationship linking the grow-
ing prominence of modalities of consumption that atomize people to the
decline of sociability and participation in community activities has been
emphasized by analysts of modern consumerism (see Cross 2000; Schor
1998).2

The idea that community and inter-household mechanisms of trust and
collaboration constitute precious intangible assets regulated by norms of
reciprocity from which people can draw benefits is well known to anthro-
pologists (see, e.g., Martin 1995; Peterson 1993). The people’s possibility to
access these social assets is very important for their well-being, especially
if they are poorly endowed with privately owned assets (see Moser 1998,
2007). Particularly in urban settings, namely in contexts that are highly
‘commoditized’, the people’s endowment of social assets is typically poor,
and individuals are pushed to rely exclusively on what they can get through
market transactions.

It is only recently that economic theory has started modeling the idea
that the degradation of social and environmental assets may set the con-
ditions for a further expansion of market transactions, thus stimulating
economic growth. This idea was analyzed by Bartolini and Bonatti (2002,
2003), who model growth as a substitution process in which private goods
progressively replace declining social and natural assets as sources of indi-
vidual well-being. In the present chapter, we follow this line of research by
assuming that consumption of market goods imposes negative externalities
on a social (or environmental) asset, which enters positively the households’
utility function. This captures the idea that an increase in individual con-
sumption of market goods erodes those social ties and cultural values which
are essential for the reproduction of community assets (or that this increase
generates additional waste and pollution, thus damaging the environment).
The specific contribution of this chapter to this class of models amounts to
providing a set-up for analyzing two kinds of policy, one aimed at accelerat-
ing that endogenous technical progress, which enhances inputs efficiency in
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the production of market goods, and the other aimed at creating incentives
to alleviate the negative impact of consumption on the common property
resource. The latter can act by inducing households to devote some of their
time to activities that increase social cohesion and community ties (in the
case of a social asset), or to the experimentation and implementation of new
technologies that reduce the negative effects of consumer activities on the
natural resource (in the case of an environmental asset). In this way, we are
able to investigate how public policies that affect the direction and pace of
technical progress can have long-running effects on economic growth and
individual welfare.

Another line of research related to this chapter is the theory of induced
technical change (ITC) and the recent attempts to reformulate this theory
in endogenous growth models. Originally suggested by Hicks (1932),® ITC
was formally developed in the 1960s and integrated in a growth framework
(see Drandakis and Phelps 1966; Kennedy 1964; Samuelson 1965) in order
to explain why technical progress has been largely labor saving. Subsequent
applications studied the degree to which the energy efficiency of production
processes, machinery and consumer durable goods responded to changes
in energy prices. At the core of the theory, which was criticized because
of its weak micro-foundations (Ruttan 2001), it is the key role of relative
prices in the allocation of private inventive activities. More recently, ITC
was embodied in endogenous growth models of innovations and knowledge
spillovers (Acemoglu 2002, 2003). These growth models, however, do not
introduce social or environmental assets, although ITC has been also applied
to the development of new technologies that can alleviate the impacts of
human activities on the environment or act as a remedy for natural resource
scarcity (see Bretschger 2005; Griibler et al. 2002). In this context, one can
argue that given the incompleteness of markets — and especially in the lack
of markets for open-access resources — price signals distort the direction
of technical progress, with detrimental effects on the introduction of new
technologies and organizational innovations aimed at reducing the negative
impact of market production and consumer activities on the quality of social
and environmental assets. In the absence of adequate incentives to develop
technologies reducing the impact of producer and consumer activities on
resources whose market price is zero — such as social and environmental
ones — technical progress concentrates on technologies economizing the use
of costly factors, such as labor. With regard to this important point, this
chapter departs from endogenous growth models of technological spillovers
that advocate policies allowing private agents to fully appropriate the fruits
of their efficiency-enhancing activities. In the context of these models,
indeed, policies that favor the internalization of those externalities that gen-
erate some overall efficiency gain in the production of private goods, boost
long-run growth and are welfare-improving. In contrast, in the set-up pre-
sented here, these policies may reduce long-run welfare by determining an
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acceleration of technical progress in the production of private goods, which
stimulates output growth but exacerbates the negative effects of consumer
activities on social and environmental assets.

The chapter is organized as follows: section 2 presents the model, section 3
characterizes the balanced growth path emerging in the laissez-faire regime,
section 4 studies alternative activist policies influencing long-run growth
and steady-state levels of individual welfare, and section 5 concludes.

2. The basic model

We consider an economy in discrete time with an infinite time horizon. This
economy is populated by a large number (normalized to unity) of identical
households and by a large number (normalized to unity) of identical firms.
For simplicity and without loss of generality, it is assumed that population
is constant and that each household contains one adult, working member
of the current generation. Thus, there is a fixed and large number of identi-
cal adults who take account of the welfare and resources of their actual and
perspective descendants. Indeed, following Barro and Sala-i-Martin (1995)
we model this intergenerational interaction by imaging that the current
generation maximizes utility and incorporates a budget constraint over an
infinite future. That is, although individuals have finite lives, we consider
immortal extended families (‘dynasties’).* Expectations are rational (in the
sense that they are consistent with the true processes followed by the rele-
vant variables). In this framework, in which there is no source of random
disturbances, this implies perfect foresight.

2.1. Households’ utility

The period utility function of the representative household, U, is additively
separable in consumption and leisure:

(Xt)l_f .
U= pule) +(1— ), 0<p <1, utxy=1 1-¢ 150871
In(x,) ife=1,
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V() = %%7 ifc>0,¢#1

In(,) ifc=1,
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where x, is the amount of service generated by a consumer activity in period
t, and I; are the units of time devoted to leisure in t. The preference parameter
B captures the relative contribution that consumer service and leisure give
to the households’ utility. Households generate x; by adopting a consumer
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technology that combines a resource to which all individuals have free access
in every period and a consumer good that can be privately appropriated:

x=RC;, R =>0,C; >0, 2

where R, is the endowment (or an index of the quality) in ¢ of an open-access
resource that cannot be produced, and C; is the amount of the unique good
produced in this economy that is devoted to consumption in t. Note that
there is non-rivalry in the households’ use of the resource R,, from which no
household can be excluded: it has the non-exclusive nature typical of a pub-
lic good. Moreover, it is worth emphasizing that R, and C, are (Edgeworth)
complements in consumption whenever ¢ <1 (thus implying that ”“g‘” is
strictly increasing in R, holding C, fixed), and that they are (Edgeworth) sub-
stitutes whenever & > 1. They are independent whenever £ = 1. Finally, both
R; and C; are essential, since the consumer service can be produced only if
the household has a strictly positive quantity of both R; and C;.

The model applies to a broad variety of situations. Interpreting R; as a
social asset, one may think that people’s livelihoods and well-being have to
increasingly depend on the market good C, as the community assets from
which people can draw benefits erodes or deteriorates. In the same time,
people can derive some utility from C; only if they have access to some
social asset. Adopting an environmental interpretation of R;, one may treat
C; as a man-made consumer good from which the households can draw
some utility only if they are endowed with some amount of natural resources
like air or water.® Although the consumer setup (1)-(2) can capture both
the case in which R, and C; are (Edgeworth) complements and the case in
which they are (Edgeworth) substitutes, one may think that the more diffuse
and relevant situations are those in which reductions in the endowment of
R, makes C, more valuable to households, namely in which the increasing
limitation in the possibility of relying on commons as sources of welfare
gives more subjective value to market goods. Therefore, the main results of
the chapter are derived for the case in which R, and C; are substitutes.

2.2. Renewable resource

Common property resources tend typically to be accumulated or depleted.
Hence, it makes sense to treat R; as a renewable resource. Moreover, we
assume that the ability of R, to regenerate declines with the level of private
consumption, so as to capture the idea that an increase in individual con-
sumption of market goods erodes those social ties and cultural values which
are essential for the reproduction of community assets (‘the decline in social
capital is the result of the triumph of consumerism’):

Riyi —R =2z(R,, Cy),zc <0, Rygiven. (3)
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In particular, we specify a functional form for z(.) by modifying the logistic
model, which is one of the simplest and best-known functional specifica-
tions for the law of motion of a renewable resource (see Conrad 1987):

R:C;
Eqy

Z(Rt/ Ct):XRt (1_ )r X >Or E0>O) (4)

where the parameter x can be interpreted as the intrinsic growth rate of
R;, and E, is a parameter on which depends the impact of the consumers’
activities on the future level of the common property resource. Note that
each single household can ignore the negative effect of its consumer activ-
ity on the future level of R,, since its own impact on the evolution of R,
is negligible. However, the aggregate impact of the consumers’ activities
on the future endowment of the renewable resource is significant because
of the large number of households populating the economy. Moreover, it
is worth emphasizing that equations (2)-(4) represent the engine driving
the main results of the chapter: every household draws some benefit from
the common property resource, but every household’s consumption of mar-
ket goods gives its own contribution to reduce the community’s capacity of
reproducing this resource. Finally, let us observe that one may also interpret
(3)-(4) as the description of the dynamics of an environmental asset whose
quality is negatively affected by the pollution generated by the consumers’
activities.®

2.3. Production

The single good Y, is produced by each firm, who produces it according to
the technology

Yt:Kgia(AtLt)a/ 0<(¥<1, KtZO/ AtZO; LtZOI (5)

where K; is the stock of capital existing in t, L, are the units of time devoted
in t to the production of Y; and A, represents the state of technical (or
organizational) knowledge affecting labor productivity.

2.4. Labor-augmenting technical progress

The variable A, is assumed to be a positive function of the stock of capital
existing in the economy:

A, =K, (6)

This assumption combines the idea that learning-by-doing works through
each firm’s use of capital equipment and machinery and the idea that knowl-
edge and productivity gains spillover instantly across all firms (see Barro and
Sala-i-Martin 1995). This implies that private agents cannot appropriate all
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the fruits of their activities. Thus, in accordance with Frankel (1962), it is
supposed that although A, is endogenous to the economy, each firm takes it
as given, since a single firm’s decision on K; has only a negligible effect on
the aggregate stock of capital. In its turn, the fact that a firm cannot appro-
priate all the fruits of the productivity gains that it contributes to generating
reduces its demand for K;, thus depressing the pace of technical progress and
economic growth. Hence, one could advocate public policies aimed at induc-
ing the private agents to take fully into account their actions’ positive effects
on productivity growth. However — as we shall see in next sections — these
policies aimed at accelerating the pace of technical progress in the produc-
tion of private goods may have surprising and perverse effects on long-run
welfare.

2.5. Firms’ objectives

At the beginning of each period t the representative firm hires labor and
rents capital in order to maximize its period net profits, which are given by:

m=Y —wlL, —rkK, (7)

where w, is the wage rate and r, is the capital’s rental rate.

2.6. Households’ objective

Households supply labor, buy consumption and accumulate capital for rent-
ing it out to firms. Hence, in each t the representative household chooses
{Lesi}2o, {Crid2y and {Kiyi11}72, in order to maximize

> 60U, 0<6<1, 8)

i=0

subject to

Kiiiv1 + Croi <WepiLpsi + 12K + 7wy + (1 = 8)Kiy,

0<68<1, K,given, 9)

Lyi+ L <1, (10)

where 6 is a time preference parameter and § is a capital depreciation param-
eter. Note that the total time available to each household is normalized to
unity, and that - for simplicity and without loss of generality - it is assumed
that all households, being the firms’ owners, are entitled to receive an equal
share of the firms’ net profits.
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2.7. Market-clearing conditions

The product market, the labor market and the capital market are perfectly
competitive. Equilibrium in the product market requires

Ky +Ci=Y+ (1 -908)K,, (11)
equilibrium in the labor market requires
Li=1-1, (12)
and equilibrium in the capital rental market requires
K! =K. 13)

3. Laissez-faire

3.1. Firms-optimizing behavior

Profit-maximizing firms equalize the marginal productivity of labor to the
wage rate:

aK Lo = w,. (14)

Under laissez faire, the firms decide how much capital to rent by considering
only the private returns that they can derive from this decision. Hence,

(1—a)l=r,. (15)

3.2. Households-optimizing behavior

Under laissez faire each household has no interest in taking into account
the negative externalities that it causes by its consumer activity.” Thus,
the problem of the representative household in period t can be solved by
maximizing

D0 Buxe) + (1= BV = Liys) = hesi [Kision + Cri

i=0

— 114Ky — i — (1= 8)Kipi — Lt+th+i]} (16)

with respect to C;, L;, A; and K., where A, is a Lagrange multiplier. There-
fore, one can use (3)-(7), (14), (15), together with the conditions obtained
by maximizing (16), to derive the system of difference equations in Z, =R,K;
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and L, which governs the equilibrium path of the economy under laissez
faire (see Appendix (i)):

Zi _ |y tepza-L)y Y
Ha)(LI/ZI)_Zt_XZt{l E, |: (1_'B)Ltl—u :| }I 17)
0Lt [l +1-8]  [1+o(l, Z)] L "

(1= L) B (1—L)¢ ’ (18)
where
_ e 1 [apZ( —L) ¢
w(Lt,Zt)—Lt—a_Z[W] . 9)

An equilibrium path of the economy must also satisfy the transversality
condition (see Appendix)

(L= BLLS

1 1 +1I — 2
R T~ Loy 20
Along a balanced growth path (BGP) one must have Z;,, =Z,=Z and L;,; =
L;=Lin (17)-(18), where

2= LB B+ Ey }E
T ap(1—Ly X Ox[(1—o)Le+1—34]

and L satisfies f(L) =0,

f(L)=(L"+1—8)(1—0)+0aL”

_ap(-Ly {Eo(1+X) B Ey }“
(1—-pB)L1-= X Ox[(1—a)L*+1—4§]

One can easily check that &£ > 1 - implying that R; and C; are not (Edgeworth)
complements in consumption - is sufficient for insuring the uniqueness of
a BGP pair (Z*,L*),® where *’ denotes the BGP value of a variable under
laissez faire. In this case, one can also verify that L* increases with g: as
the households give more importance to consumption, they tend to work
harder. Hence, a large 8 is likely to be consistent with unbounded growth.
Indeed, there are parameter values such that p* =w(L*, Z*) > 0, p;= Y‘%;Yf?

Finally, along a BGP the period utility of the representative household is
given by

i 1)

U'=pux)+(1-pg)v1-L"), x'= A=p)IL) =
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Notice that the steady-state utility level of the representative household is
constant even when the steady-state rate of output growth is strictly posi-
tive. This is because, along a BGP displaying perpetual growth, the renewable
resource entering the households’ utility function is asymptotically depleted.
Therefore, the positive impact on the households’ welfare of the steady
increase in per capita output and per capita (private) consumption is off-
set along a BGP by the diminishing endowment of R,. Long-run growth is
fed by a substitution process in which the private good progressively replaces
the declining renewable resource as a source of individual well-being.

4. Activist policies

4.1. Internalization of the positive externality

Under laissez faire the benefits of labor-augmenting technical progress are
not appropriated by those paying for it. Suppose now that there is a pol-
icy authority that has the instruments to induce the economic agents to
internalize the technological spillovers generated by their use of capital. For
instance, one may think that the authority subsidizes the firms’ renting of
capital. Consistently, we can rewrite (7) as

m =Y —wiLy — 1 K + qK; — Ty, (7)

where q, is the subsidy for unit of capital paid by the authority in period t,
and T; is the (lump-sum) tax that each firm must pay to the authority in t.
In the presence of the subsidy, the firms’ optimality condition with respect
to the choice of K; can be rewritten as

A—a)Lf +g:=r:. (15)
It is assumed that this authority balances its budget in each period:
@:K: =T, (22)

and that it determines the subsidy so as to induce the firms to fully
internalize the positive externality that they generate:

ge=al. (23)

If the representative household maximizes (16) in the presence of such
authority, one can derive the system of difference equations that governs the
motion of the economy under full internalization of the positive externality
(see Appendix (ii)). This system consists of (17) and

0L Ly +1-8) _ [1+o(L, Z)IL ™
(1—Ley) (1 =Ly

, (18)
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where w(L;, Z;) is given by (19). An equilibrium path must also satisfy the
transversality condition (20).

_pgyl-a § .
Along a BGP, Z = AL [Eo(i”) - (JX(Lfil—rS)} and L satisfies g(L) = 0,
L= (L +1—8)(1 —0) — 200 [Eaten & 1" acuin &> 1 s suf
SW) =L +1-8)A-0) - {5 |7 — sy | - Again, § = 1 is suf-

ficient for insuring the uniqueness of (Z°,L°),'° where ‘' denotes the BGP

value of a variable under full internalization of the positive externality.

Moreover, & > 1 is sufficient for proving that p° = w(L°, Z°) > p* = w(L*, Z*)
1 1

and = [ #5550 ] > 0 = [#EEEG]

It is not surprising that when private agents can fully appropriate all the
benefits that they generate by using their capital stock, labor-augmenting
technical progress and economic growth tend to accelerate. Although this
accelerates the depletion of the renewable resource, in the long run the
amount of consumer service is higher. However, the steady-state utility level
of the representative household may be lower than under laissez faire: it is
possible to have U° < U*.!? Facing a more rapid decline of that source of wel-
fare represented by R, the households have to rely more heavily on private
goods. Hence, they may be induced to intensify both the accumulation of
private assets and the work effort. In this case, they tend to sacrifice leisure
(L° > L*), and households’ long-term welfare may be lower than under lais-
sez faire even if x° > x*. It is only when households attach much importance
to leisure (small B) that they allocate part of the faster economic growth to
reduce the work effort: in this case L° <L* (see Appendix (iii)), thus entailing
Ue > U1

4.2. Internalization of both externalities (Pareto-optimal policies)
We assume here that — together with the authority subsidizing the firms’

renting of capital — there is also a regulatory authority which can optimally
tax the households’ consumer activities. Consistently, one can write (9) as

Kiviv1 + Coi Wiy + 14Ky + e + (1 = 8)Ki

Rt+iCt+i

0

—Trti + Gl+ir KO given; (9/)
where 7, is the tax rate in period t (taxes are proportional to the impact of
the household’s consumer activities on the growth rate of R,),’ and G, are
the net transfers that each household receives from the regulatory authority
in t. This authority balances its budget in each period:

7 =Gy, (24)

and determines 7, optimally.
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Hence, the problem of the representative household in the presence of
both authorities can be solved by maximizing

>0 {ﬂ”(xm) + (1= BV(1 = Leyi) = Ay [Kigigr + Crpi — 14Ky
i=0
(25)

R iC i
— i — (1 = 8)Kisi — LiyiWiyi + Togi ks i Gt+i] }

with respect to Cy, L;, A; and K,,;. Therefore, one can use (5), (6), (7'), (14),
(15, (22), (23), (24), together with the conditions obtained by maximizing
(25) under the assumption that z, is determined optimally, to derive the
system of difference equationsin Z;, V,;= 1% and L, which governs the Pareto-
optimal path of the economy (see Appendix (iv)). This system consists of

Zia ( Zfo)
—— —Zi=xZ: [ 1- , 26
Ty, vy 27\ g (26)
0L Ly +1-8)  [1+y(Ly, VIIL™ 27)
(1 =Lt (1—Ly)* '
(1 fy— 2x Vt+1Zt+1> 6E, [ B _ (1- ﬁ)Lgﬁ :|
Ey xZia L (VigaZia)t aZin(1—Lip)t (28)
4 GﬁVzH — EO |: ,3 _ (1 _,B)Ltlia ]
(VerZi)t xZ1+y (L, V)l L(ViZ): aZi(1—Ly) |
where
‘//(Lt, Vt) :L? 56—V (29)
A Pareto-optimal path must also satisfy the transversality conditions (20)
and
i Eo [ B A-pL }
limo'— — =0. 30
imoo x| (ViiZeni)t  aZii(1— Ligi)* 0

Along a BGP, one must have Z,,, =2,=Z2, V,;,=V,=V and L;,; =L;=L in
(26)—(28), where

E, 1
Z:(L“—i-l—a)(l—@)x [Hx_e(mﬂ—a)]

V=(L"+1-68)(1-0) and L satisfies g(L) +n(L) =0, nL) =(L*+1-6)0
[(A+ x)oL*+1-6)—1], > 0. Again, & > 1 is sufficient for insuring the
uniqueness of (Z*, V**, L*), where “*’ denotes the BGP value of a variable
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when both externalities are fully internalized. Moreover, £ > 1 is sufficient for
having L** < L°,’S which entails p™ =y (L**, V*) < p° and x* = V*Z* < x°:16
along the BGP, the level of labor supply, the rate of output growth and the
amount of consumer service tend to be lower under a Pareto-optimal policy
than when only the positive externality is internalized. Facing a less rapid
decline of the common property resource thanks to the ‘conservationist’ pol-
icy implemented by the public authorities, the households have to rely less
heavily on private goods, thus tending to reduce the accumulation of private
assets, the rate of (labor-augmenting) technical progress and the work effort.
In the long run, the households’ well-being tends to be higher because of
the larger amount of leisure that they enjoy: U™ > U°.'7 It is also typically
the case that both L <L* and x* > x*, thus implying U* > U*:'® the BGP
emerging under a Pareto-optimal policy tends to exhibit both a lower level
of work effort and a higher level of consumer service than the BGP emerging
under laissez faire.

4.3. ‘Resource-saving technical progress’

Let us introduce the possibility of also having activities that reduce the detri-
mental impact of a certain level of consumption of market goods on the
future quality of social assets. To model this possibility we rewrite (3) as
Riy1 — Ry =2z(R, C, E;), Ry and E, given, where

R:C;
E,

Z(R;, Ct, Er) = xR (1 - ) , x>0, E>0. )

Note in (4') that an increase in E, reduces the negative effect on R, of any
given level of consumption. We may interpret this increase in E; as ‘resource-
saving technical progress’. Moreover, we assume that this kind of ‘technical
progress’ occurs if some households’ time is devoted to social activities, i.e. to
activities that increase social cohesion and community ties:

E 1 —E =VyEN,v>0, (31)

where N, are the units of households’ time devoted in t to social activities,
and vy is a parameter measuring the extent to which the households’ time
devoted to social activities can generate ‘resource-saving technical progress’.
Note also that N; in (31) should be interpreted as the aggregate amount of
households’ time that is devoted to social activities, since a single household
can give only a negligible contribution to reduce the erosion of social assets
due to the increased consumption of market goods. Alternatively, in accor-
dance with an environmental interpretation of the renewable resource, we
may consider N, as the society’s time devoted to the experimentation and
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implementation of new resource-saving technologies: an increase in E; is a
technological improvement that reduces the environmental impact of the
consumers’ activities.

To derive the optimal rate of ‘resource-saving technical progress’, one may
think that the same authority taxing the households’ consumer activities
subsidizes the social activities by paying for the households’ time devoted
to social activities. For simplicity, we assume that this time is paid by the
authority at the market wage. If we interpret the renewable resource as
an environmental asset, the authority can be also conceived as a public
agency employing workers who undertake R&D activities aimed at generat-
ing resource-saving technological improvements, which are made available
for free to all consumers. In other words, we model the generation of
‘resource-saving technical progress’ as the provision of a pure public good
by a governmental authority. Finally, we still assume that this public author-
ity balances its budget in each period. Consistently, one can rewrite (9), (10),
(12) and (24), respectively, as

Kiyivr + Cri Wiy + 10Ky + i + (1= 8K

RiiChyi .
—Tryi s + GH—ii KO glVen; (9”)
t+i

Lyi+H <1 (10
Lt+Nt=Ht/ (12/)

R:C
Tf% =G+ wWNy, (24')

t

where H; is labor supply in period t and the policy instruments ¢q;, t;, and N;
are determined optimally.

Hence, the problem of the representative household under these circum-
stances can be solved by maximizing

gk

0 { Bu(xesr) + (1 — B)WV(1 — Hei) — Aesi [Kegin + Crpi — 114K

T
=]

. (32)
—7i — (1= 8)Kii — HeyiWeyi + T

with respect to C;, H;, A; and K,,;. Therefore, one can use (5), (6), (7'), (12,
(14), (15, (22), (23), (24'), together with the conditions obtained by maxi-
mizing (32) under the assumption that r, and N, are determined optimally, to
derive the system of difference equations which governs the Pareto-optimal
path of the economy in the presence of ‘resource-saving technical progress’
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(see Appendix (v)). The equations in Z;, V;, N;, E; and L, governing the
Pareto-optimal path are (31),

Zia ( Zth)
— —Z;=xZ; | 1— , 33
Ty, vy E, 33)
0L (Lfy +1-8)  [1+y(Ly, VIIL™ 34)
(1_Nt+l _Lt+1){ (1_Nt_Lt)[ '
(1 +y— 2y Vt+lzt+l) OF: 1 |: B o (1- IS)L};{J ] +
Ein xZia | (ViZi)! aZiyy(1 =Ny — L )f (35)
0BV _ E, [ g a-pL= }
(ViZia)t xZd1+v (L, V)l [ (ViZ)! aZi(1—N,— Ly '
Vi [ BZii  (1-PBLiy ] (1= B)(yNea+1)
Eiv [(ViaZe)f a1 =Niy — Lo )* Eis1y(1 = Npq — L )f
(1-p)

— 36
Ety(l_Nt_Lt){’ (36)

where (L, V,) is given by (29). This Pareto-optimal path with ‘resource-
saving technical progress’ must also satisfy the transversality conditions

o (1=pILLF
limg' —— 27" 37
imoo (1 — Npgj — Liyi)* 37)
. E [ B (1-BL; }
lim 6’ — =0, 38
=00 X (VtJriZHi)E aZHi(l - Nr+i - Lt+i)§ ( )
lim6' Shl) 0. (39)

im0 y(1 =Ny —Liy)* -

Along a BGP, one must have Z,, =2, =2, Vi)y =V, =V, Ny =
N, =N,E,y,=E, =E and L;,, =L, =L in (31) and (33)-(36), where for
§# 1 Z=mrranon [(HX)(L H_W—l]’ V=W@+1-90-0), N=0, E=

0% +1-9)
1
LY41-5)6 (1=B)L*+1=8)[(A+) L +1-8)6%+1-26] | T-F . _
D) = et (st ot an | 5, and L satstesd(L) =
a1 802 o 1_85\9_ .
0,d(L) = FH=ATICROE=I — 2 One can easily prove for & # 1 that the

BGP characterized by (Z°°, V*°, E°, N, L*) is unique,' where “*’ denotes
the BGP value of a variable when policies are Pareto optimal and there
is ‘resource-saving technical progress’.> Comparing this BGP to the BGP
emerging when policies are Pareto optimal but no ‘resource-saving technical
progress’ is possible, one can check that & > 1 is sufficient for having both
L < L™ (see Appendix (vi)) and x*° = V*°Z>* > x** (see Appendix (vii)), which
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entail p*° =y (L, V*°) < p** and U* > U*.?! The implementation of a policy
achieving the optimal rate of ‘resource-saving technical progress’ tends to
lead the economy along a BGP characterized by a lower rate of economic
growth and a higher level of households’ utility.

5. Conclusion

An important implication of endogenous growth models displaying
unbounded growth is that the individuals’ utility grows forever because
of ever increasing consumption opportunities. This implication appears to
be at odds with the evidence indicating that the perceived well-being stag-
nates in the advanced economies in spite of spectacular technical progress
and economic growth (see Easterlin 1974, 1995; Oswald 1997). We have
presented a model that reconciles unceasing labor-augmenting technical
progress and unbounded growth with this evidence by emphasizing the
negative externality that consumers’ activities may have on social and envi-
ronmental assets that are important sources of people’s well-being. In the
model, these assets are treated as a renewable resource and households com-
bine this resource and market good to produce a consumer service that gives
them utility. Long-run growth is fed by a substitution process in which the
market good progressively replaces the declining common property resource
as a source of individual well-being.

In most of the endogenous growth literature, markets are incomplete
(given that there are positive externalities like those due to activities that
generate new knowledge and productivity advances whose fruits cannot be
privately appropriated), and growth is suboptimally low under laissez faire.
Hence, regulatory interventions aimed at internalizing this kind of positive
externalities should raise long-term utility. We show that this may not be the
case and that these policies may depress steady-state welfare. Indeed, they
lead to a higher steady-state rate of (labor-augmenting) technical progress,
of capital accumulation and of output growth, and - possibly — to an increase
of the individuals’ work effort, thus raising permanently the pace at which
the production of market goods grows. In the same time, however, they exac-
erbate the negative effects that consumers’ activities have on the renewable
resource.

In our model, Pareto-optimal policies are those policies that lead to the
internalization of both externalities. In the presence of such policies, the
private agents face a less rapid decline of the common property resource
and have to rely less heavily on market goods. As a consequence, along
a balanced growth path, the level of individual utility is higher, while the
accumulation of capital, the rate of (labor-augmenting) technical progress,
the rate of output growth and the work effort tend to be lower under
a Pareto-optimal policy than under a policy internalizing only the pos-
itive externality. Moreover, the balanced growth path emerging under a
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Pareto-optimal policy tends to exhibit both a lower level of work effort and a
higher level of consumption than the BGP emerging under laissez faire, thus
implying a higher steady-state level of utility.

Finally, we introduce the possibility of generating ‘resource-saving tech-
nical progress’, namely of subsidizing activities that reduce the damaging
impact of consumers’ activities on the renewable resource. In this con-
text, we study policies that — beside leading to the internalization of both
externalities — devote the optimal amount of effort to resource-saving tech-
nical progress: the balanced growth path emerging under such policies tends
to be characterized by a lower rate of labor-saving technical progress, a lower
rate of output growth, and a higher level of households’ utility than the
balanced growth path emerging when policies are Pareto optimal but no
‘resource-saving technical progress’ is possible.

The results of this chapter suggest that policies aimed at stimulating that
kind of technical progress that enhances efficiency in the production of
market goods may not lead, in the long run, to welfare improvements if
they are not accompanied by other policies directed to safeguard social and
environmental assets that tend to be damaged in the growth process of a
market economy. Without these other policies, the introduction of public
subsidies that appear justified by the differential between private and social
returns to efforts generating productivity advances, or the enforcement of
property rights increasing the appropriability of the fruits of these efforts,
may boost economic growth but may also end up lowering people’s quality
of life.

Appendix

(i) Derivation of the equations characterizing a
competitive-equilibrium path under laissez faire

By maximizing (16) with respect to C;, L;, A and K¢,;, and by using (3)-(7),
(14) and (15), one obtains the conditions that a competitive equilibrium
must satisfy under laissez faire:

BR(C,R) ™ =1, (A1)

(1-B)(1 — L)~ = ral* 'K, (A2)
Koy =KL + (18K, — C, (A3)
e =heaO[(1 —)L%,, +1—35]. (A4)

A competitive-equilibrium path must also satisfy the transversality
condition:

llm gi)\.H_iKH_,‘ =0. (AS)

i—o00
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Therefore, (A1)-(AS) characterize a competitive equilibrium path under lais-
sez faire. By rearranging this set of equations, one can derive the equations
(17)-(20).

(ii) Derivation of the equations characterizing a
competitive-equilibrium path under full internalization of the

positive externality

By maximizing (16) with respect to C;, L;, %\ and K.y, and by using
3)-(6), (7)), (14), (15), (22) and (23), one obtains that when the positive
externality is fully internalized a competitive-equilibrium path must satisfy
(A1)-(A3) and

=0, +1-5). (A4)

In the presence of full internalization of the positive externality, a
competitive-equilibrium path must also satisfy the transversality condi-
tion (AS). Therefore, (A1)—(A3), (A4’) and (AS) characterize a competitive
equilibrium path under full internalization of the positive externality.
By rearranging this set of equations, one can derive the equations (17), (18'),
(19) and (20).

(iii) Proof that a small g is necessary for having L° <L*

To see that when & > 1, a small B is necessary for having L° < L*, write

1-¢
blLye) =L¢ +1 =8 (eL* + 1= §)0 — ZUbC [0l 17 where
@) ife=1-«a
b(L'S)_{ g@) ife=1.

Since £ > 1, one can easily check that &2

function theorem, this implies that

> 0. Given the implicit

dL s .
% lywneo < 0, thus entailing L° <

L, if and only if #%| > 0. Consider that ®d| = —L*0 —
-1
[Eoﬂ;v e ] = 0 if and only if c(t,) = 0 -
A
(DB 30 +1-0) [Eo<1+x> - 1_8>] > 0. Since 2 <0 for £ > 1,
c(L,e)L:l =—0— (;;f;fi(f:;) [Eo<1X+x> _ GX(Lfglfs)]_l > 0 entails ¢(L, &) > O for any
value of ¢ such that O <¢ < 1. In its turn, a necessary condition for having

c(L, s)| > 0 is that £ > 1. Moreover, since % <0 whenever £ > 1, one

knows that — other things being equal — c(L, s) . >0 is likely to be satis-
fied for low values of L. Considering that for & > > 1 the value of L satisfying
b(L,¢) =0 increases with B, one can conclude that a small g is necessary for
having L° < L*.
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(iv) Derivation of the equations characterizing a
competitive-equilibrium path in the presence of
Pareto-optimal policies

In the absence of resource-saving technical progress, one can char-

acterize the Pareto-optimal path by maximizing ) ¢’ {ﬁu(xm) +(1-p)
i=0

V(l - Lt+i) — Aty [Kt+i+1 - Kt+iL?+,~ - (1 - S)Kt+i + Ct+i] = Mtyi [Rt+i+1 - XRt+i

(1 — Cf}’if”') —Rt+i]} with respect to C;, L;, A, ¢, Keyr and Ry, where A,

and 7, are Lagrange multipliers. Hence, a Pareto-optimal path in the absence
of resource-saving technical progress must satisfy (A2), (A3), (A4)),

R2
BRACR:) ™ =hi +nex ft; (A6)
0
CR
Riy1 —Ri= xR, (1_ Et I)/ (A7)
0
2xCiaR
m=ned (140 - OB L opC Gk (49
0

A Pareto-optimal path must also satisfy the transversality conditions
(AS) and

lim 0i77t+iRt+i =0. (A9)
To decentralize this allocation, one can maximize (25) and use (5)—(7), (14),
(15), (22), (23) and (24), thus obtaining that a competitive-equilibrium path
must satisfy (A2), (A3), (A4'), (AS) and

R
BR(CR) ™ =+ 17 E*t . (A1)
0

By comparing (A6) with (A1’), one can verify that a competitive-equilibrium
path is Pareto optimal if in each period t the tax per unit of pollution is set
by the authority so as to satisty

=X —. (A10)

Therefore, (A1’), (A2), (A3), (A4) and (AS) — together with (A7)-(A10) -
must hold along a competitive-equilibrium path in the presence of Pareto-
optimal policies. By rearranging this set of equations, one can derive the
equations (20) and (26)—(30).
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(v) Derivation of the equations characterizing a
competitive-equilibrium path in the presence of Pareto-optimal
policies and resource-saving technical progress

In the presence of resource-saving technical progress, one can char-
acterize the Pareto-optimal path by maximizing Z@i{ﬂu(xt+i)+(1—/3)
i=0

V(1 = Leyi — Niyi) = Ao [Kepipr — KewiLt; — (1= 8)Kewi 4 Crai ] — phei [Ergivt — v Eesi
(1= Leyi — Newt) — Evoi] — 10si [Resin — xRess (1 - %) - RH,-]} with respect
to Cy, Ly, Ny, A, e, 1, Keyi Reyq and Egyy where 2, u, and n, are Lagrange
multipliers. Hence, a Pareto-optimal path in the presence of resource-saving

technical progress must satisfy (A3), (A4'),

(1-p)(1A-N, —Lt)_c :)‘taL?_thr (A2)
RZ
BRA(CR) ™ =h+mix ft/ (A6)
t
C.R
Riy1 —Ri= xR, (1 - %) ’ (A7)
t
2xCiiiR
et (140 - R L gpe Gkt (08)
t
(1-p)1=N;: = L)~ =uyE, (A11)
Et+1 - Et = NrEt, (AlZ)
Ci1R?
Me =110 X 1;512 L+ 10 Nesr + 1). (A13)

t+1

A Pareto-optimal path must also satisfy the transversality conditions (AS),
(A9) and

1im 6 j1,;Esyi = 0. (Al14)

To decentralize this allocation, one can maximize (32) and use (5), (6), (7),
(12, (14), (15), (22), (23), (24'), thus proving that a competitive-equilibrium
path must satisfy (A2'), (A3), (A4') and

lgRt(Cth)_E =k + )\tft%r (A1)
By comparing (A6') with (A1”), one can verify that a competitive-equilibrium
path is Pareto optimal if in each period t the tax per unit of pollution is set
by the authority so as to satisfy (A10). Therefore, (A1”), (A2'), (A3), (A4’) and
(AS) — together with (A7’), (A8'), (A9) and (A11)-(A14) — must hold along a
competitive-equilibrium path in the presence of Pareto-optimal policies and
resource-saving technical progress. By rearranging this set of equations, one
can derive the equations (29) and (33)-(39).
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(vi) Proof that L*° < L** for £ > 1
Consider that L* is that value of L that satisfies m(L, E)|E bo? while L*° is that
value of L that satisfies m(L, E) }E poor Where m(L, E) = (L* +1-6) (1 -0) +aL* —

2Lt { o _ ___E } F LY+ 1-8)0[(1+ )OI +1—3)—1]. Since

(1-p)L1-« X Ox[(1—a)L¥+1-5]
E* > E,, and both m;, > 0 and my > 0 with & > 1, it is necessarily the case that
L° <L* for & > 1.

(vii) Proof that x> > x** for £ > 1

Consider that x* is that value of x that satisfies i(L)] = While x* is that

1
; : 21y — | a=pae+1-9)10+ 0@ +1-562+1-20] | -
value of x that satisfies j(L)|,_,.., where j(L)= { SRR }

Since L <L*, and j' <0 with & > 1, it is necessarily the case that x> > x* for
&> 1.

Notes

1. For Putnam’s definition of social capital as those features of social organizations
that facilitate coordination and cooperation (specifically, values and norms of
reciprocity inhering in informal and horizontal social networks), see also Putnam
et al. (1993). For a review of the concept years after Putnam’s original definition,
see Woolcock and Narayan (2000).

2. The implications that high levels of television consumption have on sociality and
life satisfaction have been recently investigated by Frey et al. (2007) and by Bruni
and Stanca (2008).

3. ‘The real reason for the predominance of labor saving inventions is surely that
which was hinted at in our discussion of substitution. A change in the relative
prices of the factors of production is itself a spur to invention and to inventions of
a particular kind - directed at economizing the use of a factor which has become
relatively expensive’. (Hicks 1932: 124-125).

4. As Barro and Sala-i-Martin (1995: 60) point out, ‘this setting is appropriate if altru-
istic parents provide transfers to their children, who give in turn to their children,
and so on. The immortal family corresponds to finite-lived individuals who are
connected via a pattern of operative intergenerational transfers that are based on
altruism’.

5. The household production function approach can be used to measure the
demand for environmental attributes (e.g. Kerry Smith 1991) by treating the qual-
ity of a household’s personal environment as a function of both the quality of the
collective environment and the goods that can be privately appropriated.

6. Consistently with this interpretation, one may rewrite (4) as z(R; Cy) =
xR¢ (1 —p¢), where p, = g—é is the total level of pollution generated in t by all the
households’ consumption activities. An alternative approach leading to the same
result amounts to use (2) and (4) in order to rewrite the consumer production
function as x; = min(R;Cy, Eop;) (see Smulders 2000). In this way, it is more imme-
diately apparent that consumers treat the renewable resource as an input entering
their production function, and that Ey measures the efficiency with which the
consumers utilize this resource.
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10.

11.

12.

13.

14.

15.
16.

17.

18.

19.

20.

21.

. Giving an environmental interpretation to the model, laissez faire entails free

disposal: each consumer can dispose of its waste at no (private) cost.

. Indeed, & > 1 is sufficient for having f’ > 0, thus implying that L which satisfies

f(L)=0 is unique. One can also verify that the unique BGP pair (Z*, L*) is saddle-
path stable.

. In particular, with £ > 1 one has p*=[(1 —«)(L*)* + 1 —4]6 — 1 > 0 if and only if

1-¢
o( o _ ep(1-D)? [Eg(+x) Eg i
(D" +1-8)(1 - 6) —aDr — LU floCin ot <0, thus imply-
1

ing L*>D= [15((11f§;€ . As a numerical example, let £ =2, ¢ =1, a=2/3, f =

1/3, x=0.2098127, §=0.1, 6 =0.95 and E; =0.7. Given these parameter values,
one can obtain L*=0.3642128, Z*=1.9167338 and p* =0.0165.

Indeed, & > 1 is sufficient for having ¢’ > 0, thus implying that the value of L that
satisfies g(L) =0 is unique. Again, one can verify that the unique BGP pair (Z°,L°)
is saddle-path stable.

Comparing (18) with (18'), one can check that p° = w(L°, Z°) =0[(L°)* + 1 — 5] —
1, while p* =w(L*, Z*) =0[(1 — a)(L*)* + 1 — 8] — 1. Thus, p° > p* if and only if
(L°)* > (1 —a)(L*)*. One can verify that this is actually the case whenever & > 1
by considering that (L°)* < (1 —«)(L*)* is inconsistent with the fact that L° and L*
are those values of L that satisfy, respectively, ¢(L) =0 and f(L) = 0. Indeed, one
can check that g(L)|,_,, =0 and (L°)* < (1 —)(L*)* would imply f(L)|,_,. > 0.
Hence, since " > 0, one can have both g(L)|,_,. =0 and f(L)|,_,. =0 if and only
if (L°)* > (1 —a)(L*)~.

Given ¢ =2, ¢t =1, «a=2/3, B=1/3, x=0.2098127, §=0.1, 6 =0.95 and Ey =
0.7, one can verify that L° =0.6132925, L*=0.3642128, Z° =23.071671, Z* =
1.9167338 and U° =—0.811555 < U* = —0.7439.

As a numerical example, let § =2, ¢ =1, «a =2/3, $=0.1615108, x =0.2, §=
0.15, 6 =0.8810652 and Ey = 1. Given these parameter values, one can verify
that L°=0.2, L*=0.3, Z°=8.7404185, Z*=0.769915 and U° = -0.3174 > U* =
—0.801385.

Consistently with an environmental interpretation of the model, one may think
of 7; as the tax per unit of pollution in period .

Indeed, & > 1 entails f” > 0, which - together with n(L) > 0 — implies L** < L°.
Since p** =[(L*)* +1—5]0 —1 and p° =[(L°)* +1—6]0 — 1, L™ < L° entails

Eg(1+x) Eg o Eg(+x) Eg °
5~ ey and X0 =20 — ey, L <L

p** < p°. Since x** =
entails x** < x°.

Givené =2, ¢=1, «=2/3, p=1/3, x=0.2098127, §=0.1, 6 =0.95 and E; =0.7,
one can verify that Z**=18.277171, V*=0.0595755, L** =0.1573925 and U* =
—0.4202966 > U° = —0.811555.

Again, given £ =2, ¢ =1, «=2/3, p=1/3, x=0.2098127, §=0.1, # =0.95 and
Ey=0.7, one can verify that U™ = —0.4202966 > U* = —0.7439.

Indeed, one has d' > 0, thus implying that there is a unique value of L which
satisfies d(L) =0.

We consider parameter values such that E°° =e(L°°) > Ey, implying that along the
transition path it is optimal to devote some households’ time to social activities
that generate ‘resource-saving technical progress’.

Since p** =[(L*)*4+1—-6]0 — 1 and p>° = [(L>°)* +1—45]0 — 1, L™ > L°° entails p™ >
p°°. Since U = Bu(x) + (1 —B)v(l), where =1 —L — N, x* <x°, L* > L°*° and N* =
N°° =0 entail U™ > U*°.
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Generalized Trust: The Macro
Perspective

Martin Paldam

1. Introduction: The G-trust variable

One of the key variables in the social capital discussions is generalized
trust.! To save words, the average generalized trust for a country is termed:
G-trust. Table 12.1 gives the formulation and the aggregate of all answers
in the World Values Survey,?> which cover 188 pools in 83 countries dur-
ing the last two decades of the twentieth century. Almost 30 per cent of
the 255,399 answers say that ‘most people can be trusted’. The individual
country G-trusts are listed in the Appendix.

Justified trust reduces transaction and monitoring costs. It saves time and
trouble the higher it is in society. It is thus a factor of production — however,
it will be demonstrated that it is not a powerful one.

Any country has a level of justifiable or rational trust, RT. If you have
more trust than RT, you are a ‘sucker’ that other people exploit. If you have
less trust than RT, you are a ‘cynic’, who creates costs and trouble for other
people. Most prefer to deal with reasonable people, who are realistic by being
close to RT. By the law of large numbers the G-frust ~ RT for a country:

Thesis 1: The Rationality Theorem of Trust: Trust is rational for society
at large.

We may measure it poorly and individuals deviate to both sides, but the
G-trust is rational and an important characteristic of a society.

The G-trusts of the 188 polls are depicted in Figure 12.1, which shows
that they have a strong correlation to income. Figure 12.2 shows an almost
equally strong correlation of G-trust and LiSa, high life satisfaction used in
happiness research as a welfare measure (see Frey and Stutzer 2002). The
two - rather similar — figures allow us to make three observations about
G-trust:

Obs 1: It varies widely between countries, from close to O per cent to
almost 70 per cent.

331
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Obs 2: It is related to other important matters in society as income and
welfare — that is, to economic development.

Obs 3: It contains a ‘cultural’ element so that some groups of countries
cluster.

As G-trusts from a wide variety of countries are considered, an organizing
principle is necessary. For this purpose I use the theory of the Grand Tran-
sition — GT-theory, as discussed in section 2. It is the process whereby poor
countries become wealthy, and thus has the relation between the G-trust and
economic development as the underlying theme.

The newest survey of the literature on growth and trust is Bjernskov
(2007). It appears that the variables in Table 12.2 are the main ones that

Table 12.1 The G-trust item in the World Values Survey: 1980-2000

Item A165: Generally speaking, would you say that most people can be trusted
or that you need to be very careful in dealing with people?

Answer Frequency Per cent
Most people can be trusted 75,466 29.55
Can’t be too careful 179,933 70.45
Sum 255,399 100.00

Note: The WVS covers 188 polls covering 267,870 people in 83 countries in 4 waves. The G-trust
item is included in all 188 polls.
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Figure 12.1 Scatter of the 188 G-trust and income (logarithm to GDP per capita)
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Figure 12.2 Scatter of the 187 G-trust and LiSa, high life satisfaction
Note: Life satisfaction is missing in one of the 188 polls.

Table 12.2 The six variables considered in the chapter

Variables Definition Source, see also netsources
G-trust Generalized trust (see World Values Survey
Table 12.1)
Income Natural logarithm to gdp? Maddison (2003)
LiSa High life satisfaction World Values Survey
TI-hc Honesty/corruption measure Transparency International
-Gini Minus the Gini coefficient World Development Indicators
Polity Polity index for Peace Research Institute, Univ.
democracy/dictatorship of Maryland

@ gdp is GDP per capita. It is measured in PPP-prices.

enter in the family of models tried, but a handful of other variables have
been tried as well, though with less success, see e.g. Delhey and Newton
(2005) and Bjgrnskov (2006).

Section 2 offers a few notes on GT-theory. Figure 12.1 suggests that the
Grand Transition is associated with a change from a G-frust of 10 per cent
to about 40 per cent, i.e. by 30 points. Section 3 discusses the time dimen-
sion: Is trust a stable factor in the society? Section 4 looks at a set of the
main variables — listed in Table 12.2 — which are related to the G-trust and
discusses causality. Section 5 discusses the problematic relations between the
G-trust and on one side development and on the other democracy. Section 6
contains concluding remarks.
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2. A note on the Grand Transition and the GT-theory

The GT is the path of a country going from a low to high income, i.e. from
a poor LDC to a wealthy DC. At present the difference in gdp (in PPP prices)
is about 40 times. Most socio-political and institutional variables also have
large changes when countries go through the GT. Tables 12.5-12.7 below
show that this is indeed the case with the six variables we consider in the
chapter.

For example: The TI-hc index (from Transparency International) for
honesty-corruption has a range of 7.9 from about 1.8 in the most corrupt
country to about 9.7 in the most honest. If we compare the TI-hc of the
10 per cent poorest to that of the 10 per cent richest countries, they differ
by almost seven points, so the GT is somehow associated with a transition
of corruption of about 85 per cent of the observed range for the index, and
also the correlation between income and the TI-hc is 0.81 in the data sample
of Table 12.5. Thus the two variables are strongly connected. Paldam (2002)
argues that the main direction of causality is from the GT to corruption, and
these arguments are supported by the causality analysis in Gundlach and
Paldam (2009).?

The key idea of the GT-theory is that development is a path where the
whole society changes in much the same way in all countries.* Thus the GT
consists of a set of transitions in all proportions and institutions in society.
The GT is not a unique path, but rather a zone around such a path. All coun-
tries deviate somewhat, but the GT does give a lot of convergence.® Thus, if
we compare two countries that have both gone through the full transition,
they are much more alike after the transition than they were before.

Poor countries have little physical and human capital, mortality is high,
people live in the countryside, religiosity and corruption are high, etc. Devel-
opment changes all of that, and we speak of the urban transition, the
demographic and the democratic transitions, the sectoral transition, the reli-
gious transition (or secularization), the transition of corruption, etc. Here the
GT-claim is that all these transitions are basically endogenous, but if one of
them does not occur, it turns into a development barrier.

Consequently, the GT is a highly simultaneous dynamic process, where
everything depends upon everything else, resulting in much multicollinear-
ity that makes it difficult to untangle causality as illustrated by a comparison
of Figures 12.1 and 12.2.

GT-theory takes income/production as the most representative ‘catch all’
variable for the Grand Transition, and thus says that the key causal link
expected is from the income level to the other variable. This is obviously a
reduced form relation as it covers the full web of simultaneity. All variables
that are within the GT-complex can be used to explain each other — see
e.g. Table 12.5 below. From nearly all sets of three variables from that Table,
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it is easy to present a model where any two of them explain the third in a
seemingly convincing way.

Thus the key variable is income/production. We use the natural logarithm
to gdp, which is the GDP (gross domestic product) per capita, as the best
income variable.

Income is In gdp, where we use the gdp-data, from Maddison (2001,
2003).

The concept of the Grand Transition thus implies that everything depends
upon everything else. The big simultaneity has caused many researchers to
look for a key: something that is primary, in the sense that it causes develop-
ment, but is not caused by development. In order to work, such a key has to
be reasonably stable and must differ substantially between countries.

3. The time dimension: Are G-trusts stable?

The book that pushed the concept of social capital into its present status was
Putnam et al. (1993).° Two of its main ideas are:’

Claim 1: Stability: Social capital stays stable for centuries. At present we
take this claim to mean that the G-trusts are stable.

Claim 2: Primacy: Social capital is primary to institutional and economic
development.

Putnam’s first claim is that social capital came first and hereby it fills a
crucial role. Claim two states that social capital is primary with respect to
institutions — or at least to the effectiveness of institutions.®

The same claim is also made - though in a different context — by Uslaner
(2002) as regards G-trust. Uslaner takes G-trust back to the ‘moral’ foundation
of society. It is thus something basic that deserves to be primary.

To the extent that G-trust is a factor of production, the idea that G-trust
changes slowly is a troubling idea, especially if it has to do with the moral
foundation. Putnam’s claim is that poor countries are deemed to remain
poor for a long time to come due to something that was formed slowly cen-
turies ago. Uslaner’s idea leads to the conclusion that rich countries are —
and maybe even deserve to be — richer because they have a sounder moral
foundation.

Below, we show that G-trust does move more than enough to be
endogenous, and that it is — at least in one important case — endogenous.’

3.1. The changes AG and numerical changes |AG|

Thus it is crucial whether a country’s G-trust is stable. The data contains 161
changes of the G-trust of a country, as seen in Table 12.3. The first three colu-
mns show average changes over five years, then the next two columns show



Table 12.3 All changes AG and numerical changes |AG| calculated from the 188 polls

About 5 years 10 years 15 years 20 years
Waves W2-W3 W3-W4 All WI1-W2 W2-W4 All W1-W3 W1-W4
App. Years 1990-95 1995-00 5 years 1982-90 1990-00 10 years 1982-95 1982-00
Number 31 41 72 20 39 59 11 19
(A) Average AG —4.49 1.10 -1.31 3.08 —3.54 -1.30 —4.50 -0.57
(B) Average |AG| 5.76 6.73 6.91 5.44 7.25 7.39 5.68 8.74
Fraction of |AG| > 10 19.4% 14.6% 16.7% 10.0% 23.1% 18.6% 18.2% 42.1%

Note: The table covers all 161 pairs of G-trusts for the same country that can be calculated from the 188 polls. The numbers in bold in the (B) row are shown
on Figure 12.3.

9€¢
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Figure 12.3 Average numerical changes |AG| from Table 12.3 (bold)

average changes over ten years, etc. The averages in row (A) are for the plain
changes, while the averages in row (B) are for the numerical changes.

We first consider the numerical changes in row (B) of the table. Two points
are immediately obvious: (1) The five-year changes are rather large. (2) The
changes are not much larger as the span increases to ten, 15 and 20 years.

This suggests that a good deal of the movement is due to measurement
error, which includes short-run reactions to ‘random’ events. Figure 12.3
gives an estimate of the orders of magnitude. The six dots are the unshaded
averages, from Table 12.3. If the average line is weighted with the number of
observations it tilts marginally upward only.

Thus Figure 12.3 suggests that the measurement error is of the order of
magnitude of at least 5 percentage points:

Thesis 2: The measurement error in national polls of the G-trust is about 5
points

Hence, the ‘true’ average movement in the G-trust is about 2 points over
the 20 years or 0.1 points per year. This is rather modest — much as sug-
gested by Thesis 2. But if the movement adds up over two centuries, it does
reach 20 points. Note also than no less that 42 per cent of the 19 first differ-
ences that extend 20 years change more than 10 points, which is twice the
likely measurement error. Consequently this measure of social capital is not
stable.

If we take into account that the Grand Transition in most cases takes two
to three centuries and that it is associated with a change of about 20 points in
the G-trust, there is really nothing in these orders of magnitude that prevents
the full change in the G-trust shown on Figure 12.1 being endogenous.
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Figure 12.4 The distribution of the changes, AG

3.2. The distribution of the changes

With such a large measurement uncertainty, it is difficult to determine how
much the results change. However, it may help to look at the absolute
changes.

Figure 12.4 shows all the 161 changes drawn as four probit diagrams;
i.e. for each lag length the observations are sorted and depicted with the
standardized normal distribution at the vertical axis. If these observations
are normally distributed, the four lines should be approximately straight —
precisely as they are. However, we note that the lines for the five years’ and
the ten years’ lag show some truncation. That is, changes are rarely larger
than 15 points for five years and for ten years. Given the near-normality, we
also note that the slopes of the four lines are approximately the same, so
that the variance is the same. Also, the intersection with the vertical axis for
the zero-change is close, so the averages are close too.

In fact, Table 12.4 shows that we are unable to reject that either pair of
averages or either pair of variances are different at the 5 per cent level of sig-
nificance. Hence, we know that these data show little systematic movement,
but Figure 12.4 shows that large changes take place in the G-trusts. In fact,
no less that 25 per cent of the observations are in excess of 1.8 times the
likely measurement error (of 5 per cent). So, surely there are countries with
big changes in the G-trust.

3.3. A large scale social experiment: The transition
from socialism'®

The period from 1982 to 2000 contains a large social experiment: the col-
lapse of communism in East and Central Europe and the transition to a
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Table 12.4 Pair-wise two-group tests for differences between averages and variances
of the absolute changes, AG, from Table 12.3

Samples Observations Averages Variance
S1 S2 N1 N2 Al <A2 Al=A2 V1<V2 V1=V2
yS y10 71 60 45% 91% 31% 62%
yS y15 71 11 92% 17% 69% 62%
yS y20 71 19 33% 66% 7% 14%
Y10 y15 60 11 91% 17% 77% 47%
Y10 y20 60 19 37% 73% 14% 28%
Y15 y20 11 19 10% 20% 10% 19%
Result should be: <50% <5% <50% <5%
Result is: Mostly Never Mostly Never

Note: Going from sample 1 of the 71 5-year changes to sample 2 of the 60 10-year changes should
increase the average and its variance. The average and variance should further increase when going
from the 71 5-year averages to the 11 15-year averages, etc. The predicted signs normally occur,
but not always.

Western (capitalist/democratic) society. The collapse happened very fast in
1988-1990. It came unpredicted, and it caused a large U-shaped economic
crisis, where the full recuperation has only taken place after 2000 in most of
the countries, and is not even complete yet in some of the transition coun-
tries. It seems reasonable to treat the transition as a large, sudden, exogenous
chock to the system. It is documented rather well in the WVS data, with
two to three observations from 19 countries for waves two to four. However,
there is only one observation from 1982, namely from Hungary, which was
a unique communist country (Figure 12.5).!!

-¢- Life satisfaction
-o G-trust

-5

-10

-15

Path relative to starting point

-30

1982 1990 1995 2000

Figure 12.5 The G-trust and life satisfaction during the transition from communism



340 Generalized Trust: The Macro Perspective

The figure is calculated by taking the (one) change from 1982-1990
and adding the change from 1990 to 1995 (that is for 12 countries), and
finally adding the change from 1995 to 2000 (for 19 countries). So it includes
all the available information, and the last two sections of the curve are rea-
sonably well determined. 1989/90 was the year of the big political collapse
and the starting year of the transition downswing, so it is unfortunate that
the change out of the old system is only indicated by one observation.

It builds trust in the data that the path of the life satisfaction variable is
similar to the one of the G-trust, though the G-trust moves a little less and
turns a little slower. If we take these data to be representative, they show
a large effect on the G-trust of the transition from communism. Also, we
predict that (most of) the return to the previous levels of life satisfaction and
trust will take place in the first decade of the century.

We know only the level of G-trust in one old communist country and in
two Asian communist countries. However, we also have three polls for the
G-trust in Belorussia, which is the ex-communist country that has changed
the least, so perhaps we can assess that the level in the old communist block
in Eastern and Central Europe was between 35 and 40. Thus the fall was
about 30 per cent due to transition that generated a fall of income that
peaked at about 30 per cent in the average country. This suggests a strong
endogenous reaction of G-trust to the economy.

The greatest ‘social experiment’ in our data consequently shows that the
G-trust can have large endogenous movements. Thus we are not able to say
that G-trust is fully primary — perhaps it is not primary at all.

4. The web of connections between the G-trust and
other variables

The research on trust has found several variables that are related to the
G-trust. The five main ones included are, as defined in Table 12.2:

Income or production is (the natural) logarithm to gdp, as explained; LiSa,
high life satisfaction; TI-hc, Transparency International’s honesty/corruption
index, which is scaled from 10 for full honesty to O for full corruption. Here,
only data for the last period are available. Gini is the Gini coefficient (mea-
suring the distribution of income). Here, the data has many gaps, and time
series are not available. As it should be negatively correlated to the G-trust,
the sign has been reversed, and we thus use —Gini. Polity is the Polity index of
democracy/dictatorship. It is scaled from 10 for a perfect democracy to —10
for a perfect dictatorship. An average for the last 10 years is used.

The expected result from Grand Transition theory is that the variables
contain much simultaneity, in the sense that all other variables contribute
somewhat to explaining income, and the income contributes much to
explaining all other variables. However, we hope to find that some variables
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Table 12.5 Correlation matrix — pure cross-country

N=80 G-trust  Income LiSa TI-hc -Gini  Polity
G-trust 1 0.38 0.45 0.49 0.52 0.13
Income, Ln gdp 0.38 1 0.73 0.81 0.33 0.71
LiSa, High Life satisfaction 0.45 0.73 1 0.71 0.07 0.46
TI-hc, index for corruption 0.49 0.81 0.71 1 0.29 0.57
—1 x Gini coefficient 0.52 0.33 0.07 0.29 1 0.25
Polity index, last 10 years 0.13 0.71 0.46 0.57 0.25 1
Average correlation 0.39 0.59 0.48 0.57 0.29 0.42

Note: The bolded variables are significant at the 5 per cent level.

are only indirectly related to income. That is, if A, B and C are used to explain
income, then C is not needed, if C is insignificant when included together
with A and B, and contributes nothing to the R*> when it is adjusted for
degrees of freedom. Even if C is very significant when included without A
and B. In this case we say that A and B encompass C.

4.1. The correlations

Table 12.5 is a correlation matrix between these variables. Due to the scaling
all coefficients of correlation and thus all regression coefficients in Table 12.7
(below) should be positive.

It is satisfactory that all coefficients in the table have the positive sign
predicted, and that only two are insignificant. The least significant is the one
between the Gini and LiSa. This is puzzling, but not central to our argument.
It is much more important for that argument that the correlation between
the G-trust and the Polity index is insignificant.

Income is the variable that is most correlated to all the others, as it should
be by the Grand Transition theory. The variable that has the least correlation
to the others is the Gini. This is not unexpected given the quality of mea-
surement for that variable, and the literature. The second least correlated
coefficient is G-trust, which also has a large measurement problem.

The tools of causality testing demand time series of a considerable length
that depend on the stochastic element in the series. Above, we have demon-
strated that the G-trust has considerable measurement error/short-run insta-
bility, relative to the longer-run movements. As, at most, four observations
are available, it is difficult to establish causality. Many of the cells in the table
have been researched, and some of this research has reached agreement.

4.2. The links to income via growth

By far the most researched connections are the ones to income via growth,
dealt with in Table 12.6. The effects of hundreds of variables on the growth
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Table 12.6 The links to income, the central variable

(1) 2) Correlation Sizein (1) = Comments 2)=>
% of (2) Via to growth (1) GT-
range growth connection pattern

G-trust  Income 0.38 50% Some Social capital is Yes?

a factor of
production

LiSa Income 0.73 70% No? Perhaps a link via Yes

productivity

TI-hc Income 0.81 85% Weaker Weak effect from Yes

TI & investment
> growth

Gini Income 0.33 50% Dubious  Much researched, Yes

but weak results

Polity  Income 0.71 60% Weak Borderline Yes

significant

Note: Column (4) considers the difference between the value of the said index in the poorest
10 per cent and in the richest 10 per cent of the countries relative to the range observed for
the index.

rate have been studied by a range of methods, and large scale attempts have
been made to determine which of these variables have a robust impact.!?
This literature shows that a little more than ten variables have a robust
effect on growth, while another five to ten are borderline robust. None of
our variables are among the robust ones, but a couple are in the borderline
group. These results are helpful when it comes to untangling a pattern such
as the one we consider.

Consider the observation that income and democracy have a correlation
of no less than 0.71. The growth literature tells us that the many attempts
to find an effect of democracy on growth have only led to a weak effect,
see Doucouliagos and Ulubasoglu (2008) for a new meta study covering
the literature. At least ten other effects are stronger, and there is a con-
siderable residual factor. So there is no way the causality from democracy
to income can explain more than a small fraction of the correlation. Thus
the large correlation has to be mainly a GT-effect, i.e. a Grand Transition
effect.

This is only a reduced form conclusion, for there are a number of pos-
sible channels whereby the Grand Transition may lead to democracy. One
may be a pure demand effect saying that the income elasticity of people’s
demand for democracy is larger than one. Another explanation goes via the
vast expansion in education that is associated with the GT, etc. However,
our analysis contains no education variable. This allows us to start with
the causal connections from/to income as drawn on Figures 12.6 and 12.7.



Table 12.7 OLS-regressions between the six variables (N =80)

(1) G-trust (2) Income (3) LiSa
(@) (b) © (@) (b) () (b) ©
Constant 63.90 38.77 40.15 7.73 7.52 -92.61 —-114.01 —43.93
(2.9) (5.9 (6.0) (23.7) (27.7) (—4.0) (=7.0) (-2.2)
(1) G-trust —0.057 0.41 0.47 0.19
(-1.2) 3.4) (4.4) (1.7)
(2) Income —3.34 11.68 14.58 9.57
(-1.2) (4.2) 9.5) 3.7)
(3) LiSa 0.34 0.29 0.32 0.016 0.015
(3.4) 3.2) (4.8) (4.2) (4.0)
(4) -Gini 0.84 0.80 0.80 0.017 0.012 -0.71 -0.74
(5.8) 5.7) 5.7) (2.4) 2.1) (—4.1) (—4.4)
(5) TI-hc 2.01 1.53 0.15 0.14 1.50 1.99
(2.4) (2.0) (4.7) (4.6) (1.6) (1.9)
(6) Polity -0.67 —0.84 0.049 0.054 —0.02
(-2.2) (-3.2) (4.2) 5.0) (=0.1)
R? adj 0.49 0.49 0.43 0.79 0.78 0.64 0.64 0.57

€re



Table 12.7 (Continued)

4) -Gini (5) TI-hc (6) Polity
(@) (b) (© (@) (b) (@) (b) ©
Constant -72.18 —-77.62 —46.13 -11.26 -11.67 —-26.08 —33.57 —32.00
(=5.6) (—8.8) (=23.5) (—4.1) (—6.7) (-3.2) (~7.8) (=7.4)
(1) G-trust 0.37 0.35 0.32 0.035 0.030 —0.09 —-0.06
(85.8) (5.9) (5.4) (2.4) (2.5) (=2.2) (=2.0)
(2) Income 4.39 5.14 1.54 1.64 4.00 4.58 4.20
(2.4) (4.2) (4.7) (6.8) (4.2) (9.0) (8.8)
(3) LiSa —0.26 —0.27 0.021 0.023 —0.002
(—4.1) (—4.4) (1.6) (1.9) (=0.1)
(4) -Gini (=0.4) (1.1)
(=0.4) (1.1)
(5) TI-hc —0.22 0.25
(=0.4) (0.8)
(6) Polity 0.23 0.03
(1.1) (0.8)
R? adj 0.41 0.41 0.26 0.69 0.70 0.50 0.51 0.49

Note: The bolded coefficients are significant at the 5 per cent level. The gray cells are the ones where wrong signs appear.

42%
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Figure 12.7 All causal links between the six variables

Income influences all the other variables, but they do in turn all influence
income a little, as per the theory of the Grand Transition.

4.3. The other links: Regressions looking for encompassing

The next step is then to find the important parts of all the other causal links.
In principle, all boxes may be connected to all others. In order to assess the
causal direction, we should run causality tests on all connections. This is
not possible for most of the links as time series of the necessary length are
not available, so we have just run all the OLS-regressions between the six
variables to obtain an expanded version of Table 12.5.

The regressions are run in two or three versions. Version (a) in Table 12.7
includes all six variables. Version (b) is reached by testing down; that is,
first the least significant of the insignificant variables is deleted, and the
regression is re-run. Then the process is repeated till only significant variables
remain. Version (c) is reached by first deleting variables with wrong signs and
then testing down.
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4.4. Including regional/cultural country groups

Appendix Tables 12.2 and 12.3 re-run Table 12.7 with a set of five regional/
cultural dummies, which are one if the country is in the group and zero oth-
erwise. The five groups are Western, Muslim, Oriental, in TraSoc (in transition
from socialism) and Nordic. The variable name is in italics. Oriental means
Far Eastern, Nordic is the five Nordic/Scandinavian countries.

Once again the sign on the Gini has been reversed, so that all signs in the
table should be positive. Of the 49 signs, only 13 are negative, and of these
five are insignificant. So there are only 8 =4 x 2 problems in the table. And
they are, not surprisingly, 2 x 2 symmetrical, so we shall say that the said
effects are dominated by the other variables. They are: (i) the two coefficients
between G-trust and Polity, and (ii) the two coefficients between the Gini and
LiSa (life satisfaction). These two sets of coefficients were the same two that
had insignificant correlations in Table 12.5. So we conclude that the strong
GT-correlation between all the variables have pulled them into the nega-
tive. This is what happens with high multicollinearity. In some cases it does
matter if the variables with wrong signs are deleted, but in most it does not.

By and large the results are the same for the six variables covered in
Tables 12.7 a and b, but in a few cases something happens. For the G-trust
variable, we see that it is high in the West and in the Orient, and particularly
high in the Nordic countries. Since these countries are the richest and the
most democratic, it has effects on the two variables with wrong signs. The
effect on Polity disappears, but the income effect becomes even more wrong.

The effects on income are almost unchanged, but the effect of the Gini dis-
appears. Here the expected high growth in the Orient and the TranSoc coun-
tries (around the year 2000) appears. The analysis of high life satisfaction,
LiSa, is interesting as a highly significant pattern in the regional/cultural
groups appears. Three groups appear with low life satisfaction: Muslims,
Orientals and, as expected, East and Central Europeans in the transition
countries.

For the Gini it is interesting to note that when the regional/cultural vari-
ables are included, they replace the effect of income, but instead a significant
effect of democracy appears, while the effect of the Gini on Polity is dubious.
On the TI-hc variable, the regional/cultural variables replaced the G-trust, as
West and Nordic become positive while Transition becomes negative. Finally,
for Polity, most of the regional/cultural variables become significant with the
expected signs, but at the same time the income variable becomes even more
significant.

4.5. Summing up: The causal net

Thus we have reached the pattern of causality shown in Figure 12.7. There
are still some uncertain links, which are indicated with a question mark and,
of course, more variables may be included.
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How much can we trust the causal directions indicated? I am fairly con-
fident that the ones on Figure 12.6 are trustworthy. Also the causal links
from the Gini, LiSa and TI-hc to G-trust on Figure 12.7 seem reasonably well
justified.!

However, the two key causal relations in the policy debates on social cap-
ital both end with a question mark on the figure. Thus, they need a separate
section.

5. Two dubious links: Social capital, development
and democracy

Three links to G-trust are indicated to be dubious in Figure 12.7. We shall not
discuss the dubious link between LiSa (high life satisfaction) and the Gini.
The correlation is only 0.07 in Table 12.5 and has the wrong sign in all four
regression tables. Thus it appears that there is no connection between LiSa
and the Gini. This is certainly against the beliefs of most social reformers.

However, the really puzzling and worrying result for the policy discussions
about social capital is that the two-times two links between the G-trust and
income on the one side and between G-trust and Polity both appear weak and
dubious in the analysis.

5.1. The links between the G-trust and income

We expect to find a positive connection between income and G-trust, and the
correlation is 0.38 in Table 12.5 - also, it looks convincing in Figure 12.1.
There is no doubt that the two variables are connected. However, the
income/G-trust coefficients in all four regression tables have the wrong sign
and some are even significant. Thus we have to conclude that the con-
nections are indirect and more of a general GT-nature than due to direct
causality. Let us look at each link.

The causality: G-trust & income.'* A substantial literature from Putnam
et al. (1993), Dasgupta and Seargeldin (2000) and, in particular, Grootaert
and Bastelaer (2002) argues that social capital plays a role for development.
It is easy to argue that social capital is a factor of production. Social capital —
certainly trust — makes transactions faster and cheaper, it reduces monitoring
costs, etc.

Above, Thesis 2 and Thesis 3 claim that G-trust is the primary factor that
explains development. This should give a clear causal link from the G-trust
to income, but our finding is that the link is encompassed by other links.
It must mean that the causal link operates through other variables. Thus, it
is difficult to believe that social capital is the primary factor for development
we are all looking for. It rather appears as another endogenous factor in the
complex causal net of the Grand Transition. However, this does not mean
that it is not an important variable to study.
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The causality: income & G-trust. Here it appears that the link goes via other
variables, and has a typical GT-effect. It is interesting that the link goes via
two seemingly independent variables, the Gini and LiSa, so that income >
Gini & G-trust and income & LiSa & G-trust. As the two intermediate variables
are independent, we are dealing with a complex web where the influence of
additional variables is likely to be involved.

5.2. The links between the G-trust and Polity, the degree
of democracy

We then turn to the links between G-trust and Polity. Here the correlation is
only 0.13 in Table 12.5, and Figure 12.8 shows a picture corresponding to
Figures 12.1 and 12.2. It looks much less convincing. Also, it is strange that
the line through Other countries has a negative slope, while the line through
all points (not included) has almost the same slope, but positive. Neither
slope is significant. Also, the Polity/G-trust coefficients in all four regression
tables have wrong signs and some are significant.

The causality: G-trust & Polity. A considerable literature discusses social
capital as an important prerequisite for democracy, in particular see Deth
et al. (2002). Also, many development aid agencies argue that it is important
for development to build civic society and social capital. Thus we expect a
positive link from Polity to G-trust. Our findings suggest that this link must
be indirect and weak.

The causality: Polity & G-trust. It is one of the cornerstones in the argument
in Putnam et al. (1993) that the difference in social capital in the north and
south of Italy is due to the political history of the two parts of the coun-
try in the previous 500 years. Especially the dictatorship in the kingdom of
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the two Sicilies in the south prevented the development of social capital,
while the north of Italy had a complex set of regimes that were often less
oppressive, and hence permitted the building of social capital.

This idea has been developed in Paldam and Svendsen (2000, 2002) to
explain the difference between West and East Europe, due to the demo-
cratic history of the West and the communist dictatorship in the East. This
led to the dictatorship theory of social capital: that dictatorial regimes fear
voluntary cooperation between their citizens and thus try to bring such
cooperation under the control of the political system. Also, it is well known
that many dictators use fear as a deliberate instrument.

Thus, T expected to find a clear connection from Polity to G-trust. How-
ever, this did not work." Part of the reason may be that the transition from
communism in East and Central Europe was associated with a rather large
depression, a chaotic period of rent grabbing, and a wave of high inflation
that caused a large drop in life satisfaction. So perhaps something may still
appear in a longer perspective.

6. Conclusion: The trust transition

This chapter is a mixture of a survey and a basic exposition of the macro
data on generalized trust, G-trust. It covers only one of the main series used
to measure social capital. However, a great deal of data has been collected
on this variable. The chapter has looked at the dynamics of the measured
G-trusts, and at its relation to five other series.

The organizing framework is the theory/empirics of the Grand Transition,
which sees the process of development as a broad transition of all socio-
political and economic variables in society. All these transitions add up to
the Grand Transition. It is not helpful to say that everything depends on
everything else, so the literature on development has searched for the key to
development: something that is primary to all other factors. Since Putnam
et al. (1993) it has been frequently claimed that social capital is that key.

It is clear from the results in the chapter that the data show a transition
from low trust in poor societies to high trust in rich societies. Thus, there is
a transition of trust. The chapter discusses how the transition of trust relates
to development.

The chapter demonstrates that the measures of G-trust have a considerable
element of measurement error, and though it normally changes slowly it
does change enough so that it is perfectly possible that the trust transition
is fully endogenous. Thus, the Putnam claim that social capital is a deep
constant in society and hence primary does not appear to hold as regards
the G-trusts.

In the analysis of the relation between generalized trust and other vari-
ables, a number of connections were found strongly significant. The main
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variables that appear to be causal to social capital are the Gini and LiSa
(high life satisfaction), but corruption also matters. My interpretation of the
literature (including my own research) is that these variables all have income
as a key causal factor. Thus it is clear that G-frust enters into the complex.

So whereas G-trust is an interesting variable that plays a role in the Grand
Transition, it is hardly the key causal factor for the transition.
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Appendix Table 12.1 All G-trusts in the World Values Survey — first four waves

Country 1982 1990 1995 2000 Country 1982 1990 1995 2000

1 Albania 27.0 24.4 23 El Salvador 14.6
2 Algeria 11.2 24 Estonia 27.6 21.5 23.5
3 Argentina 26.1 23.3 17.6 15.9 25 Finland 62.7 48.8 57.4
4 Armenia 24.7 26 France 24.8 22.8 21.4

5 Australia 48.2 40.1 27 Georgia 18.7
6 Austria 31.8 33.4 28 Germany 32.3 32.9 33.3 37.5
7 Azerbaijan 20.5 29  Greece 23.7
8 Bangladesh 20.9 23.5 30 Hungary 33.6 24.6 22.7 22.4
9 Belarus 25.5 24.1 41.9 31 Iceland 39.8 43.6 41.1
10 Belgium 29.2 33.5 29.2 32 India 354 37.9 41.0
11 Bosnia 28.3 15.8 33 Indonesia 51.6
12 Brazil 6.5 2.8 34 [Iran 65.4
13 Bulgaria 30.4 28.6 26.8 35 TIraq 47.6
14 Canada 48.5 53.1 37.0 36 Ireland 41.1 47.4 36.0
15 Chile 22.7 214 23.0 37 Israel 23.5
16 China 60.3 52.3 54.5 38 Italy 26.8 353 32.6
17 Colombia 10.8 39 Japan 41.5 41.7 42.3 43.1
18 Croatia 25.1 20.5 40 Jordan 27.7
19 Czech Re 27.4 28.5 24.6 41 Korea S 38.0 34.2 30.3 27.3
20 Denmark 52.7 57.7 66.5 42 Kyrgyzstan 16.7
21 Dominican Re 26.5 43 Latvia 19.8 24.7 17.1
22  Egypt 37.9 44 Lithuania 30.8 21.9 25.9
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Appendix Table 12.1 (Continued)

Country 1982 1990 1995 2000 Country 1982 1990 1995 2000
45 Luxemburg 24.8 66 Slovakia 22.0 27.0 15.9
46 Macedonia 8.2 13.7 67 Slovenia 17.4 15.5 21.7
47 Malta 10.1 23.8 20.8 68 South Africa 29.1 15.9 13.1
48 Mexico 33.5 31.2 21.8 69 Spain 35.1 34.2 29.7 36.3
49 Moldova 22.2 14.6 70 Sweden 56.7 66.1 59.7 66.3
50 Morocco 22.8 71 Switzerland 42.6 37.0
51 Netherlands 44.8 53.5 60.1 72 Taiwan 38.2
52 New Zealand 49.1 73 Tanzania 8.1
53 Nigeria 23.2 17.3 25.6 74 Turkey 10.1 5.5 16.0
54 Norway 60.9 65.1 65.3 75 Uganda 7.8
55 Pakistan 18.8 30.8 76 UK 43.1 43.7 29.6 28.9
56 Peru 5.0 10.7 77 UkKraine 31.0 27.8
57 Philippines 5.5 8.6 78 Ulster 44.0 43.6 39.5
58 Poland 31.8 17.9 18.4 79 Uruguay 21.6
59 Portugal 21.7 12.3 80 USA 40.5 51.1 35.9 36.3
60 Puerto Rico 6.0 22.6 81 Venezuela 13.8 15.9
61 Romania 16.1 18.7 10.1 82 Vietnam 41.1
62 Russia 37.5 23.9 24.0 83 Zimbabwe 11.2
63 Saudi Arabia 53.0 Number 21 43 54 70
64 Serbia 302 258 Average 38.9 34.8 25.8 284
65 Singapore 14.7 Standard deviation 11.5 14.5 13.2 14.7

Note: Every poll in the WVS includes this item. The list thus also covers the 188 pools of the WVS data set.
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Appendix Table 12.2 OLS-regressions with regional/cultural dummies (N = 80)

(1) G-trust (2) Income (3) LiSa
(@) (b) (©) (a) (b) (@) (b) (©
Constant 56.90 66.39 33.57 6.85 6.39 -88.01 -85.99 -35.65
(2.6) (3.9) (5.6) (17.3) (31.1) (-3.8) (—4.3) (—2.6)
Western 10.06 8.40 0.27 5.71
(2.1) (2.1) (1.4) (1.1)
Muslim 6.34 0.44 0.42 -12.45 -14.67 -14.32
(1.3) (2.2) (2.3) (-2.3) (-3.0) (-3.0)
Orient 15.75 15.55 11.94 0.73 0.60 -9.93 -13.38 -8.60
3.3) 3.9) 3.2) (4.0) 3.9) (-1.8) (=3.0) (—2.0)
Transition 491 0.40 0.40 -10.20 -12.28 -15.20
(1.2) (2.7) (3.2) (—2.4) (=3.6) (—4.9)
Nordic 17.47 18.03 19.56 —0.30 -0.39 6.25
(3.5) 3.9) (4.2) (-1.4) (=2.2) (1.1)
(1) G-trust —0.01 0.32 0.39 0.31
(—1.4) (2.5) (3.8) (3.3)
(2) Income —4.31 —4.19 14.40 14.32 10.09
(—1.4) (=2.1) (5.1) (7.0) (6.4)
(3) LiSa 0.26 0.25 0.23 0.019 0.019
2.5) (2.5) 3.6) (5.1) 5.4)
(4) -Gini 0.42 0.54 0.55 0.0065 —0.48 -0.38
(2.4) (3.6) (4.2) (0.9) (=2.4) (=2.1)
(5) TI-hc 0.79 0.16 0.18 -0.73
(0.9) (4.9) (6.3) (—0.7)
(6) Polity -0.21 0.065 0.071 -0.73 -0.74
(—0.6) (5.9) (6.9) (—2.0) (-2.1)
R? adj 0.59 0.58 0.56 0.84 0.83 0.71 0.71 0.67

Note: Corresponds to top half of Table 12.7.
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Appendix Table 12.3 OLS-regressions with regional/cultural dummies (N = 80)

(4) -Gini (5) TI-hc (6) Polity
(@) (b) © (@) (b) (@) (b) (©)
Constant ~55.49 —44.54 -5241 ~10.09 -7.91 —28.67 -31.86 —24.52
(—4.2) (-13.2) (—26.2) (=3.7) (—4.5) (=3.8) (=7.2) (—4.0)
Western 10.45 10.75 8.54 1.35 1.38 ~1.11 ~2.82
(3.6) (4.3) (3.4) 2.2) (3.1) (—0.6) (-1.8)
Muslim 8.25 9.07 10.56 ~0.46 ~5.82 ~5.07 ~5.27
(2.6) (3.1) (3.6) (~0.7) (=3.5) (=3.3) (-3.2)
Orient 4.95 6.11 4.92 —0.25 ~6.69 —6.44 ~7.17
(1.5) (2.2) (1.8) (—0.4) (—4.1) (=5.0) (~4.8)
Transition 9.98 10.82 12.31 ~0.82 ~0.71 ~3.41 —2.23 ~2.62
(4.4) (5.2) (6.2) (~1.6) (=2.0) (=2.5) (-2.1) (~2.0)
Nordic 6.50 5.88 1.64 1.75 0.85
(1.9) (1.8) 2.5) 3.3) (0.4)
(1) G-trust 0.17 0.16 0.20 0.013 ~0.027
(2.4) (2.3) (3.2) (0.9) (=0.6)
(2) Income 1.70 1.65 1.42 5.21 4.99 4.14
0.9) (4.9) (6.9) (5.9) (8.4) (6.6)
3) LiSa ~0.16 ~0.14 ~0.010 —0.08 ~0.10
(—2.4) (=2.5) (=0.7) (=2.0) (=2.9)
(4) -Gini ~0.02 0.10 0.11
(=0.6) (1.5) (1.9)
(5) Tl-he —0.38 —0.26
(=0.6) (—0.8)
(6) Polity 0.31 0.41 0.39 —0.03
(1.5) (2.6) (2.4) (~0.8)
R? adj 0.55 0.56 0.52 0.76 0.77 0.63 0.64 0.61

Note: Corresponds to bottom half of Table 12.7.
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Notes

1.

2.

10.
11.

12.

13.

14.

15.

See Fukuyama (1995). The present chapter does not discuss the definitions of
social capital, see Paldam (2000).

For easy replicability the WV-survey data are used throughout this chapter. The
data are documented in Inglehart et al. (1998, 2004). I used the full data set as
available from http://www.worldvaluessurvey.org.

. Some other authors claim that the reverse causality dominates, see e.g.

Lambsdorff (2007). People who have worked with these things have not yet
managed to agree on the causal structure explaining the strong correlation.

. See Paldam and Gundlach (2008) for a discussion of GT-theory, and the relation

between this theory and the main alternative, the Primacy of Institutions theory.

. We do not observe convergence in cross-country samples because countries are at

very different stages in the GT.

. Putnam’s definition of social capital is network density, though he discusses its

relation to trust. Thesis 3 is defended in Helliwell and Putnam (1995).

. I'should state that this is the standard interpretation of Putman’s book, and that

it does not speak of G-trust, but of network density. Also, Putnam (2000) describes
a large fall in social capital in the US over a couple of decades.

. Consequently, Putnam’s claim encompasses the primacy of institutions hypothesis

claim by Acemoglu, Johnson and Robinson (see 2005).

. The argument contradicts the results cited in Uslaner (2002) and Bjgrnskov (2009)

arguing the trust is primary.

This subsection uses the term transition for the transition from socialism.
Hungary was the communist country that was allowed the most market institu-
tions and the most contacts with the West; it also had a relatively easy transition
to a market system.

See Doppelhofer, Miller and Sala-i-Martin (2004) and Sturm and Haan (200S).
The significant coefficient to the Gini is common in this research, see e.g. Uslaner
(2004) and Leigh (2006).

See also Berggren, Elinder and Jordahl (2007) for a study of the robustness of the
relation.

An alternative way to study this connection is to analyze the relation between
G-trust and economic freedom directly, as done by Berggren and Jordahl (2006),
who do find considerable correlation.
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The Local Path to Sustainable
Development: Social Capital
in Naples

Raffaella Nanetti, Robert Leonardi and Catalina Holguin

1. Introduction: a changed context

When the analyses and conclusions which now inform this chapter were first
presented as preliminary findings of an ongoing research project in 2007!
the world was a very different place indeed than it is today. Yet, the intro-
duction to the 2007 paper is still valid in the way in which it profiled the
transformative trends of the world economy over the previous two decades
and, at the same time, cautioned about them. Thus, it was pointed out, that
driven by accelerating technological and communication innovations the
rapidity and scale of economic development and social change around the
world had been and still were astounding. Developed as well as develop-
ing countries were profoundly affected, as their economies and cities were
pulled directly into multiple and denser networks of external relationships
which defined this phase of globalization, fuelled by its aim of achieving
ever higher levels of growth (Lechner and Boli 2004; Sassen 1998; Streeten
2001; Taylor 2006). Only marginalized countries, it was said, were left par-
tially unscathed by this process of change, although they too often had to
pay a high cost of dependency, particularly in terms of increased outflows of
human capital and natural resources toward the world’s core areas (Brecher
and Costello 1994; Clark 1996; Przeworski 1992; Smith 1984).

The introduction underlined how, in those two decades, the policy
paradigm of growth had overtaken the paradigm of development in most of
the world, the People’s Republic of China being the exemplary and macro-
scopic example. However, the paper warned that the territorial significance
and sustainability of gains made by those advanced countries where more
comprehensive development policies had been adopted were also threatened
by change. Competition principles and economic forces hetero-directed and
controlled were seen as profoundly influencing the future prosperity and
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cohesiveness of developed countries, more than ever before, so that no eco-
nomic and social gains could be considered permanent. Rather, countries’
improvements in their safety nets and increases in their stocks of ‘public
goods’ were under threat, while domestic policies to counter the trend were
limited in their impact.

Two years later, in 2009, no lesser contextual change than a worldwide
economic crisis of great proportion has abruptly materialized, one which in
its causes is compared by many to the Great Depression. It started in the
core countries, the United States first, with the unravelling of their financial
sector, which had prospered to oversized proportions through the creation
and sale of mortgage-backed securities, facilitated by the loosening of regu-
lations and controls over capital mobility. From them, the financial crisis —
and related credit crunch — has expanded to the rest of the world’s financial
system and then, very rapidly, to the world’s ‘real economy’, where it has
devastated the construction, car manufacturing and consumer products
industries, causing the loss of millions of jobs and escalating unemployment.
As we write, this has forced many governments into action, borrowing heav-
ily to fund ‘stimulus’ packages which can inject capital into their stalled
and shrinking economies and hoping that the downward spiral can thus be
reversed. No movement, so far, has been observed in the realm of adopt-
ing elements of a new international system of governance for the world’s
economy, save for the stated acknowledgement by several national lead-
ers that countries’ cooperation and financial market regulation are priority
principles.

An implication of the world economic crisis is the compelling reflection
which it requires on two levels: ethics and policy responses. On the level
of ethics, many ask who are those to carry the moral responsibility for
this crisis and how should their behavior change? Were they the politi-
cians who pushed through neoliberal tenets of deregulation, bankers who
devised risky financial products, financial institutions operating on maxi-
mum short-term rewards, investors eager to accrue such gains, regulators
who failed to regulate, consumers who took on too much debt? On the
policy response level of the debate, it is asked: what are the macro and
micro policies that need to be put in place to begin to counter the crisis?
What makes development sustainable rather than haphazard and waste-
ful? The content of this book could not be more important and timely,
in terms of the contribution it provides to both aspects of the ongoing
debate.

The essence of our chapter is to concentrate on a policy path to sustainable
development that incorporates a clear ethical dimension provided by the
community orientation proper of the concept of social capital. To this
end, we begin with a discussion of the changing policy paradigm in the
developed countries, as they have been moving from ‘growth’-based poli-
cies to ‘development’-based policies. In the pre-crisis period, this move



360 The Local Path to Sustainable Development

meant to face up to the challenge that globalization posed to their pros-
perity, while in the current crisis they are challenged to prove the validity
of their sustainable paths to development. We then focus on the concept
of social capital, revisiting and updating the debate on it, most of all on
the relationship between an engaged civil society and its institutions, and
ultimately drawing out the nexus between social capital and development
outcomes.

Central to this discussion is the ‘how’ question, that is which strategies
are apt to promote the increase in the stock of social capital in a particular
community and yield sustainable development outcomes. Our work focuses
on this very issue by introducing a significant example of a social capital
building strategy aimed at development, through the case study of the multi-
year, integrated development program in Naples’ peripheral neighborhood
of Pianura. The experimental program, co-financed by the city of Naples
and the European Commission, has been empirically monitored through-
out the period and its development outcomes have been measured, together
with the variations in the levels of social capital in Pianura and the city
at large. The empirical evidence shows the ignition of a process of mean-
ingful civic society participation in planning, a responsive learning curve
impacting on institutional performance, and a social climate more suitable
to private investments.

2. The paradigm of sustainable development

The process of worldwide profound economic and social transformation,
which the relevant literature of the last few decades has identified as a new
historical wave of globalization,? is underpinned by a neoliberal economic
philosophy that translates into principles of free-trade, capital mobility, fis-
cal discipline and decreased role for the state, a reduced role of fiscal policy,
and reliance on monetary policy to control inflation. Conceptually first and
then widely adopted, the free-trade model erupted onto the world scene in
the 1980s, prompted by the urgency to find a new and effective path to
growth. It follows that the free-trade model is predicated on the objective
of generating higher levels of growth for countries, which in turn would or
could trickle down and diffuse throughout their sub-national territorial com-
munities and social groups (Carnoy 1993; Castells 1993; Peet and Hartwick
1999; Przeworski 1992). Therefore, the model is not directly concerned with
issues of growth distribution, so that in this as well as other regards, it
supplants the Keynesian economic model of the post-war period, which is
associated with the creation of welfare state policies and with principles of
cohesion, particularly in the developed countries of Western Europe.

One response around the world to the advance of this wave of globaliza-
tion has been to give way to the emergence of multi-state regional economic
blocs, adopting common rules in trading with the rest of the world and
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similar principles in pursuing growth. Beyond NAFTA, ASEAN, MERCOSUR
and the European Union (EU), the phenomenon of regional aggregative
blocs has been expanding to Africa and other parts of Latin America. But,
while this institutional behavioral response appears to be the same in its
prompting, it is instead significantly different in terms of the content of
the policies adopted by different blocs. We have argued forcefully (Leonardi
2005; Leonardi and Nanetti 2008; Nanetti and Leonardi 2002) that the case
of the European Union is most significant in this regard, because it is the
only regional bloc that has been creating an alternative model, focused
on ‘development’, to the free-trade model, focused on ‘growth’, that has
prevailed elsewhere.?

In contrast to growth, which is measured by aggregate wealth creation,
development is a complex, multidimensional concept that has come onto its
own in the last couple of decades,* and has profoundly impacted our under-
standing of people’s quality of life, of what private behaviors contribute to it,
and of what public policies are necessary to insure it and maintain it (Nanetti
1988; Woolcock 1998; World Bank 2002). Since the 1990s particularly there
has been a significant shift by the major international development orga-
nizations in their approach to the reduction of poverty and the pursuit of
growth, moving toward more comprehensive strategies, which incorporate
human resources development policies and the recognition of the impor-
tance of communities, institutions and social relations.® Distilling from the
growing development literature, we articulate the following definition of the
concept (Leonardi and Nanetti 2008). Development is:

e Dolitically a project, underpinned by its own policy commitment, as much
as growth creation is a political project;

e Territorially significant, in that it seeks to add value and not consume the
environmental assets of a territory;

e Generationally important, since it aims for longitudinal sustainability;

e Territorially specific, because it acknowledges that every territory (locus)
has its own significant and multiple assets to build upon, in the pursuit
of improved living conditions;

e Comprehensively targeted, in that it draws on human, cultural, natural,
historical and economic-financial assets;

Longitudinally pursued, for it is a process unfolding through time;

e Normatively guided, by principles and rules to insure convergence of
private and public efforts;

e Individually accepted, as the vision of development is to be shared by
citizens;

e Socially inclusive, in that it pursues the improvement in the living
conditions of all people across the territory;

e Socially acted upon, because the project of development is to be con-
tributed to by organized social actors.
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3. Social capital in development: concepts and strategies

Social capital is a concept that has emerged in the social science litera-
ture in a powerful manner over the last couple of decades. On the heels of
Coleman’s classic conceptual piece (Coleman 1988) and of Putnam, Leonardi
and Nanetti’s empirical and longitudinal study that extracted and opera-
tionalized the notion of social capital as a collective asset (Putnam et al.
1993), significant theoretical and methodological work has been done on
the refining of the concept and the selection of indicators and measures, as
well as comparative work to measure the levels of social capital in differ-
ent territorial contexts (Inkeles 2000; Lyberaki and Paraskevopoulos 2002;
Narayan and Cassidy 2001; Paraskevopolous et al. 2006). Nevertheless, no
other longitudinal study has been carried out to challenge the key find-
ings of the Italian study, whereby social capital was empirically uncovered.
In relation to the investigation of ‘institutional performance’, social capital
was found to have three necessary dimensions that enhance the efficiency
of society because they facilitate coordinated action, increase its impact
on policy, and produce relevant outcomes and public ‘goods’ (Leonardi
1995).6

Diffused social trust is the dimension of social capital that expresses the
widespread and mutual confidence in others, on the part of people not
related by family ties. Therefore, diffused social trust, when present, is
evidenced across different spheres of people’s lives, in multiple societal rela-
tionships such as those among neighbors, between vendors and customers,
between the electorate and politicians, or between students and teachers.

Solidarity norms of reciprocity are the dimension of social capital underlin-
ing the extent to which, within a society, normative principles of equality
and fairness are valued, rooted and shared by the members. When solidarity
norms prevail, they underpin an inclusive and common vision of societal
improvement benefiting all, and balance an individualistic set of norms that
are also present in society.

Engaged associational behavior is the dimension of social capital that estab-
lishes the capacity of people to act in a concerted fashion in the public realm,
on the basis of the solidarity norms that they share as members of that
society. When social and civic engagement occurs in society, it facilitates
the formulation and adoption of policies in pursuit of a common vision of
development.

All three dimensions are conditio sine qua non for sustained institutional
performance, including public policy formulation and implementation in
support of private investment. The existence of social networks, attitudes
of reciprocity, solidarity and cooperation reinforce the efficiency of markets
and contribute to the improvement of institutional performance, ultimately
leading to higher economic and social development. Within the fields of
development planning and public policy particularly, studies conducted in
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both rural and urban settings concur in the view that developed countries
and regions benefit from higher levels of social capital as a collective asset
than underdeveloped areas of the world (Bebbington 1997; Grootaert 1998,
1999; Narayan 1999).

A key question asked in policy and academic circles, since the concept of
social capital has entered the policy-making arena with force, has been ‘how
to build it’, when and where social capital is in short supply (Ostrom 1996;
Gittel and Vidal 1998; Nanetti and Leonardi 2002). The debate on social capi-
tal generation has seen the prevalence in the development and public policy
fields of the thesis that social capital stocks are not pre-determined by the
communities’ history but can be augmented by inclusive public policies and
a participatory governance style (Harding 2005; John 2001; Skocpol 1995,
1996; Woolcock and Narayan 2000). Ultimately, how to generate social cap-
ital in different communities is also an empirical question, whose answer, or
more appropriately answers, are to be found through empirical trial and error
approaches.

Conceptually, we have articulated a preliminary taxonomy of ‘social cap-
ital building strategies’, focusing on the element of leadership and drawing
from our own work as well as from the literature’ to identify different sources
of strategic initiative, modalities of action and continuity of commitment
which may be effective in different communities:

e Institutional/political leadership: examples range from ‘trust building mea-
sures’ in the Middle East, to project-based trust building measures in
Pianura, Naples.

e Religious leadership: examples include interfaith communication initia-
tives and the essential role of parishes in civic engagement in Pianura,
Naples.

e Secular/civil society leadership: examples are partnerships between the Soros
Foundation and local NGOs in the Balkans, and trade unions’ and parents
associations’ role in Pianura, Naples.

e Economic/institutional leadership: examples include ‘economic capacity
building’ projects by the sustainable development unit of the World Bank
in Kosovo and East Timor, and project building capacity in Borgo Orefici,
Naples.

4. The local path to sustainable development: Naples’ social
capital building strategy in Pianura

The EU and development planning in Naples

The 1988 reform of the European Community’s Structural Funds culminated
a long period of gestation, characterized by trial and error experimentation
with development approaches that dated back to the creation in 1975 of
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the principal fund, the European Regional Development Fund. Adopting the
principle of geographically targeting development resources where they are
mostly needed,® the reform placed at its center the newly defined concept
of ‘integrated development’. It was a multidimensional notion, based on the
interconnection between its economic and social defining elements, which
was to substitute what previously had been a sectoral approach to devel-
opment. Therefore, the goals and objectives of any Commission-sponsored
development program had to be mutually reinforcing across sectors to cre-
ate synergies of impact, and had to avoid working at cross purposes from
one sector to another. Operationally, it followed that such objectives would
yield a program of integrated measures, whereby the ‘outputs’ of one mea-
sure would contribute to more than one development outcome. The reform
also provided the basis for a new, integrated approach to funding, so that the
three Structural Funds could contribute to the whole of the program budget,
rather than to isolated parts.

Likewise, the reform changed the temporal horizon of development plan-
ning, moving it from a short- to a medium-term perspective, by adopting plan-
ning cycles stretching over several years, the current one being 2007-2013.
The change in time perspective of the planning programs was accompanied
by a redefinition of who should be involved in decision-making and imple-
mentation. An increase in the number of participants became mandatory,
together with partnerships cutting across vertical institutional boundaries
and sectoral boundaries, which traditionally had separated the public insti-
tutional and the private sector spheres. In this manner, the principle was
established that a partnership between the public and private spheres had
to be encouraged in EU-funded programs. Wherever possible, this principle
extended to the private sector sharing in the responsibility of contribut-
ing to the overall development budget, thereby building further on the
principle of ‘additionality’, which had already required the co-financing
of EU programs on the part of national and sub-national governments.
Finally, the reform incorporated into the development planning process
the ‘accountability of impact’ principle, by mandating both ex ante and
ex post evaluations in addition to the monitoring of the implementation
of measures (Nanetti 1990).

In Italy, the 1988 reform provided new development opportunities, par-
ticularly for the country’s less developed — or Objective 1 — areas: the regions
and cities of the south. The two main funding sources for regional and
local government programs were those provided by the 5-year development
plans of the Community Support Frameworks (CSF) and the Commission’s
Community Initiatives based on the Article 10 provisions of the reform,
designed to stimulate networking among local and regional governments
across national borders. The first development cycle, 1989-1993, was not
satisfactorily implemented in Italy. The country’s Objective 1 regions were
ranked last in the EU in being able to spend development funds according
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to the provisions set out in the national CSF and regional ‘operational
programs’. In the second cycle, 1994-1999, an additional opportunity was
provided to the three large cities in the south, in the form of a ‘global
funding initiative’. These cities — Naples, Palermo and Catania — are those
where significant social and economic problems were manifest in the con-
text of particularly severe conditions of urban decay and social exclusion.
The mechanism envisioned by the global funding initiative was to be an
innovative program of sectorally integrated investments, financed through
a co-financing scheme developed by the city, national authorities and the
Commission. Afforded the opportunity, the eligible cities had to come up
with and propose a convincing approach that would spark the ignition
of a cycle of development, thus reversing in time long-standing negative
socio-economic trends (Nanetti and Leonardi 1997).

The strategy of social capital formation

In 1996, the mayor of Naples took the initiative to seize the opportunity
provided by the Commission.’ The strategic concept put forward by the
city was that of sustainable and endogenous development activated and main-
tained by the formation and accumulation of social capital. What distinguished
the development proposal that ensued, was its deliberate attempt to use the
city planning process not just to include existing groups — as in the mod-
els of ‘advocacy’, ‘participatory’ and, currently, ‘stakeholder’ planning® -
but to initiate the creation of new groups, to set the premises for their sus-
tained cooperative behavior and to secure their continued involvement in
development planning to produce both public and private goods.

We define this cycle of expected results of the experimentation in Naples
as ‘social capital formation’. The development planning process entailed
repeated iterations of such ‘virtuous cycle’. Conceptually, the cycle in Naples
began with the mayor as the initiator and the Commission as an exter-
nal agent. The mayor made the political investment into the concept of
sustainable development and shared with the Commission the initial com-
mitment of resources. In the community selected, existing groups were
approached; their number at the beginning was limited. The existing groups
were involved in the planning process through the preparation of the devel-
opment proposal, according to the principles mandated by the Commission.

The broad-based scope of the planning process is to nurture and attract
others, whose interests are solicited by the prospects of the specific pro-
posal, as well as by the feasibility of further development opportunities when
a track record of accomplishments is established. As a result, new groups
emerge and new cooperative attitudes and behavior are induced because no
part of the development program is operable without inter-group coopera-
tion. The implementation of the program produces public and private goods,
while the accountability that the participants share with the mayor feeds
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back to the city in terms of new inputs to begin a new iteration. In the
second iteration, the number of ‘existing groups’ is expected to be larger and
the ‘production of public goods’ expands to incorporate the ‘production and
maintenance of goods’ function; the process continues over the life of the
program and well beyond.

The Pianura neighborhood development Program

The site chosen in 1996 for the experimental program was Pianura, one of
Naples 20 ‘quartieri’’ (neighborhoods), located in the north-western periph-
ery of the city. Four principal reasons led to the selection of Pianura, the first
two of which encapsulate the logic of development planning based on the
assessment of local needs, assets and potentials. Pianura was a particularly
deprived neighborhood: in fact, it was the one with the highest incidence
of illegal housing and a related deficit of public infrastructure and services.
It typified the essence of the ‘dormitory’ community, suffering from prob-
lems of social exclusion, unemployment and the impact of organized crime
(‘camorra’).

Yet, Pianura was also a neighborhood with potential for economic and
social improvement, which could be realized by building on its relatively sta-
ble base of young families, its endowment of naturally precious hillside areas
and volcanic craters, its institutional past as an autonomous commune,'?
and, moreover, its location near the Bagnoli area, which was scheduled for
massive re-development, from the status of ‘brownfield’ into a service and
tourism hub.

The other two reasons for choosing Pianura responded to the Commis-
sion’s and the mayor’s political logic of searching for complementarity and
synergy, rather than overlap, in development planning efforts. From local-
ity (‘frazione’) of less than 10,000 people in 1951, Pianura had accounted
for over 60,000 residents in the 2001 census (and up to 80,000 accord-
ing to unofficial counts). Demographic growth over the decades has been
spurred by immigration flows first from the provinces around Naples, then
by out-migration from the historical center, which had accelerated after the
earthquake of 1980. Young families were attracted to Pianura by the rela-
tively low cost of its mostly high density housing stock, much of it built
without permits (‘edilizia abusiva’) by speculators and ‘camorra’. Estimates
in the mid 1990s put the stock of illegal housing at around five/sixth of the
total, a phenomenon with its accompanied illegal electrical and sewer con-
nections to systems unable to sustain the load. More recently, immigration
into Pianura has been fuelled by illegal migrants from Africa and Eastern
Europe.

This type of unchecked residential growth has not spawned economic
growth in Pianura. Unemployment levels in 1996 were high, and penal-
ized severely women and youth, thus accounting for the low numbers of
the active population statistics. The neighborhood still reflected its recent
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past of agricultural community with some people employed in agriculture
and several more producing quality products for their own consumption,
products (for example, honey) which had the potential of being marketed
externally. Jobs in industry and services in Pianura were scarce, so that the
majority of its residents who worked in these sectors were employed out-
side the community. Yet educational levels in Pianura were higher than in
other peripheral neighborhoods, and private elementary schools and middle
schools were numerous. Because of these assets, Pianura was spared the prob-
lem of overcrowded schools and of the double school shifts which plagued
other areas of the city. Not unexpectedly, school attendance was higher than
in other neighborhoods.

The impetuous residential growth had created a shapeless and amorphous
dormitory community, so atypical of traditional Italian settlements of the
past that it even lacked a market area and a public square. Indeed, many of
the ‘public goods’ normally expected in an urban community of the 1990s
were absent in Pianura. The neighborhood lacked a health care facility, a
high school and a fire station. Its endowment of sport facilities was limited
to vacant lots and a few private gyms, and its potentially large acreage of
green public space was not developed as parkland or recreation space.

The Pianura neighborhood development Program (Comune di Napoli
1996) set out to reverse these conditions by designing a set of inte-
grated measures’® to maximize their economic impact in terms of new
economic activities generated, while at the same time creating public
goods and increasing the neighborhood’s endowment of social capital. The
technical content of the Program covered five interrelated sub-programs —
transport, environmental safety, community services, production and com-
mercial activities, and the mandated evaluation — constructed around nine
operational measures.'*

To the eye of the visitor, the physical isolation and the lack of perceptible
visual identity of Pianura were astounding. This situation called for measures
to improve the accessibility to and around the neighborhood, by means of
mass transit as well as by automobile. The continuous problems of street
flooding and hillside soil erosion required urgent intervention to repair the
existing sewer system and to prevent further erosion of the hillside. This,
in turn, would justify the undertaking of measures to expand, among oth-
ers, an industrial park for artisan enterprises, create a market hall, a parking
area, a health clinic, and a pedestrian walk of green and sport spaces out of
vacant land present in the community, much of which was publicly owned.
The quality of life in Pianura and the sense of place identity of its residents
would also be strengthened by the creation of a metropolitan park in the
Pisani area, partly to be reserved for open space and partly equipped with an
18-hole golf course and other open air sports facilities, on the site of what
had been an illegal dump. Underlining all these efforts in the Program was
the promotion of economic activities in the form, for example, of new and
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expanded artisan shops, service cooperatives to manage sports facilities, new
producers of value-added agricultural products, and new medical and other
professional facilities.

The logic of the Program was to work with operational measures which
would be mutually interactive so that each measure would contribute to the
fulfillment of one or more of the Program’s objectives. Thus, for example,
the objective to improve the health services in Pianura was to be directly
pursued by the comprehensive health clinic (‘poliambulatorio’), which was
one of the projects of the sub-program on community service infrastructure.
However, the railroad mass transit and inter-modal and local road system
measures were also to contribute to the objective by facilitating residents’
access to the clinic, while the completion and improvement of the sewer
system were to better the liveability of the whole neighborhood and pro-
mote better health conditions for the residents of Pianura. Another example
is the objective of increasing the value of local products whose area mar-
keting potential was to be facilitated by the new and improved transport
connections with the city of Naples and whose production capacity was to
be enhanced by the availability of new production areas, the presence of
new producers and the protection of the hillside areas as sites of the original
production.

5. Social capital formation and sustainable economic
development: empirical evidence

Our research work of monitoring the implementation of the Program and
longitudinally measuring the stock of social capital in Pianura began right
after the approval of the Program in 1997.'5 Our research calendar, using
multiple methods, has followed the Program on a systematic basis. Over the
10-year period, we have completed three full waves of in loco assessments,
backed by intermediate assessments. The three waves of survey interviews
were conducted in early 2000, late 2002 and late 2006/early 2007. Each
full phase consisted of a telephone survey of a representative sample of
adult residents of the 20 neighborhoods of Naples, to measure social cap-
ital changes in Pianura in comparison to similar peripheral neighborhoods
and the city as a whole. It also included focus group interviews with a range
of groups' to assess views, norms and patterns of behavior and personal
interviews with an inclusive sample of Pianura’s ‘observers’.!” Finally, ‘par-
ticipant observer’ interviewing of difficult to reach residents included young
mothers at home and street youth. In the third wave the number of focus
groups was increased to incorporate new ones, either not present or inac-
tive in the first two rounds. Throughout the life of the Program the research
evaluated the mode and level of involvement of the mayor and key assessors
and systematically collected documentation on the Program’s changes and
delays in implementation.'®
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Based on the responses from the various samples of interviews, for each
sample we have constructed three indices to measure the dimensions of
social capital: a ‘trust’ index, a ‘solidarity’ norms index and an ‘engagement’
(acting on the norms) index. Moreover, because the research is at the level of
the neighborhood of Pianura, we constructed two other indices of neighbor-
hood ‘identity’ and ‘participation’ in the life of the neighborhood. Finally,
we constructed a contextual index at the neighborhood level, measuring the
perception of the ‘quality of life’.!" The three measurements (2000, 2002,
2007) give us a longitudinal perspective of the changes in the views and
behavior of our respondents over the period of the implementation of the
Program, that is the changes which may have occurred in the stock of social
capital. Pianura is the test case, while the other similar neighborhoods and
the city are terms of comparison.

In the Figures that follow, we report on significant selected findings from a
massive body of data, which are largely converging in supporting the trends
of the incremental growth of the social capital stock and of the improvement
in the quality of life in Pianura (Leonardi and Nanetti 2008). We comment
first on the trend in social capital, focusing on the dimensions of ‘trust’ and
‘engagement’ (participation), which were absolute lows in 2000. We proceed
to assess the changes in the neighborhood ‘quality of life’ index, specifically
related to improvements in infrastructure and economic conditions. Finally,
we discuss the significance of the changes which occurred in Pianura by
comparing them with city-wide changes in residents’ perception of ‘quality
of life’ and sense of neighborhood ‘identity’.

Over the period (Figures 13.1-13.4), diffused ‘trust’ increased generally in
Naples, and it grew more in Pianura where it had started lower; in early 2007
almost 30 per cent of Pianura’s residents expressed themselves in this regard,
in comparison to about 13 per cent in 2000. Similarly, the ‘engagement’
dimension of social capital doubled in Pianura, with one in ten residents
indicating so by 2007, which is close to the city’s norm. When data are
assessed for ‘observers’ — the most attentive group of residents and/or peo-
ple working in Pianura and most knowledgeable of the Program - (and focus
groups), not unexpectedly but nonetheless significantly, the growth in ‘trust’
reached beyond 50 per cent and below 40 per cent of the respondents, while
for ‘engagement’ it was above 20 per cent and 12 per cent respectively; hefty
increases vis a vis 2000. The commentary to the answers given in the inter-
views by the various respondents indicates the novelty and importance in
the lives of people of the bottom-up aspects of the implementation of the
Pianura Program. For the first time, in the experience of many, a public pro-
gram had been attentive to and recipient of residents’ input. Particularly
the observers in terms of their life and work interests, together with resi-
dents who had shown a keen interest in neighborhood change by agreeing
to participate in focus groups discussions, were positively affected by the
Program implementation. In essence, this peripheral neighborhood showed
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a trend in social capital stock that was upward and faster than that of the

city of Naples.

Insights into the significance of the Program to explain these results come
from the other Figures (13.5-13.8). The observers’ (and focus groups’) ‘qual-

ity of life’ index, expressed a marked improvement in the neighborhood
infrastructure, with 60 per cent of focus group respondents (all residents of
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Pianura) and over 50 per cent of observers being satisfied. The other indi-
cator of positive change comes from the assessment that observers (and
focus groups) made of the condition of the neighborhood economy, with
a tripling of consensus (at around 45 per cent) by 2007. Likewise, the pos-
itive trend in the ‘quality of life’ and sense of ‘identity’ expressed by the
residents of Pianura when compared with city residents is quite remarkable,
a tripling and doubling over the period. The commentary offered by respon-
dents to the open-ended questions asked during the interviews underlines
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two aspects of uniqueness of the Pianura Program. One is the fact that it
was a ‘first’ ever in the life of this once small and cohesive neighborhood,
which had grown rapidly and massively in size but certainly not in live-
ability, and had felt marginalized and forgotten by institutions. The second
aspect of distinctiveness is that the Pianura Program not only sought inputs
from the residents through meetings held during its formulation phase but
also continued this interaction with residents and associations throughout
its life.

6. Conclusions

Naples’ Pianura neighborhood development Program, an experiment aimed
at pursuing economic and social development while simultaneously increas-
ing the community’s stock of social capital, has shown the validity of the
strategy combining participation and investments. The data clearly indi-
cate the incremental growth of social capital in Pianura over the life of
the Program, together with significant improvements in the neighborhood'’s
physical and service infrastructure and economic opportunities. There is also
evidence of a more solid growth of social capital in Pianura in comparison to
other peripheral neighborhoods where no such program was experimented.
The positive conclusion of social capital formation through an ad hoc policy
strategy and Program comes not just from the quantitative data but also from
the wealth of qualitative data, relating comments of respondents during the
life of the Program.

But, as we started in the introduction to the chapter, we want to update its
conclusions as well. In the 2007 paper, we reported on an important story
about Pianura as a positive test case, a story which on 10 July 2007 had also
been told on a national TV program, ‘Viva I'Italia diretta’. One key lesson
learned in Pianura is that a social capital oriented strategy/program needs
to be longitudinal in order to weather inevitable delays in its implementa-
tion and events which may convey a message of unfulfilled promises. This
is what happened in Pianura when the aftermath of the flooding of 1999
required re-programming and, therefore, delays in implementation. More
meetings were called for it and people got a sense that the Program was being
lost. Then an event happened, which in its horror helped to consolidate the
community against the ‘camorra’ hold and take greater advantage of the
resources offered by the Program: the Kkilling of two innocent young men,
Gigi and Paolo, turned the tide. It brought about, among other changes,
the organizing of shopkeepers into a ‘basta camorra’ campaign (‘enough
with camorra’), an active association and movement supported by the
local and municipal institutions, which has stopped the racket of extor-
tion on Pianura’s main commercial street and become a main participant
in the expansion of the Program to create, for example, a police station in
Pianura.
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Then, in January 2008, the city of Naples experienced one of its worst
downturns when the ‘garbage collection crisis’ unfolded, burying the city
under mounds of uncollected waste when the magistrates imposed the clos-
ing of waste disposal sites in and around the city. The assault on the city’s
image began. Pictures in national and world media outlets generically and
unjustifiably portrayed Naples as being ‘on the ropes’; no overall infor-
mation was given of why so suddenly the crisis had occurred. A few and
repeated television images of a bus being turned and burned in Pianura by,
presumably, irate citizens ‘taking the law into their hands’, became the icon
of the ‘crisis’; national politics played into it, leading to the fall of the center-
left coalition government in Rome. Instead, for example, no coverage of
mothers of school children, teachers, local school administrators and parish
priests active in demanding the removal of waste in the streets and around
the schools of Pianura and the safeguarding of the Pisani natural area made
the news. Since then, it has been learned that the ‘citizens’ were a handful of
political extremists and the ‘crisis’ dated back to the ineffective management
structure for waste collection in the region of Campania put in place by the
national law in 1994 (Leonardi and Nanetti 2008).

Notes

1. This chapter builds and expands upon a paper presented at the workshop
on ‘Social Capital, Corporate Social Responsibility (CSR) and Sustainable Eco-
nomic Development’, EconomEtica — University of Milano-Bicocca and LaSER -
Department of Economics, University of Trento, 24-25 July 2007 (Trento).

2. Its beginnings are often ascribed to coincide with the momentous events of the
collapse of the Bretton Woods agreements in 1971 when the United States aban-
doned the ‘gold standard’, followed by the two ‘oil embargoes’ that hit the world’s
economy during that decade, and further prompted by the significant processes
of de-industrialization and restructuring that ensued in the developed countries.
This wave is contrasted with other globalization experiences of the past which
were characterized by different causes and consequences, such as the military
and cultural expansion of the Roman Empire, the discovery and conquest of the
New World, or the colonial empires of the Industrial Revolution (Hopkins 2002).

3. Actually, the EU model embraces the ‘development’ paradigm (for example, in
its ‘regional development policy’ and its member countries’ welfare state provi-
sions) without rejecting the ‘growth’ paradigm (for example, in its Lisbon agenda
of competitiveness and cohesion). In the Southern Cone of the Americas, the
MERCOSUR regional bloc has been inspired by the EU model, but with not much
progress so far.

4. Adding to the sociological, anthropological, planning and other social science lit-
erature, the economic literature has greatly contributed through the work, among
others, of authors such as Amartya Sen (1999).

5. The periodic crises of the 1990s (Mexico, South East Asia, Argentina and Brazil)
had led to the questioning by the World Bank and the International Monetary
Fund of the ‘Washington Consensus’, on which the neoliberal growth approach
was based (Stiglitz 2002).
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6.

10.

11.

12.

13.

14.

15.

In the works of other authors, social capital has been investigated as a different
kind of social asset, often with a more limited or nil policy impact or even with a
negative social impact (Levi 1996). By now, three kinds of social capital have con-
ceptualized: ‘bonding’, ‘linking’ and ‘bridging’. In a related fashion, studies have
been conducted, for example by the World Bank, which have focused on social
capital in conflict-ridden societies and in relation to issues of mere survival. Social
capital of the ‘bonding’ kind is thus seen as a coping mechanism against others
on the part of the basic societal group struggling for survival (Baranyi et al. 1997).
Including International Relations, Development Planning, Political Science,
NGO and Foundations, International Agencies.

The reform identified six priority objectives, three of which are ‘regional’ (area-
wide) and three others are ‘national’ (nation-wide) in scope. Almost four fifths
of the development budget was targeted for the areas of the three regional objec-
tives, and uppermost for Objective 1 areas defined as those overall less developed
in the Community. Since then, revisions of the objectives have not touched this
latter priority principle while adding and consolidating it. This is seen in the
allocation of large resources to the new accession states for the period 2007-2013.

. It is appropriate to notice that Antonio Bassolino, elected in 1993, had been

successtul in other endeavors, including the participation in the Commission’s
Initiative URBAN, the decision by the national government to pay for the dis-
mantling and environmental clean up of the site of the former Bagnoli steel
complex, and the involvement in the national government’s historical preserva-
tion program, all of which contributed to establish a track record which was very
important at the time of the negotiations over the ‘global funding initiative’.
Reference is made here to the North American and also European planning litera-
ture, which since the 1960s has argued for the direct or indirect — that is, through
professional consultancy — participation in the planning process. The classic work
is Davidoff (1968).

In 2006, continuing on a decentralization trend, they were re-organized into 10
‘municipalita’ (municipalities) with greatly expanded functions, including the
policy areas of education, social services, sports and culture.

This tradition was considered a particularly important asset in Pianura, in making
it possible to create a new sense of place identity. Pianura was a rural town and
autonomous commune until 1926 when it was annexed by Naples, first becom-
ing a low density community surrounded by a large agricultural area, before the
demographic explosion of the post-war period.

In the terminology used in development planning by the Commission, ‘pro-
gram’ refers to the overall plan, ‘sub-program’ to its main sectoral components,
‘measure’ to the set of sectoral interventions, and ‘action’ to a specific project.
The operational measures or set of sectoral interventions which informed the
five sub-programs targeted for either construction or completion or improvement
were Pianura’s: railroad mass transit and inter-modal transport, local road system,
hydro-geological securing of the hillside, sewer system, parks and green space,
community service infrastructure, artisan/industrial parks and markets, and new
enterprise spin-offs.

We were confident at the time that Bassolino would be the mayor of Naples for
a second term, thereby giving the Pianura program the chance to succeed and
our research the horizon of a decade. Such was the scenario we adopted for the
work we organized. While Bassolino was re-elected in 1998, with ever more pop-
ular support, in 2000 he decided to run for president of the Campania region,
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and won that higher office. But the city of Naples retained a center-left coalition
and mayor, when it elected with a convincing majority Rosa Russo lervolino as
mayor in 2001 and again in 2006. The new mayor has strongly supported the
implementation of the Pianura Program (Nanetti 2001).

16. Focus group interviews were conducted with constructed groups of residents of
Pianura, by age and gender and by family/social status. Therefore, among others
the groups included: after school-age young women (age 18-29), after school-
age young men, adult working women, adult working men, immigrant women,
immigrant men, senior citizens and mothers at home.

17. In our research on the Italian regions we called such informed participants
‘observers’, in that context regional residents who were particularly attuned to
what was happening at the regional level. In today’s planning and institutional
phrasing the term ‘stakeholders’ is used, while in the social science phraseology a
term with similar meaning is ‘key respondent’. Therefore, observers in Pianura
included representatives of trade unions, artisan, commerce and professional
associations, senior citizens and sports clubs, cultural and civic associations,
parishes and schools. In most cases the observers lived in Pianura while in fewer
cases they worked in the neighborhood.

18. For example, in 1999 the program went through a partial re-programming agreed
to by the Commission, and involving a few important measures. Reasons for the
changes and delays in implementation were a blend of technical and political
events. The main reason was the catastrophic rainfall which eroded the hillside
and flooded Pianura, mandating a partial revision of the program’s priorities and
relative scale of projects. Another reason was the significant street confrontations
organized by the illegal street vendors and supported by the rightist opposition
parties, against the project of the market hall, which was scaled down. A third
one was the opposition led by the radical leftist parties against the golf course on
the area Pisani.

19. The ‘Trust’ index measures the level of diffused trust that is exchanged through
the relationships occurring among the residents of Pianura in the different
spheres of their lives, that is as buyers and traders, parents and teachers, doctors
and patients, voters and elected officials, priest and faithful, neighbors and neigh-
bors, etc. The ‘Solidarity’ index measures the level of solidarity values and norms
shared by the residents of Pianura; the ‘Engagement’ index measures the capac-
ity of Pianura’s residents to engage themselves with public institutions/officials
for the purpose of pursuing community objectives. The ‘Identity’ index mea-
sures the sense of belonging expressed at the neighborhood level; while the
‘Participation’ index measures the dimension of associational capacity strictly in
formal and informal groups at the neighborhood level. Ad hoc questions in the
questionnaires provided the basis for the construction of the indices.
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