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I. Win As Much As You Can

II. The Economic Value of Trust

             A. Fukyama on 'High Trust Societies'

              B. Smith and Frank on the centrality of 'Moral Passions'

III. Can We Work Together? The Trust Dilemma


A. Introduction - A Meal in Naperville and A Peace Negotiation in the Mid East


B. The Pervasiveness of the Trust Dilemma

IV.  Trust Problems We've Seen Before 

             A. Trust and the Tragedy of the Commons- Can we trust each other to moderate our appetites? 

  
 B. Trust and the Industrial Revolution- Can we trust free markets to treat us well? 

             C. Trust and Firms- Can managers trust workers?     

             D. Trust and Corporations- Can investors trust corporations to treat them well?

V. Solutions to the Trust Dilemma- Trust Substitutes and Friend Making


A. Trust Substitutes- things we trust instead of each other


B. Friend Making- ways to build trust in each other

VI.  Building Trust - The Paradox of Love and Decency

               A. Tom Peters on the Competitive Advantage of Humane Firms

               B. Three Ways to Nurture Trust -  Common Interests, Personal Matters,  Personal Integrity

VII. Law as a Way to Shore Up Trust


A. Law is a Trust Substitute 

1. A brief look at Hobbes, Locke, & Jefferson

2. Government regulation is often motivated by trust gaps

3. Legally Enforceable Agreement shores up trust 

B. The Limitations of Government and Legally Enforceable Agreement


1. Litigation and its limits


2. Doing business in worlds without law

VIII. The Universe of Trust Substitutes- 5 Basic Solutions 

A. Watching Solutions - ways to keep an eye on the other person

B. Go-Betweens - third parties we trust

C. Incentives and Penalties -  carrots and sticks that discourage cheating

D. Objective Criteria - standards and processes we both trust

E. Formalized Relationship - rules for spending time with each other

IX. A Simple Example- a Landlord Tenant Relationship

X. Principles for using Trust Substitutes

            A.  The Mending Wall Principle

            B.  The 3 Legged Stool Principle

            C.  The Principle of Gradual Escalation

XI. Next Time- Trust Substitute Jeopardy!

Win As Much As You Can
Object

There are 4 players in each group.  The game's object is given in the title: to win as much hypothetical money as YOU can.  "You" means you as an individual without regard to how others in the group do.  Thus each player is an individualist.  If the others do well, fine; if they do poorly, that's fine too.

How to Play

Each player takes out a fair coin (preferably a quarter or a nickel).  For each round of play, each player must choose whether to show a Head or a Tail.  On the count of three, each player will reveal his or her choice.  The payoff depends on the mix of choices selected by the players in the group.  Five combinations of choices are possible:

	4 Heads:   Win $1 Each



	3 Heads:   Lose $1 Each

1 Tail:      Win $3



	2 Heads:  Lose $2 Each

2 Tails:    Win $2 Each



	1 Head:   Lose $3

3 Tail:    Win $1 Each



	4 Tails:   Lose $1 Each




So, for example, if you choose Tails and the other three each choose Heads, you win $3 and they each lose $1.   Once players reveal their coins, players observe the combination of choices, record the outcome, and calculate their respective scores for the round on the attached score card.  You must play 10 rounds. 

How Much Time Do You Have To Play?

You should be able to play one round in less than a minute (but see below.)

When Can You Talk?

Do not talk about strategy or make any binding statement about how you will play except as follows: Just before rounds 5, 8, and 10 you may confer with the other players in your group for up to 3 minutes each time.

Bonus Rounds

Rounds 5, 8, and 10 are bonus rounds.  Payoffs increase as follows: Round 5: both gains and losses are three times the usual payoffs; Round 8: five times; Round 10: ten times. 

* * *

Win As Much As You Can Scoring  Sheet            Group No. ________

Round

Your Choice
    
Group Choices
Your Payoff

         Your Running




(Head or Tail)







       Total

___________________________________________________________________________________

1




Heads___Tails___

____________________________________________________________________________________

2




Heads___Tails___

____________________________________________________________________________________

3




Heads___Tails___

____________________________________________________________________________________

4




Heads___Tails___

____________________________________________________________________________________

Group may talk for up to three minutes before round 5

____________________________________________________________________________________

5




Heads___Tails___    Payoff x 3=

____________________________________________________________________________________

6




Heads___Tails___

____________________________________________________________________________________

7




Heads___Tails___

____________________________________________________________________________________

Group may talk for up to three minutes before round 8

____________________________________________________________________________________

8




Heads___Tails___   Payoff x 5=

____________________________________________________________________________________

9




Heads___Tails___

_____________________________________________________________________________________

Group may talk for up to three minutes before round 10

_____________________________________________________________________________________

10




Heads___Tails___   Payoff x 10=

_____________________________________________________________________________________









Total Score:

_____________

When your group is done, please have one person jot down each person's separate score and your group's number on the back of one of these scoring sheets.  Then give that card to the Professor ASAP.


Humanity as a Source of Material Wealth
Why...do people not walk out of restaurants or taxicabs without paying their bills more often...?   

Property rights, contracts, and commercial law are all indispensable institutions for creating a modern market-oriented economic  system, but it is possible to economize substantially on transaction costs if such institutions are supplemented by social capital and trust...[which] are not the product of rational choice in the economists' sense of the term.... 

                                                              Fukuyama, Trust, pp. 152, 336

If ten years from now one partner falls victim to a lasting illness, the other's material incentives will be to find a new partner.  But a deep bond of affection will render this change in incentives irrelevant, which opens the door for current investments in the relationship that might otherwise be too risky...

Persons directly motivated to pursue self-interest are often for that very reason doomed to fail.  They fail because they are unable to solve [trust] problems.   These problems can often be solved by persons known to have abandoned the quest for maximum material advantage. The emotions that lead people to behave in seemingly irrational ways can thus indirectly lead to greater material well-being....  

                                                                                    Frank, Passions Within Reason, pp. 54, 258-9

The Basic Trust Substitutes
Watching Solutions  - ways to keep an eye on the other person
Clear Rules and Boundaries 

Disclosure and  Documentation

Early Warning Mechanisms

Evidence of Agreement 

Monitors and Police Agents.

Physical Security Devices

Power Sharing Arrangements

Simultaneous Exchange and Staged Commitments

Tests

Sponsors and Go-Betweens - trustworthy 3rd persons who can shore up trust

Guarantors

Mediators

References

Trust Bridges

Incentives and Penalties - Carrots and sticks that discourage cheating

Basic Penalties 

Collective Action

End the Relationship

Punishment by  Governing Power* 

Risk Shifting 

Shame and other social penalties

Trust Accounts/Exchange of Hostages

Solemnizing gestures

Violence

Basic Incentives

Lengthen the Shadow of the Future

Link Other Person's Interests to Other Person's Promise

Markets
Objective Criteria- measures of fairness both sides can trust

Objective Standards 

Arbiters

Sharing Rules
Games of Skill and Chance
Formalized Relationship - clear rules for meeting, treating each other

Alternative Dispute Resolution Clauses

Regularly Scheduled Meetings and Events

Rules of Humanization, written and unwritten

*Legally Enforceable Agreement

Trust Substitutes in a Landlord - Tenant Relationship

Watching Solutions" in an Apartment Rental Agreement. 

Clear Rules in the lease spelling out what each party must do when.

Disclosure by Tenant on application form reveals information L can use to assess T

Documentation such as a tax return or a pay stub to show T has enough to pay the rent

Early Warning Mechanism- pay 1st of month so LL knows early if T breaks promise to pay 

Monitor- Super, doorman in building can spot and report T misconduct

Evidence of Agreement- Agreement will be put in writing and signed.

Witness such as a broker or a notary public to strengthen evidentiary effect of signing

Simultaneous Exchange T gets keys when T signs and makes 1st payment. 

Staged Commitment  T rents for a year or two at first, and then negotiate a renewal either may  


end the relationship if the other hasn’t kept his word in the most recent stage.

Sponsors and Go-Betweens in an Apartment Rental Agreement.

Backer or Guarantor. L may require co-signer. 

Trust Bridge. Have third party rent directly and sublet to T. 

Broker.  The broker acts as a go-between during negotiations.

References. From T's current or past landlords, friends and colleagues, or other people. 

Incentives and Penalties in an Apartment Agreement.  

Formally Lengthening the Relationship. creates an incentive to pay because T knows he will 

continue to see the L each month.  

Trust Accounts. L requires T to post first and last month’s rent in advance plus a security deposit. 

Price Adjustment for Risk by adding  a premium to the rent so LL knows he will not lose a lot if T 


turns out to be untrustworthy.

Market.  If one turns out to be dishonest and there is a strong market, the other can rent with 

someone else.  

Interests design the agreement to satisfy LL's and T's Interests as fully as possible. Each can be 

            more confident that you will live up to the deal because each likes it.  

Threat of Litigation of course is the most obvious penalty one may use to penalize the other

Collective Action T can organize a rent strike if LL does not keep his promises.  

End the Relationship by refusing to renew the lease. 

Shame- One can publicizing the other's misconduct through media, government agencies.  

Threat of Violence T can damaging or neglecting the rental property.  LL can threaten violence by 


changing the locks and physically evicted with the help of your own people or the sheriff. 

Solemnizing Gesture printed lease, legal jargon,  formalizes the commitment and stake their 

reputations more fully to it.  

Objective Criteria in an Apartment Agreement.  

Objective Standards - Goverment regulations,  the printed lease itself and the opinions of  brokers, 

             other tenants, and other landlords act as fair standards in case of dispute.

Formalized Relationship in an Apartment Agreement. Lease may call for landlord-tenant 

meetings and ADR clauses. 

Northern Ireland Peace Negotiators Reach Ground-Breaking Settlement- April 16,1999
Self-Rule for Province Planned

Political leaders participating in the Northern Ireland peace talks in Belfast, the provincial capital, April 10 tentatively agreed to a settlement aimed at ending the region's long-running sectarian conflict. The settlement proposed fundamental changes in the way Northern Ireland was governed, including the introduction of extensive home rule in the province.... 

Mediator
Former U.S. Senator George J. Mitchell (D, Maine) April 10 announced the agreement in Belfast after a 33-hour-long meeting, in which he and the other peace-talks delegates had negotiated several final details of the plan 

Link to interestsThe agreement was designed to balance the interests of Northern Ireland's Protestant "unionists," who wanted the province to remain a part of Britain, and Catholic "republicans," who advocated the unification of Northern Ireland and the Irish Republic as a single, independent nation. Under the agreement, British rule would continue, but many legislative matters would be handled locally by a new provincial assembly. 

Sponsors
Participants in the peace talks endorsing the agreement included British Prime Minister Tony Blair, Irish Prime Minister Bertie Ahern and David Trimble, head of the Ulster Unionist Party, Northern Ireland's largest Protestant party. Republican leader Gerry Adams, the head of Sinn Fein, attended the final negotiating session but did not formally sign the pact. He indicated that he would seek approval for the plan from other Sinn Fein leaders at an upcoming party meeting. 

Northern Ireland Assembly Set

Formalized
Under the April 10 peace agreement, a 108-seat democratically elected assembly would be

Relationship 
created to legislate many local matters in Northern Ireland. 

Power
In the course of the peace talks, republican delegates had expressed concern that the new ass-

Sharing 
embly would be dominated by Protestant unionists. (Far more Protestants than Catholics lived in the province, and the legislature was consequently expected to have a large Protestant majority.) To counteract that possibility, the agreement stated that legislation voted on in the assembly would require a 70% majority for passage. 

Enhanced Links to Ireland Proposed


The creation of the North-South Ministerial Council was seen as a significant step toward satisfying republicans' demands for enhanced political cooperation with the Irish Republic. The peace settlement also proposed the creation of another body, the Council of the Isles. That body, also to be known as the British-Irish Council, would discuss matters in which Britain--including Northern Ireland--and the Irish Republic had a shared interest 

Security Issues Addressed

Sponsor
Several sticking points in the peace negotiations had related to security and law enforcement within Northern Ireland. According to press reports, the Ulster Unionists almost rejected the accord on the last day of the talks out of concern that the pact might not force paramilitary groups to disarm. U.S. President Clinton, a fervent supporter of peace initiatives in the province, early April 10 placed a phone call to Ulster Unionist head Trimble, assuring him that the groups would be forced to surrender their arms. 

Go-between
The peace agreement reaffirmed a commitment to disarming paramilitary groups and set a goal 

of eliminating the groups' arms supplies within two years. The plan stated that all relevant  

Monitor 
parties would with an existing independent international commission that was in charge of disarmament. Among other security matters, the agreement proposed that Britain work toward returning to "normal security arrangements" in the province, largely by reducing the presence of military troops there. Additionally, an independent commission would look into reforming the province's system of law enforcement. (http://www.facts.com/cd/98097620.htm April 16, 1998)
Aribtrator

EXAMPLES OF HUMAN INSTITUTIONS THAT CREATE

AND DEPEND ON TRUST  SUBSTITUTES
A Private Property System is a collection of Trust Substitutes


Law  is based on a collection of Trust Substitutes


Law creates a set of Trust Substitutes


          A Firm Relies on a group of Trust Substitutes


Rules for Trust Substitute Jeopardy!
(For Next Time)

Next class, Your host, Professor Seth "Bob" Freeman, will read a Trust Dilemma to you.  You and your team will have 60 seconds to 'bid' on the question-that is, to decide how many specific types of trust substitutes you can name that would help solve the dilemma.

For example, in the Naperville Restaurant dilemma, where a cashless diner asks the restaurant manager if the diner can eat now and pay in a week,) one solution would be a Trust Bridge- a credit card.  Another would be a Legally Enforceable Agreement- an IOU.  A third would be a Trust Account- collateral, such as a driver's license.  A fourth would be a Reference- calling his wife at home and confirming that he lives where he says and has the money he claims. 

If your team 'bid' four trust substitutes, higher than the other do, and successfully names them, your team win's 4 points.  You can score extra points if you can name the Class of Trust Substitute a given answer belongs to.  (For example, a Trust Bridge is a type of Watching Solution.)  However, you lose all your points if another team can name 5 other trust substitute that you haven't named.  I will be the sole and final arbiter of what answers count. 

In the last rounds I will challenge you not just to name trust substitutes but to name one from each of several of the different classes of trust substitutes.  For example, one Watching Solution, one Incentive or Penalty, and one Sponsor or Go-Between.  (For your convenience, I have given you sheets with the seven categories on them.)

You can refer to any notes you have during the game.

We will play for rounds or 15 minutes, whichever comes first.  Team that wins the most points wins Trust Substitute Jeopardy.
 Trust Substitute Jeopardy!
(for next time)

Working with a classmate, please identify at least five Trust Substitutes that can help you overcome the Trust Dilemma presented by the following.  PLEASE ONLY WORK ON THE ONE PROBLEM THE PROFESSOR SELECTS.

1. You are starting an Internet company that will offer books on-line. You also wish to offer one of a kind items by on-line auctions.  Prospective buyers are unsure about doing business with you because they are afraid of the risks of on-line commerce with a little-known company.  

2. A Czech chicken exporter wants to sell you $50,000 worth of chicken from but fears that it can't rely on your promises to pay it in 30 days after you receive the shipment in New York.

3. Your firm has suffered a number of layoffs recently.  The layoffs have made it very hard for key employees to trust management assurances about future prospects at the firm.

4. Environmentalists are skeptical that your company will live up to its  promises to be environmentally sensitive when it builds a proposed plant. 

5. You are the CEO of a major consumer products firm.  You want to buy a home decorating material company, financing the purchase with borrowed money.  Lenders fear you will not be able to repay the $1 billion you will require to buy the firm.  

6.  Your hamburger restaurant firm is negotiating a contract with the Chinese government to create 15  new  franchises in the Beijing area.  China insists that Chinese law will govern the contract. Your attorneys advise you that Chinese courts are notoriously unwilling to enforce contracts  against the government.  How can you be sure China will honor its commitment to pay your firm  $10 million/year as agreed and not to violate the trademark by duplicating McDonald restaurants without your permission?

7. Your software firm is about to enter a joint venture agreement with a major  marketing firm to  market your latest software.  You will receive a 10% royalty in exchange for a license to use the copyright.  Payments will be made at the end of the year based on the previous year's sales.  How can you be sure the marketing firm will pay you what it really owes you when it owes it? 

8. Your firm wants to enter a joint venture with a Japanese corporation. Both sides are concerned that if the relationship sours the other side will not pay its share of the expenses.  




		Mending Walls


Something there is that doesn't love a wall,


That sends the frozen-ground swell under it


And spills the upper boulders in the sun,


And makes gaps even two can pass abreast.


The work of hunters is another thing:


I have come after them and made repair


Where they have left not one stone on a stone,


But at spring mending-time we find them there,


I let my neighbor know beyond the hill;


And on a day we meet to walk the line


And set the wall between us once again.


We keep the wall between us as we go.


To each the boulders that have fallen to each.


And some are loaves and some so nearly balls


We have to use a spell to make them balance:


'Stay where you are until backs are turned!'


We wear our fingers rough with handling them.


Oh, just another kind of outdoor game,


One on a side.  It comes to little more:


There where it is we do not need the wall: 


He is all pine and I am apple orchard.


My apple trees will never get across


And eat the cones under his pines, I tell him.


He only says, 'Good fences make good neighbors.'


Spring is the mischief in me, and I wonder


If I could put a notion in his head:


'Why do they make good neighbors?  Isn't it


Where there are cows?  But here there are no cows. 


Before I built a wall I’d ask to know


What I was walling in or walling out,


And to whom I was like to give offense.  


Something there is that doesn't love a wall, 


That wants it down.' I could say 'Elves' to him,


But it's not elves exactly, and I'd rather 


	he said it for himself.  I see him there,


Bringing a stone grasped firmly by the top


In each hand, like an old-stone savage armed.


He moves in darkness as it seems to me,


Not of woods only and the shade of trees.


He will not go behind his father's saying,


And he likes having thought of it so well


He says again, 'Good fences make good neighbors.'


					


	Robert Frost, 1914





Watching Solutions (checks and balances, free press, clear rules and boundaries)


Sponsors and Go-Betweens (elected representatives)


Incentives and Penalties (threat of popular revolt over unjust system; military)


Objective Criteria (fair and impartial rules for government to follow, impartial judges, juries)


Formalized Relationship (legislature, constitution)


[Legally Enforceable Agreements (statutes are legally enforceable by court & executive branches)]





Watching Solutions (fences & clear boundaries, guards, police, escrow accounts, mortgage)


Sponsors and Go-Betweens (realty agents, mortgage banks, insurance companies)


Incentives and Penalties (private property markets and criminal laws)


Objective Criteria (real estate laws, surveys, appraisals)


Formalized Relationship (coop boards, lane associations, covenants, local government)


[Legally Enforceable Agreements (sale contracts, loan agreements, insurance contracts)]








Watching Solutions (regulators, police, DAs, military, clear boundaries (e.g. land plats))


Sponsors and Go-Betweens (government as mediator of conflicting interests)


Incentives and Penalties (legally created markets, criminal penalties, taxes, fines, sanctions)


Objective Criteria (fair and impartial rules for citizens to follow; regulatory standards)


Formalized Relationship (corporation, ADR, other formal arrangements authorized by law)





Watching Solutions (board oversees officers oversee employees)


Sponsors and Go-Betweens (middle managers mediate b/w senior and junior)


Incentives and Penalties (incentive compensation; demotion; termination)


Objective Criteria (auditors, budgets; benchmarks; company manual; forms and rules)


Formalized Relationship (charter; by-laws; s/h meetings; board meetings)


[Legally Enforceable Agreements (depend on court system and executive branch to enforce)]











