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1  INTRODUCTION 

The term trust has generally attracted the attention of 
academics, politicians, journalists, and various insti-
tutions. The government and state agencies empha-
size the importance of trust between the government 
and the people. Politicians expect trust from their vot-
ers. Officials expect high trust in their institutions. 
Hopefully, the trust will be achieved in many sectors 
and by many parties. 

Over the past two decades, trust has been one of 
the focuses of economic researchers concerned with 
economic development. Many claims suggest that so-
cieties will not be able to function without a high de-
gree of trust and show that trust is necessary for eco-
nomic growth and performance. Knack & Keefer 
(1997) suggested that the relationship between trust 
and growth is mainly found in poorer countries. Re-
cently, Asongu & Gupta (2016) demonstrated that in 
countries with low quality of growth, decreased ine-
quality and increased human development will en-
hance the positive relationship between trust and 
growth.. 

This article reviews previous studies, exploring 
both theoretical studies and empirical studies on the 
influence of trust in economic development. This ar-
ticle also performs statistical retest using the available 
data. The benefit of this article is to add a light dis-
cussion reviewing the literature in order to broaden 
our insights in a way that is simpler and easier to un-
derstand.  

2 THEORITICAL ARGUMENT 

Studies on the topic of social capital often use and 
show that trust is an important indicator of social cap-
ital. What is trust? Different authors may conceptual-
ize trust in several ways, such as one-sided trust, re-
ciprocal trust, and generalized trust. Under a one-
sided trust, a trusting person or institution decides to 
act despite the uncertainty of the future and doubts 
about the reliability of the other party's promises. For 
example, according to Rose-Ackerman (2001), trust 
implies confidence, but not a certainty, that people or 
institutions will behave in the way they are expected. 
Farrell & Knight (2003) defined trust as a number of 
expectations held by the party that the other party will 
act in an appropriate way upon dealing with a specific 
issue. Similarly, Knack (2001) defined trust as a be-
lief or perception by one party (the principal) that the 
other party (the agent) will not cheat on a particular 
transaction. 

Laporta et al. (1997) suggested that prominent 
studies view trust or social capital as people's ten-
dency within a society to work together in producing 
socially efficient results. The emphasized aspect here 
is the cooperation between people as a form of trust. 
Such condition describes a reciprocal trusting rela-
tionship, a condition where all participants are influ-
enced by the attitude and behavior of the party stand-
ing on the other side of the transaction. While 
according to Durlauf & Fafchamps (2004), trust is un-
derstood as an optimistic belief or expectation related 

Trust is needed in economic development 

L. Purwoto & D. Utari 

University of Sanata Dharma, Yogyakarta, Indonesia 

ABSTRACT: A growing literature explains that societies could not function without a high level of trust and it 
also shows that trust is needed in the process of economic development. Some researchers argued that trusting 
others enables economic agents to operate more efficient and cooperative. This paper discussed previous results 
of the relationship between trust and growth. In line with others, the discussion supports the importance of any 
efforts in increasing and maintaining the high level of trust between every party that is involved in business 
transactions.  
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to other agents' behavior. It is more like a generalized 
trust to other parties, which is a general attitude, in-
stead of an evaluation towards relationships among 
particular persons. 

Many claims state that societies will not be able to 
function without a high degree of trust and show that 
trust is necessary for the process of economic perfor-
mance. How does trust affect economic develop-
ment? There are two main reasons that not only apply 
to the country level but also to the company level. 
First, trust encourages cooperation and thus improves 
performance. According to Laporta et al. (1997), in-
creased trust level between the people in a population 
should be associated with improved cooperation. Bu-
reaucrats must cooperate with other bureaucrats they 
rarely meet and with private citizens they have never 
met in order to produce public commodities. There-
fore, trust is needed to ensure cooperation. The per-
formance of local government will be better in a high 
trust situation because trust allows a bureaucrat to 
work better with both other bureaucrats and private 
citizens, thus the government becomes more effec-
tive. So it is reasonable that trust may improve eco-
nomic performance. Laporta et al. (1997) argued that 
trust is necessary to support cooperation in large or-
ganizations, such as the government. They also stated 
that corporations are big companies which will bene-
fit from the trust among their employees. 

The second reason is that high level of trust will 
lower the transaction costs. According to Knack & 
Keefer (1997), economic activities which require 
agents to rely on other agents' upcoming actions will 
be implemented at lower costs in an increasingly 
higher trust environment. Trust-sensitive transactions 
include the exchange of goods and services with an 
open account, employment contracts in which man-
agers rely on employees to complete tasks which are 
difficult to monitor, as well as investment and savings 
decisions which rely on warranties made by the gov-
ernment or the bank that they will not expropriate the 
assets. They also argued that individuals in high trust 
societies may spend less to protect themselves from 
being exploited in economic transactions. A written 
contract is needed less and lawsuit is getting rarer. In-
dividuals in a society with high level of trust will be 
less likely to divert their resources to protect them-
selves from criminal offenses against property rights 
such as bribery or private security services. In addi-
tion, low trust can reduce investment because when 
trust is low, contracts will not be able to be imple-
mented without costly supervision and performance 
inspection by the contracting parties.  

Akçomak & ter Weel (2006) also argued that low 
trust obstructs innovation. High social capital may 
eliminate problems and generate higher innovation 
output through the prevention of selfish behavior, 
changes in expectations, and decreased transaction 

costs. If entrepreneurs must devote more time to su-
pervise the violations committed by partners, employ-
ees and suppliers, they will then have less time to cre-
ate innovations in new products or processes. In this 
case, the costs of the supervision and the implemen-
tation of the contract are more likely to reduce invest-
ment returns and other economic transactions. Costly 
supervisions will also make investors reluctant to in-
vest in corporate projects. Trust will also encourage 
the growth and accumulation of human capital. 
Bjørnskov (2004) argued that when interpersonal 
trust and honesty are low within a society, employers 
are very likely to face fraud in the form of work neg-
ligence, while in order to protect themselves; they 
tend to rely on information obtained during job appli-
cations rather than emphasizing formal formation 
such as education. 

The theoretical model for reasons based on trans-
action costs was presented by Zak & Knack (2001). 
They presented a general equilibrium growth model 
in which agents do transactions and deal with moral 
hazard issues. The model describes the principal-
agent structure, with investors as the principals and 
brokers as the agents in investment situations. Inves-
tors and brokers meet randomly and transact for a sin-
gle period in which frauds performed by brokers are 
possible. They pointed out that fraud is possible 
(therefore reducing trust) when the social distance be-
tween agents is greater, formal institutions are 
weaker, social sanctions against fraud are ineffective, 
many greater investments exist, and investors’ return 
is lower. More importantly, this model shows that the 
number of investments decreases when the social di-
versity is high and the formal and informal institu-
tions are weaker, therefore causing negative impacts 
on the growth rate. So, trust, as well as institutional 
and social factors, will affect the growth. This model 
predicts that higher level of trust increases investment 
and growth. Finally, they suggested that this model 
may be generalized to other principal-agent relation-
ships, like creditors and debtors, employers and em-
ployees, clients and consultants, and retailers and 
consumers. 

3 EMPERICAL STUDIES 

Indonesia is a country which recently attracted the at-
tention of economic researchers on trust and social 
capital. Miguel et al. (2005) examined the effect of 
social capital on Indonesian factory labors' growth 
from 1985 until 1995. They analyzed social capital 
and social interactions, including levels of trust, com-
munity activities, and informal cooperation. Olken 
(2006) examined the relationship between media ac-
ceptance and social capital in more than 600 villages 
in two provinces in Indonesia, Central Java, and East 
Java. The findings suggest that television and radio 
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really diminish social capital, which is measured from 
the level of participation in social groups and social 
trust. 

Empirical studies show that a high trust society 
produces high growth and economic performance. 
One of the first and most influential empirical studies 
in this field was performed by Knack & Keefer 
(1997). They investigated whether social capital – 
which are trust, networks, and norms of general co-
operation – has economic results by researching in-
ternationally. From 29 countries used as samples, 
they found that trust and general cooperation norms 
have a strong influence on the average growth of an-
nual per capita income and investment/GDP. 
Horizontal networks, which is measured by group 
memberships, are not related to trust and general 
norms and also economic performance. Laporta et al. 
(1997) examined the effect of trust on government 
performance, which is measured using various pa-
rameters related to efficiency (court efficiency, cor-
ruption, bureaucratic quality, and tax compliance), 
participation (general participation and participation 
in professional associations), sales of top 20 com-
pany/GDP, and social efficiency (infrastructure qual-
ity, infrastructure adequacy, infant mortality rate, 
high school completion, education system adequacy, 
inflation, and GDP growth). The results show that 
trust has a significant effect on performance. Using 
trust data from 41 countries, Zak & Knack (2001) 
confirmed the connection between trust and growth. 
Beugelsdijk et al. (2004) also provided similar inter-
national evidence. While at the regional level, Iyer et 
al. (2005) showed similar results in America and Ke 
& Zhang (2003) studied at the regional level in China. 

Next, the authors are interested to recheck the 
study results of the previous researchers. The test uses 
a sample consisting of 63 countries, the same number 
used in the dataset used by Berggren et al. (2008), 
Asongu & Kodila-Tedika (2013), and Asongu & 
Gupta (2016). The dependent variable used is the an-
nual growth of real GDP per capita (chained series), 
while the independent variable was the trust, which is 
obtained from the World Value Survey. This survey 
compiled a trust index by drawing samples from each 
participating country and asking respondents to an-
swer general questions about trust. 

Figure 1 plots the proportion of trust and economic 
growth into two dimensions. It is apparent that the ob-
servation points are spread with a positive associative 
tendency. Furthermore, the authors apply a regression 
model using the following formula based on the sim-
plified version used in the previous studies:  

iiTrustGrowth    (1) 

 

 

 
 
Figure 1. Scatter plot of trust and growth data of 63 countries.  

 
Figure 2 shows the SPSS printout generated by the 
result of regression analysis on the relationship be-
tween trust and economic growth. The regression co-
efficient was found to be positive 0.042 and signifi-
cant. The t-statistic is 2.854 and the p-value is 0.006. 
These results confirm the positive relationship be-
tween trust and economic growth as demonstrated by 
previous studies.  

 
 

 
 
Figure 2. SPSS printout from regression analysis for trust to-
wards growth. 

Recent empirical studies investigate the transmission 
channels in which trust affects economic growth. 
Studies show that innovation and human capital are 
the transmission channels. In the empirical investiga-
tion of 102 European regions within the period of 
1990-2002, Akçomak & ter Weel (2006) found that 
higher innovations result in economic growth and so-
cial capital indirectly influences growth by encourag-
ing innovation. Kaasa (2007) presented regional level 
evidence from Europe suggesting that social capital, 
which is measured using trust, relevant R&D ex-
penditure, and the intensity of obtaining acquisition. 
In a sample consisting of 52 countries, Bjørnskov 
(2004) found that the influence of social capital, 
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which is measured using trust, on the growth of hu-
man capital is significant. Likewise, Boulila et al. 
(2006) and Bjørnskov (2006) showed international 
result suggesting that trust influences economic 
growth through mechanisms such as education and 
investment. 

The study on trust does not only examine its influ-
ence on economic development but also other social 
developments. Morris & Klesner (2010) examined 
the relationships between trust and corruption, alt-
hough the causality is still debatable. Lederman et al. 
(2002) examined the impact of social capital, which 
is measured using trust and participation in voluntary 
organizations, on criminality. 

Thus, all those findings provide important impli-
cations for public policymakers and other institutions, 
promoting the importance of increasing trust. Knack 
& Zak (2002) suggested that we can increase trust by 
strengthening law and reducing injustice. In line with 
this suggestion, Rothstein & Uslaner (2005) pointed 
out that trust is caused by two types of justice, namely 
economic equity, and opportunity equity. 

4 RESULT AND DISCUSSION 

This article reviews the growing literature on trust. 
Various earlier studies have shown that trust is a de-
cisive factor which is not trivial in explaining eco-
nomic and corporate development. Trust lowers 
transaction costs and encourages cooperation so as to 
increase human capital and create innovation that ul-
timately produces higher growth and performance. A 
high trust company will gain competitive advantages 
that are useful in resolving various problems and 
causing lower expenditures which are beneficial in 
contract implementations with various parties. 
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