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Abstract

Against the background of the ongoing financiakisrithe question of the genesis and
persistence of trust in banks plays an importalet not only for the prevention of bank runs
and, related to this, for the regulation of barikg, also with respect to the perspective of
customer loyalty of private investors towards th@usebanks. Moreover, addressing issues
of trust in banks will contribute to a better uretanding of how private investors cope with
the uncertainties and complexities prevailing imaficial markets and will thus enrich the
theory of decision-making.

In every type of financial system trust has an ingat role. Due to the high and ever
growing complexity of financial systemmstitutional trust meanwhile plays a more
important role tharpersonaltrust. A set of institutions facilitate trust-bdilhg or trust-
guarding and sometimes even trust-granting funstidmust allows the trustor to transform
fundamental uncertainty into risk.

From an empirical point of view trust in banks leaserged over time as a process in which
trust-guarding and trust-granting institutions @dya crucial role. So it is no surprise that in
a bank based financial system like Germany priveteseholds are still entrusting their

money to banks today even after the financial risi

However, since the late 1980s the institutionaimieavork of the financial market and the
governance of corporations have changed dramaticatitors have common experiences
and rely on similar sources of information anditobnal knowledge and are also exposed
to similar discursive models. This contributes tgoaial normalization or habituation of the
perception of risk. We conclude that such norm#bra — in the sense of a

conventionalization — also greatly influences tlw@r®mic decision-making behavior of

private households. We argue that the bank-orielct®uservative’ investment decisions of
German savers are due to a ‘cultural embedded frankeof logics of actions’ and are

based on ‘intergenerational inheritance’.

The understanding of the embeddedness of econottoesain different cultures such as
private households and the emergence of diversitutitsnal settings in a historic process
enables us to understand from a micro-perspechie@g tnvestment behavior in different
economic systems.

Keywords: trust in banks, institutional and personal trustst granting institutions; decision
making behavior of private investors
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Introduction: ‘“The path to domestic wealth’ and other challenges

Against the background of the ongoing financiasisrithe question of the genesis and
persistence of trust in banks plays an importalet mot only for the prevention of bank runs
and, related to this, for the regulation of bartkst also with respect to the perspective of
customer loyalty of private investors towards thbousebanks. Moreover and from a
theoretical point of view, addressing issues ofttrun banks will contribute to a better
understanding of how private investors cope witle tlncertainties and complexities
prevailing in financial markets and will thus effrithe theory of decision-making. As Knorr
Cetina (2007) emphasizes, the recent sociologyir@nte does not start from a single
paradigm but rather from a set of open questions, @ which concerns the outcome of
anonymous activities of atomistic actors. We wallléw her advice to use at least a part of
‘the larger toolbox of sociological [and economiojncepts and theories’ (Knorr Cetina 2007,
p.7) in explaining the genesis and persistenceust in banks. While the United States is
frequently the focus of analyses due to its leadolg in processes of change, as is the case
with financialization (Carruthers & Kim, 2011), ofgcus will be mainly on Germany which

is a well-known example of a bank-based economy.

In the past it was customary in Germany that newlysvwere given as a gift a book
called ‘The path to domestic wealth’ (Jungk, undat€l900). And, interestingly enough, it
starts with the now well-known metaphor ‘Yes yow’'aqdungk, n.d., p. 2), referring to saving
as a possibility even for low-income householdsd Aome further popular wisdom can also
be found there that might have contributed to aasttaristic German (saving) behavior:

* Spend less than you earn
e Pay cash and
. E[)))ebts are a ‘vengeful spirit’ because ‘to borrowngs sorrow’ (Jungk, n.d., p.

Referring to the British priest in the Church ofgtand, William Marsh (1775-1864),
who recommended saving as a virtue to his parishtherefore wanted to write the gold-
lettered word ‘Penny-Bank’ into the sky, the autldvised young couples to bank money
with the post office savings bank as an early hamkastitution, which in those days could be
found even in the smallest village. In this ingtdn, according to his advice, ‘through no
effort of one’s own the money is ‘working’ and thank will still add a ‘gift’ to the invested
money’ (Jungk, n.d., p.5, authors’ translation).e3& metaphors of ‘working money’ and

interest rates as a ‘gift’ may be early guidelitiest influenced private investors’ behavior at
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least at that time and perhaps continue to havenfuence today by being ‘learned’ or

‘culturally inherited’, as we will explain in ouoaclusions.

A hundred years later, the CEO of the German savibanks’ mutual funds, DEKA,
argued that in view of the growing distrust towabadsks as a result of the financial crisis, the
savings banks had remained a counter-model by igragtgenuine trust over the years
(Waas, 2012). This statement, of course, shoukdlen as a partial view, rather, of the entire
German savings bank association (Deutscher Sparkasdand). However, it makes evident
that trust is an important concern for banks. Ssimgly, in bank-based systems such as
Germany it can be observed that private investogsstll entrusting their money to banks
even contrary to bank-critical opinions expressececent surveys, thus continuing to provide
the banks with ‘patient capital’.

In the following we develop explanations for theemingly contradictory behavior. In
doing so, we start with a look at the historicalgass of the development of the structure of
the German banking industry. Germany is known t@ liete industrializer. In order to catch
up with its more developed competitors Germany kbpesl cartels and strengthened its
efforts to get ‘a high degree of integration in gmnomy by the involvement of states and
banks’ (Fligstein & Byrkjeflot, 1996). One thests that with the visibility of the usefulness
and high quality of loan financing transactions hwit the region where people lived and
worked, people became willing to entrust their sgsito these local banks. We go beyond
this narrow focus on local presence. Instead wavsihat the development of the German
banking system was marked by the evolution of tustinal networks connecting localities
and even regions which in their turn acted as ktabs of relationships between clients and

their local banks.

In every type of financial system trust plays arpamant role (Zucker, 1986). Due to
the high and ever growing complexity of financigéms, both with respect to the prevailing
products as well as to principal-agency relatiopshinstitutional trust plays a more important
role than personal trust (Bachmann, 2006). As le&s lexplained by Shapiro (1987), the set
of institutions which facilitate trust-building asse trust-guarding and sometimes even trust-
granting functions. Based on these findings we @septhe following hypotheses: First,
market-based financial systems as components efalimarket economies and bank-based
financial system as components of coordinated ma&enomies differ with respect to the
type of trust-guarding institutions which prevail @ither system. In the German bank-based

financial system, cooperative arrangements leading banking associations
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(‘Sparkassensektor and ‘Genossenschaftssektor'wels as close relationships between
banks and industry have come to play an importetin this regard (‘Grossbanken’ holding
controlling rights in corporations are an examp¢cond, a profound trust in the banks’
superiority in handling risks has made the typi@afrman household a ‘lazy’ manager of its
own wealth. Third, a ‘culturally inherited’ robuselief in the trustworthiness of trust-granting
institutions explains why after the financial csighese same households still rely on their
bank when it comes to gauging the risk of altemgatinancial products instead of improving
their financial literacy and thus acquiring the essary skills to manage their portfolios
themselves. Consequently, the typical German hald&ontinues to trust banks more in this

respect than other financial intermediaries.

Our article is structured as follows: We begin wéhreflection on the complexity
prevailing in the financial markets and the probleinfinancial literacy. This will be followed
by an overview of the investment behavior of prvaivestors within the German bank-based
system in order to contrast it with the differenae®ehavior in market-based systems. Even
though the business strategies of large privaté&kdaave changed over the last 20 years, a
‘rediscovery’ of private savers can be observed.Wieshow that the investment behavior of
private investors did not change after the financigis. In chapter 3 we will continue by
explaining our understanding of trust as a meclan coordinate actors’ expectations in
markets and to reduce complexity. In chapter 4 wvile discuss the relationship between
institutional guardians of trust and types of fioi@hsystems. Chapter 5 will be devoted to the
evolution of German trust in banks from a histdriparspective. In our last chapter we
theoretically explain the development of consisteatterns of action of private investors that

have been quite stable over time.

1. Limits to financial literacy and the necessity of tust

Before we turn to our conception of trust format@mong private investors towards
their housebanks we will take a look at the prolslenh decision-making that actors in
financial markets are exposed to. It is well knatlvat private investors are often unable to
cope with the challenges of the financial mark&tss is mainly attributable to the fact that
private investors face the same challenges as gmiofeal actors do. But they are less well
prepared. This not only refers to Germany but Gaoliserved in other countries, too.

Carruthers and Kim (2011, p. 247) point to the pgobthat ‘financial innovation has

tested the financial literacy of ordinary houseBbldlready the contractual detail buried in
3



contemporary credit card agreements overtaxes ayers and hidden fees on mortgages
may outsmart naive or inexperienced borrowers. Mgtngies verify large gaps in financial
knowledge. Following published opinion, the knovgedof German private investors does
not rank highly either. For instance, the toxic iretm bonds were explicitly sold to ‘stupid’
and ‘ignorant’ investors (DER SPIEGEL, 11/2009; FA8/06/2010).

This lack of financial knowledge has just been ooméd in a representative
multinational follow-up study. Fifty-six percent ¢fie survey participants agreed with the
statement that they were hardly or not at all kealgkable in financial matters. Categorized
into types of financial knowledge, 16 percent welessified as ‘ignorant’ while 46 (in 2012)

to 51 (in 2010) percent were classified as ‘begisinédxa, 2012).

Not only but also against the backdrop of this wpmlead financial illiteracy the
European Parliament and the Council of Europe a&dbphe ‘Markets in Financial
Instruments Directive (MiFID)’ to ensure inter aahigh level of protection for investors
because in ‘recent years more investors have beeaothe in the financial markets and are
offered an even more complex wide-ranging set ofises and instruments’ (MiFID, 2012).
This points to the fact that in ‘today’s financigpitalism, answering questions of trust in
financial promises lies in the hands of specialist®o have expanded the conditions for
effective promising into complex tasks, accompldhlerough, for instance, the science of
financial analysis’ (Knorr Cetina, 2009, p.333).

But these characteristics of a high-skill sectoffioéncial services do not prevent the
actors in this field from being mistaken, both heit methods as well as in their analyses.
This is due to the fact that every actor in a fmahmarket has to face three remarkable
challenges: Knightian uncertainty, also referredat fundamental uncertainty (Dequech,

2000), risk and last but not least complexity.

It might be easy for financial advisors in bankdtold up a professional image facing
customers for whom the inverse relation of intemagé and security price is already too
‘complex’. But none other than Alan Greenspan rdmcrabout the relativity of financial
literacy just a couple of days before the LehmankBeollapsed: ‘I've got some fairly heavy
background in mathematics. (...) But some of themlexities of some of the (financial)
instruments that were going into CDOs bewilders méidn’t understand what they were
doing or how they actually got the types of retuonsg of the mezzanines and the various
tranches of the CDOs that they did. And | figuretdidn’t understand it and | had access to



a couple hundred PhDs, how the rest of the worlgoisg to understand it' (Faber, 2009,
p.95).

We cannot go into detail here about actors facisg and uncertainty in financial
markets. Having discussed rational behavior andngoptrategies for risk and uncertainty
employed by private investors in financial markeftsewhere (anonymized, 2012), we would
like to add to this discussion some remarks on aheve-mentioned complexity which
appears of crucial importance. The word’s Latintrmo ‘complexus’ as past participle of
‘complecti’ and means to ‘embrace, comprise’ (Webst 1995, 202). It indicates that
something is entwined and refers to a status irchvtwo or more components are interlocked
in a way which makes it difficult to separate théagduality between parts which are at the
same time distinct and connected’ (Heylighen, 19086). And, of course, the complexity of a
(financial) system increases with more parts andenrelations between them. It is well
known as a general rule that persons who act iarerpart of a complex (social) system
encounter a series of specific errors resultingnfrlome ‘wicked’ characteristics of open
social systems. In particular these comprise anfficgent consideration of the time
dimension, difficulties in coping with non-lineaewklopments and thinking in linear chains
instead of thinking in causal nets (von Lude, 1998)is conduct can partly be explained by
the fact that our biologically inherited constitutiseems insufficiently prepared for living in
an environment as complex as the present sociayligthen, 1991).

We do not argue that the financial market is mamm@ex than the society we live in
and for which we have learned to survive by obeyome special rules of decision-making,
among them some personal heuristics developed griexce, which we will come back to
at the end of this paper. But in the financial neatke actors are undoubtedly confronted with
‘complex’ products like the CDOs that Greenspaemreid to. While this has been no problem
for asset pricing theory that relies on a ratioinamework in which ‘investors are able to
conduct even the most complicated calculationgdhtiing speed’ and therefore leaves little
room for complexity, for modern economists it igmisingly difficult to find a workable
definition of the complexity of a financial instremt (Brunnermeier & Oehmke, 2009). They
try to overcome these difficulties by assuming loediy rational actors selecting three ways
for coping with complexity (Brunnermeier & Oehmi2809, p.11).

() ‘by dividing up difficult problems into smaller syfyoblems or by using separation
results,

(i) by using models, but keeping in mind potential niiodepitfalls,
(i) through standardization and commoditization of s&es or investor restrictions.’
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We also point out that simply increasing the qugntf information disclosed to
investors does not resolve complexity, since inpgtesence of bounded rationality it leads to
information overload. These strategies are likelpe adequate for some of Greenspan’s PhD
students or the research departments of some majs, but they lack the appropriateness
for the ‘ordinary’ private investor even if he dnesbelongs to that minority who is better
informed in financial affairs. And certainly, thapplies to the ‘ordinary’ bank counselor as
well. With this example we attempt to demonstrae fluid boundaries of financial literacy

and far too complex financial instruments.

In order to show how trust in banks emerged a hethifty years ago we have to
remember that at that time financial instrumentsewless complicated. At least considering
the attitude of most private investors in Germamy situation has not changed much since
then. But, of course, in earlier times people wareh less educated with the consequence
that, for example, the interest paid on a savingskthad to be explained as a ‘gift’ of the
bank. And going back in history even more centunieswill be confronted with disputes
about whether receiving interest on savings is aahgin that will be punished by eternal
damnation (Le Goff, 2018)

2. The persistence of German households’ bank orientian

It is well documented that in comparison to Angx8n liberal market economies,
Germany has long been described as a bank-basetnsydere banks established close and
long-term relationships with their customers (Vsta2001). However, against the background
of a strong growth of the ratio of market capitatian to GDP in the second half of the 1990s
in bank-based or ‘network oriented’ countries Ii&ermany, van der Elst (2003) asks whether
a convergence towards a higher market orientateonbe observed. This question became
especially important in the context of the deregotaof the German financial system and the
dissolution of the ‘Deutschland AG’ — of ‘Germamgl’ — (Beyer, 2003), a network of cross-
ownership of domestic banks, insurance companidsaterprises that has been (re-)shaped

in the post-war period and contributed to the gjrdavelopment of Rhenish capitalism.

! The study very carefully describes the long-lastoigpate and the processes of change of the
interpretation of the medieval Catholic Church whitad long denounced the lending of money for @ster
With the increasing need for money because of ffierentiation of society as well as wars and thevwgng
prestige expenditures of the Church itself, thereisuhe ‘early bankers’, could be purified througtrgatory
(by donating money to the Church) and thus gaingtlaee of God. In the context of this paper thestjon is
particularly evident if there are still some unatings cultural consequences of that threat of Rargahat still
influence our (investment) behavior. This questmf;ourse, cannot be answered here.
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Savings deposits are a classical bank product fieate households. The growth of
savings deposits has shifted over time due to esterate movements and institutional
changes (Deutsche Bundesbank, 1997). From the bpekspective, savings deposits serve
as an important refinancing instrument. Their ative@ness is not only due to their low
interest rates but also and particularly due tar tihe facto long-term character. Thus, they are
ideal for refinancing long-term assets (Deutschad&sbank, 1997). Nevertheless, the large
banks in Germany seemed to be less interested aim firivate customers after the
deregulation of the German financial system. Simitathe banks in the USA, investment
banking seemed to be able to boost profits shafpiis development has changed after the
Lehman collapse. All large banks are now tryingdmforce their retail banking activities
thus acknowledging the ‘virtue’ of deposits wittbager maturity as an important refinancing

instrument.

With caution these developments allow to compageréthevance of bank deposits with
that of stockholdings as a means of accumulatingithvdetween the US as a prototype of a
market-based economy and Germany as a prototypbank-based system.

The following diagram shows the development of tive financial indicators ‘Stock
Market Capitalization / GDP’ and ‘Bank Deposit / 8Dfor both countries. It covers the
period between 1960 and 2009 and hence include2(0@ financial crisis and subsequent
recovery. Though both indicators have been risiagrdime as a typical trend for ‘high
income countries’ it is obvious that stock markapitalization in the USA proceeds to a
much higher level, whereas the ratio of bank depdsi GDP is higher in Germany. This
evidence can be interpreted as supporting the gasamthat Germany has remained a bank-
based financial system.

Figure 1 about here

Indeed the figures reveal a strong trend in thetbifards strengthening the already
existing market-based system, whereas in Germanghgerve a dominance of the deposit
indicator even after acknowledging a slight incee@s the shares indicator in the period
observed. Of even greater interest is the evidefeesing bank deposits in the aftermath of
the financial crisis of 2008, which supports oupbthesis that households are still entrusting
their money to banks.

Since it could be countered that such a macroecmnpenspective is much too crude to

describe the underlying differences in betweerfiti@ncial system and households’ attitudes



towards their banks, we will substantiate the wgliebf our arguments from a different

perspective.

Figure 2 about here

The graph shows for each year the changes in theisaton of financial assets of
German households. So for instance in 2002 thedhmlds reduced their stock of shares by
60,7 % and increased their bank deposits by 74,8Th& graph underscores the high
importance of bank deposits and insurance contralceseas investment in stocks and funds
have declined dramatically since the burst of tte economy bubble in 2001, and again at
the beginning of the financial crisis in 2007 amdally after the Lehman crash.

3. Trust on the ‘institutional’ level: coordinating expectations and

reducing complexity

The aim of this chapter is to reach a basic undedshg of ‘trust’ which is able to
address various accompanying aspects in respda froblem of its genesis and persistence.
Our choice is a blend of three important theoratisi of trust, namely Niklas Luhmann,
Lynne Zucker, and Reinhard Bachmann who combinpects of both authors in his more

recent research (Bachmann, 2006).

Further developing some of Luhmann’s thoughtssiBachmann who provides the
starting point for our analytical needs. From losislogical perspective, trust is essentially
seen as a mechanism to coordinate expectationsebetwocial (that is: individual and
collective) actors (Bachmann, 2006). But, speakihthe coordination of expectations, it is
the sociological twist that has to be taken intooamt: it is Luhmann (1984) who stresses that
expectations unfold their social qualities onlybing ‘reflexive’, in articulating expectations
of expectations, or, to use the sometimes confusipgortunities of German language:
Erwartungserwartunger expectation expectationd/hat is meant here is nothing other than
the simple as well as brilliant idea that Keynesoagxpressed a long time ago in his now
famous ‘Beauty Contest’: what matters — also ‘tnise’ — is to expect what others expect.
And, as Bachmann further stresses, it is alwayprablem that in the empirical world is
almost always already solved before any philos@tgciestions and problems may set in’
(Bachmann, 2006, p. 394).



Moreover, it is this ‘trust-grounded’ interplay @Xpectations that can, using Luhmann’s
terminology again, be termed a ‘reduction of comipyé (Luhmann, 2000). In this sense, as
Bachmann points out, trust not only directs theich®f (expectation) expectations, but in
doing so it takes a certain disposition in the @nésowards future outcomes — it manifests the

future in the present (Bachmann, 2006).

Turning to our analytical field then, to the woiddl banking and financial markets, it
becomes obvious why trust plays such an extraorginale. As we all know financial
markets have a very specific kind of good they deapromises (Knorr Cetina, 2009). Any
financial contract turns around promises to payh&W people make promises, they assume a
relationship with a promise-receiving party’ (Knd@etina, 2009, p.332). And of course an
engagement with this ‘promise business’ is a qaestf trusting counterparties as ‘lenders
have to decide if they trust the borrower’'s prom{€arruthers & Kim 2011, p.240). What is
established here then is a trust relationship irchviAlter und Ego can be addressed as the
trustor (who is ‘investing’ trust) and the trustglee trust-taker). It is a relationship that does
not have to be reciprocal, as Bachmann points ‘tiuis by no means necessary that the
trustee also agrees to act as a trustor and tblisbtaeciprocal trust in a relationship, but he
or she has to decide actively to take on the rblthe trustee, who equally makes specific

assumptions about the trustor’s future behaviodgBnann, 2006, p. 395).

To put it another way, engaging in financial proesi®s an investor means not only to
invest money, but also trust, as Bachmann sums thpwght of Luhmann: ‘placing trust in
another actor is like overdrawing a bank accoumil&r to spending more money than one
owns, trust draws on information that is not incktoBut as any business person knows,
sometimes a little loan can be incredibly usefulstart a profitable business’ (Bachmann
2006, p.395). It is this little analogy, this ‘uskfess’ of trust in starting a ‘profitable
business’, that can also be observed on a muchdéraale — the scale of society. Well-
known theoreticians of trust agree on an understgnaf trust as a fundamental precondition
for economic development and prosperity. It is ek of mutual trust that can be seen as a
feature of economically underdeveloped societiess krust that enables various sorts of
collective enterprise that promote competitivexifiée forms of organization (Arrow, 1974;
Fukuyama, 1995).

However, turning again to the banking sector, isobges clear that financial promises,
like expectations, define themselves through affgra specific outlook on the future while

taking a point of view bound to the present. Irsthense, they are a perfect match. But a
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promise is not a promise if it cannot be brokend Aam expectation is not an expectation if it
cannot be disappointed. In other words: ‘The trewith trust is that it requires acceptance of
risk’ (Bachmann, 2006, p. 395).

From this perspective, another important theorbtispect of trust comes into play.
Trust can be described as a transformation fromfopnal uncertainty into actual risk. To be
more precise: to trust means to absorb uncertarhtle producing risk — the risk that derives
from the very decision to trust. But even if riskthe consequence — it still is ‘incomparably
better than a situation where an actor faces amiiat number of possibilities as regards the
other actor’s future behavior’ (Bachmann, 20063@6). Consequently, the decision to trust
requires the solution of a trade-off between (dqumod) uncertainty and risk as its ‘attractive’

alternative.

It is this basic trade-off that has to be takeio atcount for the investment behavior of
German households. But it also offers a good thieateplatform from which to take a look at
the recent events of the financial crisis. Whertes sociological approach to trust-based
financial promises is well aware of the fact thae@annot get rid of the central problem of
risk, it is the economic perspective that promajade a different point of view. It was Frank
Knight who popularized an understanding of risk ieastrongly attached to the idea of being
calculative (in terms of probability) — which essally means being manageable. Now, it is
precisely this thought that expressed itself indtaorated risk management models of high

finance

This cumulated in the assumption that one coulth@h not only ‘reduce complexity’,
but, ultimately, by relying on — or trusting in -omplex financial derivatives and
securitization, even ‘manage risk away’. Not tomdoago, the ‘Confessions of a Risk
Manager’ read like this: ‘In January 2007 the wdddked almost riskless. (...) We were paid
to think about the downsides but it was hard towkere the problems would come from’
(The Economist, Aug. 7, 2008).

But even after the banking sector gave this ‘qunt@ressive demonstration’ of its
‘capabilities’ to handle complex financial risk,etlaverage German household continues to
promise, continues to invest money — and thereffoist — in its housebank. But why is that
so0? In search of an answer our argument takesitstp the historical characteristics of the
German banking system. But beforehand, we needldiian to our theoretical outline of
trust. While thinking about the building of trust a historical way, we need to specify our

10



level of analysis. It is in the works of Zucker a@Bd@chmann that we find adequate distinctions

to base our analysis on.

In the work of Zucker (1986) we find the distinetiof three basic modes of ‘trust-
production’: process-based trust, in which trugted to past exchanges in which the result is
a certain reputation; characteristic-based trast, derives from the personal characteristics of
a trust-counterparty such as their family backgtbam ethnicity’ and institutional-based
trust, which is bound to formal societal structuiesluding intermediary mechanisms.
Turning to historical developments in the Unitedt&$ for the time between 1840 and 1920,
she identifies an erosion of the first two modesra$t — caused by high immigration into the
US, migration within the US and growing economicemainties (Zucker, 1986). Her core
argument then is that institutional trust, as ac#gijgemode of building trust, steps in on the
societal level and compensates for the otherwidmdaforms of trust. What is included here
is the assumption that different modes of trustdpotion can actually complement each

other, or compensate for each other during pewddscial change.

Bachmann takes up Zucker's classification and sregpit in terms of a basic
confrontation: that between interactional trustifiding the first two aforementioned modes
in which trust is the result of actual interactiagrounded in the process of an already
established relation or personal characteristios)) iastitutional-based trust, or system trust
(Bachmann, 2006). Whereas in the first case trast develop independently from the
surrounding institutional arrangements, it is ofise the latter mode of establishing trust, its
institutional side, that enables us to focus ongiaesis of trust in banks on the societal level.
Here, the importance of past experiences and enadtimr financial costs that are bound to
specific interactions becomes minor. Instead, toeig is on the ‘institutional landscape’ that
allows for establishing trust on a more abstraetlleor, as Zucker puts it: institutional trust
‘generalizes beyond a given transaction and beyspetific sets of exchange partners’
(Zucker, 1986, p.63).

Bachmann illustrates this argument while focusing ‘egal norms’ as the most
important catalyst of institutional trust. Includedre are judicial conditions (law) as well as
social norms or technical standards. He concludiesspective of whether these rules and
norms are legal, social or technical in natureythave a latent potential to sanction non-

compliant behavior and can thus reduce the poggibfl opportunistic behavior on the part of

2 Zucker's argument is questionable here, becausiwts like ethnicity or family background are
projected on persons but clearly derive their ntegm social contexts that are detached from thegoel level.
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potential trustee’ — ‘Thus, one can conclude, trsigignificantly more likely to occur where
reliable rules of behavior make potential trustdesure behavior more predictable than it
would be if these rules did not exist’ (Bachman0&®. 396). In this sense ‘trust in the form
of “institutional-based trust” became a commodhgttcould be mass-produced on the basis
of reliable institutional arrangements. (...) Withgaed to the economic system’s further
differentiation and growth, this was a vital deyetzent which came at some collective cost.
But it relieved business partners from always hguim develop trust at the personal level
which overall is also much more costly for the bess system as a whole’ (Bachmann, 2006,
p.398). Turning to Zucker again, she also pointsthie spread of rational bureaucratic
organization, to the professionalization of occigret (via credentials) and to the upcoming
of (financial) intermediaries and services (ZucK&86).

In the following section we take a closer lookla set of institutions which according
to Bachmann (2006) act as catalysts of trust.ne With Shapiro (1987) we argue that these
institutions crucially assume a trust-guarding axlywe would like to add, sometimes even a
trust-granting function. Furthermore, we show thedrket-based and bank-based financial
systems differ significantly with respect to theoi® of guardians or guarantors of trust. In
this regard the German trust in banks should benstabd as trust in the relative advantage

of cooperative patterns of coordination comparecbiopetition.

4, Institutional trust, guardians of trust and types d financial systems

As explained in the previous section, trust alldtes trustor to transform fundamental
uncertainty into risk. It should be noted that uteiaty not only refers to yet unknown future
contingencies but also to the behavior of otheoractvith whom we wish to or have to
interact. Zucker (1986) as well as Bachmann (2@dgphasize the role of specialization and
related to this of diversification for the emergerand necessity of institutional trust. Susan
Shapiro explains in her article ‘The Social Contblimpersonal Trust’, that specialization
has shifted problems of insufficient efficiency tlwose of relational uncertainty (Shapiro,
1987). This applies to basically all branches &f éitonomy but is especially significant for
the intertemporal exchange of purchasing powerclvhilows actors to smooth and tilt their
expenditures over time. Take as an example a holdséhat wants to save part of its income.
Consider on the other hand a firm that plans aedtnent project but lacks the money to
finance it. Whereas the household wants to postpamehasing power into the future, the
firm seeks the opposite. Hence, by exchanging @sioly power on an intertemporal basis
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both parties could be better off. However, theatitin is not that simple for the following
reasons: First, the firm might need more money tharsingle household would ever be able
to make available. Second, the investment projeghtriurn out to be a failure thus making
the firm unable to repay. Third, the firm might esable the money which it received from
the saver. For the moment let us focus on thetastpoints. They are both crucially related
to information deficiencies with one important difénce: Whereas the first point is based on
deficient information about future contingenciesnty outside the realm of the firm, the
second point results from a combination of selfishavior with guile (to use Oliver
Williamsons terminology) and an information advaygeon the part of the investing firm.
This relational uncertainty establishes betweenfithe and the household what has come to
be known as a principal-agency relationship: theggral (household) transfers money to the
agent (firm). In doing so, both parties expecthare a common surplus the size of which is
unknown at the contracting date. However, sinceatent is regularly better informed than
the principal, he might have an incentive to rethste the common surplus to his own
advantage, leaving his partner with a loss. Theallag of this relational risk has attracted the
interest of both economists and sociologists buhva different focus: Whereas among
economists there is still a pronounced tendencgnphasize the calculative capabilities of
actors, sociologists point to the opposite, thusdiing their attention to the role of trisin

his article ‘Calculativeness, Trust, and Economigddization’, Oliver Williamson even
assigns to boundedly rational actors the capalidityurn radical uncertainty into probability
distributions. According to him this calculativesed uncertainty should enable the parties to
a contract to make credible commitments, thus capdathe need for trust. ‘If calculative
relations are best described in calculative tethesy diffuse terms, of which trust is one that
have mixed meanings should be avoided when poss{l@liamson, 1993, p.469).
Williamson takes for granted that business relatiail be determined by calculativeness and
leaves non-calculativeness to very special relatsarch as between family members, friends
and the like. This rather optimistic attitude todsthe handling of relational uncertainty has
encountered the severe criticism that agents ailllly be able to reduce relational risks to nil
(Shapiro, 1987; Nooteboom, 2007).

Due to specialization, individual actors have beeopart of a complex pattern of
interdependencies (Shapiro, 1987; Nooteboom, 2@xf)cerning the intertemporal exchange

of purchasing power this leads us to our first pamamely the problem that the size of funds

3 Exceptions are for example the contributions indraz& Lorenz 1998.
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that investors need regularly differs from whatiadividual saver is able to provide. The
most important solution to this problem is the aggtion of individual savings to fund
indivisible large-scale investment projects, i.@goling (Sirri & Tufano, 1995) or
collectivization (Shapiro, 1987). Pooling allowssmdncome households the access to the
financing of profitable projects and it allows thieancing of large-scale projects. On the
other hand, pooling creates multiple principal-agyerelationships which regularly exclude
personal relationships thus also ruling out thergerece of personal trust.

In fact we may say that the evolution of financgystems in the course of
industrialization can be described as attemptsdiwesthese principal-agency problems.
Basically, two paths have been followed: the desifjbilateral contracts and the design of
multilateral contracts (Sirri & Tufano, 1995). lhet case of bilateral contracts a single firm
holds multiple bilateral contracts with providersfonds. Though each supplier of financial
funds signs a contract with the final user of hisher funds, the relation is usually not
personal. Alternatively, pooling may take placeotilgh multilateral contracts between a set of

financial investors and a set of firms.

Most importantly, the design of these contractslasely linked to the development of
alternative governance mechanisms which are orgdriimancial markets (for example stock
exchanges) on the one hand, and banks on the dimganized financial markets offer
bilateral and multilateral contracts. In this reygecuritization plays an important role. The
underlying contract is highly standardized whichkesait tradable, thus allowing for easy exit
and diversification, which both offer protectionaast at least idiosyncratic risks. However,
the use of the organized financial markets is bymremans costless, and these costs act as
barriers to perfect diversification and a frequese of exit in particular for low-income
investors. Equally important is the fact that doetlte anonymity in organized financial
markets and due to small investments in a singdgept, each individual investor only has a
low incentive to monitor the users of his or hends. This has led to the development of

financial intermediaries who perform a delegatechitooing function (Diamond, 1984).

Concerning the relationship between the users hadptoviders of financial funds,
banks create multilateral contracts. However, tieeimception differs from mutual funds in
that they not only step in between finance-seekiofprs and investors. Rather, the major
difference lies in their offers to investors ofktisss and highly liquid deposits unavailable in
financial markets which they then primarily invéstrisky loans. Consequently, they provide

the depositor with the perception of being on thfe side and at the same time remaining
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liquid and earning an inconfeOf course this safety does not fall from the sky lhas to be
produced by some wise bank policy to be achievéuaily by diversificatiom, Hence a
depositor typically places the responsibility fanstructing a portfolio of assets which yields

a safe income into the hands of his or her bank.

As should have become clear, governance structikeorganized financial markets
and banks seek to organize the pooling of savimgsmanner that creates a win-win situation
for both finance-seeking actors and investors. H@wneas evidence has shown, the ideal is
hardly ever achieved. One important reason for thégppointing outcome is that banks
hardly ever accomplish the task of creating a pdsfadiversified asset portfolio, a second
one relates to banks as producers and not absoobesgstemic risk, for example within
‘normal accidents’, as was widely discussed at‘Markets on Trial Conference’ in 2009
(Lounsbury & Hirsch, 2010). A third reason concetthe observation that governance
structures like the market and the banking systesate agency problems of their own. In
particular ‘[c]ollective agency [...] undermines [.tH}at agent performance is accessible to
principal’s scrutiny and that ongoing relationshipetween principal and agent provide the
mechanisms to deter and, if necessary, to puniabagptable agent performance.’ (Shapiro,
1987, p.632).

Hence a considerable degree of (relational) unicgytaemains, giving rise to the
necessity of trust which in the face of a high eéegof anonymity has to be of the institutional
type. It is in this respect that guardians of trdsffined as institutions that exert social control
measures, have gained importance (Shapiro, 198% prdpose that the type of trust-guarding
institutions not only promotes trusting behaviorimdlividual actors but also contributes to
establishing a firm belief in the relative advamtayf the prevailing dominating coordination
mechanism, which is the competitive solution in kettbased financial systems and a

cooperative solution in bank-based financial system

Market-based financial systems are characterizedabypredominance organized
financial markets with the stock exchange as a premt example. The term ‘organized’
seeks to remind us that the performance of sugistara depends on supporting social control
mechanisms which ensure that competition workstHerbenefit of all market participants,

examples being the NYSE which ensures investomsteption but also rating agencies. In

4 Moreover, as was found by Allen & Gale (1997), bankt only provide insurance against idiosyncratic
(diversifiable) risks but also against systemi&sisvhich they accomplish through intergeneratigmabothing.

® Diamond (1984) shows that ideally a bank can aehtkis by investing deposits in a high number of
assets with identical and independent risks givisg to the law of large numbers.
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Germany, a cooperative system comprising bank eggnts as well as cooperative patterns
between banks and the finance-seeking industryaeed crucial importance in this respect
and has sometimes even acted as trust-grantingatems. In other words, German trust in
banks should not be separated from the specificdgares of trust who all represent some
pattern of cooperative behavior. How this orgamiret! structure developed will be shown in

the next section.

5. Revisiting the emergence of the German financial sfem from the

perspective of trust

The literature on the historical development of Berman financial system has
primarily been devoted to analyzing the role of émeerging banking system in meeting the
increasing financial needs of industrialization (§&&&enkron, 1962; Hellwig, 1991; Da Rin,
1996; Hauswald, 1996; Edwards & Ogilvie, 1996; (aine, 2002). In this respect the debate
centered mainly around credit banks and their moléinancing long-term and large-scale
investment$. Only indirectly did this literature address thstis of trust and if so, this issue
was largely reserved for the relationship betwesmkb and their borrowers. Nonetheless, the
manifold contributions deliver a rich body of infieation about how investors’ trust in banks
might have developed and how this trust might Haeen closely linked to a deep-rooted trust
in the superiority of cooperative governance stmes compared to the competitive

governance structure of the market.

From a financial point of view, the process of isttialization describes a process of
creating ever more efficient ways of pooling myriadividual savings and allocating them to
the most promising investment projects in termghafir profitability and risk. Since this
required coping with radical uncertainties concegnboth the future states of the world as
well as the behaviors of (potential) contract panrsna parallel to technological innovations in
the real sector of the economy can be drawn toviammans in the accumulation and
processing of information. Da Rin (1996) emphasthes in light of information deficiencies
both the pooling of savings as well as their allimrato investment projects requires the
fulfillment of four functions: monitoring, coorditian, control and commitment. We would

like to add a further function, namely the estdbhient of a risk-sharing pattern in accordance

® An exception is Guinnane who emphasizes the rolsasings banks as well as cooperative banks in
promoting industrialization.
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with risk preferences and capabilities. As we halveady explained in the previous section,
in a bank-based financial system investors not delggate monitoring, coordination, control
and commitment, but in addition and more importgritiey prefer to shift the risks involved
in each investment onto banks. Their abandonmentoafrolling and monitoring, which

includes banking activities as well, assigns a faivimle to trust.

In the following we seek to find out whether thetbrical development of the German
bank-based financial system provides us with inéiram about how this trust evolved and
whom the German investor in fact has come to tQat. elaboration is intended to highlight
that the evolution of the German financial systeas\paralleled by a process in which banks
formed associations among themselves and in whidbrtaer cooperative pattern arose
between lending banks and borrowing firms, leanagks at least formally with significant
control rights over the assets of their debtorssEhsolutions to an ever rising complexity of

principal-agency relationships assumed importarstiguarding functions.

The German savings banks are of particular intebesause contrary to the rural
cooperative banks (‘Genossenschaftsbanken’) anditcoanks, where we can observe a
transformation of personal trust into institutioriedst only in the course of an increasing
complexity in the real economy in the last third tbe 19th century, institutional trust
characterizes the sector of savings banks fromvéing beginning. The German Sparkassen
were founded to promote saving among poorer peaph to this purpose offered safe
deposits to low-income households which could bidadvawn after a notice period. In order
to grant trust in the factual safety of these da#poshe bank owners (predominantly
local/regional governmental bodies) assumed urddnitability. Furthermore, the types of
business a savings bank was allowed to undertake Weited to those bearing no
(perceived) risk. Basically these involved governimgebt and mortgages (Guinnane, 2002).
Notably, branching was not typical for savings bmnkeither were flexible opening hours.
This in turn did not offer opportunities to engageersonal relationships, which research has
found to be an important condition for the emergeatpersonal trust (Sako, 1998). Hence,
the trusting relationship between depositors amihga banks of the 19th century has to be
characterized as being of the institutional typs. &suming unlimited liability for the
deposits, the owners of the savings banks evenmesbla trust-granting function. By
imposing on savings banks limits to their risk-tekbehavior which comprised the necessary
controlling mechanisms, they acted as guardiarsust.
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Quite the contrary can be observed in the rural pecative banks
(‘Genossenschaftsbanken’), where personal acqua@atand personal relationships played a
crucial role, thus giving rise to personal trusboferative banks were first introduced in the
1850s, not with the purpose of promoting saving tobugrant loans to a clientele like small
artisans and farmers who would not have been aedegd borrowers by the then existing
private banks (Guinnane, 2001). Their origin isifasited to German progressives who sought
to promote the common good (Guinnane, 2002). Theechainciple of credit cooperatives
consisted of pooling the savings of members andmembers in the form of time deposits
and in lending them to members only. In particulbe prospect of getting access to a loan
whenever it might be needed was supposed to acpaesmoter for investing one’s savings in
a credit cooperative. However, since borrowing saning did not happen simultaneously, the
interests of a depositor both as a member and anm@snber and the interests of a borrower
have to be considered as different. As a saver, v interested in the safety of one’s
deposit. At least in the early years, members etlitrcooperatives bore unlimited liability
which means that the collective of depositors thewes assumed a trust-granting function.
This raises the question of why a single depositmuld trust in the collective of depositors.
Finally, credit cooperatives were not managed bwricial experts but relied on members
with at the most limited accounting experience. Wigspect to rural credit cooperatives,
Guinnane (2001, 2002) emphasizes that members andmembers ‘had considerable
knowledge of each other's habits, character, anttie® (Guinnane, 2002, p.91). This
knowledge might explain the evolution of persomast among clients. On the other hand, the
role of personal trust should not be over-emphdskzecause not only urban cooperatives,
where personal acquaintances and hence opportutati®uild personal trust were lacking
from the beginning, but also rural cooperativesoidticed special auditing associations meant
to exert external supervision before this was mamapulsory by a law in 1889 (Guinnane,
2002). These guardians of trust were private, walyngroups owned and controlled by
member cooperatives. They employed specialist asdivho examined the cooperative’s
books, corrected errors and made recommendationshéinges in business practice. They
had the authority to cancel a cooperative’s menfijgrs the auditing association, which
according to Guinnane (2002) served as a powednbhsand hence undermined trust in this
bank.

Another problem limiting depositors’ trust in saggbanks and credit cooperatives
alike was their restriction to a local area whiclada them prone to regional shocks and

limited their scope of risk diversification (Guinmg 2002). Rural cooperatives for example
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suffered from a considerable maturity mismatch whilcie to a local weather shock could
cast them into insolvency. Generally speaking,aeai shocks imply that liquidity shortages
that not only concern a single bank but the vagoritg of banks located in this region have a
high probability. Savings banks as well as credibperatives reacted to this risk by
introducing what is called in German the ‘Finanberd’ and can best be described as the
creation of an internal capital market with thephet a ‘central bank’ which, too, stood ready
to act as a lender of last resort. In terms ofgén@ngs banks, this task was assumed by the
‘Landesbanken’ or ‘Girozentralen’. These centralnks|a which were owned by the
Sparkassen, collected surplus liquidity from sasibgnks and allocated the funds to savings
banks in need of liquidity. They furthermore praddtheir member savings banks with
liquidity from other regions (later on from intetianal capital markets). A similar approach
was assumed by the ‘centrals’ among credit coopesa{Guinnane, 2002). Centrals as well
as Landesbanken and Girozentralen alike acted e of insurance against (regional)

liquidity shocks and in this function even repredgemst-granting institutions.

With respect to the financing of the German indabhation process, the credit banks
that after 1870 developed into joint-stock compsitiave received particular attention. In the
following we explain our argument that this bankgrgup, with the Deutsche Bank taking a
leading position, has also contributed significamtl the development of depositors’ trust in
banks and did so by gaining a high reputation rmseof managing credit risks. The credit
banks developed out of private banks (‘Privatbaiskiewho had financed their business
exclusively from their own capital. Private bankdivkered only a moderate contribution to
the pooling of savings, and in doing so undertduk role of a financial intermediary in the
pure sense of the word. In particular they bougiveghment bonds but also securities from
the upcoming industrial firms and resold them t@le/ people. In this regard they assumed
the role of a trust guardian by holding these sassets in their own portfolios for some time

to signal their high quality (Guinnane, 2002).

Larger ‘Privatbankiers’ looked for ways to meet tleeed for larger funds of a growing
industry. They grew into credit banks (Kreditbankamong which some gradually developed
into Germany’s large banks (‘Grossbanken’). The svaywhich these credit banks adjusted
to the growth of complex principal-agency relatioips incurred by the fast changing
conditions of the growing industrial sector notyonianifest high capabilities on their part to
efficiently manage implied risks. Furthermore, tloay be interpreted as a major contribution

to establishing a system of trust-guarding ingting in the eyes of depositors to whom these
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banks increasingly turned as providers of fundse plriod starting with the Joint Stock
Company Act of 1870, which spurred the growth ofrr@@n industry both in size and

complexity and undercut the personal flows of infation, is of particular relevance in this
regard (Da Rin, 1996). Having been founded asrd giock bank in 1871, the Deutsche Bank
took the lead in responding to the changed sitndiipboth increasingly seeking refinancing
funds through the collection of deposits and longragency cost by introducing appropriate
institutions. These institutions were primarily adat exploiting local information and in this

sense established a kind of proximity banking bgnipg local branches and deposit offices
(Da Rin, 1996). Loans were granted on a formal tstesm basis (current accounts) which
endowed the bank with the right to end a crediatr@hship whenever this was thought
necessary, but on the other hand allowed the denedot of close relationships with bank
clients thus reducing information asymmetries. Agass of concentration among credit
banks in the aftermath of the 1873 crisis was usethe large joint stock banks to absorb
most of the regional credit banks thus gaining okl access to local information (Da Rin,

1996). Finally, the credit banks accumulated indaistdirectorships through contractual

provisions and the increasing use of proxy votiAgbxy voting is interesting for our topic

because it is a further example of a custom amoegn@n savers to delegate tasks in

connection with the reduction of agency costs.

By the mid-1890s the German economy had finallpveced from the 1873 crisis and
experienced sustained growth. Firms were increfsaige to reduce their bank dependency
and instead relied on internal finance and on ma&onal capital markets. This development
was accompanied by a growing cartelization whichs wsupported by the German
government. Managerial organization became morept®nthus undercutting in particular
personal information flows to banks. The Grossbamkeacted to this development by further
spurring the process of concentration in the bankiector and by acquiring directorships in
those corporations that were the decision-maketisarcartels (Da Rin, 1996). The process of
concentration was accomplished by building netwasksund the five largest banks. Of
particular interest for our topic is the constranti of communities of interest
(Interessengemeinschaften — IG) with smaller Kiediken and the continued absorption of
local Provinzbanken and Privatbankiers (Da Rin,8)99G.s, introduced in 1897 by the
Deutsche Bank, were written agreements to coomlibanking activities under common
strategic management, and to split profits accagglirusually between a Grossbank and local
Provinzbanken. 1G.s allowed the Grossbanken toeaehsignificant external growth very

quickly’ (Da Rin, 1996). On the topic of the preserof the Grossbanken in the supervisory
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boards of their clients’ industrial corporationd)et literature provides us with rather
controversial interpretations concerning the baffdkstual influence of their firms’ investment
policies (Guinnane, 2002). In the context of trustbanks it is not so much their factual
influencethat is of relevance but their factyakesenceon the boards and the implied formal

control rights which might have been interpretedibpositors in a trust-guarding sense.

The final steps towards the type of financial systghich has characterized Germany
in the 20th century concern the growth of Sparkasaed Genossenschaftsbanken into
universal banks, though with legal limits regardiegional constraints and the degree of risk-
taking in Sparkassen. This gave rise to a fiercepmiition between the three banking groups
for depositors, but significantly less so for ctedlients (Guinnane, 2002). Drawing on the
insight in Petersen and Rajan (1995) that compatita the credit market may increase credit
risk for the bank, this evidence of only limitedngoetition in the lending market is again

relevant for depositors’ trust in banks.

The 20th century is marked by a development largelyavor of Sparkassen and
Genossenschaftsbanken (Guinnane, 2002) who bechenemain lenders to small and
medium-sized firms and were most successful imetitrg deposits. An important role in this
respect was played by their branching activiti&parkassen existed nearly everywhere and
had as their first priority the financing of loca¢eds. Any city that felt neglected by other
banking institutions could just establish one. @redoperatives were even more radically
local, and any seven individuals could under thve flarm a credit cooperative’ (Guinnane,
2002, p.117).

In this respect, the emergence of stable perseteationships between banks and their
clients gained importance even for the group ofirgss banks. This raises the question
whether these personal relationships were basegensonal trust, which served as a
substitute for institutional trust, or whether beaitted as complements in the sense that bank
officials were simply acknowledged as represengatiof a system with institutional guardians
of trust. Taking into account that due to the algsdown of branches and the switch to a
strategy aimed at changing bank managers more dngiyu(Reifner & GroR3l & Kruger,
2003) personal trust has been on the retreat fibe quwhile, it appears more plausible that
German trust in banks is primarily based on trugtrding institutions. This view is supported
by the fact that bank officials were usually call&hnkbeamte’, the term ‘der Beamte’
meaning civil servant. It should be noted that emewadays a famous online dictionary
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continues this practice by offering the term ‘deanBbeamte’ as the (single) translation for

‘bank official’.’

6. Conclusion: ‘Learned’ and ‘inherited’ trust as micro — macro link

In our previous chapter we showed how in Germasya @rototype of a bank-based
system, trust in banks has emerged over time aece$s in which trust-guarding and trust-
granting institutions played a crucial role. Sehould be no surprise that private households

in Germany are still entrusting their money to (sgs) banks today.

However, since the late 1980s the institutionaieaork of the financial market and
the governance of corporations have changed dreatigti The three large private banks in
particular directed their business policies towarase profitable investment banking, since
their return on capital had declined continuoushgrathe previous years (Vitols, 2009). But
also among the savings banks there was a growitagest in entering the business of
securitization, thus passing risks to others anekifg’ their balance sheets from their own
risks. As a result, Grossbanken in particular wiexss interested in their ‘boring’ retalil
services with private households. The Deutsche Bk closed 34 percent of its branches
between 1999 and 2003.

Furthermore, the long established policies of theirgs banks came under pressure
because the European Union would no longer acdeptcompetitive advantage of the
Sparkassen resulting from the public guaranteegatitin (‘Gewéhrstragerhaftung’). Hence,
with the ‘Brussels Concordance’ of 2002 one ofttiast-granting institutions lost its binding
force. Consequently, the Hamburger Sparkasse fample, which is the biggest savings
bank, changed into a joint stock company and tleggived the status of a ‘free’ savings
bank. But also the other trust-generating instisi like the ‘Landesbanken’, which were
called the ‘central banks’ of the Sparkassen, canter pressure. Their task of ensuring the
borrowing requirements and lending needs of lavatstors seemed to be too unprofitable to
their managers and lacked (from their point of yi¢le reputation of international operating
banks. Wanting to keep up with large private bathiey started an international investment
strategy the end of which is very well known: Aftdre Lehman collapse they suffered
tremendous losses that absorbed their originaltalapnd they had to be rescued by the
federal states. In the case of the biggest onee-Westdeutsche Landesbank — the EU

" cf. http://dict.leo.org
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Commission forced the state of North-Rhine Wesiphal close the bank by July 2012 at the
latest.

And yet another aspect that should be consideredeains beyond the scope of this
paper is the loss of trust amongst banks themselitbs the whole Eurozone which can be
seen in the statistics of the overnight facilitefsthe ECB after the Lehman shock and the

enduring Greece crisis.

While ‘institutional trust’ is a very useful term mapproaching the aspect of the genesis
of trust, there remain important questions conegrits continuing persistence within the
German banking sector. So how can the inertia maf@ households’ attitudes concerning
their investment strategies as shown in FiguresdL2abe explained in view of this dramatic
change in the institutional framework of the Gernfiaancial system? And why are they still
‘lazy’ managers of their wealth? We started oumuargntation from the micro-perspective of
households in the 19th century and argued, stithermicro-level, that the limits of financial
literacy might be an abiding foundation of trustilthmg. Then we showed from a
macroeconomic view that households are still etitrgstheir money to banks instead of
acting on the organized financial markets themsele®d they even withdrew their
investments in stocks and funds within the last y@ars. We then explained from a
macrosociological perspective how trust emerged tdwe last 150 years on an institutional
level. We now have to return to the private houkiha order to explain the still missing
micro-macro-micro link: how trusting in financiaffairs became a persistent habit or how
private investors ‘learned’ and ‘inherited’ trust banks. We will refer to the concept of
cultural embeddedness as introduced by Granovgtf85) to show how we interpret the
persistence of trust in banks in order to explasw Hlearned’ and ‘inherited’ trust is still

(unconsciously) guiding the investment behavioprdfate investors.

The fundamental aspect of the embeddedness of eto@ation we refer to is that how
a bank interacts with private investors cruciatgmes their set of choices. What has come to
be known as cognitive and cultural embeddednedsir{Z& DiMaggio, 1990) determines the
decisions of the actors in such a way that theypér#he application of strategies under certain
circumstances of exchange and interaction. Theshghasis is put on the link between
culture and cognition because ‘culture enters ederyday life through the interaction of
environment cues and mental structures’ (DiMagdi®97, p.279). Following DiMaggio
(1997) and Dequech (2003) culture can be seenresiedive of market actors under special

aspects that are of some importance concerningesearch. As well as being regarded as a
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medium of conditioning the individuals to the marlagic, or ‘indoctrinating’ in Dequech’s
words, culture also defines a frame for action tiglauting roles in different interactions, for
example between market participants or betweenlyamembers. In addition, culture guides
actors in choosing appropriate frames or logicaation in different situations. In our context,
a fourth aspect highlighted by Dequech (2003) isimportance for our argumentation
because culture even ‘influences the specific wawlich actors apply a specific logic of
action’ with the consequence that ‘different cuduimay imply different ways in which actors
[...] apply a specific logic of action’ (Dequech, Z)(. 468). This relation of culture and
cognition may help to explain why, against the ook of their specific economic and
societal developments and especially their findnomarkets, private investors behave
differently in liberal und coordinated market econes.

However, this last step demands a broader undelistaof the underlying concept of
cognition, one which covers the full mental capébg of a human being (including financial
literacy), comprising values, attitudes and noriiis.make it still more complex we have to
acknowledge that culture and cognition may notyrersetric because culture might include
norms and evaluations not fully present in the dagm of the individual, whereas the
individual ‘may have more subjective or idiosyna@atspects’ than found in culture
(Dequech, 2003, p.466). To this framework of thiucal embeddedness of logics of actions
DiMaggio introduced the concept of cognitive resges) based on schemata which are
defined as ‘knowledge structures that represeneotdjor events and provide default
assumptions about their characteristics, relatipsshand entailments under conditions of
incomplete information’ (DiMaggio, 1997, p.269). i@&l to the application of schemata is
the psychological state of automatic cognition, alihcan be imagined as a library-based

mode of operation of the human brain.

Viewed in terms of the sociology of knowledge, st @specially true in the case of
technological risks or environmental risks thaesthave common experiences and rely on
similar sources of information and institutionalokviedge and are also exposed to similar
discursive models (Burton & Pushchak, 1984; Lee31)9 This contributes to a social
normalization or habituation of the perception wkr(which we could not discuss here).
However, we think that such normalization — in #ense of a conventionalization — also
greatly influences the economic decision-makingalvedr of private households (von Lude &
von Scheve, 2012).
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We argue that the bank-oriented ‘conservative’ stweent decisions of German savers
are due to such a ‘cultural embedded frameworkogick of actions’ and are based on
‘intergenerational inheritance’. Starting with &gy bank very early in life and continuing
with the annual ‘World Savings Day’, children araught a special understanding of
thriftiness that fits perfectly in the tradition thfose ‘saving virtues’ from the 19th century we
mentioned in our introductichOral history of parents and grandparents, hisabriecords
and novels such as the ‘Buddenbrocks’ by ThomasnMammvey an image and help the
private actor to check if his or her savings adi#s coincide with common traditional and
familiar motives, ideas and norms for ‘doing thghtithing’. This behavior has contributed to
a ‘learned’ and ‘inherited’ trust towards bankswhich actors do not reflect their decisions
consciously. In Beckert's (2009) terminology, eyaurposeful rational actors have at their
disposal an ‘action substitute’ for dealing witte tbontingency of the future in the form of
socially and culturally anchored scripts or coni@mg as ‘collectively recognized references’.
We find the notion of homogeneous acting basedhabitual conventions’ in the theories of
Weber, Bourdieu, Berger and Luckmann or Garfinkelwhich habitualized normativity
guides the hidden or routinized views of actorsug;ithey gain a set of behavioral patterns
which enables them to act even in complex econaatitings: ‘Rather, in such situations
actors construct courses of action that are inbgestively defensible and sustainable as
economically rational acts. This is an emergentgse, a performance of rationality that is
constructed in interaction with others and is radioin the sense that it appears rational to
oneself and others within a social setting butmemtessarily in some objective external sense’
(Biggart & Beamish, 2003, p.457).

The understanding of the embeddedness of econanaicsan different cultures such as
private households and the emergence of diversgutienal settings in a historic process
enables us to understand from a micro-perspechiee investment behavior in different
economic systems. In view of the above we haveribwtéd to an understanding of the
genesis and the observable persistence of trubmks in a bank-based country such as

Germany even in light of the current financial isis

8 Whether this kind of behavior can still be obesdrireyounger generations which grew up with much
more pocket money and disposable income deservessonutiny and research.
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Figure 1: Indicators for bank-based and market basd economies: USA and Germany 1960-2009

Stock Market Capitalization / GDB value of listed shares to GDP, deflationed. The
data are available only from 1989 onwar8ank Deposit / GDR= demand, time and savings

deposits in deposit money banks as a share of GEfRationed.

Source:von Lude (2012). Compiled and designed by the aubtlased on ‘The World
Bank: Financial Structure Dataset, Revised Verdion. 2010’ (cf. Beck & Demirgii¢-Kunt,

2010).
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Figure 2: Savings and investment behavior of priva households in Germany 1991

— 2009
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