The hidden cost of returns and incentives - Trust and Trustworthiness among CEOs 
(Fehr and List, 2004) Seminar, Week 8
Question: 

Do CEOs respond differently to incentives and do they provide incentives differently in situations of trust and trustworthiness - compared to a control group of students? 

Methodology:

Experimental investigation as version of the trust game. 

2 treatments for 2 different groups (students and CEOs)

Students

CEOs - Cuban coffee managers

1. basic trust game (Trust)

2. trust game in which sender (principal) announces a desired payback y~

if actual payback from recipient (agent) is smaller than desired payback y<y~ , the sender can impose a fine on the recipient, f=4. Yet, the he can also abstain from from paying the fine, i.e. f=0. Paying the fine is at the discretion of the principal. (TWP)

Results: 

Overall: CEOs transfer more to the agents and get paid back more than the student. On average, CEO principals and agents send significantly more money either way. There are more trusting and more trustworthy than students. They make themselves more vulnerable than students (trust more) and send more money back (more trustworthy). 

TWP: If punishment option available but not used the agents pay back more and principals earn more. They pay even more than in the mere trust condition, in which no punishment option is available at all, which formally would be the same as f=0. 

This suggests that the mere existence of P option allows for higher returns, if the principal refrains from using it. If it is available and eh doesn't use it, i.e. specifies f=0, it gives him the opportunity to signal his trust to the agents, which interpret it that way by paying back more and exhibiting trustworthiness. (HIDDEN RETURNS of INCENTIVES). 

If f=4 the CEO agents pay back less than if it is not available (HIDDEN COSTS of INCENTIVES). For students it does not make a difference. 

Principals who choose f=0 transfer more money, i.e. they exhibit more trust if they can indicate their good intentions. Overall, CEOs have the highest efficiency levels and more trust.

Interpretation:

RECIPROCITY

Most important results. Pay back more if principal refrains from using the punishment option ( i.e. f=0). 

Just the mere indication of the punishment can be seen as a hostile act and/ or an act of distrust, which is reciprocated by the agent in the same way. If the agent knows it is available but the principal chooses f=0, i.e. refrains from using it, it may be perceived as a kind act which is returned in kind.   

Problem:

Even if all this is case, it does not seem to be fully understood by the subjects as they choose f=4, which leads to lower payoffs.


Question: 
Why are the CEOs more trusting? Because they have learned that this helps? Or did they become more trusting as they moved up the ladder?
