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Abstract 

The literature suggests that trust can influence the behavior of economic agents and improve access to 
financing for both households and corporations. Subsequently, this might have implications for the 
consumption of households and the investments of corporations. Therefore, trust could mitigate the 
negative impact of financial stress on economic growth. To test this hypothesis, we use a sample of EU 
countries over the period 2002-2020 and examine the interaction of trust with financial stress in shaping 
GDP growth. The interaction term enters the estimations with a positive and statistically significant 
coefficient, and it therefore mitigates the negative impact of financial stress on economic growth. 
Furthermore, by disaggregating the GDP into its four main components, we find that the moderating effect 
of trust flows through the two main components of GDP mentioned above, namely households’ 
consumption and firms’ investments. Additionally, we observe that the interaction effect becomes weaker 
in countries with a higher economic freedom and is strengthened in centre and left-wing governments 
compared to right-wing economically-oriented ones. 
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1 Introduction 

The relationship between the functioning of financial systems and economic development has attracted 
considerable theoretical and empirical attention. For example, Levine (1997) and Levine et al. (2000) refer to 
work dating back to at least the 1700s and 1800s, asserting that the financial systems promote economic 
growth (Hamilton, 1781; Bagehot, 1873). Along the same lines, after an exhaustive review of the literature, 
Levine (2005, p.921) concludes that “the preponderance of evidence suggests that both financial 
intermediaries and markets matter for growth even when controlling for potential simultaneity bias”.1 Yet, as 
discussed in Levine (1997, 2005) and Azariadis and Bucci (2019), others claim that the importance of financial 
markets in economic development is probably overstressed (Lucas, 1989). Furthermore, Alexiou et al. (2018) 
highlight that there exists evidence of significant discrepancies among countries due to structural or 
institutional issues. 

Additionally, as discussed in Beck et al. (2014, p.51), “the belief that a big financial system is beautiful has 
been reconsidered against the backdrop of the Global Financial Crisis of 2008/9 and the sharp output declines 
brought about by this event”. Therefore, it is not surprising that the global financial crisis renewed the interest 
on the study of the aforementioned relationship (e.g. Breitenlechner et al., 2015; Alexiou et al., 2018; Nguyen 
et al., 2019; Asteriou and Spanos, 2019). However, it also motivated many researchers to shift their attention 
from the size of the banking, stock and bond markets, to the relationship between episodes of financial stress 
and economic activity.2 In general, these studies capture financial stress with indices that cover various market 
segments, and examine either a group of countries (e.g. Cardarelli et al., 2011, Cevik et al., 2016), or specific 
countries like France (Aboura and Roye, 2017), the USA (Chau and Deesomsak, 2014; Hubrich and Tetlow, 
2015; Ferrer et al., 2018), and Turkey (Polat and Ozkan, 2019). 

Most of these studies document that the increase of financial stress dramatically reduces economic 
activity. However, this is not always the case. Some studies conclude that this association holds primarily 
during periods of high financial stress and it becomes less important during normal times (Hubrich and Tetlow, 
2015; Ferrer et al., 2018; Lhuissier, 2017). Others find that not all countries are influenced in the same way. 
For example, Cardarelli et al. (2011) mention that out of 113 financial stress episodes identified for 17 
advanced economies over the period 1980-2007, 29 were followed by an economic slowdown, and another 
29 were followed by recessions. The remaining 55 financial stress episodes were not followed by an economic 
downturn. Similarly, Stolbov and Shchepeleva (2016) conclude that: (i) financial stress has an adverse effect 

 
1 For early studies see e.g. Goldsmith (1969), King and Levine (1993), Levine and Zervos (1998), Benhabib and Spiegel (2000), 

Calderón and Liu (2003) and Guiso et al. (2004). Most recent work includes Langfield and Pagano (2016), Jerzmanowski (2017), 
Durusu-Ciftci et al. (2017), Law et al. (2018). Others shed further light on this relationship by looking at specific characteristics of 
financial intermediaries. For example, Andrianova et al. (2012) focus on the impact of government ownership of banks on economic 
growth. A somewhat related group of studies examines the impact of financial development (Bena and Jurajda, 2011) and the quality 
of banking institutions (Mirzaei and Moore, 2019) on corporate growth, with existing evidence suggesting that such differences in 
firm growth could explain GDP differences across countries (Alam, 2017). 

2 A related strand of the literature proposes the construction of financial stress indices without relating them to economic activity 
(Illing and Liu, 2006; Lo Duca and Peltonen (2011), Louzis and Vouldis, 2012; Oet et al., 2011; Duprey et al., 2017). The construction 
of a new index is outside the scope of the present study. 
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on economic activity in 9 out of the 14 countries in their sample, and (ii) for some major economies (Russia, 
Brazil, Turkey) this impact is quite sizeable. Claessens et al. (2010) also highlight that the magnitude of the 
impact of financial stress on economic activity differed greatly among countries, and they refer for example 
to the cases of Romania’s and Latvia’s GDPs, which decreased by more than 25% between 2008 and 2009, 
while at the same time Egypt and Lebanon continued recording brisk growth rates. 

A question that naturally emerges is: what drives such differences among countries? In the present study, 
we attempt to shed further light on the impact of financial stress on economic growth. In more detail, we 
examine, to the best of our knowledge, for the first time in the literature whether country-level informal 
institutional factors -such as trust- have a moderating role in this relationship. Our investigation is further 
motivated by related studies that focus on bank stability and reveal that certain country-specific factors play 
a moderating role (Fernández et al., 2016; Neanidis, 2019). 3 

Within this context, our work also relates to recent studies that reveal the moderating role of trust in 
economic phenomena. For example, James Jr (2015) concludes that the effect of generalized morality on 
economic growth appears to be manifested through generalized trust when economic institutions are weak. 
Furthermore, Engelhardt et al. (2021) conclude that stock market volatility in reaction to the announcements 
of COVID 19 cases is significantly lower in high-trust countries. Similarly, but in a broader way, our work also 
relates to recent studies that examine the moderating role of formal institutions (Mullings, 2017; Qiang and 
Jian, 2020; Catrinescu et al., 2009; Zergawu et al., 2020).4 However, to the best of our knowledge, no study 
has examined whether trust has a moderating role in the relationship between financial stress and economic 
growth, and we aim to fill this gap in the literature. 

As we discuss in more detail in Section 2, the impact of financial stress on economic growth may depend 
on the expectations and behavior of market participants, which are shaped by trust. In other words, we expect 
that, due to differences in the level of trust, market participants will react differently under different levels of 
financial stress, amplifying or mitigating its impact on economic growth. We consider two different aspects of 
trust, namely social trust and trust to politicians. 

Our analysis is based on the use of quarterly data on GDP growth and the financial stress index of Duprey 
et al. (2017) for a sample of EU countries over the period 2002 - 2020. To avoid issues of reverse causality and 
confounding effects, further to a dynamic fixed effects baseline setting and controls for typical drivers of 
economic growth, we make use of generalised method of moments (GMM) estimators. The fact that our 

 
3 For example, Fernandez et al. (2016) underline that the contribution of banking stability in the reduction of economic volatility 

is higher in countries with lower bank market competition. In a somehow related context, Neanidis (2019) finds that banking 
regulation mitigates the adverse effects of capital flows volatility on economic growth. On a similar note, Ahlin and Pang (2008) 
show that financial development and corruption interact in shaping economic growth. 

4 For example, Mullings (2017) examine whether the globalization’s effect on growth is moderated by institutional quality. While 
he finds evidence of direct effects of institutional quality on economic growth, he fails to conclude that institutions moderate the 
effect of economic globalization on real GDP per capita growth. Qiang and Jian (2020) reveal that institutions play a role in the 
relationship between natural resource endowment and economic growth. Catrinescu et al. (2009) conclude that the effect of 
remittances on growth depends on whether countries’ institutions are conducive to a productive use of remittances. Zergawu et al. 
(2020) find a positive correlation between infrastructure capital and economic growth in countries with good institutional quality; 
however, this relationship weakens as institutional quality deteriorates. 
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sample is solely comprised of EU countries conveniently permits us to focus on the moderation effects for the 
following reason. EU countries have different trust values; however, at the same time they share various 
regulatory aspects of the financial markets (e.g. EU Directives). Additionally, most of the countries in our 
sample have a common monetary policy under the European Central Bank, and they are all members of the 
European System of Central Banks. Therefore, it might be easier overall to isolate the role of trust, without 
worrying much about substantial differences in formal institutions and the regulatory environment of the 
financial markets. 

Our results reveal a robust moderating impact of trust upon the relationship between financial stress and 
the real economy. We find that this effect becomes weaker in magnitude during the global financial crisis, or 
vanishes if trust to politicians is used as a proxy in particular. The decomposition of GDP into its main 
components reveals that the moderating role of trust is present in the case of consumption, government 
spending and investments. Motivated by the results of Williamson and Mathers (2011) we also consider the 
role of economic freedom. By interacting the moderation effect with the economic freedom index, we find 
that the moderation effect becomes weaker in magnitude as the economic freedom index increases. 
Furthermore, based on the findings of Galasso (2014) we consider the role of the economic orientation of the 
political parties. The results remain invariant in statistically significant terms; however, we find that in centre 
and left-wing governments the moderation effect increases in magnitude compared to right-wing ones. 

The rest of the paper is organized as follows. In Section 2, we provide a background discussion of the 
literature and outline how trust could play a moderating role in the relationship between financial stress and 
economic growth. Section 3 presents the data and methodology. Section 4 presents the empirical results and 
additional/robustness analyses, and Section 5 concludes the paper. 

2 Theoretical considerations 

Several studies suggest that episodes of financial stress lead to economic downturns and considerable losses 
in terms of GDP (Cecchetti et al., 2009; Cardarelli et al.,2011; Polat and Ozkan, 2019; Ferrer et al., 2018). At 
the same time, cross-country work by Knack and Keefer (1997) reveals a statistically significant and positive 
effect of trust on growth, an association that was confirmed in follow up studies (Zak and Knack, 2001; 
Beugelsdijk et al., 2004; Bjornskov, 2012; Agénor and Dinh, 2015).5 This provides a first indication that trust 
could somehow mitigate the negative effect of financial crisis on GDP growth. A question that emerges 
concerns the mechanisms through which trust could impact the transmission of a financial shock into the real 
economy. As we discuss in more detail below: (i) the literature suggests that trust has various implications for 
the behavior, decisions, and outcomes of individuals and firms, (ii) this relationship between trust and financial 

 
5 Roth (2009) obtains somewhat mixed results. When examining the relationship between interpersonal trust and economic 

growth in a cross-section of countries using either a cross-section, pooled panel, or random-effects design, he confirms the positive 
results of the aforementioned studies. However, using a panel data setting with a fixed-effects estimation he finds that economic 
growth is negatively related to an increase in trust. 
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decisions might become more important during the crisis, and (iii) all these have implications for the main 
components of GDP, like household consumption and gross capital formation (i.e. firm investments).6 

To be more specific, there is no doubt that economic growth is driven by “real” factors, like the quantity 
and quality of capital stock, the state of technical knowledge, the creativity and skills of entrepreneurs 
(Bernanke, 2007). However, as Bernanke (2007) argues, the transformation of an entrepreneurship idea into 
a profitable commercial enterprise, the expansion and modernization of corporate plants, the purchase of a 
house or the financing of the education of family member, they all require having access to financial markets 
that provide the necessary funds. Thus, he highlights that healthy financial conditions are a prerequisite for a 
modern economy to realize its full potential, and at the same time he mentions that adverse financial 
conditions may prevent an economy from reaching its potential. These arguments appear to be consistent 
with past theoretical work showing that: (i) business downturns lower net worth, enhance agency costs, and 
decrease investment, which amplifies the downturn (Bernanke and Gertler, 1989), and (ii) endogenous 
developments in credit markets work to amplify and propagate shocks to the macroeconomy (Bernanke et 
al., 1999).7 Indeed, follow up studies confirm that one of the main problems that firms and individuals face 
during the crisis is that there is a shortage of financing and at the same time investors demand higher risk 
premiums to provide financing (Zubair et al., 2020; Meng and Yin, 2019). This has implications for individuals’ 
consumption (Gerlach-Kristen et al., 2013) as well as for firms’ tech spending, employment and capital 
spending (Campello et al., 2010; Zubair et al., 2020), all of which could lead to a reduction in GDP growth 
(Andersen et al., 2016; De Nardi et al., 2011).8 

Within this context, trust can play a vital role in mitigating the negative effects of the crisis. This is because 
trust and social capital can reduce transaction costs, improve the flow and credibility of information in the 
market, and mitigate agency problems (Uzzi, 1996; Hilary and Huang, 2015; Hoi et al., 2019; DuPont and 
Karpoff, 2019), with implications for the perceived creditworthiness of economics agents and the availability 
of funds in the market. For example, the theoretical model of Sangnier (2013) predicts that trust relaxes credit 
constraints and favors long-term investment, which in turn diminishes investment procyclicality and lowers 
macroeconomic volatility. Empirical studies also show that trust may influence the behavior of economic 
agents and improve the conditions in the financial markets in numerous ways. Many of these studies 

 
6 Data from the World Bank for 2019 show that a global level, the household and NPISH final consumption expenditure - as a 

percentage of GDP- equals 57.82%, while the corresponding percentage for Gross capital formation equals 25.38%. In the case of the 
EU-28, according to Eurostat, the 2019 figures were 54.87% and 21.78%, respectively. Thus, in both cases, these two components of 
GDP account collectively for over two thirds of GDP. The other two components are General government expenditures (16.89% of 
GDP at a global level in 2019; 20.39% at the EU-28 level) and Net exports (0.77% of GDP at a global level in 2019; 2.96% at the EU-28 
level). 

7 Bernanke (2007) also mentions that the financial accelerator effects, discussed in Bernanke et al. (1999), are not constrained to 
firms and capital spending, but they may operate through household spending decisions as well. 

8 The survey of Cambello et al. (2010) reveals that during the financial crisis, 86% of constrained U.S. firms bypassed attractive 
investments due to difficulties in raising external finance. Turning to consumption, De Nardi et al. (2011) highlight that not only the 
financial crisis marked the most severe and persistent decline in aggregate consumption since WWII. It took nearly three years for 
total consumption to return to its level just prior to the recession. Similarly, Andersen et al. (2016) refer to aggregate consumption 
of Danish households during the crisis, mentioning that after the 1st quarter of 2008, it dropped by more than six percent within a 
single year, this being followed by an extremely slow recovery in the subsequent years. 
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document that social trust improves the availability of various types of financing. This includes the availability 
of trade credit (Wu et al., 2014), the success rates of crowdfunding campaigns (Lin and Pursiainen, 2020), the 
availability of venture capital financing (Bottazzi et al., 2016), and the availability of bank financing (Chen et 
al., 2016).9 At the same time, social trust lowers the cost of financing, regardless of whether this is measured 
in terms of bank loan spreads (Chen et al., 2016; Hasan et al., 2017; Alvarez-Botas and Gonzalez, 2021), bond 
spreads (Hasan et al., 2017; Meng and Yin, 2019), or the cost of equity (Gupta et al., 2018). Most importantly, 
existing evidence also suggests that when financial crises impede the financing through the bank-lending 
channel, greater social trust enables access to informal financing through trade credit, moderating the effects 
of the crises on corporate profits and employment (Levine et al., 2018). 

Another channel through which social trust may influence credit constraints and economic activity is 
through its ability to serve as social collateral. For example, Kiyotaki and Moore (1997) propose a theoretical 
model that illustrates the role of collateral in the interaction of credit constraints with aggregate economic 
activity over the business cycle. Their model assumes that credit limits are influenced by the prices of the 
collateralized assets, and hence during an economic downturn, agents are affected by the depreciation of 
assets used as collateral. Being unable to borrow more, firms are forced to decrease their investments, which 
results in less revenue, lower net worth, further constraints, and additional reductions in their investments 
during the next period. They conclude that the interaction between credit limits and asset prices works as a 
transmission mechanism that amplifies and spillovers the effects of shocks. Along the same lines, Karlan et al. 
(2009) develop a theoretical model where network-based trust can be used as social collateral to secure 
informal borrowing, a projection that they confirm using Peruvian data. Follow up empirical studies, confirm 
this finding in other settings. For example, Chen et al. (2016) find that privately controlled firms in trust-
intensive regions in China obtain loans with fewer collateral requirements. Hasan et al. (2017) reach a similar 
conclusion for firms headquartered in US. counties with higher levels of social capital, and Papadimitri et al. 
(2020) confirm these findings in a cross-country setting. Thus, by serving as a substitute to collateral trust may 
allow firms and individuals to continue borrowing during the crisis. Therefore, drawing upon the work of 
Kiyotaki and Moore (1997) and upon studies that illustrate that trust and social capital can be a substitute to 
collateral, we hypothesize that this is another mechanism through which trust can play a moderating role in 
the relationship between financial distress and economic output. 

Studies also show that trust has an impact on the stock market, which is another source of funds for 
corporations. In more detail, the literature suggests that trust is positively associated with stock market 
participation, depth and liquidity (Guiso et al., 2004, 2008; Ng et al., 2016), and negatively associated with 
crash risks and stock market volatility (Li et al., 2017; Engelhardt et al., 2021). More importantly, existing 
studies also reveal that trust might become even more important during periods of crisis. For example, 
Mazumder (2020) shows that, during the COVID-19 crisis period, firms headquartered in high social trust US 

 
9 Duffner et al. (2009) also document the role of trust for venture capital financing. However, their study focuses on trust levels in 

individual relationships between venture capital firms and their respective portfolio companies and examines their relationship with 
investment success. 
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states perform better (in terms of stock returns) than their counterparts from the low social trust states. This 
reliability becomes more important when the macro-level trust in the country deteriorates due to the sudden 
emergence of a crisis. Engelhardt et al. (2021) confirm this finding in a cross-country setting showing that the 
reaction of stock markets in terms of volatility, is significantly lower in high-trust countries. 

Another implication of all the above is that trust appears to lower the probability of default of both 
individuals and corporations. This is important because default on mortgages has been regarded as central to 
the great recession. While certain borrowers decided not to honor their loan obligations, even if they could 
afford to make the payments, others chose to remain current. The literature suggests that social trust is one 
of the reasons explaining this behavior. For example, Lopes (2008) concludes that small decreases in the utility 
cost associated with the social embarrassment of filling for personal bankruptcy can lead to significant 
increases in the default rate. Similarly, Li et al. (2020) show that social capital significantly affects the likelihood 
of mortgage delinquency, an effect that is more pronounced when the default is more likely to be strategic. 
Furthermore, they find that the impact of social capital to mortgage delinquency increased after the recent 
financial crisis. Clark et al. (2021) also conclude that borrowers in communities with greater social capital are 
significantly less likely to default on loans. These observations seem to extend to corporations as well, with 
both country-specific and cross-country studies showing that the probability of firm default is significantly 
higher in regions with lower trust (Chen et al., 2016; Ho et al., 2020). Apparently, higher corporate default 
rates could translate into lower investments, higher unemployment rates, and lower GDP growth. 

The majority of the existing studies focus on the role of social trust. However, political trust (i.e. trust in 
Government or politicians), may also have implications for the behavior of individuals and corporations during 
the crisis. For example, a post-crisis report by the Organization for Economic Cooperation and Development 
(2013, p.20) mentions that “As governments search for a path to economic recovery, the challenge they face 
is not only knowing what policies to choose, but also how to implement those policies. Yet, capacity to 
implement depends crucially on trust. Without trust in governments, markets and institutions, support for 
necessary reforms is difficult to mobilise, particularly where short-term sacrifices are involved and long-term 
gains might be less tangible [. . . ]. A decline in trust can lead to lower rates of compliance with rules and 
regulations. Citizens and businesses can also become more risk-averse, delaying investment, innovation and 
employment decisions that are essential to regain competitiveness and jump-start growth. Nurturing trust 
represents an investment in economic recovery and social well-being for the future”. Although they approach 
the issue of trust in government from a different perspective, Camussi et al. (2018) also discuss its importance, 
mentioning that voters are more willing to pay taxes to finance welfare programs if they believe that tax 
receipts will not be wasted due to an inefficient bureaucracy or to influence peddling. Their empirical results 
show a positive association between trust in government and the social expenditure (% of total expenditure) 
in Italian municipalities. Along the same lines, Bergh and Bjørnskov (2011) find that countries with higher 
historical trust levels have significantly higher public expenditure as a share of GDP. The benefits of trust in 
Government is also supported in the work of Engelhardt et al. (2021). They find that stock market volatility - 
in relation to COVID announcements - is lower in countries with higher trust to the government. Taken 
together with their results on interpersonal trust, they conclude that trust in a government’s actions during 
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the pandemic as well as trust in fellow citizens obeying the government’s orders significantly reduces 
uncertainty among investors. 

Based on the above discussion, we formulate our hypothesis as follows: Social trust and political trust 
have a moderating effect on the negative impact of financial crisis on economic growth. 

3 Samples, Variables and Methodology 

In order to measure the moderating effects of trust (Trust) on the association between the financial stress 
index (FSI) and real per capita GDP growth (RGG), we follow Buch and Neugebauer (2011) and employ a 
dynamic fixed effects (Within Group) estimation (Bond, 2002) of the following linear unobserved effects 
model: 
 

!""#,% = '( + '*!""#,%+* + ,*-./01#,%+* + ,2345#,%+* + ,6-./01#,%+* × 345#,%+* + 89#,%+* + :;% + <=# + >#,%	(1) 

where X is a vector of control covariates -discussed below- saturating the model, T denotes yearly and 
quarterly fixed effects that capture cyclical patterns across time and unobserved macroeconomic 
developments similar across countries (e.g. global demand and supply shocks). C denotes country fixed effects 
that capture the individual time-constant individual heterogeneity across countries and εi,t is the idiosyncratic 
error. 

To empirically test this specification, we employ quarterly data from 23 EU countries over the period 2002-
2020. We focus on these countries for a number of reasons. First, as discussed in the introduction, it allows 
us to consider a group of countries that are heterogenous in terms of trust, as well as, financial stress and 
economic growth, but at the same time they have numerous similarities in terms of the monetary and the 
financial services’ regulatory environment. Second, it allows us to adopt a well-known Financial Stress Index 
from the European Central Bank’s statistical Warehouse. Third, it allows us to use data from the European 
Social Survey and update trust indicators in relatively frequent time intervals. 

The dependent variable (RGGi,t) measures the real per capita GDP growth (log differences) in country i 
and time t, elaborated on data obtained from Eurostat. The financial stress index from the European Central 
Bank’s statistical Warehouse is based on the methodology of Duprey et al. (2017). For the construction of this 
index, Duprey et al. (2017) follow the approach of the composite indicator of systemic stress proposed by 
Hollo et al. (2012) that relies on the correlation of stress across different market segments for the euro area. 
In particular, the index captures the conditions in the following three financial market segments: (i) equity 
markets, (ii) bond markets, and (iii) foreign exchange markets.10 In each case, Duprey et al. (2017) use two 
indicators that capture volatility and large losses.11 Then, to capture the overall systemic risk, they aggregate 

 
10 Duprey et al. (2017) mention that the decision to leave out of their main financial stress index indicators for the banking and 

housing sector is driven by data limitations across both time and cross-section dimensions. 
11 In the case of the equity market stress, they use: (i) the monthly realized volatility that is computed as the monthly average of 

absolute daily log-returns of the real stock price index, and (ii) the cumulative maximum loss that corresponds to the maximum loss 
compared to the highest level of the stock market over two years. In the case of bond market stress they use: (i) the monthly realized 
volatility, computed as the monthly average of absolute daily changes in the real yield on 10-year government bonds, and (ii) the 
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the sub-indices for the three financial market segments based on a portfolio theory approach that weights 
each sub-index by its cross-correlation with the others. 

The trust indicators are constructed with the use of data from the European Social Survey (ESS).12 Given 
that the ESS is bi-annual we first calculate the values for the years that data are available (e.g. 2002, 2004, 
2006,..., 2018). Then we calculate the values for the intermediate points using interpolation.13 

We use Principal Component Analysis (PCA) to construct an overall index of trust. We consider a total of 
four questions, the first three capturing aspects of social trust (Beilmann et al., 2018), and the last one 
capturing political trust. Consistent with many studies, the first question focuses on interpersonal trust, and 
it is as follows: “Generally speaking, would you say that most people can be trusted, or that you can’t be too 
careful in dealing with people?”. Answers to this question could range from 0 (you can’t be too careful) to 10 
(most people can be trusted). In constructing the social trust index, Beilmann et al. (2018) also consider the 
answers to the following two questions: (i) “Do you think that most people would try to take advantage of you 
if they got the chance, or would they try to be fair?” As before, answers could range from 0 (most people 
would try to take advantage of me) to 10 (most people would try to be fair); and (ii) “Would you say that most 
of the time people try to be helpful or that they are mostly looking out for themselves?”. The answers are 
again in the range of 0 (people mostly look out for themselves) to 10 (people mostly try to be helpful). The 
fourth is an indicator of trust to politicians, that is estimated on the basis of the answers to the following 
question: please tell me on a score of 0-10 how much you personally trust each of the institutions I read out: 
Politicians. A value of 0 denotes that there is no trust at all to politicians and a value of 10 corresponds to 
complete trust. To consolidate these four indicators of trust into a single metric, we use the first component 
of the PCA, which explains approximately 89% of the variation. Wherever relevant and feasible -due to space 
reservations-, we also report estimations on all four trust questions, although the results remain qualitatively 
similar. 

Turning to the control variables, as in the study of Buch and Neugebauer (2011), we control for population 
growth, the school enrolment rate for secondary education (upper secondary and post-secondary non-
tertiary education), government expenditure to GDP, and foreign direct investments intensity. In addition, we 
control for trade-openness measured as the country’s sum of exports and imports to its GDP (Neumayer, 
2002), as trade barriers may be associated with growth (Yanikkaya, 2003). A more detailed description and 
the sources of the data, summary statistics and Pearson’s correlation coefficients are given in the online 
supplementary appendix. All data were winsorised at their 1st and 99th percentiles to avoid inclusion of 
extreme values in the sample. 

 
cumulative difference corresponding to the maximum increase in basis points of the real government bond spread with respect to 
Germany over a two-year rolling window. In the case of foreign market exchange stress they use the: (i) realized volatility, computed 
as the absolute value of the monthly growth rate of the real effective exchange rate, and (ii) the cumulative change over a six months 
period. 

12 For more information and documentation, the interested reader is referred to the ESS official website, https://www. 
europeansocialsurvey.org/data/. 

13 We have used three types of interpolation, namely naive, linear and cubic splines, finding qualitatively no difference. We report 
those results obtained with the linear type of interpolation being more frequently encountered. The time window 2018-2020 uses 
naive extrapolation. 
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4 Empirical Results 

4.1 Baseline Results 

Table 1 shows the baseline results obtained from the Dynamic Fixed Effects model for the different proxies of 

Trust. 14  Similar to Buch and Neugebauer (2011), we find that the lagged response variable enters the 
regression with an insignificant coefficient, along with other covariates. Our interest lies on the bottom part 
of the table, where we present the interaction between the main trust proxy (PCA, Column 1) or its elementary 
components (Columns 2 to 5) with FSI. From a conceptual point of view, that is the main (conditional) effect 
of interest to this study. From a technical point of view, when multiplicative terms enter a model, the lower-
order coefficients are of no significant use in terms of classic hypothesis testing (Braumoeller, 2004). Looking 
at the main consolidated proxy (Column 1), there is a conditional effect of Trust on the effect of FSI on RGG, 
which is confirmed at the 5% (p =	0.013) level of significance. In particular, the more trust there exists in a 
country, the lower the negative effect of FSI is on RGG. 

[INSERT TABLE 1 ABOUT HERE] 

Similar moderation effects can be witnessed in Columns 2 to 4 of the same table, where trust is proxied 
through the elementary components of the Social Trust Index (Fair, Helpful, Interpersonal Trust). In two out 
of three cases, the moderation effect enters the regression with a statistically significant coefficient at the 1% 
or 5% (p =	0.015). Equally statistically significant is the moderation effect of trust to politicians (Column 5 of 
the table). 

To shed further light on the channels of this moderation effect, we decompose the GDP into its four main 
components, namely consumption, investments, governmental spending, and net exports. We re-estimate the 
baseline specification and we present the results in Tables 2 and 3. The results in Columns (1) to (4) of Table 
2 seem to point out the channels of influence are mainly attributed to the components of consumption, 
governmental spending, and investment. However, there are some differences between the different trust 
indicators presented in Tables 2 and 3. More detailed, in the case of investments, the interaction of FSI and 
the social trust indicators is either insignificant (Helpful, Interpersonal trust) or statistically significant at the 
10% level only (Fair). Therefore, the impact of financial stress on corporate decisions to invest does not differ 
across different levels of social trust. However, trust to politicians plays a mitigating role in the case of 
investments. This finding appears to be consistent with the view that corporations dislike political and 

 
14 Let us note here that the use of Fixed Effects can be seen as a strong test of significance for our results, since this approach 

raises the bar for testing our hypotheses (Wilson and Butler, 2007). That is because trust is generally slowly changing over time, or in 
other words “sluggish” (Papadimitri et al., 2020), very slow evolving across the time dimension. As Beck (2001) writes, “if a variable 
[...] changes over time, but slowly, the fixed effects will make it hard for such variables to appear either substantively or statistically 
significant [...]. If an F-test indicates that fixed effects are required, then researchers should make sure they are not losing the 
explanatory power of slowly changing or stable variables of interest”. We do confirm the validity of Fixed Effects compared to Pooled 
OLS via an F-test, as well as the specification validity of Fixed versus Random Effects over the inclusion of the means of the time-
variant variables (Mundlak, 1978), the joint significance of which highlights that time-invariant unobservables are related to our 
regressors and that the fixed-effects model is appropriate. 
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economic policy uncertainty (Julio and Yook, 2012; Baker et al., 2016; Bloom et al., 2019).15 In our context, it 
seems that when uncertainty is reduced because of trust to politicians, the negative impact of financial stress 
on firm investments is lower in countries with high trust to politicians compared to low trust ones. Turning to 
net exports, they do not appear to be influenced by the interaction of financial stress and trust. One potential 
reason is that net exports are based on bilateral transactions, and hence one may have to look at the level 
and differences of trust across country pairs (trading partners).16 At the same time, as mentioned earlier, net 
exports account for only 3% of the GDP at the EU-28 level. Therefore, it is not surprising that the insignificance 
of the moderation effect in the case of net exports does not influence our findings for the aggregate GDP 
growth. 

[INSERT TABLES 2 AND 3 ABOUT HERE] 

4.2 Robustness & Additional Analyses 

The use of a dynamic fixed effects panel method alleviates -to some extent- concerns about the endogeneity 
surrounding the model in eq.(1) by capturing the time-constant country-specific features and the issue of 
simultaneity through the addition of the lagged response. However, one may argue that endogeneity may run 
deeper in the model and thus may be not adequately addressed. Moreover, whilst the utilisation of quarterly 
data in a span of 19 years (T =	72 per balanced panel) allows us to reduce the issue of Nickell’s bias (Nickell, 
1981), this actually never vanishes, rendering the model’s coefficients potentially biased (Bond, 2002). For 
these reasons, similar to Buch and Neugebauer (2011), we implement a one-step system GMM (Blundell and 
Bond, 2000) approach in which we define the lagged response variable (RGGit−1) and the lower (FSI, Trust) and 
higher order (FSI ×Trust) multiplicative terms as endogenous variables that are instrumented with their lagged 
observations. We include all valid instruments in a collapsed form (Roodman, 2009a) to avoid instrument 
proliferation.17 These estimations confirm the ones of the baseline specification, with the trust proxies having 
a moderating effect upon the relationship between FSI and RGG. 

[INSERT TABLE 4 ABOUT HERE] 

 
15 For example, Julio and Yook (2012) find that during election years, US firms reduce investment expenditures by an average of 

4.8% relative to nonelection years. They conclude that political uncertainty leads firms to reduce investment expenditures until the 
electoral uncertainty is resolved. Baker et al. (2016) also confirm that policy uncertainty is associated with reduced investments in 
the US. Similarly, Bloom et al. (2019) find that the anticipation of Brexit reduced investment of UK firms by about 11%. Finally, Jucá 
and Fishlow (2020) show that changes that satisfy expectations of a positive change do not lead to a reduction in investments. 

16 For example, Guiso et al. (2009) find that lower bilateral trust leads to less trade between two countries. Roy et al. (2014) also 
investigate the role of social trust on bilateral trade. However, our aim is to examine aggregate trade conditions as a component of 
GDP rather than to explain bilateral trade. Hence, such an exercise is outside the scope of our study. 

17 For the superiority of the collapsed form in a simulated environment see Roodman (2009b). Our results are still confirmed for 
different lag counts or using principal components to reduce the proliferation further in a minimally arbitrary way (see e.g. Kapetanios 
and Marcellino, 2010). 
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In additional analysis, we delve into how the moderation effects change across different periods in our 
sample. In particular, the results in Table 5 show how the moderation effect changes in times of economic 
despair such as that of the global financial crisis compared to the rest of the period examined in our sample. 
Following Dabrowski (2010), we define the period of the crisis as that of 2007-2010. With respect to the 
statistical significance of the coefficients of the interactions of interest, the results do not change. Considering 
the PCA proxy (Column 1), based on the marginal effects (unreported for brevity) and assuming that the PCA 
trust indicator is equal to the average of the effective sample (i.e. crisis only or excluding it), a standard 
deviation increase in FSI, will result in a 0.39% decrease in growth in the following quarter in the case of the 
crisis sub-sample. When we exclude the crisis period, the corresponding figure is 0.16%. This shows that the 
moderation effect is weaker during the period of the global financial crisis compared to the rest of the years. 
The proxies of the social trust index are qualitatively similar in magnitude and significance. However, when 
looking at the trust to politicians, the statistical significance is eliminated during the crisis. One potential 
reason for this finding is that the 2008 economic crisis had a negative impact on the level of political trust in 
numerous European countries (Kroknes et al., 2015; Foster and Frieden, 2017; Hooghe and Okolikj, 2020). 
Furthermore, existing evidence suggests that this decrease in trust to politicians was not limited to particularly 
severe cases, but it was rather widespread and included countries that did not experience the full devastating 
impact of the economic crisis (Hooghe and Okolikj, 2020). 

[INSERT TABLE 5 ABOUT HERE] 

Furthermore, we extend Buch and Neugebauer’s (2011) specification and explore the role of economic 
freedom, broader institutional overtones and the political orientation of the government. The results are 
shown in table 6. The use of economic freedom is motivated by the findings of Williamson and Mathers (2011) 
who conclude that while culture is important for growth in the absence of economic freedom, this significance 
diminishes in the presence of economic freedom. To account for this, we first include the economic freedom 
index from Heritage Foundation as a control variable in our specification. The results are invariant in terms of 
statistical significance. Then we create a three-way interaction, with the use of the economic freedom index 
and the two-way interaction of FSI and Trust. The coefficient of the three-way interaction is negative and 
statistically significant. Therefore, the two-way interaction of FSI and Trust becomes weaker in magnitude as 
economic freedom increases. 

We have already explored the trust to politicians, implying that its impact on economic growth during a 
period of financial stress, would be channelled through the expectations about the politicians’ actions. At this 
stage, we provide a further test, motivated by the results of Galasso (2014). In more detail, his empirical 
findings suggest that during crises, right-wing governments refrain from promoting reforms, but they also 
object to stepping up financial market regulations. At the same time, it appears that center and left-wing 
governments contribute more substantially to reforms. According to Galasso (2014) these results suggest that 
economic crises are unusual periods, during which reforms may be more necessary in order to boost economic 
efficiency, and yet less acceptable to individuals and enterprises facing tough times. Under these 
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circumstances, parties ideologically less ready to reform in good times may be more credible in convincing 
stakeholders (i.e. workers, voters, unions) of the need to introduce reforms. Therefore, we use data from the 
Cruz et al. (2018) database of political institutions, to control for the party orientation with respect to 
economic policy (i.e. Right, Left, Center).18 The inclusion of the party orientation in the regressions, does not 
influence our main findings. Additionally, when we interact the party orientation variable with the two-way 
interaction effect, we find that the coefficient of the three-way interaction effect is positive and statistically 
significant. Hence, the magnitude of the two-way interaction between FSI and Trust becomes stronger if a 
government is centre or left-wing economically-oriented compared to right-wing ones. 

The literature also suggests that formal institutions may influence economic growth (see e.g., among 
others, Dollar and Kraay, 2003; Djankov et al., 2006). To account for this, we consider the inclusion of an 
overall index of formal institutions in the regressions. As in other studies (e.g. Gaganis et al., 2019), we 
estimate the arithmetic average of the following six Worldwide Governance Indicators (Kaufmann, et al., 
2011): (i) voice and accountability, (ii) political stability and absence of violence, (iii) government 
effectiveness, (iv) regulatory quality, (v) rule of law and (vi) control of corruption. However, the correlation 
coefficient between this proxy and the first component of trust is as high as 0.9. Therefore, we refrain from 
using it either in our baseline specification or in the additional analysis presented in this section. Nonetheless, 
in an attempt to provide some tests while accounting for the formal institutions, and at the same time to 
moderate the correlation and multicollinearity issues that come with it, we follow a slightly different 
approach. More detailed, we develop a dummy variable that takes the value of ‘1’ if a country’s score is above 
the sample median (i.e. strong formal institutions), and the value of ‘0’ otherwise (i.e. weak formal 
institutions). In this case, the correlation coefficient drops to 0.75. The inclusion of this dummy variable in the 
regression does not influence our main findings. Furthermore, we interact this variable with the two-way 
interaction of FSI and Trust. The coefficient of the three-way interaction is insignificant. Therefore, our 
estimations show that the impact of the two-way interaction of FSI and Trust on economic growth does not 
differ between countries with strong and weak formal institutions. 

[INSERT TABLE 6 ABOUT HERE] 

Finally, the composite indicator of financial stress we have used in this study captures the stress stemming 
from the equity, the bond and the foreign exchange markets. It would be interesting to see whether a similar 
conditional effect can be witnessed through stress stemming from the banking or the housing sectors, both 
of which are important for the overall financial system and may affect the wheels of economic growth (Levine 

 
18 The classification is based on the following criteria. Right: for parties that are defined as conservative, Christian democratic, or 

right-wing. Left: for parties that are defined as communist, socialist, social democratic, or left-wing. Center: for parties that are defined 
as centrist or when party position can best be described as centrist (e.g., party advocates strengthening private enterprise in a social-
liberal context). If the orientation of a party was not immediately obvious from its name or description in the handbooks Cruz et al. 
(2018) consulted other sources and cross-checked the available information with other sources. The right-wing group is omitted from 
the regressions and forms the base category for the interpretation of the results. 
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and Zervos, 1998; Aizenman et al., 2019). To capture the stress stemming from the banking sector, we employ 
data on the probability of default (PoD) of this sector stemming from the Credit Research Initiative (CRI).19 

CRI offers PoD cardinal indicators for different prediction horizons. We use default probabilities for 1, 6 and 
12-month horizons. We continue to find a statistically significant moderation effect across all proxies at the 
5% level. Results are given in table 7. Turning to the housing market, we proxy stress by constructing a 
volatility indicator similar to Banks et al. (2016). In particular, we calculate the standard deviation of log 
changes of the house price index (reflecting changes in the prices of residential dwellings in a country) 
obtained from PASSPORT on certain time window intervals (4, 8 and 12 quarters). On this instance, we find 
no statistically significant moderation effect no matter the time-window. Results are given in table 7. 

[INSERT TABLE 7 ABOUT HERE] 

5 Conclusions 

The literature on the finance-growth nexus has traditionally focused on the impact of the depth of the financial 
market on economic growth. In this paper, we follow more recent studies that investigate the effect of 
financial stress on economic activity. Additionally, we consider insights from other strands of the literature 
that emphasise the role of social values. For example, Martin (2000, p.77) suggests that “the form and 
evolution of the economic landscape cannot be fully understood without giving due attention to the various 
social institutions on which economic activity depends and through which it is shaped”. Further to this, Lee et 
al. (2009, p.734) mention that “financial institutions, markets and intermediaries are integral to the entangled 
geographies of contemporary economic, cultural and political life”. Building on these studies we have hereby 
investigated whether and how trust has a moderating role in the association between financial stress and 
economic growth. 

Our sample consists of quarterly data from 23 EU countries over the period 2002-2020. Looking at the 
overall sample, we find that social trust, and individuals’ trust to politicians curtails the negative impact of 
financial stress on the real economy. The inclusion of the party orientation in the regressions, does not 
influence our main findings. Additionally, the results show that the moderating effect is not uniform across all 
the components of GDP. In particular, it seems that the results are driven by consumption, governmental 
spending and investments rather than net exports. Finally, these findings are also confirmed via the use of 
techniques designed to alleviate endogeneity issues. 

Our results have important policy making implications. There is no doubt that the introduction of 
regulations and policies that will influence deep-rooted social norms like trust and, consequently, the 
reactions of economic agents, is a very challenging task. However, this is not impossible. For example, Clark 
et al. (2021) highlight that certain government actions can influence social capital, referring for example to 

 
19 The CRI was founded at the Risk Management Institute of National University of Singapore and offers credit risk measures for 

exchange-listed firms around the world (see Duan and Van Laere, 2012; Initiative, 2018, for a discussion for why it is better to use in 
the broader concept of credit ratings, and for a technical report behind their calculation accordingly). 
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ethnic diversity (Easterly and Levine, 1997; Alesina et al., 1999) and education (Gradstein and Justman, 2002). 
Therefore, policy makers can influence economic output by designing policies to strengthen the degree of 
social capital (Clark et al., 2021). When this is not possible, policy makers should at the very least consider the 
differences in the degree of trust among countries while designing policies to alleviate the effects of financial 
stress episodes on economic growth. Hence, they should not assume that what works in one country will work 
with a different degree of trust in the society. In other words, there cannot be a one size fits all approach. 
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Table 1: Baseline model results 
Dependend variable: 
Real per capita GDP growth 

(1) (2) (3) (4) (5) 

PCA Fair Helpful Trust Trust to Politicians 

L. Real per capita GDP growth -0.0356 -0.0306 -0.0272 -0.0281 0.0136 
 (0.139) (0.137) (0.136) (0.137) (0.130) 

L. Population growth -4.81e-09* -4.62e-09* -4.66e-09** -3.77e-09 -5.09e-09 
 (2.78e-09) (2.30e-09) (2.18e-09) (2.38e-09) (3.00e-09) 

L. Government expenditure to GDP -4.75e-05 0.000406 0.000343 0.000338 -7.78e-05 
 (0.000764) (0.000710) (0.000702) (0.000670) (0.00111) 

L. FDI 0.000231*** 0.000244*** 0.000223*** 0.000228*** 0.000191** 
 (7.16e-05) (6.61e-05) (6.67e-05) (6.55e-05) (7.75e-05) 

L. School enrolment 0.000258** 0.000308** 0.000257* 0.000311** 0.000223* 
 (0.000122) (0.000123) (0.000139) (0.000120) (0.000122) 

L. Trade Openness 0.00631 0.00440 0.00586* 0.00588* 0.0116 
 (0.00404) (0.00332) (0.00308) (0.00310) (0.00684) 

L. FSI -0.0251*** -0.0969*** -0.0639** -0.0768*** -0.0534*** 
 (0.00793) (0.0232) (0.0245) (0.0217) (0.0114) 

L. Trust (PCA) -0.00102 
(0.00134) 

    

L. FSI x L. Trust (PCA) 0.00530** 
(0.00193) 

    

L. Fair  -0.00227 
(0.00258) 

   

L. FSI x L. Fair  0.0131*** 
(0.00401) 

   

L. Helpful   -0.00301* 
(0.00166) 

  

L. FSI x L. Helpful   0.00773 
(0.00526) 

  

L. Trust    -0.00445* 
(0.00224) 

 

L. FSI x L. Trust    0.0103** 
(0.00389) 

 

L. Trust to Politicians     -8.03e-05 
(0.000136) 

L. FSI x L. Trust to Politicians     0.00113*** 
(0.000270) 

Constant -0.0113 -0.00350 0.000108 0.00504 -0.0118 
 (0.00810) (0.0170) (0.0134) (0.0130) (0.0132) 
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Observations 1,367 1,451 1,451 1,451 1,471 
Number of countries 21 22 22 22 23 
Country FE YES YES YES YES YES 
Year FE YES YES YES YES YES 
Quarter FE YES YES YES YES YES 
T-min 28 28 28 28 28 
T-bar 65.10 65.95 65.95 65.95 63.96 
T-max 72 72 72 72 72 
R-squared within 0.291 0.302 0.299 0.301 0.286 
R-squared between 0.554 0.488 0.490 0.453 0.430 
R-squared overall 0.283 0.281 0.276 0.254 0.237 

The table reports coefficients and robust standard errors clustered by country (in brackets). The response variable is real per 
capita GDP growth. All variables are defined in Table A1 of the appendix. The estimation method is within groups (fixed effects). 
Columns (2) to (4) proxy trust through individual components of the Social Trust Index, specification in column (5) focuses on 
trust to politicians. Specification in column (1) is the first principal component of the 4 different trust proxies explaining 89% of 
the variation. ***, p<0.01, ** p<0.05, * p<0.1 

 



 

Table 2: Breaking GDP into its core components 
Dependent variable: Components of 
GDP 

(1) (2) (3) (4) (5) (6) (7) (8) 

Consumption 
Government 

spending Investment Net Exports Consumption 
Government 

Spending Investment Net Exports 

L. FSI -0.0192*** -0.0121 -0.0677** 3.22e-05 -0.0541*** -0.0551*** -0.162*** 3.94e-05 
 (0.00523) (0.00926) (0.0320) (2.34e-05) (0.0186) (0.0115) (0.0379) (2.59e-05) 

L. Trust (PCA) -0.00153 -0.000627 0.00206 -3.25e-06     

 (0.00150) (0.00109) (0.00404) (2.19e-06)     

L. FSI x L. Trust (PCA) 0.00776*** 0.00695*** 0.0145* -7.99e-08     

 (0.00233) (0.00158) (0.00813) (6.78e-06)     

L. Trust to Politicians     -8.85e-05 6.97e-05 -7.35e-05 -2.16e-07 

     (0.000148) (9.57e-05) (0.000406) (2.07e-07) 

L. FSI x L. Trust to Politicians     0.00143*** 0.00147*** 0.00344*** -5.79e-07 

     (0.000422) (0.000277) (0.000978) (7.53e-07) 

Observations 1,367 1,367 1,367 1,367 1,471 1,471 1,471 1,471 
Number of countries 21 21 21 21 23 23 23 23 
Country FE YES YES YES YES YES YES YES YES 
Year FE YES YES YES YES YES YES YES YES 



 

Quarter FE YES YES YES YES YES YES YES YES 
Other Controls YES YES YES YES YES YES YES YES 
T-min 28 28 28 28 28 28 28 28 
T-bar 65.10 65.10 65.10 65.10 63.96 63.96 63.96 63.96 
T-max 72 72 72 72 72 72 72 72 
R-squared within 0.294 0.153 0.202 0.200 0.277 0.153 0.180 0.193 
R-squared between 0.425 0.00637 0.403 0.0132 0.258 0.000590 0.408 0.0172 
R-squared overall 0.285 0.0468 0.144 0.131 0.218 0.0584 0.122 0.152 

The table reports coefficients and robust standard errors clustered by country (in brackets). The response variables are the components of GDP, namely: 
consumption, government spending, investment and net exports. All variables are defined in Table A1 of the appendix. The estimation method is within groups (fixed effects). Columns (1) to 
(4) present the results where trust is proxied through the first component of the four trust measures used in the study explaining 89% of the variation. Columns (5) to (8) refer to the results 
obtained using the trust to politicians. Qualitatively similar results are obtained using the other proxies of the Social Trust Index, but are not reported to conserve space. ***, p<0.01, ** 
p<0.05, * p<0.1 

  



 

Table 3: Breaking GDP into its core components 
Dependent variable: 
Components of GDP 

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12) 

Consumption Government 
Spending Investment Net Exports Consumption Government 

Spending Investment Net Exports Consumption Government 
Spending Investment Net Exports 

FSI -0.0796** -0.0601** -0.155 3.24e-06 -0.0825** -0.0756*** -0.205** 1.51e-05 -0.115*** -0.0935*** -0.262** 3.99e-05 
 (0.0293) (0.0215) (0.0984) (7.97e-05) (0.0311) (0.0182) (0.0868) (6.18e-05) (0.0340) (0.0188) (0.0996) (7.19e-05) 

Helpful -0.00507** -0.00225* -0.00777 1.42e-06         

 (0.00200) (0.00120) (0.00591) (4.21e-06)         

FSI x Helpful 0.0122** 0.00964* 0.0172 6.24e-06         

 (0.00550) (0.00514) (0.0227) (1.94e-05)         

Trust     -0.00499* -0.00361 -0.00486 -3.93e-06     

     (0.00285) (0.00210) (0.00835) (4.97e-06)     

FSI x Trust     0.0127** 0.0127*** 0.0272 3.74e-06     

     (0.00542) (0.00408) (0.0176) (1.42e-05)     

Fair         -0.00520 -0.00441* 0.00645 -3.33e-06 

         (0.00399) (0.00247) (0.0105) (5.21e-06) 

FSI x Fair         0.0174*** 0.0148*** 0.0353* -1.30e-06 



 

         (0.00568) (0.00414) (0.0192) (1.54e-05) 

Observations 1,451 1,451 1,451 1,451 1,451 1,451 1,451 1,451 1,451 1,451 1,451 1,451 
Number of Countries 22 22 22 22 22 22 22 22 22 22 22 22 
Country FE YES YES YES YES YES YES YES YES YES YES YES YES 
Year FE YES YES YES YES YES YES YES YES YES YES YES YES 
Quarter FE YES YES YES YES YES YES YES YES YES YES YES YES 
Other Controls YES YES YES YES YES YES YES YES YES YES YES YES 
T-min 28 28 28 28 28 28 28 28 28 28 28 28 
T-bar 65.95 65.95 65.95 65.95 65.95 65.95 65.95 65.95 65.95 65.95 65.95 65.95 
T-max 72 72 72 72 72 72 72 72 72 72 72 72 
R-squared within 0.295 0.148 0.200 0.196 0.293 0.149 0.200 0.196 0.298 0.151 0.202 0.196 
R-squared between 0.432 0.00125 0.320 0.00146 0.392 0.00620 0.371 0.00163 0.375 0.00515 0.409 0.000912 
R-squared overall 0.282 0.0502 0.149 0.167 0.256 0.0551 0.151 0.147 0.265 0.0596 0.148 0.146 

The table reports coefficients and robust standard errors clustered by country (in brackets). The response variables are the components of GDP, namely: consumption, government spending, investment and net exports. All variables are defined in 
Table A1 of the appendix. The estimation method is within groups (fixed effects). Columns (1) to (12) present the results where trust is proxied through the different trust measures used in the PCA alongside trust to politicians, which is presented in 
Table 2. *** p<0.01, ** p<0.05, * p<0.1 

 



 

Table 4: Re-estimation of baseline model using system GMM 
Dependend variable: 
Real per capita GDP growth 

(1) (2) (3) (4) (5) 

PCA Fair Helpful Trust Trust to Politicians 

L. Real per capita GDP growth -0.0220 -0.0162 -0.0122 -0.0111 0.0272 
 (0.142) (0.139) (0.139) (0.140) (0.130) 

L. Population growth -2.45e-09 -4.15e-09** -3.00e-09 -3.55e-09 -2.08e-09 
 (2.44e-09) (1.97e-09) (2.23e-09) (2.37e-09) (1.95e-09) 

L. Government expenditure to GDP -0.00161* -1.17e-05 -0.00115 -0.00138* -0.00105 
 (0.000897) (0.00111) (0.000998) (0.000835) (0.000712) 

L. FDI 0.000203*** 0.000249*** 0.000224*** 0.000211*** 0.000158** 
 (6.87e-05) (7.19e-05) (5.62e-05) (5.44e-05) (6.60e-05) 

L. School enrolment 0.000125** 0.000140*** 0.000137*** 0.000114** 0.000116*** 
 (5.33e-05) (4.39e-05) (3.48e-05) (5.11e-05) (4.47e-05) 

L. Trade Openness 0.00337* 0.00211 0.00287 0.00238 0.00396** 
 (0.00181) (0.00133) (0.00176) (0.00168) (0.00167) 

L. FSI -0.0272*** -0.0971*** -0.0674*** -0.0826*** -0.0603*** 
 (0.00754) (0.0275) (0.0233) (0.0243) (0.0130) 

L. Trust (PCA) -0.00259** 
(0.00110) 

    

L. FSI x L. Trust (PCA) 0.00492** 
(0.00203) 

    

L. Fair  -0.00108 
(0.00319) 

   

L. FSI x L. Fair  0.0125*** 
(0.00475) 

   

L. Helpful   -0.00345 
(0.00249) 

  

L. FSI x L. Helpful   0.00799* 
(0.00467) 

  

L. Trust    -0.00551* 
(0.00328) 

 

L. FSI x L. Trust    0.0111*** 
(0.00419) 

 

L. Trust to Politicians     -0.000367** 
(0.000162) 

L. FSI x L. Trust to Politicians     0.00114*** 
(0.000304) 

Observations 1,367 1,451 1,451 1,451 1,471 
Number of countries 21 22 22 22 23 
Year FE YES YES YES YES YES 
Quarter FE YES YES YES YES YES 



 

AR(1) t-stat -2.92 -2.96 -2.97 -2.98 -3.09 
AR(1) p-value 0.00 0.00 0.00 0.00 0.00 
AR(2) t-stat 0.70 0.72 0.74 0.79 1.63 
AR(2) p-value 0.48 0.47 0.46 0.43 0.10 
Sargan p-value 0.00 0.00 0.00 0.00 0.00 
Hansen p-value 1.00 1.00 1.00 1.00 1.00 

The table reports coefficients and robust standard errors clustered by country (in brackets). The response variable is real per capita 
GDP growth. All variables are defined in Table A1 of the appendix. The estimation method is system GMM using the forward 
orthogonal deviations transform and collapsed instruments. Columns (2) to (4) proxy trust through individual components of the Social 
Trust Index, specification in column (5) focuses on trust to politicians. 
Specification in column (1) is the first principal component of the 4 different trust proxies explaining 89% of the variation. ***, p<0.01, 
** p<0.05, * p<0.1 
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Table 5: Additional Analysis - Moderation Effects in and out of the GFC period 

Dependend variable: 

Real per capita GDP growth 

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) 

during GFC excl. GFC during GFC excl. GFC during GFC excl. GFC during GFC excl. GFC during GFC excl. GFC 

L. FSI -0.0291** -0.0231*** -0.117*** -0.121*** -0.110*** -0.0760*** -0.105*** -0.0940*** -0.0287 -0.0649*** 

 (0.0116) (0.00603) (0.0311) (0.0161) (0.0310) (0.0228) (0.0272) (0.0269) (0.0281) (0.00926) 

L. Trust (PCA) -0.00178 -0.00125         

 (0.00370) (0.00106)         

L. FSI x L. Trust (PCA) 0.00757*** 0.00737***         

 (0.00231) (0.00154)         

L. Fair   -0.0107 -0.000699       

   (0.00905) (0.00221)       

L. FSI x L. Fair   0.0158*** 0.0178***       

   (0.00518) (0.00290)       

L. Helpful     -0.00372* -0.00367**     

     (0.00204) (0.00152)     

L. FSI x L. Helpful     0.0163** 0.0107**     

     (0.00580) (0.00470)     

L. Trust       -0.0102 -0.00600***   

       (0.0104) (0.00175)   



 

L. FSI x L. Trust       0.0151*** 0.0141***   

       (0.00478) (0.00465)   

L. Trust to Politicians         2.56e-05 -7.46e-08 

         (0.000488) (0.000143) 

L. FSI x L. Trust to Politicians         0.000398 0.00131*** 

         (0.000717) (0.000255) 

Observations 310 1,057 326 1,125 326 1,125 326 1,125 340 1,131 

Number of countries 21 21 22 22 22 22 22 22 23 23 

Country FE YES YES YES YES YES YES YES YES YES YES 

Year FE YES YES YES YES YES YES YES YES YES YES 

Quarter FE YES YES YES YES YES YES YES YES YES YES 

Other Controls YES YES YES YES YES YES YES YES YES YES 

T-min 3 12 3 12 3 12 3 12 3 12 

T-bar 14.76 50.33 14.82 51.14 14.82 51.14 14.82 51.14 14.78 49.17 

T-max 16 56 16 56 16 56 16 56 16 56 

R-squared within 0.293 0.310 0.306 0.317 0.306 0.314 0.306 0.317 0.269 0.291 

R-squared between 0.171 0.432 0.131 0.336 0.157 0.372 0.160 0.253 0.0584 0.307 

R-squared overall 0.0731 0.304 0.0610 0.297 0.0715 0.298 0.0723 0.249 0.0550 0.246 

The table reports coefficients and robust standard errors clustered by country (in brackets). The response variable is real per capita GDP growth. All variables are defined in Table A1 of the appendix. 

The estimation method is within groups (fixed effects). Columns (3) to (8) proxy trust through individual components of the Social Trust Index during the global financial crisis (GFC) period defined 

between 2007 and 2010 and excluding this period. Specification in columns (9)-(10) focuses on trust to politicians accordingly. Specification in columns (1)-(2) is the first principal component of the 4 

different trust proxies explaining 89% of the variation. ***, p<0.01, ** p<0.05, * p<0.1 

 



 

Table 6: Additional Analysis - Economic freedom, political orientation and institutional overtones 
Dependend variable: 
Real per capita GDP growth 

(1) (2) (3) (4) (5) (6) 
Economic 
Freedom 

Economic 
Freedom Orientation Orientation WGI WGI 

L. FSI -0.0229*** 0.114** -0.0290*** -0.0186* -0.0252*** -0.0179 
 (0.00735) (0.0532) (0.00827) (0.00968) (0.00791) (0.0110) 

L. Trust (PCA) -0.000541 -0.0111 0.000948 0.000971 -0.000982 0.000576 
 (0.00155) (0.00790) (0.00202) (0.00220) (0.00132) (0.00173) 

L. FSI x L. Trust (PCA) 0.00581*** 0.0446** 0.00616** -0.000402 0.00532** 0.00867 
 (0.00189) (0.0173) (0.00285) (0.00247) (0.00192) (0.00522) 

Center   0.00252* 0.00608**   

   (0.00145) (0.00229)   

Left   -0.00144 -0.000340   

   (0.00109) (0.00136)   

L. FSI x Center    -0.0254** 
(0.0118)   

L. FSI x Left    -0.00675 
(0.00686)   

L. Trust (PCA) x Center    -0.000781 
(0.00108)   

L. Trust (PCA) x Right    -0.00134 
(0.000939)   

L. FSI x L. Trust (PCA) x Center    0.0121** 
(0.00530)   

L. FSI x L. Trust (PCA) x Left    0.0160** 
(0.00561)   

L. Economic Freedom -0.000583** -0.000246     

 (0.000224) (0.000210)     

L. FSI x L. Economic Freedom  -0.00186** 
(0.000745)     

L. Trust (PCA) x L. Economic Freedom  0.000142 
(0.000110)     

L. FSI x L. Trust (PCA) x L. Economic Freedom  -0.000493* 
(0.000245)     

L. WGI     -0.000641 -0.00367 

     (0.00179) (0.00259) 

L. FSI x L. WGI      -0.00441 (0.0141) 

L. Trust (PCA) x L. WGI      -0.00234 
(0.00160) 



 

L.FSI x L. Trust (PCA) x L. WGI      -0.00586 
(0.00545) 

Observations 1,293 1,293 745 745 1,367 1,367 
Number of countries 21 21 19 19 21 21 
Country FE YES YES YES YES YES YES 
Other Controls YES YES YES YES YES YES 
Year FE YES YES YES YES YES YES 
Quarter FE YES YES YES YES YES YES 
T-min 28 28 11 11 28 28 
T-bar 61.57 61.57 39.21 39.21 65.10 65.10 
T-max 72 72 43 43 72 72 
R-squared within 0.303 0.309 0.303 0.321 0.291 0.295 
R-squared between 0.175 0.219 0.168 0.0325 0.566 0.572 
R-squared overall 0.255 0.257 0.250 0.284 0.283 0.285 

The table reports coefficients and robust standard errors clustered by country (in brackets). The response variable is real per capita GDP growth. All variables are 
defined in Table A1 of the appendix. The estimation method is within groups (fixed effects). Re-estimation of the baseline with the following additions: Columns (1) 
and (2) control for economic freedom cross country and its interaction with the mdoeration effect; columns (3) and (4) control for the orientation of the executive 
party according to Cruz et al. (2018) and its interaction with the moderation effect; columns (5) and (6) control for the institutional environment (above/below 
median) and its interaction with the moderation effect. In all specifications, trust is proxied through the first principal component of the 4 different trust proxies 
explaining 89% of the variation. ***, p<0.01, ** p<0.05, * p<0.1 

 



 

Table 7: Additional Analysis - Alternative stress channels 
Dependend variable: 
Real per capita GDP growth 

(1) (2) (3) (4) (5) (6) 

PoD 1-
month 

PoD 
6-months 

PoD 
12-months 

Housing Price 
volatility 

1-year 

Housing Price volatility 
2-years 

Housing Price volatility 
3-years 

L. PoD 1-month -0.760*** 
(0.107) 

     

L. Trust (PCA) 0.00115 0.00108 0.000989 7.67e-05 0.000181 0.000128 

 (0.00153) (0.00150) (0.00147) (0.00141) (0.00146) (0.00138) 

L. PoD 1-month x L. Trust (PCA) 0.482** 
(0.208) 

     

L. PoD 6-month  -0.164*** 
(0.0280) 

    

L. PoD 6-month x L. Trust (PCA)  0.0852** 
(0.0398) 

    

L. PoD 12-month   -0.113*** 
(0.0217) 

   

L. PoD 12-month x L. Trust (PCA)   0.0528** 
(0.0253) 

   

L. housing price volatility 1-year    0.0534 
(0.0363) 

  

L. housing price volatility 1-year x L. Trust (PCA)    -0.00207 
(0.0171) 

  

L. housing price volatility 2-years     0.0500 
(0.0476) 

 

L. housing price volatility 2-years x L. Trust (PCA)     0.00495 (0.0130)  

L. housing price volatility 3-years      0.0521 
(0.0415) 

L. housing price volatility 3-years x L. Trust (PCA)      0.00424 (0.0114) 

Observations 1,182 1,182 1,182 1,266 1,230 1,154 
Number of countries 21 21 21 21 21 21 
Country FE YES YES YES YES YES YES 



 

Other Controls YES YES YES YES YES YES 
Year FE YES YES YES YES YES YES 
Quarter FE YES YES YES YES YES YES 
Other Controls YES YES YES YES YES YES 
T-min 11 11 11 28 28 28 
T-bar 56.29 56.29 56.29 60.29 58.57 54.95 
T-max 65 65 65 72 72 68 
R-squared within 0.215 0.216 0.217 0.267 0.263 0.273 
R-squared between 0.356 0.368 0.381 0.327 0.268 0.352 
R-squared overall 0.169 0.173 0.176 0.214 0.189 0.214 

The table reports coefficients and robust standard errors clustered by country (in brackets). The response variable is real per capita GDP growth. All variables are defined in Table 
A1 of the appendix. The estimation method is within groups (fixed effects). Columns (1) to (3) proxy transmission of financial stress through probability of default (PoD) indicators 
of the banking sector in the next 1, 6 or 12 months. In columns (4) to (6) we proxy transmission of financial stress through the housing sector, using the standard deviation of the 
housing price index growth in 4 (1-year), 8 (2-years) or 12 (3-year) quarter rolling windows. Trust in all specifications is proxied through the first principal component of the 4 
different trust proxies explaining 89% of the variation. ***, p<0.01, ** p<0.05, * p<0.1 



 

 


