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Abstract

This paper studies coevolution of trust and property rights in financial markets. When
investors make financing decisions, they contemplate how trusting borrowers are and how
valuable their collateral is. We show that the high level of trust demands for strong property
rights and the legal protection of property rights, in turn, creates a high-trust economy. The
complementarity leads to multiple equilibria: a high-trust equilibrium with strong property
rights, a high level of financial development, and high aggregate output; a low-trust equilib-
rium with weak property rights, a low level of financial development, and low aggregate
output.
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