









	
 Home

	 Add Document
	 Sign In
	 Create An Account














[image: PDFKUL.COM]






































	
 Viewer

	
 Transcript













Journal of Economic Behavior & Organization 93 (2013) 314–320



Contents lists available at ScienceDirect



Journal of Economic Behavior & Organization journal homepage: www.elsevier.com/locate/jebo



Disclosing advisor’s interests neither hurts nor helps夽 Huseyn Ismayilov ∗ , Jan Potters CentER and Netspar, Tilburg University, P.O. Box 90153, 5000LE Tilburg, The Netherlands



a r t i c l e



i n f o



Article history: Received 19 March 2013 Accepted 21 March 2013 Available online 2 April 2013 JEL classiﬁcation: C91 D03 D83 K20



a b s t r a c t We set up an experiment to study whether disclosure of the advisor’s interests can foster truthfulness and trust. We measure how advisors expect decisionmakers to react to their advice in order to distinguish between strategic and moral reactions to disclosure by advisors. Results indicate that advisors do not expect decision makers to react drastically to disclosure. Also, advisors do not ﬁnd deceiving morally more acceptable with disclosure than with no disclosure. Overall, disclosure neither hurts nor helps; deceptive advice and mistrust are equally frequent with as without disclosure. © 2013 Elsevier B.V. All rights reserved.
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1. Introduction Conﬂicting interests may provide advisors with incentives to give biased advice. Insurance agents, for example, may be led by the commissions they receive on different products and not just by the interests of their customers. Besides the interests of their patients, physicians may be affected by their relationship with pharmaceutical companies.1 One of the solutions suggested to mitigate such problems is that advice recipients be informed about matters that present a potential conﬂict of interest. Mandatory disclosure rules exist in many domains, including accounting, retail ﬁnance, medicine, and academia.2 In this paper, we test how disclosure affects advisors and advice recipients in a simple sender–receiver game based on Gneezy’s (2005) deception experiment. The receiver has to choose between two options without knowing the associated



夽 We thank Dirk Engelmann, George Loewenstein, the editor (Uri Gneezy), two anonymous referees, participants at the 2012 ESA Annual meeting, the MBEES 2012 at the Maastricht University, the “Deception, Incentives, and Behavior” conference at UC San Diego, and the Netspar “Economics and Psychology of life cycle decision-making” meeting in Amsterdam for helpful comments and discussions. Financial support from Netspar is gratefully acknowledged. ∗ Corresponding author. Present address: School of Humanities and Sciences, and School of Business, Azerbaijan Diplomatic Academy, 11 Ahmadbey Aghaoglu Street, AZ 1008 Baku, Azerbaijan. Tel.: +994 519066720. E-mail addresses: [email protected] (H. Ismayilov), [email protected] (J. Potters). 1 Numerous experiments also show that a substantial portion of subjects deceive an uninformed party when doing so gives a higher payoff (see, for example, Gneezy, 2005; Sutter, 2009; Angelova and Regner, 2013; Danilov et al., 2013; Sheremeta and Shields, 2013). 2 For example, the Insurance Conduct of Business sourcebook in the UK requires “a ﬁrm to provide its customers with details about the amount of any fees other than premium monies for an insurance mediation activity” (FSA, 2012, Section 4.3.1), and the EU Market in Financial Instruments Directive (MiFID) (European Union, 2004) has similar provisions. 0167-2681/$ – see front matter © 2013 Elsevier B.V. All rights reserved. http://dx.doi.org/10.1016/j.jebo.2013.03.034
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Table 1 Low and High Incentive payoff structures. Payoff structure



Optiona



Low Incentive



A B A B



High Incentive a



Payoff to Sender



Receiver



8 6 15 5



3 6 5 15



In this table Option A gives higher payoff to the sender. In the experiment the option with higher payoff for the sender could be either A or B.



payoffs. The sender knows the payoffs of each option, and sends a message stating which option is better for the receiver. In our baseline treatment, the receiver has no information on the sender’s payoffs (as in Gneezy, 2005). In our disclosure treatment, the receiver is informed about the sender’s payoffs for each of the two options. Comparing the two treatments allows us to see how disclosure affects the sender’s advice and how the receiver uses the advice. Interestingly, previous experimental studies have suggested that disclosing conﬂict of interests may actually hurt advice recipients (Cain et al., 2005, 2011; Inderst et al., 2010; Koch and Schmidt, 2009; Rode, 2010). With disclosure, advisors bias their advice more than they do without disclosure, and advice recipients fail to account for this sufﬁciently. As a result, disclosure makes advice recipients worse off compared to no disclosure. Cain et al. (2005, 2011) provide two possible explanations for the increased exaggeration by advisors. One is moral licensing, according to which advisors ﬁnd it less unethical to send deceptive messages once their own interests are revealed. An alternative explanation is that the increased bias is strategically motivated to compensate for the anticipated reaction to disclosure by the advisees. An important feature of our experiment is that we measure the beliefs of the sender about the receiver’s reaction to her messages. This allows us to distinguish between the two reasons for why senders might change their advice in response to disclosure, since the sender’s beliefs provide us with a direct measure of the strategic motive.3 We also run a treatment in which disclosure is not automatic but must be requested by the receiver. This treatment is inspired by circumstances in which clients have to explicitly ask for disclosure.4 In line with the ‘hidden costs of control’ (Falk and Kosfeld, 2006), we hypothesize that solicited disclosure is particularly prone to increase the moral license to deceive felt by the sender. 2. Experimental design and procedure Our design is based on the two player sender–receiver game from Gneezy (2005). The sender observes payoffs to both players associated with two options, Option A and Option B, and sends one of the two possible messages to the receiver: Message 1: “Option A will earn you more money than option B.” Message 2: “Option B will earn you more money than option A.” After receiving the message from the sender, the receiver chooses one of the two options and both players are paid according to the chosen option. In our No disclosure treatment, as in Gneezy (2005), the only information available to the receiver is the message sent by the sender. The receiver observes neither the payoffs to the sender nor the payoffs to himself. In the Disclosure treatment in addition to the message sent by the sender the receiver observes the payoffs to the sender for each option but not the payments to himself. Thus, the only difference between the two treatments is that the receiver observes the sender’s interests in the Disclosure treatment but not in the No disclosure treatment. We also implement a treatment where the receiver decides whether the interests of the sender should be disclosed. The sender is informed about this decision before she sends a message. With this treatment we want to test if leaving the decision to disclose the potential conﬂicts of interest to the receiver leads to different outcomes. We call this the Endogenous treatment. Depending on the receiver’s decision whether or not to have the sender’s interests disclosed we will have two conditions: Endogenous No Disclosure and Endogenous Disclosure. For convenience, we call the latter two ‘treatments’ instead of ‘conditions’ in what follows. Thus, overall we have four treatments: No disclosure, Disclosure, Endogenous No Disclosure, and Endogenous Disclosure. To test the robustness of our results we implement two different payoff structures: Low Incentive and High Incentive. Table 1 provides details of both payoff structures. Note that under both payoff structures there is a conﬂict of the interests. We are interested in how the receivers will react to the disclosure depending on the magnitude of potential conﬂict of interests.



3 Another feature of our design is that with disclosure the receiver knows the sender’s interests but not that there is a conﬂict of interest. Our experiment shares this feature with de Meza et al. (2011). An alternative approach, used in most other experimental studies, is that disclosure uncovers the conﬂict of interest between the sender and the receiver. See Li and Madarasz (2008) for a theoretical analysis. 4 For example, the Insurance Conduct of Business Sourcebook in the UK requires that “an insurance intermediary must, on a commercial customer’s request, promptly disclose the commission that it and any associate receives in connection with a policy” (FSA, 2012, Section 4.4.1).
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Importantly, we also measure beliefs of the sender about the receiver reaction to each of the possible messages. After choosing a message, the sender guesses how likely it is that the receiver in her pair will follow Messages 1 and 2 (i.e. also for the message that is not sent). To be able to incentivize sender guessing for both messages we ask the receivers to make a choice conditional on each message (i.e. the strategy method). The Web Appendix to this article (Ismayilov and Potters, 2013) gives more details. The experiment was ran in September 2011 at Centerlab, Tilburg University. Subjects were students recruited via email. Upon arrival subjects were seated behind partitioned workstations and randomly assigned one of the two roles, player 1 (the sender) or player 2 (the receiver), and formed a pair with one of the participants in the other role. The experiment was computerized using the Z-tree software (Fischbacher, 2007). To increase the number of observations each subject played the game twice in the same role but with different partners, and subjects were informed about this. No feedback was provided after the ﬁrst period was played. Each subject played both the Low Incentive and the High Incentive payoff structures. Those who played the Low Incentive payoff structure in the ﬁrst period played the High Incentive payoff structure in the second period and vice versa. The order was randomized. As mentioned above we also randomized which of the two options gave a higher payoff to the sender. At the end of the second period subjects were provided with feedback for both periods. One of the periods was randomly selected and subjects were paid their earnings in that period. The experiment lasted for approximately 40 min and subjects earned 8.9 euros on average. In total 170 students participated in 9 sessions. We ran 2 sessions (18 pairs) in the No Disclosure treatment, 3 sessions (31 pairs) in the Disclosure treatment, and 4 sessions (36 pairs) in the Endogenous treatment. More sessions were run in the Endogenous treatment because this treatment would be split into two treatments depending on the decisions of the receivers.5 3. Hypotheses In this section we analyze how the disclosure of the sender’s interests to the receiver might affect each party. We discuss moral licensing (Cain et al., 2005, 2011) and strategic effects of disclosure. Without loss of generality, we assume that Option A gives a higher payoff to the sender than Option B. We start by analyzing sender behavior in the No Disclosure treatment. The sender can send either the deceptive message (Message A: “Option A will earn you more money than Option B”) or the truth-telling message (Message B: “Option B will earn you more money than Option A”). We assume that there is a cost, c, to the sender of sending the deceptive message (Gneezy, 2005). The expected payoff from sending each message for the sender is: E(|deceptive message) = pA × A + (1 − pA ) × B − c,



(1)



E(|truthtelling message) = pB × A + (1 − pB ) × B .



(2)



pA (pB ) denotes the probability that the receiver will choose Option A conditional on receiving Message A (Message B) and A (B ) stands for the sender’s payoff of Option A (Option B). From Eqs. (1) and (2) it follows that the sender will lie whenever (pA − pB )(A − B ) ≥ c



(3)



In what follows, we call the expression on the left hand side of Eq. (3) the expected beneﬁt of lying. By Eq. (3), the sender will lie whenever the expected beneﬁt of lying is larger than the cost of lying. Cain et al. (2005, 2011) argue that once the interests of advisors are revealed, advisors ﬁnd lying less immoral. In our setup this implies that the cost of lying, c, decreases with disclosure. From Eq. (3), for given expected beneﬁt of lying, (pA − pB )(A − B ), a decrease in c should make deception more likely. Thus, we can formulate the following hypothesis: Moral Licensing Hypothesis: Controlling for the expected beneﬁt of lying, the deception rate increases with disclosure. In the Web Appendix (Ismayilov and Potters, 2013) we present a theoretical analysis to study the impact of disclosure on pA , pB , and (pA − pB )(A − B ). Note that with disclosure the receiver observes the option that is in the sender’s self interest and pD stand for pA and pB in the Disclosure (Option A) and the option that is not (Option B) and the sender knows this. Let pD B A D treatment. Our theoretical analysis shows that in equilibrium we have pA < pA and pD = 0 < pB . Once disclosed, the sender’s B self-interest message A is less likely to be followed by the receiver. On the other hand, if the sender advises the option that is not in her self interest, the receiver follows this advice. The model shows that the effect of disclosure on the expected beneﬁt of lying is ambiguous and can go in either direction depending on the distribution of lying costs of the senders. This is why we do not formulate a speciﬁc hypothesis regarding the strategic effect of disclosure. For the empirical analysis we can rely on the sender’s subjective beliefs about pA and pB .



5 How about the power of our test? If we hypothesize that in the endogenous treatment 2/3 of the receivers will ask for disclosure and 1/3 will not, then in total we will have 60 sender messages with no disclosure (36 + 1/3 × 72) and 110 with disclosure (62 + 2/3 × 72). If we hypothesize that the deception rate under no disclosure is about 0.44 (based on the two closest treatments in Gneezy, 2005) and that it increases by 50% to 0.66 with disclosure, then the power of our test for the effect of disclosure is almost 80% (two-sided test, no continuity correction). An effect size of 50% is not unreasonable. Cain et al. (2011) ﬁnd that disclosure decreases the rate at which advisors consider exaggeration to be unethical from 5.4 to 3.6 on a 7-point scale (study 2) and that it increases advisor exaggeration from $31,351 to $51,562 (study 3).
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Fig. 1. The impact of disclosure on the frequency of lies.



For the endogenous treatment, with disclosure one would expect the moral licensing effect to become more pronounced. The experimental literature has shown that signaling mistrust can backﬁre for the mistrusting party (see, for example, Falk and Kosfeld, 2006). A request by the receiver to have the sender’s interests revealed, may be perceived by the sender as a signal of mistrust. We expect that this will increase the importance of the moral licensing argument relative to the exogenous disclosure case. 4. Results6 4.1. Sender behavior Panel (a) of Fig. 1 reports deception rates in the No Disclosure and the Disclosure treatments. Disclosure increases the deception rate by 9% with the Low Incentive payoffs and by 2% with the High Incentive payoffs. None of the differences is signiﬁcant, though (p = 0.56 for Low Incentive and p = 0.86 for High Incentive, two-tailed Chi-square tests). Thus, we do not observe a signiﬁcant increase in sender deception rates with disclosure. Panel (a) also shows that senders lie more with High Incentive payoffs than with Low Incentive payoffs both in the No disclosure and the Disclosure treatments. The differences are marginally signiﬁcant for each treatment separately and highly signiﬁcant for combined data (p = 0.06 for No disclosure treatment, p = 0.09 for Disclosure treatment and p = 0.01 for both treatments combined, one-tailed McNemar tests for matched pairs).7 Gneezy (2005) and Sutter (2009) also show that senders lie more the higher the incentives to do so. Next, we discuss the results for the Endogenous treatment. In 55 out of 72 cases receivers asked to reveal the sender’s interests. This results in 17 observations in the Endogenous No Disclosure treatment and 55 observations in the Endogenous Disclosure treatment. Panel (b) of Fig. 1 shows that senders do not lie more when the receivers request disclosure of the sender’s interests (p = 0.89 for the Low Incentive payoffs, and p = 0.93 for the High Incentive payoffs, two-tailed Chi-square tests). Contrary to what we expected, the senders do not “punish” the receivers for asking to reveal their interests. Overall, the results with respect to the effect of disclosure are similar to the exogenous case. In Fig. 2 we report average beliefs of the senders about the receiver’s reaction to each of the messages. In the No Disclosure treatment, one would not expect any difference in the receiver reaction to the self-interest message and the non-self interest message (because the receiver does not know which message is in the sender’s self-interest). We observe small differences in beliefs in the No Disclosure treatment. Interestingly, with disclosure senders do not expect drastic changes in the receiver’s reaction to the messages. Senders expect that receivers are slightly more likely to follow the non-self interest message than the self-interest message. This difference, however, is signiﬁcant only for the Low Incentive payoffs (p = 0.04, one-tailed, Wilcoxon matched-pairs signed-rank test). Another interesting observation is that senders think that receivers are as likely to follow the sender’s self-interest message with disclosure as any of the two messages with no disclosure. In other words, senders do not expect that receivers will mistrust a message which is in the sender’s self-interest, once these interests are revealed to the receiver. In Table 2 we report results of a probit regression analysis of our combined experimental data for senders. The regression reported in column (1) reiterates that disclosure, whether exogenous or endogenous, does not signiﬁcantly affect the likelihood of deception. The regression in column (2) includes the expected beneﬁt of lying to test for the moral licensing argument suggested by Cain et al. (2005, 2011). The expected beneﬁt of lying for each sender is calculated as (pA − pB )(A − B ), using the sender’s stated beliefs that the receiver will follow each of the two messages (see the Web Appendix (Ismayilov and Potters,



6



We excluded ﬁve observations from the analysis. See the Web Appendix (Ismayilov and Potters, 2013) for detailed explanation. The High Incentive payoff structure in the No Disclosure treatment is the same as Treatment 3 in Gneezy (2005). We observe a deception rate (0.56) similar to Gneezy (2005) in this case (0.52). 7
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Fig. 2. Average sender beliefs about the receiver following the messages (with descriptive error bars for standard deviation).



2013) for the full distribution of the expected beneﬁt of lying under no disclosure and disclosure). If disclosure provides a moral license to deceive, then controlling for the expected beneﬁt of lying senders should lie more in the Disclosure treatment than in the No disclosure treatment. However, we observe no effect of disclosure even when we control for the expected beneﬁt of lying. Hence, we ﬁnd no support for the moral licensing argument. Note that the coefﬁcient of the expected beneﬁt of lying, although positive, does not achieve statistical signiﬁcance (p = 0.11). In column (3) we interact the expected beneﬁt of lying with the disclosure dummy. The coefﬁcient on the expected beneﬁt of lying becomes signiﬁcant (p = 0.03) and the interaction variable is negative but insigniﬁcant (p = 0.13). This suggests that, with disclosure, senders are less likely to base their decision on the perceived private beneﬁts of deception than without disclosure. 4.2. Receiver behavior As mentioned above we asked receivers to make a choice conditional on each message they might receive from the sender. In panels (a) and (b) of Fig. 3 we report the proportion of receivers who follow the sender’s message in the No Disclosure and Disclosure treatments for each payoff structure separately. From the ﬁgure we observe that in the Disclosure treatment with the Low Incentive payoffs the sender’s self-interest message is followed slightly less than the messages in the No Disclosure treatment. The difference is not signiﬁcant, though (78% vs. 68%, p = 0.45, two-tailed Chi-square test). With the High Incentive payoffs the sender’s self-interest message is actually followed a bit more than the messages in the No Disclosure treatment (74% vs. 72%). Remarkably, with disclosure a substantial fraction of the receivers do not follow the sender’s advice even when it is not self-interested (16% of the receivers with the Low Incentive payoffs and 29% of the receivers with the High Incentive payoffs). One reason may be that some receivers want to reward the sender for being honest. Moreover, the sender’s self-interest message is not followed less with the High Incentive payoffs than with the Low Incentive payoffs (74% with High Incentive payoffs vs. 68% with Low Incentive payoffs). This suggests that the magnitude of the potential conﬂict of interest does not make a difference for receiver trust. Finally, we have 17 observations in the Endogenous No Disclosure treatment and 53 observations in the Endogenous Disclosure treatment. Panels (c) and (d) of Fig. 3 report the receiver behavior in both treatments. When receivers do not ask Table 2 Probit regression analysis – sender behavior.a Variables



(1)



(2)



(3)



Disclosure



0.05 (0.13) 0.15** (0.06) −0.01 (0.06) −0.10 (0.16) −0.04 (0.19)



0.0003 (0.09) 0.16*** (0.06)



−0.01 (0.09) 0.17*** (0.05)



0.03 (0.02)



0.06** (0.03) −0.06 (0.04) −108.94 10.60**



High Incentive 2nd period Endogenous Endogenous × Disclosure Expected beneﬁt of lying Expected beneﬁt of lying × Disclosure Log pseudolikelihood Wald chi-square



−110.09 8.53



−110.14 9.18**



a The dependent variable is 1 if the sender sent an untruthful message and 0 otherwise. Number of observations is 167. Average marginal effects are reported. Robust standard errors (clustered by subject) are in parentheses. **, and *** denote signiﬁcance at p < 0.05, and p < 0.01 respectively. Constants are omitted.
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Fig. 3. The proportion of receivers who follow the sender’s message with and without disclosure. Note: For the No Disclosure treatment in the sender self interest message column we report the average of the following rates of the sender’s self-interest and non self-interest messages. For the Disclosure treatment the rates are shown separately.



to disclose the sender’s interests, they almost always follow the advice the sender sends. With endogenous disclosure, on the other hand, the receiver following rates are lower. 5. Conclusion In this paper, we explore the effects of disclosing advisors’ interests in a simple setup with binary choices. We ﬁnd that the senders are equally (un)truthful with and without disclosure. In addition, we ﬁnd that disclosure of the sender’s interests does not lead to moral licensing. Controlling for the senders’ beliefs about the private material beneﬁts of lying, deception rates do not increase with disclosure. If anything, disclosure renders senders less responsive to their own gains from lying. Moreover, the rate at which the receivers follow the sender’s advice is also not affected by the disclosure of sender interests. We also test what happens when the decision to disclose or not to disclose the sender’s interests is left to the receivers. Senders do not punish receivers for disclosing sender’s interests and the receivers who do not reveal sender’s interests are more likely to follow sender’s advice than the receivers who do look at sender’s interests. This suggests that there is a substantial fraction of gullible advisees, who are particularly vulnerable to deceptive advisors. To summarize, we do not ﬁnd any perverse effects of disclosure in our setup as reported in the literature. However, our results also show that disclosure of potential conﬂicts of interests does not help advice recipients. This suggests that other measures are necessary to protect advice recipients from biased advice. Appendix A. Supplementary Data Supplementary data associated with this article can be found, in the online version, at doi:http://dx.doi.org/10.1016/ j.jebo.2013.03.034. References Angelova, V., Regner, T., 2013. Do voluntary payments to advisors improve the quality of ﬁnancial advice? An experimental deception game. Journal of Economic Behavior and Organisation, 93, 205–218. Cain, D.M., Loewenstein, G., Moore, D.M., 2005. The dirt on coming clean: perverse effects of disclosing conﬂicts of interest. Journal of Legal Studies 34, 1–25. Cain, D.M., Loewenstein, G., Moore, D.M., 2011. When sunlight fails to disinfect: understanding the perverse effects of disclosing conﬂicts of interest. Journal of Consumer Research 37, 836–857. Danilov, A., Biemann, T., Kring, T., Sliwka, D., 2013. The dark side of team incentives: Experimental evidence on advice quality from ﬁnancial service professionals. Journal of Economic Behavior and Organisation, 93, 266–272. European Union, 2004. Markets in Financial Instruments Directive (MiFID). Directive 2004/39/EC. Falk, A., Kosfeld, M., 2006. The hidden costs of control. American Economic Review 96, 1611–1630.
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