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· In traditional economics views, human beings are portrayed as self-interested seeking. 

· However, many people deviate from purely self-interested behavior in a reciprocal manner.

· Reciprocity means that in response to friendly (hostile) actions, people are frequently much nicer & more cooperative (nasty & brutal) than predicted by self-interested model even it is costly for them and yields neither present of future material rewards. 

· When people face strong material incentive to free-ride, he self-interest model predicts no cooperation at all. But, as a consequence of punishing behavior of the reciprocal types, a very high level of cooperation can be achieved.

Positive and Negative Reciprocity: Some Evidence

· Terminology: Cooperative reciprocal tendencies = Positive reciprocity;  

  

           Retaliatory reciprocal tendencies   = Negative reciprocity

· Reciprocity is fundamentally different from “cooperative” or “retaliatory” in repeated interaction. In the case of reciprocity, the actor is responding to friendly or hostile action even if no material gain can be expected. 

· Reciprocity is also different from altruism because the latter in a form of “unconditional” kindness. 
· Evidence for Positive Reciprocity: Smiling waitress gets tipped more than less friendly ones; some people find it is difficult to accept free samples without actually buying anything. In trust and exchange game (see Lecture 8), many Proposers send money and many Responders give back some money (with positive correlation between the amount of money Proposers send to Responder and amount sent back by Responder). 
· Evidence for Negative Reciprocity: In ultimatum bargaining experiment (see Lecture 8), Proposers who offer Responder less than 30% of available sum are highly possibly rejected. This is because low offer is viewed as “unfair”.

· Note: (i) There emerges consensus that the propensity to punish harmful actions is stronger than propensity to reward friendly behavior. (ii) It’s found that behavior in the ultimatum game is systematically linked to testosterone level (mediator of males’ willingness to engage in aggressive behavior.

Public Goods:

· For a group of self-interested agents, public goods present difficulty that since all agents will want to free ride on the effort of others, no agent will contribute willingly to public goods.

· Positive reciprocity implies that subjects are willing to contribute something to public good if others are also willing to do so. However, to sustain contributing to public goods as a stable behavioral regularity, a sufficiently high proportion of the agents in the game have to be reciprocally motivated.
· Negative reciprocity explains that people choose to free ride because the observe others free riding. (This is different from self-interested types who free ride because of their self-interest; even both produce indistinguishable outcome. Public good game provides example where selfish types can induce reciprocal types to make selfish choice.)
· Impact of negative reciprocity changes radically if subjects are given opportunity to observe the contribution of others and punish. When punishment is costly to punisher, self-interested subjects will never punish while reciprocal subjects will choose to punish free riders. This induces selfish type to make cooperative choices. 
From Public Goods to Social Norms:

· Definition: Social norm is 1) a behavioral regularity that is 2) based on socially shared belief of how one ought to behave which triggers 3) the enforcement of the prescribed behavior by informal social sanctions.

· Social norm can be though as a sort of behavioral public good. Everybody should make a positive contribution- to follow the norm, and willing to enforce the social norm with informal sanctions even at some cost to themselves. 

· Example: Social norms influence 1) work morale and behavior against ate busters, 2) consumption and saving decision, 3) tax evasion and abuse of welfare payment, etc.

· Social norms constitute constraints usually on individual behavior beyond legal, information and budget constraints usually considered by economists. 

Reciprocity as a Contract Enforcement Device:

· Controlled laboratory experiment provides evidence that reciprocity substantially contributes to the enforcement contract. The power of reciprocity derives from the fact that it provides incentives for potential cheaters to behave cooperatively or at least to limit their degree if noncooperation.

· From Fehr, Gachter and Kirchsteiger (1997), experimental employers could offer a wage contract that stipulated a binding wage w and desires effort level e^. If the experimental worker accepted this offer, he was free to choose actual effort level e ranging from Min and Max level. 
· Result: 
If employers have no rewarding/punishment opportunity after observing e: 

>> Many employers make quite generous offers (offer contracts stipulated a desired effort of e^ = 7; an offered wage implied that workers received 44% of total surplus). Many workers honor this generosity (even 83% of workers still shirk, 73% of this shirk was not fully shirk). People are on average willing to put forward extra effort above what is implied by purely pecuniary consideration.

If employers are allowed to reward/punish workers after observing e:

>> Workers chose much higher effort levels; shirking rate declined from 83% to 26%. There’s increase in average effort and aggregate monetary payoff (40%).
Work Motivation and Performance Incentives:

· Explicit incentives may cause hostile atmosphere of threat and distrust, which reduces any reciprocal-based extra effort.
· From Fehr and Gachter (2000) experiments, effort level in contract “with no incentives” and effort levels in contract “with explicit incentives” were compared. (With explicit incentives contract, employers have possibility to stipulate fine to be paid by worker in case of verified shirking.)
· Result: Except at the low rent levels, the average effort is lower in the presence of the explicit incentives. Explicit incentives may “crowd out” reciprocal effort choices.
Wage Rigidity, rent Sharing and Compensation
· Employers are reluctant to cut wages in recession because they doing so may decrease productivity.

· The fact that the presence of reciprocal types in the labor market gives rise to downward wage rigidity has been demonstrated in number of experiments.

· From Fehr and Falk (1999) carried out a series of “double auction” in labor market; experimental firms and workers can make a wage bids. If the bid was accepted, a labor contract was concluded. Consider 2 treatment conditions- complete and incomplete contract. 

· Result: In the market with complete contracts, employers take full advantage of low wage offers made by the worker, and consequently wage are close to competitive level in the market. In contrast, high wage policy in the market with incomplete contracts was quite rational, because in this way they could sustain higher effort levels and increase profits relative to a low wage policy. 
· Evidence for rent-sharing: It is found clear positive correlation between firm’s profit opportunities and the rents paid to workers.

Foundations of Incomplete Contracts:

· It’s shown that the presence of reciprocal types is an independent source of the absence of explicit incentives.
· Feht, Klein, and Schmidt (2000) conducted an experiment in which principals had choice between implicit contract (specifies wage and desired effort level, and promised bonus which is not obligated to pay) and explicit contract (same as implicit setting, but here employers can impose a fine on agent being verifiable shirking). 
· The self-interest model predicts that the principals prefer explicit contract. But the experimental evidence is far different from this prediction. 
· Result: Most employers (88%) chose implicit contract. Those choosing explicit contract made an average loss (-9 tokens/contract), while those choosing implicit ones made profit (26 tokens/contract). 
