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Introduction

Reciprocity means that in response to friendly actions, people are nicer and much more co-operative; and in response to hostile actions they are frequently much more nasty and brutal. People repay gifts and take revenge even in interactions with complete strangers and even if it is costly and yields neither present nor future material awards. Cooperative reciprocal tendency is termed as positive reciprocity while retaliatory aspect is called negative reciprocity.

In competitive markets with incomplete contracts (Define), reciprocal types dominate aggregate results. When people face strong material incentives to free ride, the self-interest model predicts no cooperation at all. 

Positive and Negative Reciprocity  
In reciprocity, individuals respond to friendly or hostile action even if no material gain is expected. Normative power of reciprocity has an important impact on social policy issues; they are much less likely to be endorsed by public opinion when they award people independent of whether and how much they contribute to society. 

Positive reciprocity does not appear to diminish even if even if monetary stake size is high: Fehr and Tougareva found strong positive reciprocity is an experiment conducted in Moscow where individuals earned an average of 10 weeks salary in a 2 hour experiment. 
Number of subjects who show a concern for fairness and behave reciprocally in one shot games is relatively high. Studies show that fraction of fraction of subjects exhibiting reciprocal choices is between 40-60%. 
There is an emerging consensus that propensity to punish harmful behavior is stronger than the propensity to reward friendly behavior (Offerman, 1999; Charness and Rabin, 2000). Desire to punish hostile intentions and to reward kind intentions is also important (Rabin 1993, Blount, 1995; Falk and Fischbacher , 1999)
Public Goods

For self interested agents, public good represent a difficulty that since all agents will want to be free-riders on the efforts of others, no agent will contribute willingly to public good.  Positive reciprocity means that people are willing to contribute to a public good if others are also willing, because it represents a kind action which induces reciprocally motivated people to contribute. Negative reciprocity can play the role that if subjects expect others to free ride, they interpret this as a hostile act and they can punish others by free riding too.
Self interested types free ride because they are self-interested, and reciprocal types free ride because they observe others free riding.
Impact of negative reciprocity changes radically if others are given the chance to observe the contribution of others, and are given a chance to punish those who do not contribute. It is important that punishment is costly for the imposing agent as selfish subjects will never punish. According to a Fehr and Gatcher study, the more a subject free rides relative to others, the more it gets punished. Free riders are punished irrespective of whether there are future rewrds for the punisher.  This has a larger disciplining effect on subject’s cooperation behavior.
Social Norms
It can be thought of as a behavioral public good where in which everyone should make a positive contribution – that is, follow the norm, and should be willing to enforce the social norm with informal social sanctions, even at some immediate cost to themselves.
Studies on social norms

· Regulate use of common pool resources (Ostrom, 1998)

· Ways land owners settle disputes (Ellickson, 1994)

· Play important role in collective action problems (Elster, 1989) and in provision of public goods (Ostrom 1998)

Social norms are not necessarily beneficial for society. Depending on the specific context of the norm, it may deter or encourage socially beneficial behavior. 

 Reciprocity as a contract enforcement device
Conjecture that reciprocity plays as important role in choice of effort has been experimented often. Study by Gachter and Kirchsteiger (1997) concludes that in response to generous job offers, people on an average are willing to put forward extra effort above the implied limit induced by monetary considerations. Another study by Fehr, Gachter and Kirchsteiger (1997) concludes that a selfish employer will never reward or punish since it is costly. 

Reciprocity contributes to enforcement of contracts; provides incentives for potential cheaters to cooperate and limit their degree of on-cooperation. 
Work Motivation and Performance Incentives
Explicit incentives may cause a hostile atmosphere of threat and distrust, which reduces reciprocity based extra effort. Study shows that reciprocity based effort elicitation and explicit performance may be in conflict with one another. Explicit incentives may crowd out reciprocal choices. 
Wage rigidity, rent sharing and competition
Fehr and Falk (1999) confirm the existence of downward wage rigidity in a version one of the most competitive environment – competitive double auction. Data analysis shows that employers high wage policy in the market with incomplete contracts could sustain higher effort levels and increase effort levels relative to a low wage policy. 
Managers are reluctant to cut wages in recession as it expresses hostility to workers and is interpreted as an insult (Bewley, 1999). 

Firms reduce employment in response to workers reciprocity (Falk and Fehr, 2000)
Found positive correlation between firms profit opportunities and rent paid to workers. Fehr, Gachter and Kirchsteiger (1996)

There exists positive relation between long run wages and profitability of non-unionized industries. (Oswald and Safney, 1996)

Foundation of incomplete contracts
Implicit contracts are more profitable because they as they induce much higher effort levels. The promised bonus is not cheap talk as reciprocal principals condition bonus payment on effort level. Conditional bonus payments provide a strong pecuniary incentive for agent to perform as desired by the principal. Explicit contracts crowd out positive reciprocity and may induce negative reciprocity.    
