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One of the definitive characteristics of electromiarkets is the information asymmetry that
exists between buyers and sellers. Sellers haigf@mation advantage over buyers, as only sellers
know their type with certainty. Moreover, buyers bt know the true quality of the goods and sewic
being offered and must rely on the sellers desoriptof their products. It has been shown that the
absence of an enforcement mechanism in marketsnfitimation asymmetry can lead to moral hazard
problems and adverse selection. To address timenastry in online markets many e-commerce sites
feature public on-line reputation systems wherditig partners may leave feedback and comments about
prior transactions. The result is an electronprtation system that evolves from third party réipgr
where an individual submits information on-line eba transaction partner and this information can b
accessed by other community members wishing taatathat individual. The hope is that these
electronic reputation systems can substitute foutagions that would otherwise be established djtiou
repeated interaction and provide an incentive forebs and sellers to cooperate in spite of therette
information asymmetry. Such hopes are well foursethere is evidence that reputation can sere@ as
effective enforcement mechanism to lessen morardgaroblems (Kreps 1982) and that electronic
reputation systems can mitigate the threat of adveelection, build trust, and align incentiveslieg to
greater profits for buyers and sellers (Dewan asd 2D00; Ba and Pavlou 2001; Schwartz, Young,
Zvinakis 2002; Resnick and Zeckhauser 2002; Dals®003; Bolton, Katok, Okenfels 2005; Bolton,
Katok, Okenfels 2006).

In on-line communities a reputation is the histofyeported evaluations left by prior
transaction partners. This information is therseminated to the community and helps members

evaluate an individual’'s expected probability aiufe cooperation. Sites such as Ebay allow

buyers and sellers to be assigned a reputatioe sabulated from all past ratings, thus



reputations are a direct measure of the ratinggrees by other community members (Resnick
and Zeckhauser 2002). By conducting a controltedysto gain understanding into how these
ratings are assigned we provide insight into reandormation in on-line markets. Admittedly
our context is constrained and ideally it wouldvb&iable to use empirical data to measure
reputation ratings after transactions about whiehhave perfect information regarding product
quality and the process of the transaction. Unfaately these characteristics are unobservable
and/or subjective, thus we utilize a controlledrexraic experiment where individual valuations
are induced (Smith 1976) and expectations are ledtal in advance. Because we are interested
in the relationship between trust, reciprocity, agputation formation we utilize a trust game
with a reputation system to explore the behavieff@cts of third party reporting systems in a
context where trust and reciprocity can be maniedland measured.

This study contributes to prior work on the effestseputation by exploring the important
guestion of how reputations are formed in on-lingi®nments, and how specific reputation informatio
is utilized in the on-line environment. We condacteries of laboratory experiments in which subjec
interact in an on-line market setting. Our dessya modified investment game where one playeivisng
an endowment which can be “invested” and sent ¢oheem player. This investment is increased by a
designated amount, after which the second play@deg how much of this amount to return to the firs
player. At the conclusion of the exchange playeesasked to rate their partner. Because on-limketa
can have a higher level of uncertainty than offlimarkets we design a treatment to investigate the
directional effect of uncertainty in this setting§pecifically, we impose a treatment where thegettsirty
percent chance that the amount returned by thendgaayer can be intercepted and reduced to'zero.
Under these conditions when the first mover recei@hing in return it is not known whether thisswa

intended by the second mover or if the returneduaneas intercepted.

! We chose a high probability of interception fasttreatment in order to measure directional eftéatncertainty.
Further extensions include varying the levels afartainty to more thoroughly investigate this elets the
transaction.



Questions fundamental to this work are as follo{#s: How are on-line reputations formed in
anonymous transactions? (2) What are the econamibehavioral effects of different reputation
information?

We analyze the effects of different types of rafiah information and find noteworthy
differences. Specifically, the aggregate of anvididal’'s good ratings had a positive effect on
investment decisions, while a single good reputatating assigned in the prior round had no effect.
Also, the aggregate of an individual’s poor ratimgss not significant in the investment decision;
however a single poor rating had a negative effettte subsequent round. This finding shows theat t
two types of reputation information are weighteffiedently and the perception of a good or a potinga
differs depending on whether it is reported indlygregate or as an individual score.

We also find that average reputation ratings weoee positive in the treatments where
uncertainty was exogenously imposed than in tranrents without this additional uncertainty.
Specifically, in treatments where interception wassible subjects were less willing to punish their
partner with a poor reputation rating when it appddahey had returned less than what was promised.
When it was unclear whether a poor outcome wasidieg or a result of the exogenous interaction
subjects were more willing to give the benefitlod loubt and not punish with a poor reputatiomgati
Moreover, when uncertainty was greater buyers ésltibmore trust than in settings without the imgbse
uncertainty.

These findings contribute to the academic liteahy being one of the first to demonstrate in a
controlled setting how on-line reputations are fednand interpreted, and how uncertainty impacts thi
process. The results of this work can also aigjrutation mechanism design and assessing acoeptabl
levels of uncertainty in the system. As removiligiacertainty in third party reporting is likely
impossible and/or cost prohibitive, understandiog lhemaining uncertainty impacts the system can

prove beneficial to design efforts.

NOTE: This work is undergoing a first round of isd@ns forlnformation Systems Resear ch.



