
Two articles: 

Fairness and Retaliation: The Economics of Reciprocity 

Explaining Bargaining Impasse: The Role of Self-Serving Biases 

 

Behavioural/experimental economics - results mainly based on economic 

experiments 

 

Some common features: 

 Based on psychological concepts 

 Evidence mostly comes from controlled laboratory experiments 

 

Main points in articles: 

 

 People’s behaviour deviate from what we should expect from pure self-

interest or from perfect rationality 

 

 This has implications for many economic domains 

 

 

 

 

 

 

 

 

 

 

 

 



Fairness and Retaliation: The Economics of Reciprocity 

 Ernst Fehr; Simon Gächter 

 

“Reciprocity means that in response to friendly actions, people are frequently 

much nicer and much more cooperative than predicted by the self-interest 

model; conversely, in response to hostile actions they are frequently much more 

nasty and even brutal.” - Fehr & Gächter - 

 

“Reciprocity motives induce people to act this way even in situations (such as 

one-shot interactions) in which generosity and punishing behaviours are 

personally costly and bear no expectation of subsequent or indirect reward” 

- Bowles (2004) - 

 

 

 Reciprocity refers to actions that are not undertaken in order to gain from it 

in future interactions 

 

 The actions undertaken might even be costly for the agent – she earns no 

material gains from it 

 

 Positive/negative reciprocity 

 

 Contrast to material self-interest 

 

Evidence comes from controlled laboratory experiments – in real world difficult 

to rule out future material benefits. This can be controlled for in experiments. 

Evidence for reciprocal behaviour – there is disagreement regarding the sources 

of this behaviour 

 



One example: 

The ultimatum bargaining experiment 

Two subjects:  

A, the Proposer and B, the Responder 

- have to agree on how to divide a fixed sum of money 

A can make only one proposal, B can accept or reject. 

If rejection: Both get nothing 

One-shot game (rules out expectation of future gains/losses) 

 

If both purely self-interested: then A should offer B only a very small amount of 

money and it would be accepted. 

 

Proposers who offer the Responder less than 30 percent of the available sum are 

rejected with a very high probability 

 not what should be expected from self-interest model 

 

 

Link to institutional economics? Reciprocity has important implication for a 

range of economic domains. 

They mention: 

 

 Public goods  

Free riding problem: experiments showing that when there are no opportunities 

to punish  low cooperation, while opportunities to punish  higher 

cooperation 

Self-interest theory predicts no cooperation when there are incentives to free 

ride.  



However, if there are opportunities to punish others, then reciprocal types will 

punish free-riders, even if it’s costly for themselves. This again will prevent free-

riding. 

 

 Social norms  

Reciprocity enforces social norms. 

Important determinant of effort in work relations. 

There is reason to believe that social norms are relevant for the amount of tax 

evasion and the abuse of welfare payments, and for attitudes towards the welfare 

state in general 

 

 Contract enforcement 

Enforcement of labour contracts:  

Labour contracts often incomplete – by offering a more generous wage the 

employer can motivate positive reciprocity in work force, leading to higher 

effort 

 

 Work motivation and employment incentives 

Explicit material incentives can actually have the opposite effect of what is 

expected (for example rewarding/punishing high/low effort)  suggests that 

reciprocity based incentives and material based incentives can be in conflict 

with each other. 

 

 Wage rigidity, rent-sharing and competition 

The presence of reciprocal types in the labour market gives rise to downward 

wage rigidity  

 cutting wages may decrease productivity/effort when contracts are 

incomplete due to negative reciprocity 

 



 Foundations of incomplete contracts 

The presence of reciprocal types is an independent source of the absence of 

explicit contracts  

 reciprocal types will contribute to contracts being incomplete in order to 

carry out reciprocal actions 
 

 

Criticism/Problems with this?  

In real world: Cannot rule out future material gains. For example, wage 

bargaining is a repeated game where it is possible that the agents compare 

present costs with future gains. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



Explaining Bargaining Impasse: The Role of Self-Serving Biases                        

          Linda Babcock; George Loewenstein 

 

Self-serving bias:  

To conflate what is fair with what benefits oneself. 

Examples: 

 People overestimate their contribution to joint tasks. 

 “Above average”-effect 

 In wage negotiations, what the management thinks is a fair wage is 

substantially lower than what the union think is fair 

 

Self-serving bias in negotiations: 

 

Question: Why is there impasse in negotiations that unfold over a long period of 

time? 

Conventional view: Asymmetric information 

New proposal: Same information – different interpretations! 

 

The bargainers interpret the information in a way that benefits themselves and 

hence arrive at different conclusions of what is fair. They will not settle for what 

they view as unfair solutions. 

 

When costs of impasse are high, the self-serving bias hurts both parties 

economically. 

 

 

 

 

 



The Ultimatum Bargaining Game 

 

Smaller offers than half of the sum are often rejected.  

Why: The Proposers, who view themselves in a powerful role, believe they 

deserve more than half the pie. The Responders do not believe role should have 

anything to do with the division, and view this as unfair. 

 

Natural experiment: 

Public School Teacher Negotiations in Pennsylvania 

 

- Common for both sides (union and school board) to compare with agreements 

in “comparable” communities. 

 

Hypothesis: Both sides would have self-serving opinions on which communities 

are comparable. The more opinions differ, the larger chance of impasse in the 

negotiations. 

Findings: The two sides listed about the same number of districts. 

However:  

- Districts listed by the unions: Average salary 27,633 USD 

- Districts listed by the school boards: Average salary 26,922 USD 

Difference: 711 USD – about 2,4% of average teacher salary 

 

In a district where the difference between the average salaries is 1000 USD, the 

chance for strike is 49% higher than a district where there is no difference. 

 

 

 

 

 



What can self-serving bias explain? 

 

 Unemployment: Overestimation of own productivity leads to unrealistically 

high reservation wages 

 Low take-up rate for unemployment insurance: do not expect not to find a 

job 

 Link to institutions and bargaining: 

Unions vs employers: difference in view of fair wage  risk of strikes 

 

Critisism: 

 

 Too restrictive definition? (Is really the “above average”-effect related to 

fairness?) 

 Alternative definition: A self-serving bias exists where an individual’s 

preferences affect his beliefs in an optimistic direction, one favouring his own 

payoff (Kaplan and Ruffle 1998). 

 Too much context?  

 Other possible interpretations of the results?  

 

Questions: 

 

 Link to economic institutions? 

 Implications for collective bargaining? 

 Difference between centralized and decentralized bargaining? 

 

 

 

 

 



 

 

 

 

 

 

 

 


