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Vice Dean)
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[MC]: Professor Clayton Gillette, who teaches
at New York University Law School, is one of
the leading commercial authors in the United
States, and is well known also in Japan. Some
of you must know his Payment Systems and
Credit Instruments . Professor Gillette’s
numerous articles include studies of long-term
commercial constructs, e-commerce, and most
of them include elements . Today, Professor
Gillette talks on reputation and intermediaries
in electronic commerce. In many commercial
transactions, enforcement is the last thing that
parties like to rely on, and they often arrange,
therefore enforcing mechanisms. Reputation is
often understood as a key to understand
relationships. But how is it possible in Internet
transactions? He analyzes the issue, especially
focusing on the positive role of what he told,
information intermediary, given the practical
importance of e-commerce and the territory
that nature of information on the web, it must
be an interesting topic for lawyers. So, please

[Gillette]: Thank you, Professor Fujita. Let me
first thank you all for the distinct honor of
addressing you, and for the kind invitation to
appear at this conference. It’s my privilege to
be here, especially I’m grateful in light of the
difficult weather that you would all prefer to
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listen to me rather than be in the safety of your
homes. | also want to express my special
gratitude to Professor Yanagawa, to Professor
Fujita, and to the organizers of the conference,
for having me here today. | want to
congratulate you on the development of the
Japanese low and economics association. As
you are aware, | think low and economics
began in the United States, and really has been
a primary mode of analysis of legal doctrine
since the early to mid-1970s. During that
period, low and economics in the United States
has changed dramatically. It has gone from a
system that simply attempts to describe what
behaviors could be anticipated in light of a
variety of assumptions, to a system that
questions the rational economic actor model
and looks at issues such as behavioral low and
economics. It has also become, for better or for
worse, from the perspective of lawyers, much
more economic -- that is, the economics have
brought more mathematics into law and
economics. More econometrics, more statistics.
I think that that is a positive development,
although I must admit that American lawyers
don’t have much training in statistical methods
and econometrics, and that sometimes leads to
a divide among law and economic scholars and
perhaps will ultimately lead to what I think
will be a good thing, more training in
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quantitative methods for lawyers. As |
understand it, Japan’s law and economics, the
academics in Japan who use law and
economics technology, are still at stages that
might be seen as the earlier stages of American
law and economics, but one thing | think we
may have in common, law and economics in
the United States has always had to fight
against the assumption that anyone who uses
this particular methodology also has a
particular political agenda. And so in the
United States at least, there is a division
between positive law and economics, which
simply attempts to take some assumptions
about behavior, and look at what incentives are
created by the law in light of those
assumptions, and then you might say, well,
that’s a good outcome or that’s a bad outcome,
and then there are some people who favor
normative law and economics, who say that
law and economics, or the results we get from
the positive view, aren’t necessarily good
results, and law should bring about those
results. My own bias is in favor of simply
positive, or descriptive law and economics. It
seems to me that even if | want a -- thank you
-- even if | want a particular change in the law,
I might want to know what costs are created by
the proposed change in the law. What benefits
do we quantify that would result from that
change in the law? And therefore, my
normative view can be completely separate
from my positive view, and it does not seem to
me that because | favor law and economics as
a very powerful methodological tool, to
analyze the law, that it necessarily tells me
what the proper political result is. | have a very
difficult time getting this point across to
students, who think that if they follow law and
economics, it means that they are a “certain
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political view.” | think this is part of the result
of the fact that some of the most famous law
and economics scholars in the United States
happen to be politically conservative, but it is
also the case that some of the great law and
economics scholars, some of the founders of
law and economics, such as former professor
and dean of Yale law school, and now a federal
judge, Leo Calabrasi, is seen as extremely
liberal politically. So | urge you to continue the
good work of developing law and economics
in Japan, and to ensure that as you do so,
people do not fall into the trap of thinking that
the use of law and economics as an analytical
tool necessarily means that you have to reach a
certain political result. Now, my remarks today,
as Professor Fujita said, | want to talk about
reputational intermediaries in electronic
commerce. And | want to make three points
today: first, | want to suggest that
intermediaries who have information about the
reputations of commercial actors, can solve
information gaps, informational asymmetries
can solve information gaps about buyers and
sellers in electronic commerce and thus
promote trade where parties would otherwise
be concerned that their contracts can not be
effectively enforced. The second point | want
to make is that these same intermediaries may
have incentives that cause them to distort the
information that they provide, and thus make
the information that they provide less reliable
than we would like to have. It would be
sub-optimally reliable. Thirdly, | want to
suggest, as electronic commerce evolves,
different parties may be in a better position to
solve informational problems, and as a result,
reputation and a reputation intermediaries may
play less of a role in promoting trade. So let
me begin to develop these three points by
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considering the reasons why even commercial
actors, who have both clearly defined contract
rights, and access to state-supported contract
enforcement mechanisms, may desire an
alternative to state-sponsored contract
enforcement. First, the use of state-sponsored
contact enforcement tends to be costly. The
users of the system have to pay some of the
direct costs of the system, and they often have
to hire their own lawyers, who are their
representatives, to assist in using the judicial
process. Second, a disappointed commercial
actor who does not reside in the jurisdiction
where the complaint will be heard will have to
incur the costs of traveling to another
jurisdiction. Third, the state-supported
enforcement mechanism may itself be
untrustworthy so that the probability of
recovery is uncertain, even for a person who
has a verifiable claim. These costs mean the
law will be irrelevant to the parties in a variety
of exchanges, that are representative of the
very kinds of transactions that electronic
commerce makes feasible. Electronic
commerce reduces the cost of transacting
across large geographic distances, and
therefore, one would expect that electronic
commerce would have its advantages in
creating additional opportunities to transact for
small-value goods among distant strangers. But
the very fact that amounts at stake are small, or
the parties are at distant jurisdictions to each
other, means that the conditions for trade
promoted by electronic commerce are
inconsistent with the conditions for legal
enforcement, because those are the very
conditions in which people are forced to be
most costly. So how will potential traders
respond? Well, they may avoid otherwise
beneficial contracts. They may alter the prices

at which they’re willing to sell or buy goods in
order to obtain ex ante compensation for the
risk of breaches that are not subject to legal
redress. They might seek lower cost sources of
redress, such as arbitration. They may seek
lower-cost alternatives to redress at all, such as
by monitoring the quality of goods under the
contract, either directly by the buyer or through
intermediaries. Each of these difficulties,
thereof, frustrates what would otherwise be
mutually desirable exchange at an optimal
price. As a result, we see throughout the
history of commercial exchange, consistent
efforts by commercial actors, who foresee the
limited value of state-supported enforcement
mechanisms, to create alternatives. For
instance, the Stanford economic historian, -
Albert Wright, reports that 11th Century
Mediterranean traders overcame information
asymmetries about trading partners and an
inability to bring claims in distant courts, by
using as agents members of a coalition who
could police each other’s activities, and who
implicitly contracted not to deal with any
member who was found to have acted
dishonestly. Similarly, Wright reports the
explorers, the collective responsibility systems
of medieval Europe in which merchants from
one community assumed liability for contracts
of other merchants in the same community that
were incurred during fairs attended by
merchants of numerous communities. The
theory was that the community of responsible
merchants could better monitor each other,
because they would know each other in this
small community, than could distant merchants,
and therefore, there was a mechanism for
replacing ex post redress through a state
enforcement system. These systems, though,
did not simply give disappointed commercial
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parties a means of private enforcement of
broken contracts. Rather, the institutions that
mediated between the parties to the transaction
really created value, because they reduced the
likelihood of effective contract performance in
the first instance. The parties who created and
participated in these institutions recognized
that procedures that reduced the risk of
consumer behavior could substitute for ex post
enforcement, and allow trade to occur,
notwithstanding the irrelevance of law and
legal enforcement. Because of reputation, it
would be less costly than ex post enforcement,
reputation could be particularly useful in the
very transactions, low-value transactions
among anonymous and distant traders, in
which legal rights to enforce the contract are
less likely to be asserted, and where
monitoring performance is infeasible. These
are also, again, the transactions that are most
susceptible to expansion of electronic
commerce because the number of buyers and
sellers is likely to expand dramatically as
search costs and transaction costs are reduced
in ways made available by the internet.
Moreover, the ease of communications made
available by the internet, also makes it easier to
register satisfaction or dissatisfaction about
one trader with a large number of potential
other traders, thus enhancing the likelihood of
discovering both positive and negative
reputational information, even in low-value
long-distance transactions. But while finding
information about a potential trading partner
may be relatively costless in electronic
commerce, it’s an entirely different matter to
assume that the information that one obtains is
reliable and accurate. Before we can conclude
that reputation in electronic commerce will
provide credible, useful information, it’s
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necessary to determine whether the
characteristics that make reputation
intermediaries successful in traditional
commercial are comparable to characteristics
that prevail in an electronic environment.

So what do those conditions look like in a
traditional exchange environment, when we
know we have good reputational
intermediaries and to what extent are those
same conditions satisfied in electronic
commerce? Well, reliable information about
reputation can be accumulated if traders of
high quality are able to signal their status at a
cost that makes the resulting trade worthwhile.
Under some circumstances, a trader may itself
transmit credible signals, and say, “I’'m a
high-quality trader” by engaging in activity
that would be costly for low-quality firms to
mimic, such as by offering warranties,
high-quality firms may signal their status, and
thereby reduce search costs to potential
customers. Alternatively, a firm with a
reputation for high quality with respect to one
good or service may use its brand name to
expand into additional goods or services, with
the expectation that its reputation established
with respect to the first good or service, will
spill over onto the secondary service. But in
some instances, traders will not be able
credibly to signal their own high quality.
Signaling theory requires that effective signals
of high quality be immune from imitation by
low-quality traders, and this may be difficult to
achieve. Low-quality firms may be able to
solve short-term difficulties or attempt to
establish reputation by mimicking high-quality
signals, secure in the knowledge that they may
not have to bear the long-term costs of their
efforts. For instance, a long warranty period on
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a product may signal high product quality, but
it may also be a viable end-game strategy for
firms that are unlikely to survive to fulfill the
warranty if their selling strategy fails. So
where signals of quality set by the traders
themselves would be unreliable, third parties
may be able to enter the market to discover and
publicize information about potential trading
partners. For instance, high-quality firms may
form an association and impose requirements
for membership that potential customers will
perceive as capable of being satisfied only by
high-quality traders. Firms can then advertise
their membership in the association, and use
that as a surrogate for demonstrating that they
possess high-quality characteristics.
Alternatively, unrelated third parties might
find the market opportunity in investigating
reputational information and communicating it
to potential users. These intermediaries may be
able to capture the benefit # traders either by
charging for the use of the information that
they obtain -- think for instance of users of
Dunn and Bradstreet credit reports -- or by
charging the firms under investigation
themselves. Think here of Moody’s or
Standard and Poor’s, that might be invited to
rate and secure bonds, and then charge for
issuing those bonds. A company in a
particular industry that desires to issue stock in
an initial public offering, for instance, may
prefer to use an underwriter or a law firm that
is already known as taking public successful
companies and paying for those firms, because
use of those firms constitutes a signal that the
company itself is of high quality. Or, the
intermediary may provide the service as they
buy product in order to increase the value of
some other product they’ve been selling. In the
United States, for instance, independent testing
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agencies often confer a seal of approval on
particular goods. These agencies don’t act
altruistically, however. Rather, they provide
these services as a means of increasing the
value of one of their own goods or services.
For instance, a popular magazine called Good
Housekeeping puts its seal of approval on a
variety of consumer goods, and that seal of
approval constitutes a guarantee of those goods.
Why does Good Housekeeping do this? In
large part, to sell their own magazine, because
now their own magazine becomes sort of a
mark of high quality, and has greater value. So
these features of reputational intermediaries in
traditional commercial in traditional markets,
however, reveal two limitations on the use of
intermediaries to solve the problem of
reputation in their particular application in
electronic commerce. First, signaling will not
always be feasible. The ease of entry for
traders in electronic commerce means that
there will be large numbers of new and
untested commercial actors engaged in
electronic exchange. The new trader who seeks
to signal quality may, by virtue of being
relatively unknown, less susceptible to
evaluation even by a professional reputational
intermediary. The significant number of new
participants who could engage in electronic
commerce at low cost, means that independent
firms that otherwise serve as reputational
intermediaries are unlikely to investigate the
quality of a large number of sellers and buyers,
because the number of people involved is
simply too great. And the evaluators, the
intermediaries themselves, will not be able to
tell in advance which parties will be
sufficiently popular to justify investigation.
Second problem: note that in traditional
commercial, third-party intermediaries are able
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to capture some of the benefit that they create
because they can sell the information that they
obtain. Individuals who contemplate
low-volume, low-value transactions, however,
are unlikely to invest much in learning about
the reputation of their trading partner, because
the marginal benefits related to that
information is likely to be exceeded by its cost.
Many people, for instance, will pay for a credit
report concerning a small business that is
considering long-term supply contracts with a
variety of other firms. But few would think it
worthwhile to make an investment to obtain a
credit report about an online auction seller of
Hello Kitty paraphernalia. As a result,
reputational intermediaries are less likely to
emerge in electronic commerce. But here again,
information and markets for intermediaries
may serve as a partial solution. In order to
serve as effective reputational intermediary, it
is not necessarily that the provider of
information also invest in the relatively
expensive function of discovering and
producing the information. Instead, the
intermediary may, at much lower cost, simply
provide a clearinghouse function. That is, the
intermediary can simply provide a basis for, or
a platform, on which others can post the
information. Commercial actors will all want
this information about buyers and sellers, and
they will be indifferent as to where they find
that information, so what the reputational
intermediary in e-commerce can do, is solve a
collective action problem, a coordination
problem, by simply providing the platform on
which producers of information post the
information that they have about the buyers
and sellers. Now, that possibility raises two
additional questions: first, why would anyone
serve as a clearinghouse? Second, is there
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reason to believe that information posted at a
website that serves as a clearinghouse will be
reliable, given that the provider of the
clearinghouse may have limited discretion over
what information is posted and by whom it’s
posted. So let me begin with the first question:
why would anyone serve as the clearinghouse?
Now, here I think it’s useful to distinguish
between two types of clearinghouse providers
of information. The first type provides
information, because the provider itself has a
direct stake in the transaction between parties
about whom the information is being posted.
This is typical, for instance, of online auctions
such as those conducted on eBay. The host of
an Internet auction will want to create, or to
attract, a high volume of bidders and sellers,
especially if the host, like eBay, is receiving its
share of the price of every sale that takes place.
Thus, initially one might believe that the host
has incentives for creating an environment of
trust among participants. Second, some
clearinghouses may wish to serve as an agent
for a service that could be offered by many
sellers. This type of clearinghouse provides
information about the reputation of multiple
sellers of the same service, and does that in
order to attract potential purchasers of that
service. Let me give you an example, so that |
can be a little less abstract about this
distinction. For instance, the website
tripadvisor.com has become a very popular
website internationally, on which individual
traders can post their experiences with hotels,
restaurants, and other travel-related
destinations. Anyone can post a review on
tripadvisor.com, but tripadvisor.com also
provides links to other services, such as a
system for making reservations for hotels or
for airlines or for restaurants. So the reviews
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are used primarily as a means for attracting
potential purchasers of travel services.
Third-party reviews, therefore, are only a
by-product of the real service that
tripadvisor.com is selling. These sites,
therefore, may provide the electronic
equivalent of a Good Housekeeping seal, that’s
intended to signal the quality of the primary
good. At least in the United States, the best
example of a reputational intermediary in
electronic commerce is the feedback institution
employed by eBay, the online auction website.
This mechanism provides both buyers and
sellers to post information about their recent
transactions with each other, and thus purports
to give some potential subsequent traders a
basis for determining whether they wish to
enter into a contract with a particular party.
The so-called feedback forum that eBay uses is
intended to provide some comfort to buyers
who would otherwise be unwilling to pay in
advance for goods from an anonymous seller,
or in some cases, the sellers might be unwilling
to send goods to a buyer prior to the time a
payment is finalized. So how does eBay’s
system work? How do they accomplish this?
Well, one who enters the eBay website is given
a choice of categories in which to buy or sell
an item. So assume, for instance, that I’m
looking for a signed, first-edition of Haruki
Murakami’s new novel, “After Dark.” From
eBay’s home page, | can click on Books as a
category, and then type in the name Murakami.
When | did this last week, | discovered that
there was a seller who was auctioning off such
a book, a signed first edition of After Dark,
with a starting bid of $140. Now, why would |
believe -- why would 1 trust -- that the book
was actually a signed first edition in good
condition, and was therefore what the seller

44

represented it to be? How would I know that
the seller is not someone who went to the
bookstore, bought a book, and wrote “Haruki
Murakami” on the book? Well, when I click on
what is called the seller’s unique user
identification, |1 was informed that the seller
had been a member of eBay since May of 2000.
The seller had a certain rating. Seller ratings
consist of stars of different colors that are
assigned to repeat sellers on eBay’s website.
These stars reflect the eBay member’s
feedback profile, or rating, that the member
has earned by accumulating points based on
comments from other eBay users about that
member’s contractual performance. One point
is assigned for a positive comment, no points
are awarded for a neutral comment, and one
point is deducted for a negative comment.
During the past 5 years, | discovered, 5523
comments had been left about the seller of the
Murakami book, and these comments were left
by 5255 different eBay members. Of these, 15
were negative, and the rest were positive. So
the seller had a rating, an eBay rating, of 5240.
That means that the seller ha 99.7% positive
feedback. In the past 12 months, the seller had
received 378 positive comments, and no
negative or neutral comments. That’s a pretty
good indication that the seller is trustworthy,
so | might be inclined to deal with the seller,
and believe that he really is selling a signed
first edition of the new Murakami novel. Well,
sellers, in turn, can comment on their buyers,
who are similarly rated through points and
colored stars, and an eBay user who the buyer
and the seller in different transactions will
have a total rating made of all comments about
that member. Those who leave feedback about
their trading partners are usually identified by
unique user I1Ds, not by real names. So given
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the anonymity of the feedback forum,
prospective eBay members may be skeptical
about a comment made about a buyer or a
seller, because they don’t know whether that
commentator is representative. If | find that a
prior buyer has made a negative comment
about a seller from whom I’m contemplating
making a purchase, | may want to determine
whether that prior buyer likely suffered what |
would also consider to be a transaction
feedback, or was just a chronic complainer, or
a spiteful participant. A system that precluded
distinctions between bona fide claims about the
seller in spite of idiosyncratic expectations,
would generate too much noise to be of great
value, but eBay helps to clarify the signal by
allowing users to view all comments made be a
particular commentator. For instance, a person
with the user name “chrixis” left a negative
comment about the seller of a painting. Was
there reason to think that “chrixis” was just a
constant complainer? Well, one could see that
“chrixis” had a total of 539 comments for
sellers, almost all of which were positive. Well,
if “chrixis” is usually leaving positive
comments, then there may be reason for me to
believe that “chrixis”’s negative comments
about this seller was the result of a real
problem. Many of these features suggest that
eBay’s feedback system, which the company
consistently updates and tries to improve, has
overcome significant costs in generating
reputational information and therefore is very
useful in facilitating trade, that it can serve as a
forum in which others can exchange
reputational information at low cost, and
therefore, eBay’s feedback forum serves as an
effective clearinghouse for information and
promotes trade.
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Nevertheless, | want to raise questions about
the efficacy of eBay, and offer some
explanations for why it might provide a full
alternative to contract enforcement as a means
of reducing distrust. The information that eBay
provides, | want to suggest, appears to be
heavily skewed, heavily distorted, in a manner
that renders its utility suspect. This possibility
is evident in the ratio of negative to positive
comments. The ratio of negative comments in
the case of the seller of the Murakami novel,
less than 1% negative comments, is by no
means unusual. Negative ratings are rare. In an
early analysis of eBay’s feedback forum, Paul
Resnick and Richard Deckhouser reported that
feedback provided by buyers is 99.1% positive,
0.6% negative, and 0.3% neutral. Feedback
provided by sellers was 98.1% positive, 1.6%
negative, and 0.3% neutral. In a more recent
paper, Resnick, Deckhouser, Swanson and
Lockwood, reported that sellers receive
negative feedback only 1% of the time and
buyers only 2% of the time. These numbers at
least raise the possibility that comments suffer
from a selection bias that causes them to
deviate from the actual experience of users. Of
course, one would anticipate that most online
transactions, like most that take place
face-to-face, are concluded without complaint.
Thus, we might expect there to be few
opportunities for anyone to create a legitimate
negative comment. Moreover, the very
existence of the feedback forum may have
implications for the people who participate as
buyers and sellers. One would imagine that
untrustworthy buyers and sellers would
quickly develop idiosyncratically high
reputations and be ostracized, be forced off the
system. So there is an explanation for why
there is such a high percentage of positive
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ratings. But still, I want to suggest that there
are reasons to be skeptical. Perhaps most
importantly, | want to suggest that eBay itself
engages in practices that dilute the value of its
own role as a reputational intermediary. Indeed,
it may be that sites that offer clearinghouses
have vested interests that are inconsistent with
the interests of those who utilize the
clearinghouse. Why do | say this? Well first,
note first of all that signals sent by the
feedback forum comments can be very noisy.
EBay itself significantly limits the length of
feedback. As a result, most of what is posted is
very brief and highly general. The
informational value about what went right or
wrong in a particular transaction is very
limited. Comments can be roughly classified as
positive or negative, but the specific remarks
left by participants rarely provide more precise
distinctions. Indeed, they often appear to be
highly routinized -- very routine -- in ways that
suggest that the poster of the comments is
making few distinctions among its trading
partners. For instance, of the 546 feedback
comments lift by “chrixis”, the vast majority
say the same exact thing: “A pleasure to deal
with. Thanks again.” -- over and over again.
That type of comment doesn’t allow a very
highly tailored distinctions among actors, and
also suggests that “chrixis” likely a
commercially deep player on eBay, was not
primarily interested in conveying useful
information to subsequent traders about
“chrixis”’s own trading partners. So why did
“chrixis” leave any feedback at all? After all,
feedback is a public good. And as with any
public good, production of reputational
information is likely to be under-supplied.
Production of the information to the producer
is costly, and the benefits are borne by people
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other than the producer. So we would expect
that information of this type would be
under-produced. In cases of the type that
Professor Grife studies, we might expect these
limitations to be overcome because the groups
that he studied have incentives to produce
information for others, that these are
tightly-knit groups, they can identify each
other, they can monitor each other, they’re
repeat players with each other, but then it’s not
the situation among anonymous long-distance
traders on eBay. They don’t know each other’s
identities. They can’t monitor each other very
well, and they may be repeat players with
respect to eBay generally, but not with respect
to individual buyers and sellers. So why would
we think they produce information at all, and
why would we think that the information they
produce is credible, accurate, and useful?

Well, one additionally plausible explanation is
that posting of information only occurs in
bimodal situations and it is only when the
participant has had an extremely positive or
extremely negative experience. But that
explanation seems to be inconsistent with the
rate at which feedback is left. Resnick and
Zickhouser found that buyers comment on
sellers a little over 52% of the time, and sellers
comment on buyers more than 60% of the time.
So we have such a high degree, a high level, of
posting, we must be talking about more than
outlier transactions. Maybe the calculus
underlying the public goods explanation is
simply erroneous: it may be participation in the
creation of feedback comes to the benefit of
the poster rather than a cost. Maybe the poster,
through participation, obtains membership in
the eBay community, consistent with
consumption benefits of why people vote.
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Indeed, it appears that eBay tries to foster this
possibility, because eBay’s website is filled
with talk about community: the eBay
community -- you should post, as a good
community member. So maybe full
membership would require participation
through leaving feedback. Similarly, Resnick
and Zickhouser suspect a quasi-sort of duty to
comment on a trader with whom one has dealt.
But I think this explanation is also doubtful, in
part because it’s difficult to reconcile a desire
to be a good citizen of the eBay community
with the kind of brief, uninformative, almost
useless comments of the type that gets left
systematically. Resnick and Zickhouser
alternatively postulate, or propose, a hypersi
equilibrium in which individuals undertake
small cost efforts to be courteous, even in
non-repeat situations. And this explanation is
consistent with Ferris” explanations for what
initially appears to be inefficient behavior. For
instance, an actor may provide forms of
compensation to others whose activity appears
to have conferred a benefit on the actor, even
though there was no explicit understanding that
compensation would be forthcoming. That is,
the donating actor, the person who provides
feedback, might simply perceive compensation
in the form of leaving some feedback as part of
the fair price received for the good or service
that was received. But if that explanation were
correct, we might conclude that feedback is
reliable and accurate, because of the system of
obtaining a fair price for the good.

But I think that the nature of the feedback left
reveals a less optimistic motivation of the
parties involved. Feedback seems to be left as
part of a game of reciprocity. Sellers and
buyers tend to leave positive or negative
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feedback about each other, in return for the
other party leaving positive or negative
feedback about them. Repeat players in eBay
would like to have positive reputations to
induce others to deal with them, and may be
willing to say good things about others in order
to elicit a similar response. Brief, but favorable
comments on a trading partner induces that
trading partner to provide a similar comment in
return, a process that enhances the positive
rating of both actors, because that positive
rating is simply dependent on saying, “Good
transaction.” It doesn’t require a high level of
detail. The reciprocity explanation suggests
that feedback can be skewed in favor of a
disproportionate percentage of positive reviews.
The very incentives that invite reciprocity and
compliments, in order to enhance feedback
forum ratings, simultaneously discourage
negative comments that might invite retaliatory
negative comments that reduce one’s own
eBay rating. So the potential possessor of
negative information may be unlikely to post
that information out of concern that there will
be retribution in the posting of information
about that person. The effect of the retaliatory
threat is not only to reduce the amount of
negative information posted, but also to
increase the amount of noise in the system.
Third-party users cannot easily adjudicate
between the anonymous disputants in an online
auction system. Traders who post negative
comments, or met with accusatory responses,
are as likely to be considerer wrongdoers as
not. As a result, even those with credible
information have less incentive to post it, since
the information which they base their claims
cannot readily be observed or verified. Users
of the system will not known where the truth
lies, and thus will not be able to rely on either
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comment. Note that eBay itself promotes this
system of reciprocity, and the subsequent
distortion of reputational information. eBay
invites buyers and sellers who are
contemplating negative feedback to mediate
any dispute between themselves prior to the
posting of adverse comments. Should negative
comments be posted, eBay limits the ability of
retracting or editing the comments, though
under some circumstances it permits mutual
agreement by buyer and seller for withdrawal
of those comments. The system of reciprocity,
regardless of accuracy, stems largely from
eBay’s role as only a provider of information
and not a producer of information. Because
eBay does not investigate competing claims
about transactions, it cannot resolve disputes
about which participant in a transaction is
misbehaving, and the result is that the member
who leaves negative feedback has incentives to
dilute the effect of that feedback by posting
negative feedback about the other party. And
as I’ve indicated above, previously, with
respect to the norm of not leaving negative
feedback, about first attempting to resolve the
dispute, retaliatory negative feedback appears
to be a common phenomenon. So let me give
you a couple of examples. Here’s one seller
who wrote negative feedback, indeed 5
negative feedback messages about a buyer, not
because the buyer failed to pay, but because
the buyer had allegedly left negative feedback
about the seller without communicating first.
Thus, leaving negative feedback is considered
to be such a violation of eBay norms, that it
deserves comments like the target of that
comment. Here’s another recent complaint on
the eBay website. eBay allows people to
engage in chats with each other, just to talk
about their eBay experiences. So here’s one
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that got posted on July 3 of this year. This
person said, “I won items back in May that, in
the description, state that one of the shirts had
a small stain. When | received the shirts, there
were a total of 3 in which stains were not even
acceptable to even wear for play. | left the
seller a neutral feedback, but still stated that |
would still recommend her as a seller, because
there were a couple shirts that were in very
nice condition. I couldn’t in my heart leave a
positive feedback due to the extra shirts being
stained, and I definitely didn’t find it necessary
to leave a negative. At least the neutral didn’t
hurt her score. Nevertheless, | received, the
same day, a negative feedback from her,
saying that I was a slow payer, and in bold
caps, DO NOT BUY OR SELL TO THIS
PERSON.” So there’s lots of retaliation for
going on. And the claim | want to make is that
as a consequence, there’s distortion in the
system. The result is that positive feedback is
likely to be overstated relative to performance,
because there is a norm of complimenting and
of not posting negative feedback, even for
substandard performance. The accuracy of
negative feedback, on the other hand, is more
complicated. It’s likely to be understated
because there’s a norm against posting
negative feedback and a fear of retaliation.
And as a result, the occasional negative
feedback may be thought to have a
disproportionate effect in serving as a strong
signal that there’s something really wrong with
this buyer or seller. But, negative feedback
itself is not necessarily trustworthy, because it
might be posted out of retaliation, or out of an
effort to confuse the reader about who’s really
at fault in a dispute, rather than because there
truly was a negative experience.
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Now, compare the incentives of reputational
intermediaries like tripadvisor.com, that serve
as clearinghouses for information in which
they themselves do not have a direct stake. An
analysis of the incentives of that kind of party
suggests that it may actually provide more
accurate information than a clearinghouse such
as eBay, whose own reputation is implicated
by the transactions about which it’s reporting.
To see why | make this claim, consider the
incentives of an entity like tripadvisor.com.
Users of that website make posts or obtain
information about hotels, and other travel
service providers worldwide. So let me give
you an example. When | was coming to Tokyo,
| asked Professor Fujita for some hotel
recommendations, and he made some
recommendations, so | looked them up on
tripadvisor.com. And | chose the Palace Hotel.
There were 20 reviews of the Palace Hotel on
the website, and they provide a median rating
of 4.5 out of a possible 5. The 20 reviews
ranged from a London traveler who wrote two
paragraphs and concluded that the hotel was
not worth the money, to a California travel
who wrote a 6-paragraph review explaining
why it was the best hotel in Tokyo. Now, this
doesn’t mean that they were just outliers,
because there were 20 reviews, and an average
rating of 4.5, so it looks like the London
traveler who didn’t like it, was a bit of an
outlier, and the California reviewer who did
like it was more representative. But the way |
was able to find this out was the 20 people
wrote not “Good hotel” as eBay people do,
they wrote very long, detailed reviews. In short,
the site provided substantial information that
permitted the user to make an informed choice,
and with respect to a significant number of
travel services, they were therefore attracting a

significant number of reviews, and therefore,
suggests that the actual reviews are not simply
posted by people with non-representative
experiences. What’s more, the people posting
the experiences do not necessarily seem to
have a desire to misrepresent. So what explains
the difference between the two sites? Both
sites are attempting to attract users, so one
might think that they both have incentives to
ensure that their information clearinghouses
are reliable and useful. But the combination of
incentives and warnings created by eBay
suggests that it has some potential conflicts of
interest. eBay should desire that the
mechanism that it employs provides critical
information about participants in their auctions.
At the same time, eBay wants -- should be
concerned that there not be too many negative
comments, because an abundance of negative
comments about too many traders might have
spillover effects that imply that eBay traders
generally have suspicious reputation. Thus,
eBay wants to encourage a sufficient
percentage of negative comments to give the
feedback mechanism some legitimacy, without
encouraging so many negative comments as to
raise suspicions about the trustworthiness of
those who trade on the site. Tripadvisor.com,
on the other hand, rates services that are not
members or part of its website. It deals with
impendent entities who have no control over
whether or not they are being rated. Thus,
tripadvisor.com’s own reputation does not
depend on the reputation of those who are
rated. As a result, it has no reason to promote
very high or very low ratings, or to ensure that
there are not so many negatives, as to raise
general suspicions about those who are rated
on the website. Indeed, tripadvisor.com’s
candor may provide an additional benefit to
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travelers. | found a story in the Wall Street
Journal on June 25 of this year, a couple weeks
ago, that said that businesses, hotels that are
rated on tripadvisor.com and similar websites
regularly read those websites, read what’s
being said about them, get in touch with the
people who posted negative reviews, to find
out what went wrong, and correct it. So it
sounds as though those kinds of reputational
intermediaries are not only solving a collective
action and organization problem, but really
serving as a functional equivalent of a
reputational intermediary of the 11th Century,
or medieval period, about which Professor
Wright writes, and similarly serves the same
function as a Standard and Poor’s or Moody’s.

| want to make, however, a final point about
reputation in electronic commerce. | suggest
that the incentives for reputational
intermediaries will affect the accuracy and
reliability, and thus the utility, of the
information that they provide. The effect is
that those who rely on such information may
be miscalculating the risk of a defective
transaction. For instance, studies of eBay
pricing, indicate that there is a positive
correlation between reputation and price in
some instances. But these studies do not report
that the prices on eBay auctions are identical to
the prices that would be obtained if buyers had
optimal information about seller reputation and
sellers had optimal information about buyer
reputation. Perhaps, however, the effect of
reputation is more limited, or is likely to
become more limited, as electronic markets
mature. Why do | say this? First, | want to
point to a puzzle. In a recent study, the authors
found, contrary to their expectations, that
sellers on eBay with negative feedback --
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sellers who had negative feedback about them
-- were no less likely to sell their goods than
were sellers without negative feedback and did
not necessarily receive lower prices. So what
can we attribute this recent finding? Well, let
me conclude by speculating that this effect is
evidence of a mature market in electronic
commerce and as a result, less reliance by
buyers on seller’s negative reputation. Since
writing my original article on this subject five
years ago, there has been significant changes
that suggest that as electronic commerce
matures, the role of reputational intermediaries
may actually decline. Reputation is important
when sellers and buyers need reputation about
specific transactions. That need, however, is
diluted -- reduced -- when the amount of
trading is so great that information about
specific transactions can be displaced by
having probabilistic information about the rate
of effective transactions in the market as a
whole. If, for instance, there’s enough
experience with all traders to know that a
certain percentage of transactions will be
defective, it may be less expensive for an
entity that has that information to price all
transactions in a manner that incorporates that
probability, than it is for any other party to try
to discover in advance which specific
transactions are likely to cause problems. So
the if the party with the probabilistic
information can serve as a guarantor of
transactions, then individual traders might be
able to rely on the guarantee provided with the
party with superior information about the
market as a whole, as opposed to trying to
make individual inquiries about specific
transactors. | want to suggest that something
along these lines has arguably occurred in the
past 5 years. Payments, for instance, for



EERBFFMIR 3545 2007F128)

BEERBFR

small-value transactions on eBay used to occur
through a post-sale mechanism such as checks
or money orders sent by buyers to sellers.
Credit cards were often not used, either
because the seller was an individual rather than
a merchant, and therefore had no mechanism
for processing credit card payments, or the
amount of the payment was too small to
warrant the processing fee that would be
charged by a credit card company. And in this
regime, what was obviously important for
sellers to know the reputation of buyers for
making prompt payments, as well as for buyers
to know the reputations of sellers. More
recently, however, a couple of things have
happened. eBay has employed a system, called
PayPal -- eBay actually now owns PayPal -- by
which buyers can make payment to sellers
simultaneously to their purchase. PayPal is a
third-party payment transmitter, that can
establish relationships between qualified
buyers and sellers, and thus facilitate payment
for successful bidders in an eBay auction.
Because sellers receive simultaneously
payment, they have less reason to be concerned
with the individual reputation of their buyers,
because they don’t have to send the good until
they’ve got the payment. In this sense, PayPal
is analogous to an issuer of a letter of credit.
Once PayPal is involved, the seller looks to it,
not to the buyer, for payment. Moreover, by
having control over the payment, eBay can
also obtain significant information about
buyers and sellers. In addition, a system has
now evolved in which eBay and PayPal
provide a limited guarantee with respect to the
seller’s performance. A buyer who does not
receive promised goods from the seller is able
to recover from PayPal if the buyer has used
PayPal to make the payment. This guarantee
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provides two similarly roles: first, because
eBay and PayPal can screen sellers to whom it
offers PayPal services, the availability of
PayPal serves as a signal of seller quality that
is arguably more reliable than the feedback of
the seller. In effect, eBay and PayPal, as repeat
players with respect to a variety of sellers, has
obtained better information themselves, and
can now trade on that information by offering
guarantees with respect to sellers about whom
they have information. And then, individual
traders can post the information on the
feedback forum. What’s more, buyers now
know, if | pay with PayPal, if | don’t get the
good, | get a certain guarantee with PayPal, so
| don’t care that much about the reputation of
the seller, I care about the reputation of PayPal
and eBay, because they’re the true guarantor.
Perhaps this system of guarantees reflects the
evolution of electronic markets. Reputation can
serve as a substitute for contract enforcement
in an environment where law is irrelevant, but
reputation, as I’ve tried to suggest, will often
be a noisy and unreliable system, in part
because reputational intermediaries will have
different incentives from those of the users of
the information that they provide. The
presence of reputational intermediaries suggest
that the parties to a transaction do not
personally have reliable information about
their trading partners, but also that no
third-party is sufficiently familiar with the
trading partner to guarantee their performance.
As markets develop, and more information
about individual actors, and about overall rates
of the performance become available, either or
both of those gaps can be filled. As a result,
parties who can obtain sufficient information
about commercial actors, to allow those parties
to offer guarantees of performance, may
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displace mere information intermediaries.
Buyers would be more willing to purchase
things from sellers who have negative
comments. Sellers would be more willing to
sell to buyers who have negative comments,
moving away from reliance solely on
reputation, into a system of guarantees, might
itself be suggesting, be an indication, of a more
mature, sophisticated market, in which third
parties not only possess reliable, accurate
information, but are sufficiently confident of
that information to cure informational
asymmetries, and obtain, by selling
information, can obtain surplus value that their
activity in gathering that information is good
for traders generally.

Thanks very much for your reputation. I’'m
happy to take questions and to have people tell

me how wrong | am.

(Applause)
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