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ABSTRACT

Can Contracts Signal Social Norms? Experimental Evidence

We investigate whether incentive schemes signal social norms and thus affect behavior
beyond their direct economic consequences. A principal-agent experiment is studied in which
prior to contract choice principals are informed about past actions of other agents and thus
have more information about “norms of behavior”. Compared to a setting with uninformed
principals agents exert nearly 50% higher efforts under a fixed wage contract when an
informed principal had chosen this contract. Apparently the informed principal’'s choice
signals a norm not to exploit the trust which leads to more trustworthy behavior. This
mechanism’s robustness is explored in further experiments.
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|. Introduction

In recent years the notion that social norms mattebehavior has gained
considerable attention also in econonfidadeed, there is now substantial
evidence that individuals are affected in theirices by observed behavior of
others in an identical situatinMany individuals tend to avoid deviations
from prevalent norms of behavior, for instancethese deviations may cause
negative emotions such as remorse or shame.

But often individuals are faced with situation wdehere is uncertainty
about the prevalent norms. Consider for exampleraployee who has just
joined an organization and may be uncertain ablo@itexpected effort and
working time, whether it is acceptable to use titernet for private purposes
in the office, or to what extent it is expectedsigpport colleagues. A very
natural reaction for this employee should be tdgainformation about the
behavior of others in the same situation that aléavdetect a potential norm
of conduct. This may be easy for observable actjsash as working time), it
may, however, be very difficult for other unobsdieaactions which are
crucial for the performance of the organizationcfsas productively spent
working time). Even after several years in the saamganization this
employee might be unable to assess the behavibemtolleagues in some
situations with complete certainty and may haveréty on additional
information or clues.

On the other hand, owners or managers often hawnsneuch as active
monitoring systems, performance key figures, or legge surveys, to gain a
deeper understanding about existing work norms atidudes in their

organization. Even when direct information abouwtividual behavior is not

! See for instance Akerlof (1980), Elster (1989)rrBeim (1994), Lindbeck, Nyberg and Weibull (199Q)ibler
(2001), Fehr, Fischbacher and Géachter (2002), &etirFischbacher (2004a), Fischer and Huddart (2@&ghieri
(2006), Krupka and Weber (2009), Krupka, Leided diang (2011). See also Young (2008) for an oeervi

2
Examples are Ichino and Maggi (2000), Clark (20@3)tzer and Lalive (2004), Bradler, Dur, Neckemmand
Non (2013).



available, they may be able to infer “average baita¥rom other sources

such as accounting key figures. When designing gemant tools such as
incentive schemes or monitoring technologies marsagel naturally use this

information about observed behavioral patterns.ikstiance, when observing
an under-provision of some action, a principal nwpose to use higher
powered incentives for this action or impose tighteonitoring. But one

important effect of these kinds of regulations rhayoverlooked, namely, that
such interventions may convey information about ghevalent norms in an
organization — and this in turn can have an indieftect on employees’

actions as perceptions about the behavior of otiseattered. Sliwka (2007),
Friebel and Schnedler (2011), van der Weele (20dr&),Bénabou and Tirole
(2012) have indeed recently shown in formal ecocomodels that contract
choices may signal information about the actionsoibfer agents and thus
create indirect effects on behavior.

We explore this idea that contracts can signalasaoorms in a set of
laboratory experiments. The key idea of the medmanve study is most
closely related to the theoretical approach by IGiw2007). Suppose that
agents can have a preference for conformity as beiavior is influenced by
their beliefs about the behavior of others. Conistsnact prosocially if they
believe that many other agents do so. If now acpal who has more
information about the distribution of types in tbeganization proposes a
specific contract, this choice may reveal informatiabout the behavior of
others and thus the prevalent norms in the orgaaizan particular, when a
principal proposes a pure fixed wage contract,istaparently confident that
most agents will not shirk — and in turn conformisinclination to shirk
should be reduced. On the other hand, the choieepairformance contingent
contract or a tight monitoring scheme may reveal phincipal’'s pessimism

about the behavior of the agents — and in turneasegs conformists’



willingness to act more selfishfyAs there are always selfish individuals
around signaling by choosing a fixed wage or noingisa monitoring
technology is costly to the principal and therefa@n make the signal
credible: In an organization with many selfish agegprincipals would lose a
lot when trusting their employees and thus reffeom doing so.

To study this idea and its implications in deta# wonducted several lab
experiments. In our first experiment we implementesty simple one shot
principal-agent game. In the Baseline treatmentncpals can choose
between a fixed wage contract and a performancedba®ntract. Each
principal is matched to an agent who then detersiimg effort. We elicit the
agents’ efforts for both contract types using theatsgy method. In the
Normstreatment, we replicate this Baseline treatmerl wne addition: We
show the principals a table containing the effatissen by participants in a
preceding baseline session and we inform the adeatsheir principals have
seen such a contributions table (without showing #gents its content).
Hence, the treatment intervention is rather weakhenagents’ side: they do
not have more direct information about the behaefasthers — but they know
that the principals had this information prior beir contract choice.

It turns out that this treatment variation has lassantial effect on the chosen
efforts. When a fixed wage is chosen by an informpadcipal, efforts are
roughly 50% higher than in the Baseline treatmevgénethough payoff
functions for principals and agents are compleigdtical in both treatments.
Agents indeed become much more trustworthy whery #mow that the
principal who decided not to use the performancatiogent contract made
this decision being well informed about the behawb other agents in the

same situation.

3 . ) . .
Several other theoretical models explore the mhetnial effects of sanctions or performance contingeage
schemes and give potential (behavioral) economptaeations (see, for instance, Benabou and Tiro@322006;
Ellingsen and Johannesson 2008). For a broadevieweon the issue see Bowles (2008).

See Selten (1967).



The mechanism described in the above rests on tgroreents. First of all,
the contract choice must convey information aboltthe principal saw and
thus affect beliefs about the behavior of otheesdfd, changes in the beliefs
about the behavior of others must affect the agemtsr behavior. We
conducted further experiments to test these stepsirn, showing that (i)
beliefs about the prior information of the prindi@ae indeed substantially
affected by knowledge of her contract choice, &gents choose different
actions when learning selected choices of othemtage the same situation.

The suggested mechanism has another important catipin as the
“signaling value” of the contract choice should felif between different
contexts. To understand this point consider a sgnan which a principal can
again choose between two regimes, one in whichtslss the agent and
another one in which she monitors him closely. Wineonitoring is very
effective, the latter regime is rather attractioe the principal. Then choosing
to trust by intentionally not using the monitoritechnology is a particularly
strong signal about the prevalent norm: the priacipould only forgo the
opportunity to monitor the agent when she obsethat most employees do
not shirk when being trusted. When conformism mstteeing trusted by an
informed principal should then indeed lead to mutrestworthy behavior.
When, on the other hand, the monitoring technolsgyather imprecise or
costly, not using this technology is a weaker digimut the trustworthiness
of others. But more importantly, being monitoredhsn a bad signal on the
prevailing norm, as only a principals who observedny shirking agents
would still use a rather inefficient monitoring keology. In such a context we
should observe that agents reduce prosocial behatien being monitored

by informed principals. In other words, the lessaative and thus the less

5 The latter is well in line with previous studies tsocial history effects”. For instance, Berg, Kheut and
McCabe (1995) show that information about behagfoothers has a positive effect on reciprocity mirvestment
game. Bardsley and Sausgruber (2005), BicchieriXiad (2009) and Gachter, Nosenzo and Sefton (2€ad)a
positive correlation between contributions in palgioods, dictator and gift-exchange games and rnrdtion on
decisions of unrelated individuals in the sameasitun.



frequent is a contract choice, the stronger shdaddagents’ norm-based
reaction to it, as this choice induces a strongeision of prior beliefs about
the behavior of others.

In order to investigate this we conducted two fertexperiments. First, we
replicated Falk and Kosfeld’'s (2006) “Costs of Qolitexperiment where the
principal can decide whether or not to impose a enatg lower bound on
agent’'s effort contributions in a modified dictaigame. As in our previous
experiment we varied whether the principal wasnmid about the behavior
of agents in a prior session. Because the imposaskeiction on effort is
rather low (10 in an action space between 0 and, 1#ing it should now
reveal that the principal observed many selfism&g@ho chose efforts below
the boundary. If conformity matters this shoulddi¢a lower efforts. On the
other hand, not imposing this weak restriction $thawot be a particularly
strong signal of trustworthy behavior of othersldad, we find that having an
informed principal here does not alter agents’ tieacto being trusted but
lowerscontributions when principals impose a restriction

As a further test of this argument we go back toinitial setting and run
additional treatments varying the attractivenesthefperformance contingent
wage for the principal without changing the agemisoff structure. We do
this by simply imposing a fixed cost the principals to incur when choosing
a performance contingent contract. As now the fivedje is relatively more
attractive than in the first experiment it should thosen by more of the
informed principals (i.e. even when they have ols@rless prosocial
behavior). In turn, the positive signaling value tbé fixed wage contract
should become weaker. But, by the same token,hHbiee of the performance
contingent wage should now become a more negaiwalsabout the norm.
Well in line with this reasoning we indeed obsetlvat while the fixed wage
still leads to significantly higher efforts whenithg proposed by an informed
rather than an uninformed principal, the effortrease is weaker. But

moreover, the performance-contingent wage now léadsibstantially lower



efforts when chosen by an informed principal. Henee can conclude that
the relative attractiveness of the contract afféloes agents’ inference about
the social norm and thus indirectly influences éebra

This study is related to some recent contributimmshe interaction of social
norms and contracts. According to the model by Benaand Tirole (2012)
norms arise not because of preferences for confprimit because the
behavior of others influences how publicly obsenations affect social
esteem. In their model agents differ with respecheir intrinsic motivation to
choose a certain prosocial action and have a pmferto be esteemed, i.e.
that others perceive them to be intrinsically matidd. An observer’s
perceptions of a certain act depends now on théilagqum strategies chosen
by all agents in the population — hence, sociamsoarise because observed
actions have different signaling values conditiooalthe strategies of other
agents. Similar to Sliwka (2007) changes in exitimscentives may reveal a
designer’s private information on the distributiointypes and therefore affect
the way in which outside observers interpret thesehn actions. In the models
by Friebel and Schnedler (2011) and van der We2@l2) there is a
complementarity between efforts of different ageatsl therefore information
about the behavior of others is directly valualeirhprove coordination.
Galbiati, Schlag, and Van der Weele (2011) studyabmr in a twice repeated
“weakest link”-coordination game experiment in whitere are technological
complementarities. They compare sanctions whicheaogenously imposed
after the first round unconditional on previous débr to that of sanctions
that are endogenously imposed by a subject whornaesgrevious behavior
and benefits from high levels of coordination amdl fthat players who made
high contributions in the first round contributeds$ under endogenous
sanctions in the second round.

In our set-up, the behavior of agents is not pupldservable, there is no
interdependence in production between the agentsihtee agents themselves

do not learn the behavior of others. We show tlmaitract choices reveal



information on norms and this matters for behaween when individual
choices remain unobservable and in the absence ngf tachnological
interdependence. Hence, the observed effects adrenbe driven by image
concerns nor by technological complementarities doe well in line with the
idea that people can have an intrinsic prefereacadrm compliance.

The remainder of the paper is organized as folldwghe next section we
present the design and results of our core expatahsetting. In section Il
we study the two steps of the proposed mechanistimeiuby sheding light on
(i) the effect of contract choices on beliefs anggxogenously manipulated
beliefs on behavior. In section IV we study the hauism in a different
context using Falk and Kosfeld (2006) "Costs of talfi experiment and
vary the signaling value of the contract in ourec@xperimental setting.

Section V concludes.

II. Contract Choice Experiment
A. Design and Procedure

Our baseline design is a simple one shot prin@gait experiment. A
principal is matched to an agent and has to malshace between two
different specific contracts. Then the agent exanteffort level which affects
a binary outcome distribution determining the ppats profit. At the
beginning of the experiment all participants reeean endowment of 6€.
Subjects are randomly matched in pairs, where ohgst is assigned the role
of a principal (labeled agmployejy and other to the role of an agent
(employeg The principal chooses between either a fixed evagntract
(labeled astrust compensatign or performance-based bonus contract
(contingent compensatiprior her agent. The agent chooses an effort level
e€[0, 100] at private costs af(e) = e2/1200. This effort level determines
the probability that the principal receives a hpggyoff, i.e. with probabilitye
she earns 12€ and nothing otherwise. The agentexaleitly told that the



principals cannot observe their efforts but onlg groject success. Under the
trust contract the principal pays an uncondition@ge of 5€. Under the

contingent contract the agent receives 5€ onlyef principal earns the high

payoff of 12€ and nothing otherwi8e.

Efforts for both contract types are elicited usthg strategy method such
that each agent has to state the effort level fith lwontract types before
learning about the principal’s choideAfter all choices are made, the payoffs
are computed based on the respective choices tna# been made by
principal and agent.

We designed two treatments henceforth calledBiselineand theNorms
treatment. Both treatments are identical with axeeption: An additional text
is introduced on the decision screen in the Nomeetinent and the principals
see real decisions of all 10 agents from a prevemssion of the Baseline
treatment. The agents know that principals have thiormation without
knowing its contenf. The payoff functions for both principal and agstay
completely identical. Hence, from the agents’ pecsipe the treatment
intervention varies only the fact that the prindspare better informed about
the behavior of other agents in the same populafitrus, any changes in
agents’ behavior must be driven by their awarertleas the principals had
more information prior to the contract choice.

All decisions were anonymous and no communicatias permitted during
the experiment. All subjects participated only andé the end, they were
informed about the achieved outcome and their gayahd received an
additional show-up fee of 2.50€. Average earningsewi0.24€. The sessions

6
The second-best effort (maximizing the individpayoff) is O for the trust and 30 for the contingeontract and

the first-best effort (maximizing the joint payoff 72 in both cases. Under the trust contractcppal and agent
earned equal payoffs at an effort of 59 and thecjpal does not make losses at effort levels tdast 42.

Agents had access to an on-screen computation wdmre they could insert effort values for a paitr
contract, and learn the costs of effort and (exgBcpayoffs for both parties. They could use tbid for as many
trials as they wanted before determining theirlfdecision.

Principals see a table with 10 columns and 2 sivesving the efforts chosen by agents in a prevéassion of

the Baseline treatment. To ascertain that agerdsratand the principal’s information structure dgesee the same
table but with “xx” instead of the actual efforteé instructions in the Appendix 2).



lasted about one hour. The experiment was conduotéde Laboratory for

Experimental Research of University of Cologne gsmperimental software
zTree (Fischbacher, 2007). In total 120 participantmostly students — were
recruited via ORSEE (Greiner, 2004). All participamneceived identical on-
screen instructions reported in the Appendix 2.foBe proceeding to the
decision stage subjects had to complete a short quithe structure of the
experiment and the computation of payoffs. Onlyeratinswering correctly
they could proceed to the decision stage. 60 stibjeok part in each of the

two treatments.
B. Results

Our key hypothesis is that agents react differetdlyan identical contract
when they know that the contract has been chosea pyincipal who is
informed about the behavior of other agents in @entical situation. In
particular, we expect agents to choose a highesrtetinder the *“trust’-
contract if this is proposed by an informed pritiprhe reason is that in this
case the contract choice should reveal that apfpameany other agents in the
same situation did not shirk as otherwise the pradcwould not have
proposed this contract. And if social norms matttes should indeed have an
impact on the actual effort choices and lead tdérgefforts under the trust
contract. Norms should play a weaker role undercihingent contract as

here even selfish agents have an incentive to effert.

10
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FIGURE 1: AVERAGE EFFORTS FOR THEHRUSTCONTRACT AND CONTINGENT
CONTRACT

Figure 1 shows the average efforts for both cotgrecthe Baseline and the
Norms treatment. Indeed we observe that the agee#stion to the trust
contract differs substantially between the twottreants: The average effort in
the Baseline treatment is 35.37 but raises by n&@do to 52.87 in the Norms
treatment. This difference is statistically significant at th8% level
(p = 0.0169, one-sided Mann-Whitney U teStHence, agents indeed provide
significantly more effort when the trust contrast dhosen by an informed
principal.

In contrast to the trust contract, we do not obsersgignificant difference in
efforts for the contingent contract: Here the ageraffort is 42.57 in the
Baseline and 48.6 in the Norms treatment but tiiferdnce is not significant
(p=10.2161, one-sided MWU test).

o See Table Al in the Appendix 1 for the overvievde$criptive statistics.

We apply one-sided tests when we have a cledaliditected hypothesis and two-sided tests otrssrwi

11
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FIGURE 2: EFFORTDISTRIBUTIONS IN THEBASELINE AND NORMS TREATMENTS

Figure 2 shows the cumulative distribution of effohoices for the trust
contract (left panel) and the contingent contraigih( panel). It is interesting
to note that the fraction of agents choosing effdmtlow’ 3 under the trust
contract is exactly 20% in both treatments. Alse ffaction of agents who
chose the nearly payoff equalizing value of 60 (1686 virtually identical
(see left panel in Figure 2). But while nearly 3&f#the agents choose an
effort between 3 and 34 in the Baseline treatmmauita single agent chose an
effort level in this interval in the Norms treatmep = 0.0008, two-sided
Fisher's exact test). The Norms treatment, here=ld to a shift from these
not entirely selfish but still low effort levels tthe upper tails of the
distribution. The fraction of purely selfish agengsnains virtually unchanged.

Although the behavior of agents under the trustre@his more favorable in
the Norms treatment, the trust contract is heratixgly expensive and still

risky from a principal’'s perspective. Indeed, mgsincipals choose the

11 .
Note that due to the convexity of the cost functivese very small efforts have costs of 0.

12



incentive contract as it is less costly and leada more certain outcome. We
find that in the Norms treatment only 6% of priradg offer a trust contract.
This is mainly due to the fact that the principalsserve rather selfish
behavior under this contract form (the displayddréfunder the trust contract
is by on average 24% lower then the effort under ¢bntingent contract).
Expected payoffs of principals under the trust it in the Baseline
treatment are 5.24€. This increases to 7.34€ in Nwems treatment
(p=0.0169, one-sided MWU test) but are still smallean the profits of
9.40€ under the contingent contract in this sett{pg 0.001, two-sided
Wilcoxon signed-rank test). However, while ovenatlfare is significantly
smaller under a trust contract in the baselineingettl4.54€ compared to
15.21€,p = 0.0324), the trust contract achieves a nearlgtidal total welfare
level as the contingent contract in the Norms imeatt (15.32€ compared to
15.29€,p = 0.5284, both two-sided WSR test). To investigate robustness
of the mechanism when the trust contract is a mtiractive choice we study
additional treatments which are reported in sedbon

Overall we find substantial support for the key biyyesis that contracts can
indeed signal social norms and, in turn affect beitabeyond the direct
incentive effects. Moreover, these effects are afilee and result in a
substantially improved performance under fixed wagatracts which are
risky in one shot interactions without strong caapige social norms. To gain
a deeper understanding of the behavioral mechanamsork, we report

results from additional experiments in the nextisec
[ll. Disentangling the Signaling Mechanism

As laid out in the above, the suggested mechanests ion two premises:
first of all, the contract choice must convey imi@tion about what the
principal has seen prior to her choice and thuscatbeliefs about the behavior

of others. Second, information about the behavioothers must affect the

13



agents’ own behavior. We now test these two hymathen turn in additional

experiments.
A. Contract Choice and Beliefs

In our previous Norms treatment we intentionallycided not to elicit
agents’ beliefs about what principals have seearder to avoid experimenter
demand effect® Hence, we conducted a separate (online) experipueely
designed to elicit incentivized beliefs about im@tion and behavior in our
first experiment. The aim is to investigate whethied how information about
the contract choice of an informed principal aféeleliefs about the behavior
of agents observed by this principal.

Design and Procedure- We conducted three different treatments with
separate sets of new subjects for each treatmemtedtment 1RBaseling of
this belief elicitation experiment, instruction®rin the Baseline treatment of
the Contract Choice Experiment were presented toew sample of 60
subjects. They were informed that the Baselindgrreat had been carried out
before and that their task is to estimate the behai subjects in the earlier
experiment. In particular, they had to estimateaherage effort contributions
for the trust and the contingent contract. In adthgquestion, we asked
participants to estimate the fraction of principaltso chose the trust contract.

In the two further treatments £¢ntingen} and 3 Trusf) subjects received
the instructions from the Norms treatment. They had estimate the
information a principal had when selecting one e two contracts. In both
cases subjects received the instructions for thenNdreatment. In treatment 2
subjects had to estimate the average efforts dgtabterved by a principal

randomly chosen among those who had selected thiEngent contract. In

12
When eliciting beliefs before effort choices weulkbhave guided agents to focus on beliefs and haae

created experimenter demand effects inducing owhar@sm. When eliciting them ex-post they may bielepi by
“false consensus” effects. See Costa-Gomes, Harld Weizsécker (2012) for a discussion on the ety of
beliefs.
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treatment 3 they had to estimate the average eftibserved by a principal
who had chosen the trust contract. In each of ttvegsdreatments subjects had
to state two numbers — one for the average eftortker the trust contract and
one for average efforts under the contingent cohtrabothobservedby this
particular principal prior to his choi¢d. A comparison between these
treatments allows us to investigate to what extiemtactual contract choice of
a principal affects beliefs about this principdisowledge on the behavior of
others observed prior to the choice. The key hygmithis that subjects who
have to estimate the prior information seen by mcppal who actually
proposed a fixed wage contract should on averafjeveethat this principal
has observed higher efforts under this contrace tfpan a principal who
actually chose a contingent contract. Moreover, caa investigate which
observed contract choice leads to a stronger mvisi beliefs relative to the
ex-ante beliefs without knowledge about a princgpaihoice (i.e. those
elicited in treatment 1 of this belief elicitatienperiment).

In all three treatments subjects were paid forabwectness of their beliefs
according to the quadratic scoring rule: they edr®@ minus 1 cent for each
unit of quadratic deviation from the respectiveetrualue. The subjects
received nothing for answers with a deviation ofreninan 17 points from the
true value. The experiment was conducted online garticipants were paid
per bank transfer or with amazon.de vouchers. Bablect participated only
once and had not taken part in any of the pri@tinents.

Results— We compare the individual difference in the rastes for the
efforts under the contingent and trust contracs thiotaining one independent

observation per participant. Figure 3 plots thedféerénces for the three

13 ) . . . .
After showing the instructions of the Norms treatrnand asking test question to ensure that agedesrstood

the setting, the subjects received the followirageshent!We have randomly drawn one of the prior participsim

the role of an employer. This employer has obsetoatributions of 10 employees from the prior ekpent for both
the trust and the contingent contract. This empldyes chosen the [Treatment 2:] contingent contraGireatment
3:] trust wage after having seen the table of themf shown in the above. What is your best estirabtrit the
average effort under the trust contract in the éabbove? What is your best estimate about the geeséfort under
the contingent contract in the table above?”

15



treatments? All three differences are significantly differeritom zero
(p=0.0008p=0.0018)p=0.0178, two-sided WSR test).

20
!

16.82

Effort Contingent - Effort Trust

-13.23

Baseline Contingent Trust
Online Belief Elicitation Treatments

FIGURE 3: AVERAGE DIFFERENCES INESTIMATED EFFORTS

The first bar shows the difference in elicited e for the Baseline
treatment. In line with the actual behavioral pattparticipants estimate that
agents exerted higher efforts under the contingentract®> The same holds
for the treatment where participants estimate vgnigucipals had seen before
proposing a contingent contract. The within-subgifference in beliefs is not
significantly different between the Contingent atiee Baseline treatment
(p=0.2007 two-sided MWU test). But the differencedmes negative when
participants estimate what principals had obseh&fdre proposing the trust
contract. Here the subjects expect higher effodeurthe trust contract than
under the contingent contract. This “belief spre&l’significantly different
from both other treatments (bghx 0.0002, two-sided MWU test).

14 See also Table Al in the Appendix 1 for descrgpstatistics on the means.

15
Although, in the Baseline treatment the subjeetsi€ close to the average effort for the trust emttrthey
significantly overestimate the effort under thetamyent contract = 0.9413 angh < 0.0001, two-sided WSR test).
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Hence, the contract choice indeed affects the fieedieout prior information
obtained by the principal. But more importantlyteafobserving a principal
who proposed a contingent contract beliefs areitgtigely closer to the
baseline beliefs. In this sense, a trust contsaatmore surprising signal (as it
leads to a stronger revision of baseline beliefsy@mpared to a contingent
contract*® This may explain also why we observe such a stpmsifive effect
of norms under the trust contract but no negataetion of norms under the
contingent contract. When an informed principakosfa trust contract this is
apparently a strong signal of trustworthiness of thopulation while a
contingent contract does not come as a surprise taackfore yields no
negative reaction. We explore this issue in motaideand further experiments
in section IV.

B. Effects of Observed Behavior

Next we explore to what extent explicit informatiabout actions of others
affect agents’ decisions. Note that this conjectsrevell in line with a larger
number of experiments on “social history effettsthere knowledge about
past behavior of others in the same situation tdffeboices. We investigate
whether and to what extent this is the case alsmuinsetting by designing a
very simple experiment in which we induce differeotrms of behavior in a
rather straightforward way.

Design and Procedure Fhe design of this experiment is similar to our
Baseline treatment in the Contract Choice Experim8uobjects are matched
in pairs and assigned roles of either princigahloye) or agent émployeg
Again, principals choose a fixed or performancetigemt wage. The agents

have to decide on effort levels for each contracif The parameters are

16 . . } )

We also asked participants in the treatment ktinate the fraction of employers who chose thsttrontract.
Subjects believe that on average 23.38% of thelmrs had offered the trust pay contract whiclarger than
actf?l choices of the trust contract (about 10%).

See for example Berg, Dickhaut and McCabe (19B8jdsley and Sausgruber (2005), Bicchieri amd Xiao
(2009), Servatka (2009), Gachter, Nosenzo and I$€2@12), or Glrerk (2012).
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identical to those in the Contract Choice Experim@ime only difference is
that not the principal but now the agent sees & taimilar to one in the
Norms treatment with efforts of 10 selected empdsydrom a previous
experiment® We ran two different treatmentSelfish Normand Prosocial
Norm For each of the two treatments we selected aréifit sample of actual
effort contributions from the Baseline treatmenbaf first experiment. In the
Prosocial Norm treatment we displayed a sampleOosdlected agents with
very high contributions under the trust contrache Taverage effort of the
selected sample was 60.1 under the trust contradt 47.9 under the
contingent contract. To obtain a ceteris paribuswgarison we deliberately
selected for each displayed agent in the Prosodiatm treatment a
counterpart (also from the real observations in Baseline setting) with
nearly the same effort under the contingent contrat a substantially lower
contribution for the trust contract. The actiongtise 10 agents with average
efforts of 19 under the trust contract and 47.dlenrthe contingent contract
were presented to the subjects in the Selfish Noeatment:® The principals
knew that the agents could see the decisions df@hselected agents from the
previous sessions but didn't know the efforts thelwes. The agents were
aware that principals knew that the agents had hwmemided with this
information.

In total 120 subjects took part in this experim@t in role of employer and
30 in role of employee in each treatment). The arpt lasted about one
hour. All payments were made individually and armaoysly. The average
earnings were 10.57€ per subject.

We intentionally spoke of “selected agents” to idvdeception but made no information available ba t
specific selection procedure.

The exact individual values are reported in Tai#lén the Appendix 1.
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FIGURE4: AVERAGE EFFORTS IN THEINDUCED NORM TREATMENTS

Results —As shown in Figure 4 we observe by 35.62% (andklyea
significantly) higher average efforts for the trugintract in the Prosocial
Norm treatment (37.43) than in the Selfish Nornatimgent (27.6p = 0.0547,
one-sided MWU test). There is no significant diéfiece under the contingent
contract in the Selfish Norm (46.43) treatment carmed to the Prosocial
Norm treatment (38.8) = 0.3396, two-sided MWU test). The within-subjects
difference in the effort choices for the respectivatracts is highly significant
in the Selfish Norm treatmenp € 0.0044) but not in the Prosocial Norm
treatment [ = 0.8933, both two-sided WSR test). Moreover, tledween-
treatment difference in the span of efforts undex tontingent and trust
contract is highly significanip(= 0.0129, two-sided MWU tesdj.

20 Interestingly, average efforts in the Norms tmeext of the Contract Choice Experiment are largantin this
(Induced) Prosocial Norm treatment (this differerisenot significant but still sizeable). There mag two
explanations for this: On the one hand this co@ldb indication that the contract choice ist thenNotreatment is a
stronger signal than the observed prosocial norcade the trust contract is rather risky and cimgoisiimplies that
the principal has observed many very prosocialsypeit it may also be due to the fact that we r&ln@vn the agents
a selectionof other agents and told them so in oder to adeideption. If some agents anticipated that this avas
positive selection they may have reacted to a weaktent to this information.
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To sum up, we indeed find evidence for the twodigds in the conjectured
mechanism (i) beliefs about the behavior of otlaesaffected by knowledge
about the contract choice of an informed princaoad (ii) the agents’ behavior
is also affected by directly induced norms througformation about the

behavior of other agents.
IV. Varying the Context and Signal Strength

So far we investigated the key hypothesis that rechtchoices lead to
substantially different reactions on the part & #gents when principals had
more information about the behavior of other ag@nitsr to their choice. We
considered a framework in which one action of a@pal (choosing a trust
contract in a setting where a majority of indivibu&xpects a contingent
contract) leads to a strong revision of initial ibfd. We now check the
robustness of our results in a different contertparticular, we study the
consequences of the mechanism in a framework wiheseis a more frequent
and thus less surprising choice and thus may besakev signal of prior
knowledge of an informed principal.

We do this in two ways. First of all we apply ourotms intervention” to a
treatment from the well-known “Cost of Control” expment by Falk and
Kosfeld (2006) in which the “controlling” contrachoice is less appealing. In
a second step we replicate our own initial expemimbut reduce the
attractiveness of the contingent contract by impgsiosts on its choice for the
principals. Both additional experiments allow usstoidy variations in the
informational content of the contract choice asgaa about social norms of

behavior.
A. The Restriction Game

Design and Procedure- In this experiment we replicated the “C10”
treatment from Falk and Kosfeld (2006). An agd®dr(icipant A is matched

to a principal Participant B and receives 120 points (in our setting equivialen
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to 12€). The agent has to decide on a tran¥fewubtracted from his own
account that is doubled and added to the prin@patcount. Prior to the
agent’s choice the principal decides whether or twtimpose a lower

boundary of 10 on the agent's choice set. Hence, ghncipal choose
r [{0; 10} and the agenX [J {r; 120} with payoffs (120 X) for the agent

and (X) for the principal. As in the previous experiméahd as Falk and
Kosfeld (2006) in their core treatments), we edicitgents’ decisions via the
strategy method.

We ran two treatments. The Baseline treatment isxait replication of the
Falk and Kosfeld (2006) “C10” setting also usingittoriginal instruction§?
The Norms treatment again uses the method intradincéhe Contract Choice
Experiment: Before making a decision, principale arformed about exact
contributions of 10 agents from a prior (baselisegsion and agents know that
principals receive this information without knowitige exact data. Including
2.50€ show-up fee, the average earnings were 916%®tal 60 participants
took part in the Baseline treatment and 56 in th@nh treatment. The
experiment lasted about an hour.

We still expect that having principals who are mfied about the norms
make a difference. But here, not imposing the bashmwlild be a weak signal
of a “trustworthy” social norm as the imposed boanydon the agents’ choices
is relatively low and potential performance gairef imposing the restriction
should be weak. But imposing the boundary may neeolme a more negative
signal on the norm as it reveals that the princag@arently observed many
selfish agents who chose an effort of less thawiflout the restriction.

Results -Within both treatments we find a qualitatively dianipicture as
obtained in Falk and Kosfeld (2006): the restrictdmes not increase and may

21
See Ziegelmayer, Schmelz and Ploner (2012), argktdann (2007) for the impact of the wording of the
instructions on choices in the restriction game.
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even decrease effots.The result of the treatment comparison is shown in
Figure 5. Comparing the effort reaction between Baseline Restriction
Game (22.17) and the Norms variant (16.18), we fiache (albeit not very
strong) evidence for the hypothesis that when éls&iction is imposed efforts
are smaller in the Norms treatmept=(0.0896 one-sided MWU te<).But
more interestingly, while the difference in indival contributions with and
without restriction is not significant in Baselige= 0.1573) there is a highly
significant difference in the Norms treatmemt=0.0063, both one-sided
WSR tests). Hence, we here observe significantcr@vding-out effects of
“control” only if the control choice is made by anzipal who has observed

the behavior of other agents before.
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FIGURE5: AVERAGE EFFORTCHOICES IN THERESTRICTIONGAME

22 In line with Falk and Kosfeld (2006) we find sudostial “costs of control” in both treatments. If wdollowing
their approach — impose the minimum of 10 on tlfierefiata in the trust setting and compare it witintributions in
the control setting the first variable is signifitiy higher in both treatmentg € 0.0016, one-sided WSR test). Thus,
magg subjects choose lower efforts when being oblett than when being trusted.

For cumulative distributions of agents’ choices Begure Al in the Appendix 1.
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Moreover, the results show that having an inforrpedcipal does not have
a positive impact on the effort when no restrictismmposed. The efforts are
even smaller in the Norms treatment, but this diffiee is not significant
(20.79 instead of 24.73 = 0.2705 two-sided MWU test). The absence of a
positive effect of trust indeed hints to the prensly suggested idea that here
trust is a weaker positive signal of the socialnm@nd this is probably mainly
due to two reasons. First of all, it is substahti@hore often used in this
setting (on average in about 45% of the cases adyoth treatments). But
moreover, the alternative to impose a rather lostrieion is not particularly
attractive and thus avoiding it does not signarsgrprosocial behavior of the

observed agents. We explore this idea in moreldetdie next section.
B. Costly Contract Choice Experiment

As suggested in the previous section, the relatitractiveness of a specific
contract for the principals should affect its sigmg value. In turn, it should
have an effect on the strength of the agents’ ima¢b the contract choice.
Indeed we observed that (i) having a principal wehimformed about the norm
leads to a substantially stronger positive reactiontrust in our initial
experiment where trust is the more surprising aéteve, and (i) having an
informed principal leads to a more negative reactio distrust in the
Restriction Game where trust is more common and ¢éhless positive signal.
However, these two settings are of course not pigyfeomparable as they
differ in a number of respects. Hence, we returaupinitial Contract Choice
Experiment and vary this setting in order to beeaiol make a more clean
treatment comparison to study the effects of aedkfiit signal strength.

Design and Procedure Fhis experiment is almost identical to the initial
Contract Choice Experiment, i.e. principals agdioase between a contingent
contract and a fixed wage contract and agents ehtdwsr effort levels for
both contract types. The only change is that thecgrals now have to bear

additional costs of 2€ when choosing the contingemitract and the agents
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are aware of this. All other parameters remain anged. We again
conducted a Baseline treatment with no informatarthe behavior of others
and a Norms treatment where before making theiisoets principals learn
about the behavior of agents in a Baseline sessidnthe agents know this.
The experiment lasted about an hour and 56 subjeckspart in each of the
two treatments (28 in the role of principal and iB8role of agent). The
average earnings were 9.79€ (including 2.50€ shopv'ee).

It is important to note that in this experiment wlkeanged the relative
attractiveness of the contracts for the princip&heut altering the payoff
structure for the agents. Hence, from the prinGpaloint of view the
contingent contract should become less attractsveampared to the initial
experiment. Suppose, for instance, that principtdy a best response to the
observed behavior in the Norms treatment and thoose a fixed wage
contract if they observe that sufficiently many rtgein the prior Baseline
treatment had chosen high efforts under this conthen the contingent
contract is costly, a lower number of fair agents. those who had exerted
high efforts under the fixed wage contract) suBidga order to make the
principal select this fixed wage contract. Henbe, ¢hoice of the trust contract
should be a weaker signal on a cooperative sociahrand — if conformity
matters — should lead to a weaker increase inteféee compared to the initial
experiment. But by the same token, the choice obrgingent contract may
now be a more negative signal about the behaviservild by the principal as
a higher degree of observed “selfishness” is nacgds order to induce a
principal to choose the costly contingent contract.

Results -Average efforts are presented in Figure 6. Fifsalp we again
find a significant effect of the Norms treatmenttbe contributions under the
trust contract (41.82 compared to 28(b+ 0.045, one-sided MWU test).
Hence, our key result that the trust contract positive signal of a prosocial
norm and leads to higher efforts is qualitativedpust. But we now observe

lower efforts under the contingent contract in the Notreatment than in the
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Baseline (34.96 compared to 46.93; 0.023, one-sided MWU test) This is

in line with the observation made in the RestrictiBame: The fact that an
informed principal chooses the costly contingenttiact apparently signals
that the observed trustworthiness of the agentstiser low and, in turn,

agents choose lower effort levéfs.
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FIGURE 6: AVERAGE EFFORTS FOR THE RUSTCONTRACT AND CONTINGENT
CONTRACT IN THECOSTLY CONTRACT CHOICE EXPERIMENT

We can also compare these results from the Costgtr&t Choice
Experiment to our initial (costless) Contract CleoiExperiment. In the

Baseline treatments of both experiments effortsnatesignificantly different

24 For a cumulative distribution of efforts see Figét2 in the Appendix 1.

25 Further results are that expected principals’ifgafre significantly lower under the trust contréi@an under
the contingent contract in the Baseline treatmdm2€ compared to 7.288,= 0.0002, two-sided WSR test), but
there is no longer a significant difference in figofnh the Norms treatment (6.02€ compared to 6.45€0.5090,
two-sided WSR test). Moreover, in both treatmentsrall welfare is higher with a trust contract. ldugh the
increase in expected welfare from choosing the gastract instead of the contingent contract ity @64€ in the
Baseline treatment, it is 2.39€ in the Norms treathand this difference is highly significapt<£ 0.0026, two-sided
MWU test).
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from each othef® However, effort reactions are indeed significantifferent
in the Norms treatment. As conjectured, under lgotitract types agents exert
lower efforts than in the initial experiment (undée trust contract 41.82
instead of 52.87p = 0.047 and under the contingent contract 34.9@ausof
48.60, p=0.042, both one-sided MWU test). Hence, reducitig
attractiveness of the contingent contract indeadddo a shift in its signaling
value. And this shift reduces efforts for both caants: (i) The trust contract is
now a weaker signal of a prosocial norm as it chasere often. Its choice is
now apparently optimal for the principal also inuations when observed
behavior is more selfish and this can explain whg induced increase in
efforts is weaker as compared to the initial Cartt@hoice experiment. And
(i), by the same token, the choice of the contmgeontract is how more
likely a negative signal, because it apparentlyeaty that the principal has
observed a rather selfish population. In turn,islelbehavior should appear
more acceptable and thus agents may be drivert tnae selfishly?’

Finally, these last observations are useful toutisa potential alternative
explanation for the key result of this paper. Namehe difference between
the initial Baseline and the Norms treatment ig thathe latter agents may
perceive that principals can compare their owngeerénce outcomes to the
behavior of other&® If agents try to avoid looking selfish in comparisto

26 )
Efforts are smaller under the trust contract (28&iead of 35.37) and larger under the contingentract
(46.93 instead of 42.57) in the Costly Contract iChoExperiment but these differences are not Sigmit
(p =0.4164 angh = 0.3101, two-sided MWU test).

A futher interesting question is whether princgpahderstood these signaling effects. It is imprta note that
while our treatment variation is minor on the ageside, two things are changed in the Norms treatrthat affect
principal’'s behavior: (a) principals observe bebawf other agents and (b) they know that the agarg aware of
this. In order to have a clean comparison of thecjpals’ behavior it would be necessary to varywithout varying
(a) which would lead to deception. Hence, we foonsthe agent’s side where treatment comparisonslass.
Indeed principals observed rather selfish behanithe Norms treatment and this made them moretasit to trust.
Only 25% of the principals choose the trust contfaen in the Norms treatment but 46% in the Bamelreatment.
However, there is some indication in the Restritt@ame studied in the previous setting (where éstriction does
not help so much against selfish behavior) thatgipals may have understood the signaling effétése the fraction
of principals choosing not to impose a restrici®b3.57% in the Norms treatment and 36.7% in Basel

Note that principals did never learn their ageiftsrt and agents were explicitly told that thissweot the case.
Hence, direct effort comparisons are infeasible® s the Norms treatment. Nevertheless, such awvatain is
conceivable as agents were aware that principatade whether the project was successful or nottwaiso yields
some information on agents efforts.
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these other agents, this may also lead to higtiertgfin the Norms settings
irrespective of the information conveyed througé ghincipal’s choicé® And
indeed, in our first experiment efforts are on ager higher in the Norms
treatment also under the contingent contract (étiengh this difference is
insignificant). But in the Costly Contract Choicexderiment and the
Restriction Game efforts under the contingent @mtirestriction aréower in
the Norms treatment (where agents can be compénad)in the Baseline
treatment (where this is not possible). Hence réselts cannot be driven by
the fact that outcomes are comparable with expemtiécbmes of other agents
but they must be driven by the information conveyedthe size of these

efforts.
V. Conclusion

We have shown in a series of lab experiments tbatract choices can
convey information about the behavior of othersvjanasly observed by the
contract designer, and this information has a sulbisii impact beyond the
direct incentives effect of the contract. Indivithieeact very differently to an
identical contract when they know that the contidutice is based on richer
information about prior reactions of others. Cocitrghoices thus reveal
information about prevalent social norms and shagleavior also indirectly
beyond the direct material incentives.

It is important to stress that in our experimeritsse effects occur even
though agents’ behavior is not observed by peatdfaat they even ex-post do
not receive information on the distribution of otes. Hence, the mechanism
relies on an apparent intrinsic tendency for camfty and not on
technological complementarities or image concelngs thus applicable to

and should be relevant for a broader number ofecasit namely, all situations

29 _ . Lo . . . .
This would also be an indication for the impor&mé social norms but not for the norms- signakfigcts of
contracts.
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in which a first mover’s choice can reveal inforroatabout behavior in a
broader population which, in turn can affect théadaor of second movers
beyond their direct economic motives.

Moreover, our further experiments reveal that tigmading effect works in
two directions in our context: When there is a pdulencentive technology
available, not using this alternative and trustimg agents is a strong signal by
an informed principal that many people are trustisorAnd while being risky
this indeed substantially increases the trustwoes of the responders.
Norms signaling thus leads to “hidden benefitsro$tt'. If, on the other hand,
the incentive technology is less efficient trustihg agents by not using the
technology becomes a more attractive choice fotraohdesigners. But this
has the drawback that trust is a weaker positigeatiand, more importantly,
setting contingent incentives now reveals a woostas norm and thus creates
“hidden costs of control”. And indeed we find thalk and Kosfeld’s (2006)
hidden costs of control are more detrimental whemcppals are better
informed about social norms of behavior.

Our results also have implications for the desifjnnoentive schemes in
practice. A direct implication is that when emplegdor citizens) are not well
informed about norms of behavior but the desigrfiemancentive scheme (or
a law) is, the choice of the scheme will most delyehave signaling effects as
it reveals information about prevalent norms. Mee¥p the set of feasible
alternatives affects the signaling value of a amitrchoice. When, for
instance, employees know that non-distorted highvgped incentives are in
principle easy to implement, not using this alték®ais a strong signal that
the social norm is to be trustworthy. If on theasthand a firm uses a rather

“shaky” technology to monitor behavior, this mayeal that apparently many
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employees are selfish. Both effects should leadh& optimality of lower
powered incentives as compared to a situation syithmetric informatiori°

Of course there are many important further questitmt need to be
addressed. A key challenge is to study the consegseof changes in
incentive structures on social norms in field s for instance by exploiting
information from employee surveys or using lab expents in firms to elicit
social norms before and after a change (see, &tance, Burks and Krupka
2012 for an approach to elicit norms in firms). Eaver, in smaller firms or
communities people may have rather precise infaomaabout norms of
behavior in their direct environment of colleaguw@sneighbors but not on
broader groups of all employees in a large firnrmast members of a society.
It seems important to study to what extend contchdices can affect norms
of behavior in subgroups that can mutually obseaeh other.

To gain a deeper understanding of the interplaywéen contracts and social
norms in organizations is an important field fortter research. While it is
often easy to change formal rules in organizatiagnging the complex
system of informal rules is typically a much moesranding endeavor. But,
as we have pointed out in this study, changesrmdorules affect perceptions
about informal rules of behavior and thus shapsdlsacial norms. If we aim
at giving better advice to practitioners on howopgimally design incentives,
these indirect effects should not be disregardedhag have a substantial
potential to alter the way in which changes in fibrenal rules affect behavior

and in turn the overall performance of organizagtion

30 See Benabou and Tirole (2012), section 4, folate@ discussion on “expressive law”, i.e. the m@fidaw in
conveying a society’s norms of behavior which meagd to the choice of “softer” laws in order to sithat for
instance only very disreputable people do not ¥oltbe norm and, hence, the necessity to inducehtsagctions is
low. See also the discussion in Bowles (2008).
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Appendix 1 — Additional Tables and Figures

TABLE Al: EXPERIMENTAL AND TREATMENT OVERVIEW

Effort Contingent (Control)

Effort Trust Contract
Experiment Treatment N Contract
Mean Median SD Mean Median SD

Contract Choice Baseline 30 3537 305 2857 4257 43 18.65
Norms 30 52.87 60 31.62 486 495  26.65
, , Baseline 60 364 335 2824 5322 50 18.25
OI’E‘I'i'QifaﬁggEf Contingent 57  49.12 50 2272 59.28 60 18.04

Trust 61 62.36 70 2029  49.13 50 21.3
SelfishNorm 30 27.6 235 2459  46.43 49 21.83

Explicit Norms Prosocial 3, 3743 445 2845 388 48 2371

Norm

Restriction Game Baseline 30 2473 25 2034 2217 175 1381

Norms 28 20.79 20 1239 16.18 10 9.7
Costly Contract Baseline 28 285 25 2583  46.93 50 16.91
Choice Norms 28 41.82 50 245 3496 335 2456

TABLE A2: INFORMATION DISPLAYED TOEMPLOYEES INEXPLICIT NORMS EXPERIMENT

- ~ ™ < o © ~ © o S
3] 3] 3] 3] () () 3] 3] () )
3] 3] 3] ] () () ] ] (3] o)
) > > > > > > > > > >
Prosocial Norm Treatment o o o o o o o o o o
[oR [oR Q. Q. Q. Q. Q. Q. [=} o
(S (S (S (S S S (S (S S IS
L L L L wi wi L L wi 0

Effort trust contract 70 60 80 100 25 25 60 51 60 0 7
Effort contingent contract 60 41 50 77 10 38 70 48 25 60
“ ~ ™ < o © ~ © o S
() () () 3] 3] () () 3] 3] )
(3] (3] (3] (] ] (3] (3] ] ] o)
. > > > > > > > > > >
Selfish Norm Treatment ° o o o o o o o o 9
Q. Q. Q. Q. Q. Q. Q. Q. Q. o
S S S (S (S S S (S (S IS
wi wi wi L L wi wi L L 0

Effort trust contract 34 0 27 35 10 18 0 11 20 35
Effort contingent contract 60 45 51 70 10 38 65 49 25 58
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FIGUREA3: INFORMATION FOREMPLOYERS IN THENORMS TREATMENT (EXAMPLE)

Here are decisions about effort from 10 participants from the last session of this experiment- who were in the role of employees:

Employee 1 Employee 2 Employee 3 Employee 4 Employee 5 Employee & Employee 7 Employee 8 Employee 9 Employee 10
Effort under trust 50 34 0 20 69 60 0 18 25 0
compensation
Effort under contingent 25 60 31 25 60 70 45 38 10 65
compensation

Please note that your assigned employee has never participated in this experiment before. Additionally, he is not informed about the levels of

effort of the employees in the previous experiment. He knows, however, that you are informed about these.

FIGUREA4: INFORMATION FOREMPLOYEES IN THENORMS TREATMENT

Note:The employer has information about the efforts of 10 other employees from the previous experiment. But, he participates for the first ime. The employer sees the following
table where instead of xx are displayed the decisions of the employees from the past experiment:

Employee 1 Employee 2 Employee 3 Employee 4 Employee 5 Employee & Employee 7 Employee 8 Employee 9 Employee 10
Effort under trust . o X e e K o bid pes o
compensation
Effort under contingent 7 )0( X 0o e W ey W 0 X
compensation
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Appendix 2 — On-Screen Experimental Instructions (anslated from

German)

<SCREEN 1>
INSTRUCTIONS
Welcome and thank you for participating in todagsg@eriment.

Please read the instructions carefully. If you hamg questions don’t hesitate to raise
your arm. We will then come to your place and amsgeer question privately.

In today’s experiment you can earn money. In thers® of the experiment you
interact with one other participant. The other ipgrant is assigned randomly and
anonymously, which means you will never learn altlbetother participant’s identity.
Neither will the other participant be informed abgaur identity.

The amount of your payment depends on your deasasnwvell as on the decisions of
other participants. At the end of the experiment yall receive your payment in
cash.In addition you receive a show-up fee of 2.50&hich is independent of the
payment you receive from the experiment.

Communication is prohibited during the entire expent. Please check if your
mobile phone is turned off. A violation of thesdegimight lead to exclusion from
this and any further experiments.

<SCREEN 2>

Please read the instructions carefully. You havanswer some questions afterwards
in order to continue with the experiment.

You were chosen to be in the roletbé employer/employee. The other participant
with whom you interact is going to Itee employee/femployer.

Each participant receives anitial endowment of 6€ at the beginning of the
experiment.

PROJECT

The employeeis responsible for the success of a project. Fer project the
employee can choose an effort between O and 106hwtauses costs for him/her
depending on the level of effort. You can find tlespective costs in thenclosed
table.

The project’s success probability is equal to thesen level of effort. This means if
the employee chooses an effort level X the projelttbe completed successfully in
X out of 100 cases (this equals a probability afcess of X%) and remains without
success in 100-X cases.
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If the project is completed successfully the emptagceives a profit of 12€. In case
of a failure the employer will receive an amoun0#éf

DECISION OF THE EMPLOYER

The employer decides about the form of compensdt®mvants to implement. He
can select from the following compensation forms:

- Trust compensation: The employee receives an anudl@ from the
employer independent of the project’s success.

- Contingent compensation: The employee receivesrmuat of 5€ from the
employer only in case of success. If the projeabiscompleted successfully,
the employee receives O€.

DECISION OF THE EMPLOYEE
Theemployeechooses an effort level for each form of compeasat

Please note that the employer has no possibilitghteck the level of effort of his
assigned employee.

CALCULATION OF THE PAYMENT FROM THE PROJECT

The payoff for the employeris equal to the profit generated by the projectusithe
amount which he has to pay the employee.

That means, if the employer choosesttiigt compensation his payment is
12€ minus the wage costs of 5€ = 7€ in case of@emsfully completed
project and otherwise 0€ minus the wage costs of HE.

If the employer decides to use ttantingent compensation his payment is
12€ minus the wage costs of 5€ = 7€ in case of@emsfully completed
project and otherwise O€.

The payoff for the employees equal to the amount he receives from the employe
minus the costs of effort.

That means, if the employer chooses thet wage the payment of the
employee is 5€ minus the costs of effort (seerttles=d table).

If the employer decides to use tumtingent wage the employee receives 5€
minus the costs of effort in case of a successtoligpleted experiment and
otherwise O€ with the costs of effort subtractednfthis/her account.

Both the employer and the employee will not beriinéal about their payments from
the project before the end of the experiment.
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<SCREEN 3>
Questions to check the understanding of the experiemt

Please answer the following questions correctlgnsure that you have understood
the experiment. If you have problems answering astjon please contact the
experimenter. The questions are illustrative andatandicate the actual behavior of
other participants.

The experiment starts when each participant has amgered all questions
correctly.

1. How much is the initial endowment?

2. Which amount does the employer get if the projesticcessful (excluding
wage costs and the initial endowment)?

3. Which amount does the employer get if the projeciat successful
(excluding wage costs and the initial endowment)?

4. The project's success depends on the effort adrtiyidoyee. (Yes/No)

5. The employee can choose an effort level betweard&0. (Yes/No)

6. What are the wage costs the employer has to gaydhooses the trust
compensation?

7. If the employer chooses the trust compensatiorebteives an amount of 12€
for sure. (Yes/No)

8. If the employer chooses the trust compensatiortihigloyee receives a
salary of 5€ from the employer in any case. (Ye}/No

9. What is the amount the employee receives fromitn@@yer if the employer
offers the contingent compensation and the prdgiist?

10. The employee’s payment is equal to the payment flaremployer minus
the costs of effort (plus the initial endowmen®66). (Yes/No)

11. The employer’s payment is equal to the profit gatest by the project (0 or
12€) minus the wage costs contingent on the chiypenof wage form (plus
the initial endowment of 6€). (Yes/No)

<Here the info-box with the instructions from tloeeen 2.>

<SCREEN 4 — Employer>
You are aremployer.

<Here additional information in the Norms treatment was displayed. See Figure
A3 in the Appendix 1.>

YOUR DECISION
As employer you can decide which of the followilgnis of compensation you want
to implement for your assigned employee:

- Thetrust compensation: .|, employer, select the trusbompensation. As
employee you receive an amount of 5.00€. This amwvdlifbe transferred to
you from my account independent of the resulteptioject.”
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- Thecontingent compensation: ,|, employer, select the contingent

compensation. As employee you can earn an amount of 5.00€.arhaint

will be transferred to you from my account onlcase of a successful

project.”
Please note that the employee makes his/her de@biaut the level of effort for each
form of compensation separately. He/she won't bermed about the form of
compensation you actually have selected beforehbelsas made the decision.
Relevant for your and the employee’s payment iy tm level of effort for the form
of compensation which you have actually selected.

Which form of compensationdo you choose?

- I choose the trust compensation.
- I choose the contingent compensation.

<Here the info-box with the instructions from tloeeen 2.>

<SCREEN 4 — Employee>
You are aremployee

<Here additional information in the Norms treatment was displayed. See Figure
A4 in the Appendix 1.>

As an employee you have to decide about your lefveffort. The employer chooses
between a trust and a contingent compensations®kgate your level of effort now.
You have to select your effort for both possiblecisions of the employer.
Afterwards you will be informed form of compensatigour employer has actually
chosen. After pressing th&énd button the effort level you have typed in here is
fixed. On this basis the project’'s probability afceess and the payments will be
calculated.

By pressing the Calculate payment button you can non-bindingly calculate your
expected payment.

<Here the sample calculator was displayed. See Figuon the next page.>

Please note that this is your actual decision. Wolube informed about the form of
compensation the employer has selected at the fetig @xperiment. Depending on
the selected form of compensation your decisionutlyour level of effort will
determine the project’s probability of success afiltitherefore also be relevant for
your payment and the payment of your employer.

Calculate Send

<Here the info-box with the instructions from tleeen2.>
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Which effort level do you choose if the employelests thetrust

compensation “l, employer, select the trust compensation.
employee you receive an amount of 5.00€. This amailinbe
transferred to you from my account independenthefresult of
the project.”

Your level of effort for the trust compensation:

A

Which effort level do you choose if the employelests thecontingent
compensation “I, employer, select the contingent wage. As emplq
you can earn an amount of 5.00€. This amount wiliransferred to you
from my account only in case of a successful ptdjec

Your level of effort for the contingent compensatio

ye

Calculation of the paymentsder the trust compensatior:
The project’s probability of success is (in %): XXX
Under the trust compensation you receive 5.00€pedéent of

the project’s success.

For the effort you choosgour payoff amounts to (in €)]

<XXX>
The employer receives 12.00€ in case of succesdénd the
project is not successful.
The employer has to pay the wage costs of 5.0@éycase.
For the effort you choose tlexpectedpayment to themployer

amounts to(ir€): <XXX>

Calculation of the payments under ttentingent compensatior:

The project’s probability of success is (in %): XXX

Under the contingent compensation you will recés@0€ in case of

success and 0€ if the project is not successful.

For the effort you choose yowxpected payoff amounts to (in €)
<XXX>

The employer receives 12.00€ in case of succes$&ifdthe project is

not successful.

He has to pay the wage costs of 5.00€ only if tlogept is successful.

For the effort you choose thexpected payment of theemployer

amounts to (in €): <XXX>

FIGURE: CALCULATOR ON THE EMPLOYEES DECISIONSCREEN
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<SCREEN 5 - Employer>

Your payment from the first part of the experiment:
You have chosen theust /contingent compensation
Theproject wassuccessful/not successful

From this you receivX Euro.

The resulting wage costs aXeEuro.

Additionally you get the initial endowment of 6 Bur

Therefore your payment from this part of the experit isX Euro.

<SCREEN 5 — Employee>

Your payment from the first part of the experiment:

The employer has chosen tinast/contingent compensation
You have selected an effort levelef

You have costs ok Euro.

The project wasuccessful/not successful

You receive a salargf 5.00 Euro.

Therefore your payment (including the in
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