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Abstract

The broad aim of this paper is to gain some insight into the quantitative importance
of reputation in e-commerce. We use an exhaustive data set from one of France’s
largest e-commerce platforms, PriceMinister.com, to estimate a statistical causal effect
of a seller’s reputation (and size) on transaction prices for a uniquely large range of
product categories (books, CDs, video games or DVDs), product conditions (used or
new) and seller types (individual or professional sellers). We go beyond the results
currently available in the empirical literature by tackling the issue of seller unobserved
heterogeneity and the weak exogeneity of reputation (and size) in price equations. Our
results show large-scale empirical evidence of a significant, positive and strong effect
of seller reputation on prices
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1 Introduction

Over the past decade, e-commerce has evolved from a marginal and sporadic medium of
trade involving small numbers of IT enthusiasts into an economy-wide phenomenon. One
of the biggest challenges e-commerce web sites are faced with is to design mechanisms that
address fraud and seller misbehavior (such as poor delivery service or misrepresentation).
One of the main responses to this challenge has been to develop online feedback procedures
as a “technology for building trust and fostering cooperation” (Dellarocad, 2006). These
procedures aim to alleviate adverse selection and moral hazard problems by providing a
publicly observable measure of seller reputation. The objective of this paper is to provide
empirical evidence on the quantitative importance of reputation in e-commerce.

We use a unique and exhaustive data set from one of France’s largest e-commerce plat-
forms, PriceMinister (www.priceminister.com) to study the relation between a seller’s aver-
age feedback score and its prices for different categories of products, product conditions and
types of sellers. Like other e-commerce web sites, PriceMinister implements a rating system
where buyers grade their transactions. A seller’s reputation is defined as the (running) mean
score over all transactions completed by that seller, and it is displayed at all times on the
seller’s web page. We obtain evidence of a statistically causal effect of reputation on transac-
tion prices. The effect of reputation differs across products and seller categories (professional
sellers or private individuals). It increases with the number of past transactions (size) and
decreases with the advertised condition of the good. Our results also show a positive but
smaller effect of recent feedback scores.

Identifying and understanding the effects of feedback mechanisms on transactions is a
key step in the economic analysis of online markets. Our work confirms that reputation
effects are significant, and thus that due care should be devoted to the design of feedback
systems. Our results also confirm the importance of information in online trading, and
suggest that variation in buyers’ information may partly explain why the Internet does not
seem to have caused the substantial reduction in price dispersion that was initially expected
(see Baye et al., 2004).

More generally, our work provides evidence of reputation effects at work. KEconomic
theory has identified several channels through which public information about buyer satis-
faction may improve trade efficiency (see MacLeod, 2007 or Bar-Isaac and Tadelis, 2008 for
a review), but the empirical evidence remains scarce and often inconclusive. Rating systems
whereby one or both trading parties can report to the community of traders about their level
of satisfaction with any transaction they were involved in are interesting for at least two rea-
sons: they apply to a large set of agents who can be tracked across time and transactions,
and the information transmitted is directly observable. These features provide economists

with new opportunities to analyze reputation effects.



While a number of contributions have already taken steps in that direction, efforts to
exploit these features have been constrained by data availability (see [Bajari and Hortagsu,
2004 or [Cabral, 2012 for a recent review).l] Our rich data set allows us to overcome several
of the difficulties encountered by previous researchers in this emerging domain of research.

PriceMinister has several specific features that distinguish it from eBay, which has been
the focus of most of the extant literature. First, eBay’s rating mechanism is bilateral, which
gives rise to sophisticated strategic responses from both buyers and sellers, as well as selection
into non-response. Also, prices on eBay are determined through a mix of online auctions and
a price-posting (the ‘buy-it-now’ feature), which raises complex theoretical issues. Finally,
once a transaction has been agreed on in eBay, trade occurs directly between the seller and
the buyer, which raises additional moral hazard problems. PriceMinister uses a pure price-
posting mechanism, serves as an intermediary for payment in all transactions and has a
unilateral rating system in which only buyers rate sellers. Importantly, PriceMinister makes
the completion of any transaction conditional on the buyer actually acknowledging receipt
of the item and rating the seller. These features arguably make the data from PriceMinister
better suited to the analysis of reputation mechanisms.

Most studies of feedback systems rely on data downloaded directly from a web site using
a spider software (a prominent example is |(Cabral and Hortacsu, 2010), which inevitably
makes the resulting information limited in time and in product space. In this paper, we
use an exhaustive data set obtained directly from PriceMinister. To our knowledge, ours
is the first study that estimates reputation effects for different types of product categories,
advertised product conditions, and sellers. We show that the impact of reputation on prices
varies across product categories, as suggested by [Resnick et al. (2006).

Our data allow to track the full transaction and feedback rating history of sellers, includ-
ing items sold and objective measures of their value (mainly, their suggested retail price, or
list price). This enables us to control for seller unobserved heterogeneity which has been
identified as a major limitation in existing work (Resnick et all, 2006 or (Cabral, [2012). This
issue has be addressed in the literature by relying on field experiments (see Durham et all,
2004 or Resnick et all, [2006) or natural experiments (Cabral and Hortagsu, [2010). An alter-
native strategy adopted by [Lei (2011)) is to focus on one specific product (Gmail invitations),
for which there is little heterogeneity, and further including well chosen measures of seller
quality. Due the exhaustive nature of our data, we are able to address this issue using more
standard panel data methods and thus draw inference for a varied set of product categories,
product conditions and seller types. In so doing, we also highlight another substantive issue

that was not identified before, namely the weak exogeneity of reputation in price equations.

!The earlier literature includes [Dewally and Ederington  (2006), Dewan and Hsu (1995),
Houser and Wooders (2006), [Livingston (2005), |[Lucking-Reiley et all (2007), McDonald and Slawson
(2002), Melnick and Alml (2002), [Resnick and Zeckhauser (2002).



Our estimates point to the fact that the feedback ratings given by buyers depend on the prices
set by a seller, thereby introducing a dynamic relationship between prices and reputation
that needs to be taken into account in the estimation strategy.

The empirical evidence on the effect of reputation on the Internet is not solely based on
data from e-commerce web sites. Two recent papers, |[Anderson and Magruder (2012) and
Lucal (2011), use data from Yelp.com, a web site providing reviews of restaurants. An inter-
esting feature of these studies is that they exploit a discontinuity in restaurant scores to esti-
mate the effect of a change in a restaurant’s reputation on its bookings (Anderson and Magruder,
2012) or its revenues (Luca, 2011)). Our paper is different in at least two dimensions. First,
our outcome variable is the transaction price and we control for the value of the item (through
its suggested retail price). We thus have a direct measure of the effect of reputation on
prices. Secondly, each feedback rating on PriceMinister.com is associated with one and only
one transaction, while anyone can post a review on Yelp.com. We will discuss the existing
literature at the end of our paper, after having presented our estimates, and compare our
results with those of related papers.

The paper is organized as follows. We first describe the PriceMinister.com platform and
the content of our data in Section Pl In Section [3l we lay out our statistical model, discuss
the underlying theory and describe our identification and estimation strategy. Results are

then presented and discussed in Section 4l Section [6 concludes.

2 The PriceMinister.com data

2.1 A short description of PriceMinister.com

Our data come from PriceMinister.com, a French company organizing on-line trading of first-
hand or second-hand products between buyers and professional or non-professional sellers
through their web site (Www.priceminister.com)H The PriceMinister web site opened in
2001 with a business model emphasizing the fight against fraud and counterfeit, as well as
price recommendations for sellers. It is now one of France’s biggest e-commerce web sites,
claiming 11 million registered members in 2010H There were over 120 million products for
sale in 2010, from books to television sets, shoes to motorbikes and computers to paintings.
In this paper, we focus on four categories of so-called ‘cultural’ goods: books, CDs, video
games (games thereafter) and DVDs (videos thereafter).@

The web site is a platform where sellers post adverts and buyers choose what products

2This company also runs a similar a web site in Spain, and had another one in the UK for a time. In this
paper, we focus exclusively on the French web site.

3Tt was ranked first among e-commerce web sites in terms of ratings in a survey conducted by Mediamétrie
in March 2010. The other main e-commerce web sites in France are Amazon, eBay and fnac.

4The 'video’ category in fact also covers VHS, although the fraction of VHS in total sales in that category
is likely to be negligible, as VHS were practically extinct in 2001, when PriceMinister started.



to purchase and which sellers to buy from. PriceMinister does not charge a sign-on fee, and
posting an advert is free of charge. However for each completed transaction, sellers have to
pay a variable fee to PriceMinister.H Sellers can be professional (registered businesses) or
non professional (private individuals). Goods can be new or used. Used goods have been
sold since the web site opened in 2001 whereas new goods have only been sold since 2003.
Only professional sellers can sell new goods (they can also sell used goods).

There are three specific features that make PriceMinister different from other e-commerce
web sites that are usually studied in the economic literature. First, PriceMinister itself does
not sell any products: it is a platform (unlike, e.g., Amazon). Second, prices are posted
by sellers, there are no auctions (unlike eBay). Lastly, PriceMinister also uses a specific
feedback and transaction control mechanism that makes it particularly well suited to our
study.

Every time a seller wants to sell an item, she must enter the product characteristics (bar
code or detailed description), and then receives a price recommendation from PriceMinister
based on the list price and the condition of the item (the recommendation also factors in
prices charged for the same item by other sellers on the platform). She then chooses a price
and creates the advert.

A buyer looking for a given product at a given date will be taken through a sequence of
web pages. On the first page, he will see all live adverts for this product. Each advert con-
veys information on the price, the seller’s name and country, the different shipping options,
whether the product is new or used and, in the latter case, its advertised condition. For used
products, sellers have to state whether the good’s condition is ‘as new’, ‘very good’, ‘good’
or ‘fair’. Buyers also observe the seller’s size, equal to the number of completed transactions
to date, and the seller’s average feedback score over all completed transactions, rounded to
the nearest multiple of 0.1 — what we define as the seller’s reputation (more on this below).
There is also a link to the seller’'s web page on PriceMinister (the seller’s ‘showcase’). The
buyer may then select an advert, obtain more detailed information about the item and make
a purchase.

In a typical transaction, where a buyer purchases a given product from a given seller, the
buyer’s payment first goes to PriceMinister] This initiates the transaction. At this point the
seller is informed that a buyer has chosen her product and ships the item to the buyer. Once
the buyer has received the product, he has to go to the web site and give his feedback on

the transaction. PriceMinister then closes the transaction and pays the seller!] The buyer’s

5The fee scale is posted on the PriceMinister.com web site. For example the fee for a €10 transaction
would be €2.1.

SBuyers may use a credit card or hold a virtual account credited with other means of payment.

"When a buyer files a complaint, PriceMinister investigates and puts the payment on hold. If the buyer
does not contact PriceMinister within 6 weeks, he is sent a reminder e-mail. If he does not respond,
PriceMinister closes the transaction and pays the seller.



feedback consists of a grade, or rating, which by default is equal to 5. The buyer can change
it to any integer between 1 (very disappointed) and 5 (very satisfied), using a pull-down
menu. Buyers can also leave a textual comment in addition to the numerical rating but we
do not use that information in this paper.

Issues that have been identified as problematic for online reputation mechanisms include
the low propensity of buyers to provide feedback, and the possibility for a seller to change
identity (see|Dellarocas, 2006 or Cabral,2012). As the payment process is secured by PriceM-
inister, there is little scope for buyer moral hazard. Besides, PriceMinister does not allow
sellers to grade buyers. Since feedback is given at the time when the buyer validates the
transaction, there is little risk of retaliation on the seller’s part. Moreover, the fact that
buyers must give feedback in order to validate the transaction ensures a high feedback rate
(above 90% for transactions with individual sellers, 15 to 20% of feedback ratings being
strictly below 5). Finally, PriceMinister has at least three ways of identifying a seller: the
seller’s TP address, the seller’s bank details and, for professional sellers, an identifier from
the official register of French firms (SIRET). This leaves little scope for strategic changes of
identity of sellers.

Lastly, we should emphasize that by default adverts for a given product are listed
by increasing order of price. Hence the effect of reputation that we will recover can-
not be attributed to a prominence effect created by a better ranking for better score (see
Armstrong and Zhou, 2011)). More precisely, adverts are first sorted by price but the buyer
then has the option to sort them by seller score or by product condition. There may well
be some prominence effect once the buyer has asked for a ranking by score but this would
result from a deliberate choice of the consumer and hence could be attributed to a reputation
effect.

2.2 The data

Our initial data set contains information about all the transactions that took place on
PriceMinister since the web site started (in 2001) until the first week of December 2008.
For each transaction, we know the seller’s identifier, her status (professional or not), the
product identifier, the transaction price, the advertised condition of the good, the type of
shipping, the dates when the transaction was initiated (when the payment went to PriceMi-
nister, recorded to the millisecond), and completed (when PriceMinister pays the seller), and
the buyer’s feedback rating. Used products are heterogenous with respect to their advertised
condition (as new, very good, good or fair), whereas all new products have by definition the

same condition

8The condition variable can be strategically manipulated by sellers. Modelling the seller’s decision
to advertise a genuine or misleading product’s condition is a challenging and interesting problem (see
Jullien and Park, 2011) but beyond the scope of this paper. We will show estimation results for all used
goods but also for each product condition. We will also present additional results on new goods which are



Lastly, we observe the product list price (a.k.a. suggested retail price). For each product
this variable is documented once when the item is first introduced for sale on the web site.
This variable will be important to account for product heterogeneity as well as for sorting
on seller /product characteristics. We discuss this issue in section 3.2

From the initial data set, we can construct the following two variables for every transac-

tion:

— the seller’s reputation r defined as the average feedback score over all completed trans-

actions (at the date when the transaction was initiated)

— the seller’s size s equal to the number of completed transactions.

These two pieces of information are immediately available to the buyer, together with
the advert price, for each advert on the first page seen by the buyer. Intuitively size should
matter because the consumer may take market performance as reflecting part of the seller’s
quality. The size may also affect the weight given by the buyer to the reputation index.

Our empirical analysis will focus on four product categories (books, CDs, games and
videos) but we will use all transactions to compute a seller’s size and reputation. Since we
observe all transactions for all sellers, both of those variables are available at all dates for
all sellers.

Finally , for each transaction we construct the “age” of the article as the length of time
between the date at which the product was first sold on the web site and the transaction
date.

The main focus of this paper is on individual sellers and used goods. However, we will
also present results for professional sellers and new or used goods. This will allow us to
see whether reputation is more important for individual sellers, which would be the case if
professional status was interpreted by customers as an indicator of quality and thus as a
substitute for reputation.

The four product categories we focus on (books, CDs, video games and videos) are
the products most commonly sold on PriceMinister. They account for 12,241,317 of the
15,003,376 transactions made by individual sellers (81.6%) and 4,033,490 of the 6,337,838

transactions involving professional sellers (63.6%).

2.3 Descriptive statistics

We now present some descriptive statistics for individual sellers and used goods. Descriptive
statistics for professional sellers and used or new goods are in the Appendix. We start with
Figure [1l which presents general trends for the four product categories we are considering.

The top row shows the total number of transactions over time, at a monthly frequency. We

immune from sellers’ decisions to cheat on the condition.



Table 1: Descriptive statistics: individual sellers and used goods

Books CD Games Video
Number of... sellers
sellers 152 903 88 374 164 717 131 127
products 767 509 271 503 31 507 123 928
seller /product 3 848 868 1 834 398 1 608 352 2 470 945
transactions 3 981 429 1 948 637 1 759 572 2 927 386

Number of transactions per used product condition

fair 249 363 40 134 45 827 29 022
good 723 313 218 625 200 243 180 752
very good 1712 632 1 038 310 962 373 2 054 480
as new 1296 121 651 568 551 129 663 132

Distribution of seller size in January 2008

5% quantile 2 4 2 3
50% quantile 29 48 28 38
95% quantile 328 424 320 372
99% quantile 881 1 098 879 968

observe a strong increasing pattern reflecting the increasing activity in e-commerce in France
during the past decade, as well as the success of PriceMinister as a platform. The middle
row of Figure [I] presents the evolution of average transaction prices (in €) throughout the
observation period. The price fluctuations at the very beginning of each series probably
reflect the small number of transactions in the few months following the opening of the
platform. If we look at these series from 2002 onwards, we observe a strong increasing trend
in book prices whereas transaction prices for games, videos and (after 2006) CDs decline
steadily. Note that the volume and price series both exhibit strong seasonality.

Table [Il reports a series of descriptive statistics on sellers and goods. We start with the
top panel. A seller is in the ‘books’ column if she sells at least one new book (the same goes
for the other product categories) over the observation window. In each product category
there are hundreds of thousands of individual sellers and used products, and millions of
transactions. As one may expect with individual sellers, comparison of the third and fourth
rows shows that very few products are sold more than once by the same seller.

The middle panel of Table [1l shows that the distribution of product condition among
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Table 2: Distribution of feedback

BOOKS CD GAMES VIDEO
feedback
1 23 310 ( 0.6%) 16 293  ( 0.9%) 23 886 ( 1.5%) 28 252 ( 1.1%)
2 27 267 ( 0.8%) 16 937 ( 0.9%) 18 569 ( 1.2%) 23831 (0.9%)
3 85 540 ( 2.4%) 53 123 ( 2.9%) 51912 ( 3.3%) 70 679 ( 2.6%)
4 361 208 ( 9.9%) 202 048 (11.1%) 211 422 (13.4%) 288 556 (10.7%)
5 3142 420 (86.3%) 1525239 (84.1%) 1269008 (80.6%) 2279299 (84.7%)

transactions of used goods is non-uniform, and varies across product categories. For indi-
vidual sellers, most transactions involve products in a condition advertised as ‘very good’ or
‘as new’ , but there is still a large number of products sold in a ‘good’ or ‘fair’ condition.

The bottom panel shows quantiles of the distribution of seller size (the number of com-
pleted transactions) in January 2008. To compute these quantiles, we consider sellers who
are ‘active’ in January 2008. Since we do not observe seller exit, we assume that a seller is
active at a given date t if she created her account before ¢ and makes at least one transaction
after t. Table [Il shows that there is substantial dispersion in seller size and that some sellers
are relatively big, even though they are not officially registered as businesses. Another fea-
ture of the data is that individual sellers do not seem to just occasionally sell a few products
on PriceMinister: more than half the sellers make around 30 transactions or more.

Table [2] shows the distribution of feedback ratings for each category. While it is highly
concentrated on the default grade of 5, 15 to 20% of feedback ratings are below 5. Because
5 is the default, a feedback score equal to 5 only means that the buyer is satisfied enough
with the transaction that he does not feel the urge to actively enter a strictly lower scor;E

The important conclusion from Table [2] is that there is sufficient variation in feedback
grades to induce variation in the reputation of sellers. In the last panel of Figure [1l we show
the distribution of reputation for sellers who are ‘active’ in January 2008. As expected, very
few sellers have a reputation below 4 (around 1%). In the interest of readability, we do not
show these sellers on the graphs. Most reputation levels are above 4.5, the mode of the

distribution is at 4.8 for all product categories, and there is substantial variation across the

9Suppose that some consumers always grade actively while others leave the default unchanged. If the
mass of the former type of consumers is small, a grade of 5 is not very informative while a grade of 4 could
be interpreted as positive feedback.

10



Table 3: Price dispersion

BOOKS CD GAMES VIDEO

No. of distinct transaction prices for a given product
- mean 3.5 5.0 25 13
- median 2 2 8 4

If no. of distinct transaction prices > 1

- pmax/pmin (mean) 3.31 3.98 8.78 5.67
- pmax/pmin (median) 1.98 2.04 4.63 3.11
- pl0/p50 (mean) 0.73 0.71 0.60 0.64
- p90/p50 (mean) 1.55 1.54 1.92 1.73
If no. of transactions > 10
- No. of prices (mean) 15 21 47 31
- No. of prices (median) 11 14 26 19
- pmax/pmin (mean) 6.62 8.40 12.24 8.70
- pmax/pmin (median) 3.98 4.43 7.47 5.56
- pl0/p50 (mean) 0.65  0.60 0.55 0.58
- p90/p50 (mean) 1.77 1.73 2.03 1.85

Note: pmax (pmin) is the maximum (minimum) price observed for a given product.
pl0 (p50, p90) is the 10% price quantile (50%, 90%) for a given product.

sample.

To end this section, we show evidence of price dispersion within product. The relevant
descriptive statistics are in Table Bl Looking at the first panel of Table Bl we see that on
average there are at least 3 different transaction prices for a given book and up to 25 different
prices for a given video game. The distribution is very asymmetric as the median number
of distinct transaction prices is between 2 and 8, depending on the product category. It
should be noted that that these moments are taken over the whole population of products,
including the very large number of products that are sold only once.

If we focus on products with at least 2 different transaction prices, and thus look at the
middle panel of Table 8] we see that the maximum price is on average 3 (books) to 8 (video
games) times larger than the minimum price. The median ratio of highest to lowest price
is also large (2 to 4.6). Hence, transactions for a single product take place at a very wide
range of prices. This range seems to be wider above the median as the 10% price quantile
is 60 to 73% smaller than the median while the 90% price quantile is 154% to 192% times
higher than the median.

A natural explanation for this price dispersion within product lies in changes in demand

11



over time. The price of, say, a music album may be high just after its release but will decrease
over time as the demand for this particular product falls. We will account for this feature in
our analysis by controlling for the age of a product. For this section however, since we take
a first descriptive pass at the data, we just look at the overall distribution of prices within
product.

The bottom panel of Table [3] zooms in on the group of products that are sold at least 10
times. We see that these products have on average 15 (books) to 47 (video games) different
transaction prices and, whether we look at the mean or the median ratio, the maximum
price is at least 4 times higher than the minimum price.

We thus observe a large amount of within-product price dispersion in our data. The
same CD can be sold at prices that differ by a factor 4 on average. These price differences
could result from changes in demand over time, from seller differentiation (and thus reflect
differences in reputation or size) or from market imperfections such as search frictions. We
will control for the dynamics of the demand side (accounting for product age and for product
category-specific trends) and study the effect of two seller characteristics, reputation and size,

on transaction prices.

3 Empirical framework

A vast theoretical literature is devoted to seller reputation, a complex concept as it may
encompass different phenomena depending on the information unavailable to market par-
ticipants (sellers’ hidden characteristics or hidden actions) and on the equilibrium concept
(Markov or Bayesian Perfect) Another difficulty is that most theoretical models are solved
under extreme assumptions about the environment, in particular about hidden characteristic
and the distribution of observables. In section [3.1 we present the econometric model used
for our analysis and discuss its link with existing theory. Section shows how we address
the identification issues arising from the dynamics of reputation and section is devoted

to estimation.

3.1 The econometric model

3.1.1 Prices

Let p;;q be the price set by seller ¢ for product j at time d (time is discrete). We consider

the following price equation:
Pija = 9 (Tid, Sia) + BTija + o + [ + €ija, (1)

where r;; denotes seller i’s reputation at date d and s;; denotes her size. The effect of

these two variables, formally defined below, is modeled as a function g which we will specify

10A tentative unifying framework is provided by Bar-Isaac and Tadelis (2008)

12



momentarily. The vector z;;4 contains the seller/product characteristics observed by the
econometrician at date d while o; and pi; respectively denote seller and product fixed char-
acteristics that are unobserved by the econometrician. Finally, €;;4 is a scalar unobserved
seller /product-specific shock capturing market conditions for (7, j) at date d. It is assumed
mean-independent of any of the other contemporaneous right-hand side variables. Apart
from «;, all the variables on the right-hand side of (Il) are observed by buyers. The seller

fixed effect a; may or may not be observed by the buyer (see the discussion below).

3.1.2 Discussion: Theoretical underpinnings

The price equation () contains the main ingredients present in most theoretical models
of reputation with non-competing sellers. The main substantive assumption underlying
our statistical model is that contemporaneous reputation and size are the only relevant
endogenous state variables on which strategies are made contingent. One may describe the
situation using the following basic model. Each seller has an unknown type «;, and sells a
sequence of items over time. Transaction dates d and item characteristics z;4 are the outcome
of exogenous processes. At any date, all buyers observe the characteristics z;4 of the item (if
any) as well as the same public information Z;; about past transactions and in particular the
experience of past buyers. For each completed transaction, the final quality ¢;4 is observed
by the buyer only upon consumption. This quality is random and its distribution depends
on z;g and the type «; of the seller. After observing ¢;4, the buyer passes on information
about his experience to the market through the feedback system.

This set-up is quite flexible as it allows z;4 to include current characteristics of the market
as well as of the item, and Z;; to vary from full information to coarse information. In
our main specification, we summarize the information available to buyers by the seller’s
reputation (mean feedback) and size, Z;y = {rq, Sia}, because obtaining more information,
while possible on the PriceMinister web site, requires pro-active search by buyers. We will
also consider alternative specifications that allow the most recent feedback ratings to have a
separate impact on prices.

Our model is consistent with the assumption of a Markov equilibrium being played. Under
the assumption of common prior beliefs about the types of sellers and public information, all
buyers hold the same beliefs about the distribution of the type «; of the seller, resulting from
the Bayesian updating of the prior distribution based on the information {Z;4, z;4} available
at the time of the transaction. These beliefs summarize all the information that is relevant
from a buyer perspective. The Markov assumption underlying our econometric specification
is then that for any given transaction, the strategy of the seller, hence the price, depends

solely on the market information Z;4, the characteristics z;; and the seller’s type (if it is

"See Bar-Isaac and Tadelid (2008) for a review.
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known by the Seller). This is a common assumption in the literature on reputation, which
is particularly appealing in our context, as each seller faces many buyers and buyers see at
best the history of feedback ratings, but not the full history of prices and products sold.

Most models of reputation assume that demand exceeds supply so that a seller acts as
a monopoly. In our context sellers face competition to a variable degree: some items are
offered by one seller only, others are offered by many sellers at the same time. Ideally we
would want to control for the degree of competition. Unfortunately at the time of writing,
we only have data on completed transactions and thus cannot accurately observe the overall
supply of each product at all points in time.

Although the literature on reputation in competitive markets is comparatively small, our
specification would also be consistent with a situation featuring a large number of competing
sellers. For instance, in a simple model of non-strategic Bayesian learning about seller quality,
our price equation ([Il) could be interpreted as an equilibrium hedonic price equation where
reputation enters as a vertical attribute of goods (Rosen, [1974). In this case competition
between multi-attribute goods equalizes the utility that consumers expect to obtain from
all items for sale, where this utility depends on the price and an index of quality that is
a function of the attributes. Such a model was analyzed for input goods by |Atkeson et al.
(2012) In our model the attributes are z;; and E («;|Z;4), and the implied price equation
is pia — 9 (Zia) — 2ziq = hg, where hy is constant across all items for sales at date d and
reflects current aggregate supply and demand conditions.

The price equation ([II) could also follow from a theoretical model of imperfect competition
in the spirit of [Ericson and Pakes (1995), up to some simplifying assumptions ensuring that
seller ¢’s optimal price for product j at date d can be expressed as a function of variables per-
taining to seller i and product j at date d only (independent of other sellers’ characteristics).
We thus need to impose that the set of products offered by a seller at any date is exogenous,
that sellers work ‘product by product’ (i.e. treat their pricing decision on one product as
independent of that on other products), and that sellers are oblivious of other sellers’ pricing
decisions. The latter assumption can be related to the concept of oblivious equilibria which
was introduced by [Weintraub et all (2008) to alleviate the computational burden of simulat-
ing Markov Perfect Equilibria with a high-dimensional state variable. These assumptions are
reasonable for a large online market although there may be some limitations due to loyalty
and the endogenous degree of competition. Intuitively, these assumptions are more likely to

hold for individual sellers, which is the category we study in our benchmark estimation.

12Notice that the dependence on type is captured by the fixed effect a;.

13Many reputation models, for instance Tadelis (1999) or Mailath and Samuelson (2001)), assume homoge-
nous demand and prices set at the consumers’ reserve price, but our model would also be consistent with
elastic demand accounting for the seller’s benefits of inducing learning (Bergemann and Véaliméki, 1996).

MHorner (2002) proposes a competition model where the equilibrium price is an increasing function of
reputation (see equation B2, p. 659). However, in his model reputation is not public as only loyal customers
observe the seller’s history.
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We do not observe seller exit. Exit (or entry) decisions depend in principle on the seller’s
future prospects, thus on her type, reputation and size (Bar-Isaad, 2003). As the next
subsection will show, our identification strategy requires that we observe a seller’s price,
reputation and size at least for two different goods in a given product category. This means
that the sellers who are selected out of the sample have completed at most one transaction
for which their reputation was available on the web site before leaving the platform. We
think that such ‘one-off” sellers are irrelevant for the question investigated in this paper.

We remain agnostic about whether or not a seller’s fixed effect a; is observed by buyers.
Both cases may arise: observable fixed effects may be related to the seller’s presentation
skills (the general look and feel of the seller’s page on the PriceMinister web site), and to

information given to buyers.

3.1.3 Feedback and weak exogeneity of prices

Our main parameter of interest is the effect of reputation on prices. We are also interested
in the effect of a seller’s size on prices. Before we turn to the identification and estimation
of these effects in our data, it is useful to discuss the flip side of the reputation mechanism,
namely the feedback process.

Consider the n'® transaction for seller i and product j and let d°(i,j,n) and d*(i, j,n)
be the dates when this transaction is initiated (when the buyer purchases the product) and

completed (when feedback is received) respectively. Seller i’s size at date d is given by:
siw=#{jn: d'(ijn) <dj, (2)

where #{-} denotes the cardinality of a set.
Let fi;n denote the feedback grade set by the buyer for this transaction. The reputation
index r;; of seller ¢ at date d is the rounded average, to the nearest first decimal, of all past

feedback (for all completed transaction). Formally:

rig=[10- f;u+0.5]/10  where  fi; = L Z fijn: (3)
Jin: d(i,j,m)<d
and where |-| denotes the floor (integer) function.

We assume that feedback f;;, is a function of price, reputation, size, all observed or
unobserved characteristics at date d° (7, j,n) (when the transaction is initiated), of the du-
ration d'(i,j,n) — d°(i,j,n) between the initiation and completion dates of a transaction,
and of some unobserved shock affecting buyer satisfaction. We will not derive or estimate
this function. Studying the determinants of buyer feedback is an important and interesting
question but it is beyond the scope of this paper. Yet, independently of the specific form
of that function, this discussion suggests that reverse causality may be an issue in our esti-

mation of the effect of reputation on prices, as the feedback rating f;;, can be affected by
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the price p;jqo(i jn) in any transaction. For instance, a buyer paying a higher price may have
higher expectations about quality of service. Moreover high-price and low-price offers may
attract consumers with different marginal willingness to pay for quality. Since reputation is
a summary measure of past feedback, it will in general depend on past prices. The reputa-
tion variable r;4 in equation () is therefore only weakly exogenous as it may be correlated
with past realizations of the ¢ shocks. The same problem may arise with the size variable.
Again, rather than fully specifying the feedback function and estimating the determinants
of feedback, we will take a reduced-form approach to tackling reverse causality, as discussed

in the next sub-section.

3.2 Identification

The main identification problem lies in the presence of seller and product fixed effects, respec-
tively a; and p;, which are not independent of the outcomes of seller ¢’s past transactions,
and thus of seller i’s reputation r;4 and size s;q.

Sellers can change the price they post for a specific item, so that prices do vary within
a seller /product pair (i, 7). However, exploiting this source of variation is problematic for
several reasons. First, we observe that only a small fraction of seller/product pairs have
transactions at different prices. This is especially true for non-professional sellers who, in
the overwhelming majority of cases, sell only one copy of any given good. Second, in order
to exploit price changes within seller/product pairs, we need to model the sellers’ decision
to update their prices and address the resulting selection problem.

We thus choose another route to identify our effects of interest and exploit differences
within sellers. While this will take out the unobserved seller ffect «;, this approach raises
two further concerns which we discuss in turn. First, we still have to deal with product

unobserved heterogeneity. Second, reputation and size are weakly exogenous in ().

3.2.1 First transactions

By definition, when a seller sells a product j for the first time, she has not yet received any
feedback for transactions involving this product. Hence product j’s characteristics have not
yet had any direct effect on the seller’s reputation or size. We will use this insight to identify
g.

We focus on the first transaction for each seller/product pair (i, j): for all product j/seller
7 pair observed in our initial data set, we only keep the observation corresponding to the first
time seller 7 sells a copy of product j. We then sort these ‘first transactions’ chronologically
for each seller and denote the '™ first transaction using the index ¢. The product sold
by seller ¢ at (first) transaction ¢ is denoted by j(i,t). Considering equation () for first
transactions only thus consists of selecting those observations for which there is a ¢t > 1 such
that d = d°(i, j(i,t),1). This allows us to replace the triple index (i, j, d) by the double index
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(i,t) where d = d°(i, j(i,t),1). Rewriting () in this fashion, the price equation that we take
to the data reads:
Pit = G (Tit, Sit) + B - Ty + @ + j(ig) + it (4)

We thus have a panel where sellers are individuals for which we observe a series of ‘first
transactions’, as defined earlier, and where the time dimension is given by the chronological
rank of a transaction in a seller’s series of first transactions. Taking forward differences
between t and t + k, k£ > 1, we get:

Pitik — Dit = 9 (Titks Sitvr) — G (Tits Sit)] + B+ (Tivpr — Tit)

T Wittk) — Hjtit) T Eit+k — Eits (5)

The seller unobserved effect «; has been differenced out but the second line of () shows
that there are still two unobservables: ¢ ¢+x) — f4j(ir) and €i4 — ;. These two unobserved
variables are at the source of both identification issues discussed above: unobserved product

heterogeneity and weak exogeneity of reputation and size.

3.2.2 Product heterogeneity

At any first transaction ¢, the reputation and size posted on the web site for seller ¢ are based
on that seller’s past transactions, none of which involves product j(i,t). Hence, product
j(i,t)’s characteristics have no direct effect on the seller i’s size and reputation at transaction
t. They may still affect r; and s; indirectly through their correlation with the seller’s
characteristics. We thus need further assumptions.

Formally, one of the assumptions we will use to achieve identification and to write our

moment conditions is the following mean-independence condition:

E [(ja40) — i) [Ti—e] = E [(jcaar) — o) |i—e) =0, Vi t,k>1,0>0. (6)

In words, condition (B means that for each seller the expected change in unobserved product
characteristics between two (first) transactions, ¢ and ¢ + k, does not depend on the seller’s
reputation or size at t. We now discuss the validity of this assumption.

First, we observe key product characteristics, namely the product list price, age and
condition, which arguably capture a large share of the heterogeneity across products and go
a long way toward controlling for product heterogeneity. We should also note that estimation
is conducted separately by product category so we do not compare, say, books with video
games. If a seller specializes in, say, special collector’s editions of certain books, this should
be reflected in those books’ list prices and will thus be captured by our observed variables.

Residual unobserved heterogeneity may then arise from features not captured by the
list price such as whether the book seller specializes in, say, French literature. This could

be a problem if equation (@) was written in levels. We would then need a stronger, but
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easier to interpret, assumption that would rule out any sorting between seller and product
unobserved characteristics. Writing (B]) in differences however allows for sellers to specialize
in an unobserved category and the variation in p within seller comes from iid shocks.
Lastly, an alternative approach would have consisted in focusing on a small number of
products (see e.g. (Cabral and Hortagsu, 2010) and thus conduct estimation for each product
separately. We do not follow this route because we want to evaluate the effects of reputation
for a large and varied set of products, which we think is in itself a contribution to the existing

literature.

3.2.3 Weak exogeneity

The second issue with the differenced price equation (B]) lies in the term e;44 — 5 and
its potential correlation with r; or s;. More precisely, the seller’s reputation and size at
transaction t 4+ k are built on past transactions and will thus be correlated with past prices,
including p;;, through the feedback mechanism. Since the unobserved price shock ¢; is
orthogonal to the current (or past) reputation and size variables, we can use (any function of)
ri—¢ and sy;_p, for £ > 0, as instruments. The corresponding conditional mean independence

assumption reads:
E [<5it+k - €z't) |7’it76] =k [(5it+k - 51’1&) |Sit—é] =0, Vi,t,k>1,0>0. (7)

Under assumptions (@) and (7)), we can identify and estimate the function g. Before pre-
senting the estimation approach in the next subsection we should point out that we have
discussed identification under the assumption of iid price shocks e. While our approach could
easily be extended to accommodate some persistence in €;, we will test (and accept) after

estimation the assumption of iid shocks.

3.3 Estimation

In theory we could use our identifying assumptions (6l) and (7)) to conduct a nonparametric
instrumental regression 'y However we have two potentially endogenous variables, reputation
and size, and many exogenous regressors (which we will present in detail at the end of this
section). We thus take the simpler approach of specifying a functional form for g, and using
a set of instrumental variables and moment equations to estimate the parameters of interest.

All our estimations are based on the following moment equation:

E {[pitJrk — Dit — (g (TitJrka 5it+k) —4g (Tit, Sit)) - B- ($it+k - l’zt)] : Z} =0, (8)

for all instruments z in a set Zf, and for a given specified function g and a given k£ > 1. The

expectation is taken over all sellers and first transactions, that is over (i,t). The specification

15See e.g. IAi and Chen (2003) or [Darolles et all (2011).
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we use for our benchmark estimation results is the following:

g(r,s) =r + 85+ 08°,  Z = {ru,su,s;,} and k=1 (9)

)

The main parameter of interest will thus be v, the effect of an increase in reputation on
(log) prices. In all tables below, we will rescale v as measuring the effect of an increase in
reputation of 0.1/

We will also consider alternative specifications, essentially for two purposes. The first one
is to allow for a more flexible relationship between reputation, size and prices. This will be
achieved by changing the specification of g. The second purpose is to check the robustness of
our results. For this we can consider longer differences in the price equation, & > 1, and/or
a different set of instruments Z7 (for instance including further lags of reputation or size).
We will discuss these alternative specifications in Section [l

For each category of sellers (individual or professional), product (books, CDs, video or
games) and product quality (used or new), the sample used for estimation contains the first
transaction of each seller /product pair. Sellers who only make one transaction in the product
category are thus dropped from the sample. Prices are in logarithms. The strictly exogenous
observed covariates x;; are product list price, product agel*] year x quarter dummies and, for

used products, dummies indicating the product’s advertised condition (as new, very good,

good, fair) .

4 Results

4.1 The effect of reputation and size on prices

We now present and discuss our main estimation results. Unless mentioned otherwise, we
will focus on individual sellers and used goods. Results for other types of sellers or goods
will be discussed in section (L3l

For all tables, the coefficients of reputation are divided by 10, and those of size and size?
are multiplied by 10® and 10°, respectively, so one should interpret the numbers as marginal
changes in (log) prices following a 0.1-increase in reputation or a increase in size by 1,000

transactions. All standard errors are robust to a within-seller correlation of the residuals

(eit) .

16Recall that reputation is rounded to the nearest multiple of 0.1 on the PriceMinister web site, so that
0.1 is the minimal variation in reputation that is observable by buyers.

17Qur data set contains a variable giving the release date of each product but there are many missing
observations. We thus measure the age of a product as the time between the current transaction and the
first observed transaction for this product on the web site.

BWe will also show separate results for each of the four conditions.

19Recall that we are working under the assumption that e; is iid across sellers and dates, so that, as we
estimate the price equation in differences, the difference €; ¢4 — €;; will be autocorrelated within sellers.
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Table 4: The effect of reputation - Estimates of v - GMM benchmark specification ()

OLS FOLS GMM
BOOKS 0.000612  (0.0013) -0.00380  (0.00072)*** 0.237 (0.0097)***
CD 0.0153  (0.0016) -0.00235  (0.00091)*** 0.201 (0.013)**
GAMES 0.000862  (0.00051)* -0.00359  (0.00059)*** 0.133  (0.0062)***
VIDEO -0.000612  (0.0015) -0.00190  (0.00083)** 0.214  (0.0097)"**

Note: The coefficients are divided by 10 (effect of a 0.1 increase in reputation).
Standard errors in parenthesis, 1/2/3 stars if estimate significant at the 10%/5%/1% level.
For OLS, N = 3051759 (books), 1563542 (CD), 1254995 (games), 2048781 (video).
For FOLS/GMM, N = 2949281 (books), 1505925 (CD), 1157709 (games), 1967060 (video).
Other regressors (not shown): product age, list price, condition, year/quarter dummies.

4.1.1 Benchmark specification

We first consider specification (), with a linear effect of reputation and a quadratic effect
of size. We show the coefficients of reputation and size estimated by three approaches. The
first one simply consists in estimating the price equation () by OLS. Estimates thus ob-
tained are likely to suffer from an omitted variable bias because of unobserved seller/product
heterogeneity (o + ftj(,)). We then show estimates based on an OLS regression of the first-
differenced price equation (). The resulting estimates, labeled FOLS in the tables, are also
likely to be biased because of the weak exogeneity of reputation and size in the price equa-
tion (i.e. reputation and size may depend on past prices). Finally, our preferred results are
based on the GMM estimation of the first-differenced price equation (H) using the moment
conditions (§) and the specification ([@)), as explained in section B3]

Estimation results are in Table[dl We start with the OLS results and find little conclusive
evidence of any correlation between reputation and prices in the pooled sample. The esti-
mated coefficient of reputation is positive for books, CDs and games, and negative for videos.
In all cases, the magnitude of that coefficient is very small as a 0.1 increase in reputation
would change prices by less than 0.1% (except for CDs where the change would be 1.5%).
The estimate is not significant (except for video games, at the 10% level).

Turning to the FOLS estimation results, we find a significant yet again very small effect
of reputation for all categories, always smaller than 0.4% in absolute value. Unlike with

OLS, the FOLS estimates are consistently negative across product categories.

20



The last column of Table M differs markedly from the first two. Our preferred estimates,
based on GMM, show a significant, positive and strong effect of reputation on prices. This
is the main result of this paper. Once unobserved heterogeneity and weak exogeneity are
accounted for, we find consistent evidence that a 0.1 increase in a seller’s reputation raises
prices by a substantial amount (around 20% for books, CDs and videos, 13% for video
games). We will show that our results are robust to changes in the instrument set, to the
specification of the g function and to the way we difference out the unobserved seller effect.
We will also provide evidence that the effect of reputation is also strong for professional
sellers. Note that the effect of reputation varies across product categories, it is stronger for
books (24%) and weaker, although still substantial, for video games (13%).

The difference between the FOLS and GMM estimates illustrates the bias due to weak
exogeneity. The price at transaction ¢t may affect the reputation for subsequent transactions
so that the shock £;; may be correlated with r;, ;. Estimates in Table [ show that this bias is
negative i.e. the FOLS approach underestimates the effect of reputation. One may interpret
this bias as evidence that the correlation between current prices and future reputation is
positive. This conclusion is not straightforward though, as our price equation features two
endogenous variables (reputation and size) which may be correlated. Although this issue
would require further investigation, which we leave for a future project on the determinants
of buyer feedback, our FOLS and GMM estimates still suggest that high-price transactions
tend to receive higher feedback ratings. The interpretation is difficult because of the default
rating set at 5 by PriceMinister. Indeed, high-price transactions could come with a better
quality of service and this could be known to buyers who are then willing to pay more (the
seller could have posted some additional information to that effect on her page). However,
given that the default feedback score is 5, it could also be that buyers who pay high prices
are less informed or proactive and then just leave the default feedback when completing the
transaction.

We now comment on the estimates for the effect of seller size, shown in Table Bl Com-
paring the estimates across columns, we see again that unobserved heterogeneity and weak
exogeneity create a gap between the OLS and the GMM estimates. The last column shows
the GMM estimates and points toward a negative and convex effect of seller size on prices.
The sign of the effect is constant over the support of seller size: virtually all individual
sellers in the sample have fewer than 1,000 transactions by January 2008 (see Table [I) and
the turning point (where the marginal effect goes from being negative to positive) is at 6,783
transactions for sellers of video games and even higher for other product categories. Hence,
prices decrease with seller size.

To show the magnitude of the effect of size on prices, we consider the marginal effect
g. = 5+ 2323 where ¢ and 5\2 are the GMM estimates of the marginal effects of size and

size? on price (from the third column of Table[]). This marginal effect is essentially constant
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Table 5: The effect of size - GMM benchmark specification (@)

OLS FOLS GMM
BOOKS
size -0.0912  (0.024)*** -0.0673  (0.058) -0.268  (0.035)***
size? 0.0141 (0.0037)*** 0.00179 (0.0021) 0.0116  (0.0038)***
CD
size 0.0810 (0.028)*** -0.0531  (0.053) -0.283  (0.11)**
size? -0.0116  (0.0054)** 0.0104 (0.0051)** 0.00927 (0.025)
GAMES
size 0.000619 (0.019) 0.136  (0.059)** -0.525 (0.073)***
size? 0.00227 (0.0041) -0.0361 (0.016)** 0.0387 (0.016)**
VIDEO
size 0.0516 (0.021)** 0.111 (0.055)** -0.300  (0.044)***
size? -0.00755  (0.0020)*** -0.00531  (0.0020)*** 0.00683 (0.0059)
Note: The coefficients of size and size? are multiplied by 10% and 106.

Standard errors in parenthesis, 1/2/3 stars if estimate significant at the 10%/5%/1% level.

Other regressors (not shown): product age, list price, condition, year/quarter dummies.
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when s varies between 1 and 1,200 transactions (remember that most individual sellers have
completed less than 1,000 transactions by January 2008). If the size of a seller increases by
100 transactions, the price should decrease by around 2.6% (books), 2.8% (CDs), 5% (video
games) and 3% (Video)

In short, the effect of an individual seller’s size on prices is significant, small, nega-
tive, essentially linear and rather similar across product categories (albeit stronger for video
games).

Before moving on to an alternative specification of the g function, we take a quick look at
coefficient estimates for some variables in the x vector, still using the benchmark specification
[@). These estimates are shown in Table Bl We do not show the estimates for the year x
quarter dummies.

We first note that all the variables in Table [6] have a significant effect on prices. The age
of a product has a negative effect on prices, from -20% for books and CDs to -66% for video
games. This is intuitive as we expect demand for a given video game to fall more quickly
over time than demand for a book or a CD. The effect of list price, positive and significant,
is also in line with intuition. Lastly, product condition has a strong and positive effect on
prices. Moreover, we note that when the condition goes up by one level (from ‘fair’ to ‘good’
or from ‘very good’ to ‘as new’), the price increase is almost constant, around 11% for books,
13% for CDs, 12-14% for video games and 7-8% for videos.

To conclude the analysis of our benchmark estimation, we should mention that the esti-
mated autocorrelation of residuals from the first-differenced price equation () is estimated
around —0.45 at the first order and drops to around 0.01 to 0.015 at higher orders for all
product categories, thus indicating that our assumption of iid shocks &; (which are thus
MA(1) in first differences) is borne out by the data.

4.1.2 Does the effect of reputation depend on size?

We now consider a different specification for g and add an interaction term between size and

reputation to the piecewise-linear function in ([@). Formally, the specification is the following:
g(r,s) =1+ ¢rs+0s+ 05°, 2 = {ru,rit - s, Sur, 55} and k= 1. (10)

GMM estimates are in Table [[l They show that reputation still has a significant, positive
and strong effect on prices. The coefficient capturing the linear effect of reputation is in line
with the one we found with our benchmark specification (cf. Table[]). The main insight from
Table [7] is that the effect of reputation on prices depends on the seller’s size, the estimated
coefficient of rs is always significant and positive. This means that the positive impact
of reputation on prices is stronger for larger sellers. After 10 completed transactions, the

marginal effect of reputation on prices increases by 0.87% for books, 0.76% for CDs, 0.42%

20These numbers come from taking the average of the function 8 + 285 in the interval [1,1200].
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Table 6: The effect of strictly exogenous covariates () - GMM benchmark specification ()

BOOKS CD GAMES
Product age -0.072  (0.0007) -0.072  (0.0007) -0.240 (0.001)
List price 0.259 (0.001) 0.072 (0.001) 0.147 (0.002)
Product condition:
- good 0.115 (0.003) 0.132  (0.006) 0.137 (0.006)
- very good 0.220 (0.004) 0.266 (0.007) 0.280 (0.006)
- as new 0.329 (0.004) 0.387 (0.007) 0.401 (0.006)

VIDEO

-0.130
0.150

0.080
0.153
0.223

(0.001)
(0.002)

(0.008)
(0.009)
(0.009)

Note: All estimates significant at the 1% level. Standard errors in parenthesis.
Product age is measured in years.

The reference for product condition is ‘fair’.



Table 7: Interaction between reputation and size, specification (I0) - GMM estimates

BOOKS CD GAMES VIDEO
r 0.248  (0.01)*** 0.195 (0.01)**  0.126 (0.01)*** 0.215 (0.01)***
rs  0.871 (0.29) 0.767 (0.19)**  0.424 (0.11)*** 0.650 (0.14)***
s -42.03  (13.9)** 371 (8.95)™*  -20.85 (5.05)**  -31.37 (6.5)"*

s? -0.022 (0.02) 0.0001 (0.03) 0.053 (0.026)** -0.024 (0.013)*

Note: Standard errors in parenthesis, 1/2/3 stars if estimate significant at the 10%/5%/1% level.
The coefficient of r is divided by 10, those for rs, s and s? are multiplied by 102, 10 and 10°.

Other regressors (not shown): product age, list price, year/quarter dummies.

for video games and 0.65% for videos. This positive interaction between reputation and size
is consistent with a Bayesian model of learning which predicts that the weight attached to
the average performance increases over time while the weight attached to the prior decreases.

We showed in Table[Ilthat the median size of individual sellers active in January 2008 was
29 for books, 48 for CDs, 28 for video games and 38 for videos. If we then use the estimates
in Table [7 to compute the effect of reputation at these median levels of seller size, we find
that a 0.1 increase in reputation raises prices by 27% for books (27% = 0.248+0.871 x0.029),
23% for CDs, 14% for video games and 24% for videos. These numbers are qualitatively
consistent with those we found with our benchmark specification (@) (see Table ). We will
thus mostly use our benchmark specification in the following sections, except when we focus

on professional sellers, as the support of seller size is different for those sellers.

4.2 Results by product condition

Our benchmark analysis focuses on individual sellers, who may only sell used products.
Those products can be advertised as being in one of four conditions: ‘as new’, ‘very good’,
‘good’ or ‘fair’. We already know from Table [0 that product condition has a significant
effect on prices. As discussed in section 2.2, we do not tackle the challenging problem of
manipulation of product condition by sellers. In this subsection, however, we check whether
the estimated effect of reputation is different for different advertised product conditions.
To this end, we estimate our linear specification (@) separately for each product condition.
Results are in Table 8

We first note that for any advertised product condition and category, the effect of repu-
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Table 8: Effect of reputation by product condition - GMM benchmark specification ()

As new Very good Good Fair
BOOKS 0.240 (0.012) 0.293 (0.016) 0.312 (0.022) 0.317 (0.037)
CD 0.180 (0.016) 0.214 (0.014) 0.301 (0.026) 0.514 (0.086)
GAMES 0.106 (0.007) 0.152  (0.009) 0.214 (0.018) 0.375 (0.052)

VIDEO  0.192 (0.011)  0.282 (0.018)  0.420 (0.045)  0.510 (0.13)

Note:  All estimates significant at the 1% level. Standard errors in parenthesis.
The coefficient is divided by 10.

Other regressors (not shown): size, size?, product age, list price, year/quarter dummies.

tation is significant, positive and large. Taking a closer look at the effect of reputation across
product conditions, we see that the main pattern emerging from Table [§ is that the effect
of reputation on price increases in magnitude when the advertised condition of the product
deteriorates. This is true for all four product categories.

If the information asymmetry only revolved around dimensions such as delays, care and
delivery, we would expect the effect of reputation to be unaffected by the condition or to be
larger for products advertised as being ‘as new’ or in a ‘very good’ condition. An alternative
interpretation is that consumers are also concerned about the quality of the good itself, which
seems consistent with the results. First, there is more variation of quality within the category
‘fair’ than within the category ‘as new’ (the latter is more specific). Second, seller reputation
also reflects the confidence that buyers have in the description of the good (Jullien and Park,
2011) and there may be more disagreement on the accuracy of the description for poorer
conditions Hence reputation might well convey information beyond the seller’s propensity

to report product condition accurately

4.3 Results for professional sellers and new/used goods

So far, we have focused on individual sellers and used goods. In this subsection, we show
how reputation and size affect prices for professional sellers (i.e. those listed in the official
register of French corporations) selling used or new goods. We use specification ([I0), thereby

allowing for an interaction term between reputation and size, and estimate the model by

2INote that the issue of misclassification of a damaged/out-of-order product as ‘fair’ may arise.
22The importance of an accurate description of the product’s condition is supported by the estimates in
Table [0l which showed a strong positive effect of product condition on prices.
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Table 9: Professional and individuals sellers - GMM estimates - Linear specification ({3

BOOKS

reputation
reputation X size

CD

reputation
reputation X size

GAMES

reputation
reputation X size

VIDEO

reputation
reputation X size

Pro - New Pro - Used Individual
0.0206 (0.077) 0.229 (0.090)** 0.248 (0.012)***
0.000287 (0.00028) 0.00383 (0.0058) 0.871 (0.29)**
Pro - New Pro - Used Individual
0.0478 (0.094) 0.438 (0.22)** 0.195 (0.013)*™**
-0.0000716  (0.00014) 0.0774 (0.062) 0.767 (0.19)***
Pro - New Pro - Used Individual
0.202 (0.10)** 0.193  (0.070)*** 0.126  (0.0066)***
0.00339 (0.0035) 0.0147 (0.016) 0.424 (0.11)**
Pro - New Pro - Used Individual
0.158 (0.081)* 0.256  (0.088)*** 0.215 (0.011)**
0.00442 (0.0049) 0.0306 (0.018)* 0.650 (0.14)***

Note: The coefficients for reputation/reputation x size is divided by 10/multiplied by 102.
Standard errors in parenthesis, 1/2/3 stars if estimate significant at the 10%/5%/1% level.
For Pro/Used, N = 350190 (books), 162880 (CD), 131300 (games), 161662 (video).
For Pro/New, N = 203311 (books), 198505 (CD), 59616 (games), 217629 (video).

Regressors not shown: size, size?, product age, list price, condition (if used), year/quarter dummies.

GMM. We think it important to allow for an interaction between reputation and size when

comparing professional and individual sellers, as the support of size is very different between

these two populations. Table [ shows the estimation results for professional sellers and new

goods, professional sellers and used goods and, for comparison, also includes the estimates

for individual sellers and used goods (from Table [7]).

We first consider used goods only and compare results between professional and individual

sellers. Consistently with what we found for individual sellers, reputation has a significant,

positive and strong impact on transaction prices for transactions involving professional sellers

and used goods (although for used CDs, the standard error is large). Point estimates suggest

that the prices of used games and videos respond more to reputation when the seller is
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professional, except for used books. Although these differences in point estimates should be
taken with caution, given the less-than-ideal precision with which they are estimated, they
may indicate that professional/individual seller status and seller reputation are not used by
buyers as complementary pieces of information to predict the quality of a transaction. If
they were, and if professional status was perceived as a positive signal of quality, we would
expect reputation to have a smaller effect on price for professional sellers. A more rigorous
interpretation of these differences would require a structural model.

For professional sellers, the effect of reputation is not affected by size. This is different
from what we find with individual sellers whose reputation had a stronger impact on prices
as size increased. It is interesting to see that the ‘professional seller’ status, meaning that
the seller is registered with the French ministry of commerce, seems to make the effect of
reputation independent of size. Moreover, individual sellers of CDs, video games or videos
need to make many transactions (respectively 317, 158 and 63) before the impact of their
reputation on prices becomes as strong as that of professional sellers.

Next focusing on professional sellers only and comparing results for new and used goods,
we first note that the effect of reputation is always significant, positive and strong except
for new books and CDs. The former reflects an institutional feature of the market for new
books in France. The price of a new book is fixed by the publisher, printed on the book
and during the first two years after publication, no one is allowed to offer more than a 5%
discount on that regulated price. This law does not apply to used books. It is therefore
not surprising to find a non-significant effect of reputation on the prices of new books. The
small and non-significant effect estimated for new CDs is more puzzling. It may reflect that
there is less scope for inaccurate product description with new CDs than with, say, new
videos, and thus seller reputation may matter less for that product category. We should also
mention that the market for new CDs on PriceMinister seems to be more concentrated than
for other product categories. Indeed, the seller with the highest number of transactions of
new CDs accounts for almost a third (31%) of total transactions in this product category.
The second largest seller only accounts for 3.5% of total transactions. If we look at other
new product categories, the largest and second largest sellers make up respectively 12.7%
and 6.3% of all transactions for books, 8.5% and 5.5% for video games and 6.6% and 5.8%
for videos.

The effect of reputation for the other two product categories, video games and videos,
is strongly positive. Point estimates indicate that it is larger than the effect found for used
goods (although, here again, we should point out that precision is a concern). From a
qualitative standpoint, we take these results for new goods as evidence that in the case of
professional sellers, the information asymmetry does not only pertain to the condition of the

good but also to the accuracy of its description on the web site (e.g. subtitles for a DVD)

23These numbers come from the estimates in Table @ For CDs: 317 ~ (0.438 — 0.195)/0.767 x 1000.
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and/or to the quality of service (e.g. delivery time, quality of packaging, etc.).

4.4 Prices, reputation and recent feedback history

So far we have focused on average feedback as the measure of reputation. This is motivated
by the design of the PriceMinister web site, where the information immediately available to
buyers about a given advert consists of the price, the product’s condition and the seller’s
name, reputation and size. However, buyers who want to learn more about a seller can
look at her feedback history, where previous feedback ratings and comments are presented
in chronological order (pooling all types of product and displaying the outcomes of around
10 transactions per page). A relevant empirical question is then whether this additional
information may affect prices.

This issue is also motivated by economic theory. From a Bayesian learning perspective,
buyers should attach more weight on recent feedback if seller quality is subject to stochastic
changes (Mailath and Samuelson, 2001, (Cripps et al.), 2004). In particular, with moral haz-
ard, if sellers exert less effort, they may lose some of their reputation, which further weakens
their incentives to exert effort. In this case, buyers would care more about a seller’s re-
cent history than about average feedback, as a recent stream of negative feedback would be
indicative of a likely drop in quality.

We look at two different types of additional measures of a seller’s reputation. First,
we consider a seller’s average feedback score f, over the last n transactions, where n =
5,10, 20 This indicator captures the information collected by consumers who look at the
seller’s recent history but do not go further than the first two pages that the buyer sees. We
estimate the effect of this indicator using the benchmark specification (@) where 7 is replaced
by f,. We then run another estimation with the same specification except that both r and
£, enter (linearly) the g function and the set of instruments. GMM results are reported
in Table [0l For comparison, the first row replicates benchmark estimates of the effect of
reputation, from Table @l

We first consider the middle panel of Table [I0] where the average of recent feedback
scores is the only measure of reputation. The estimates show that recent feedback history
matters and has a significant, positive and strong effect on prices. This effect is stronger as
average feedback is taken over a larger number of transactions. For instance, if we look at
CDs, a 0.1 rise in average recent feedback increases prices by 4.8%, 9.9% or 16.3% when the
average includes the last 5, 10 or 20 transactions. This pattern is consistent across product

categories.

248ee Klein and Lefflen (1981)), Shapira (1982) or ICabral and Hortacsu (2010).

25We consider feedback pertaining to the last n completed transactions at the date when transaction t
is initiated. This captures the information actually shown on the web site when the consumer commits to
buying the product. If at that time the seller has completed n’ < n transactions, we consider the average
feedback over these n’ transactions.
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Table 10: Reputation and recent feedback - GMM estimates

Benchmark specification

BOOKS CD GAMES VIDEO

r 0.237 (0.01) 0.201 (0.01) 0.133  (0.01) 0.214 (0.01)
Replacing reputation with recent feedback average

BOOKS CD GAMES VIDEO
fs 0.0572 (0.0023) 0.0483 (0.0032) 0.0524 (0.0026) 0.0508 (0.0023)
fio 0.117 (0.0048) 0.0989 (0.0065) 0.0897 (0.0045) 0.106 (0.0048)
Foo 0.188 (0.0080) 0.163 (0.011) 0.116 (0.0059) 0.174 (0.0082)

Allowing for both reputation and recent feedback average

BOOKS CD GAMES VIDEO
T 0.322 (0.015) 0.258 (0.018) 0.186 (0.0098) 0.282 (0.014)
fs 0.0035 (0.0005) 0.00242 (0.0005) 0.0018 (0.0005) 0.0022 (0.0005)
T 0.318 (0.015) 0.254 (0.018) 0.183 (0.0097) 0.278 (0.014)
10 0.0082  (0.0009) 0.0061 (0.001) 0.0049  (0.0009) 0.0061  (0.0009)
T 0.312 (0.015) 0.251 (0.018) 0.181 (0.0096) 0.274 (0.014)
fa0 0.016 (0.002) 0.012 (0.002) 0.0080 (0.0012) 0.012 (0.002)

Note: All estimates significant at the 1% level. Standard errors in parenthesis.
All coefficients are divided by 10.
f,, is the average feedback over the last n transactions.

Other regressors (not shown): size, size?, product age, list price, year/quarter dummies.
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In the third panel of Table [0, we allow for prices to depend on both the average feedback
score over all completed transactions (our benchmark measure of reputation), and average
recent feedback. That is, we allow for recent feedback to have a separate effect on prices,
which comes in addition to the overall effect of reputation. Before commenting on these
results, a note of caution is in order: many individual sellers only have few completed
transactions (recall that the median size in January 2008 is below 50), so that taking the
average feedback over a large number of recent transactions may produce a variable that
is strongly correlated with overall seller reputation. The following set of estimates should
thus be interpreted with caution and we will only draw qualitative conclusions. The main
pattern is that, while both indicators have a significant and positive effect on prices, only
overall seller reputation has a strong impact: the additional effect of average recent feedback
is no larger than 1.6%. This suggests that a seller’s recent feedback history has a small, yet
positive, impact on prices once the seller’s reputation has been taken into account.

We would need a structural model to interpret this result in terms of buyer search strategy.
One possible explanation is that buyers do not actually care much about recent history and
only look at reputation. Another would be that buyers do care about both indicators but
only those with a low search cost take the time to browse the seller’s full history. In this
case the estimates shown in Table [I0] would capture a population average effect.

We confirm the results of |Cabral and Hortagsu (2010) in that recent feedback matters,
but we find that it matters less than the average seller score (reputation) readily displayed
on the web site. This, of course, does not say what would be the effect of recent feedback
if average recent feedback was shown by default together with (or instead of) total average
feedback.

We can also construct other indicators of a seller’s recent feedback history. In line with
Cabral and Hortacsu (2010), we can for instance see whether prices are affected by extreme
values of recent feedback scores. To this end, we consider two alternative types of indicators.
We first construct a dummy equal to 1 if at least one of the last 5 (or 10) feedback scores
was lower than 2 (out of 5), which would then indicate that one recent transaction was rated
very unsatisfactory by the buyer. We also consider a dummy equal to 1 if all of the last 5 (or
10) feedback ratings were equal to 5 (the maximum score). We then estimate specification
@) replacing reputation r by each of these new indicators in turn. Results are in Table [l

The first two columns of Table[ITlshow that having recently received a low feedback score
has a strong, significant and negative effect on the price (since the effect of having received
no low feedback is positive). This effect weakens slightly as one looks at the last 10 feedback
ratings instead of the last 5, which is consistent with negative feedback having a more averse
effect when it is more recent. Looking at the last two columns of Table [I1, we note that
having the maximum score in all of the last 5 or 10 transactions has a significant and positive

effect on prices. However, the magnitude of the estimates, around 1-2%, is much lower than
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Table 11: Alternative indicators - Recent feedback - GMM estimates

I{min(fs) >2}  1{min(fw)>2}  1{min(fs) =5}  1{min(fi)=>5}
BOOKS  0.157 (0.0084)  0.112 (0.0076) 0.0189 (0.0024)  0.0159 (0.0026)
CD 0.127 (0.011) 0.089  (0.0094) 0.0132 (0.0028)  0.0131 (0.0030)
GAMES  0.136 (0.0096)  0.111 (0.0091) 0.0150 (0.0032)  0.0220 (0.0036)

VIDEO  0.130 (0.0078)  0.098 (0.0070) 0.0167 (0.0026)  0.0169 (0.0027)

Note: All estimates significant at the 1% level. Standard errors in parenthesis.
min ( fﬂ) is the minimum of the last n feedback scores.

Other regressors (not shown): size, size?, product age, list price, year/quarter dummies.

that of the effect of recent negative feedback.

4.5 Robustness checks

We now report a series of robustness check. First we want to ensure that our results are
not driven by a specific choice of instruments and/or by our approach to differencing out
the unobserved seller effect. To this end, we consider a series of modified versions of our
benchmark specification (@) and estimate the effect of reputation by GMM. The results are
in Table where, for comparison, the first row replicates the benchmark estimates from
Table M. As we will see, the main message from Table [12] is that the conclusions we have
drawn throughout this section are qualitatively robust to changes in specification: reputation
has a significant, positive and strong effect on prices (stronger for books and videos than for

CDs and video games).

Alternative forward differences. The second panel of Table [2] labeled “forward dif-
ferences” shows the estimates we obtain when using longer forward differences to transform
the price equation and difference out the seller fixed effect. We see that except for video
games, point estimates are not substantially affected. The change is more marked for video
games as the estimates goes from 13% to 4-7%, still positive, significant and far from being

negligible.

Using further lags as instruments. In the next two panels, labeled “instrument set”,

we consider alternative instrumentation strategies. The first series of estimates (“further

32



Table 12: Robustness checks - Effect of reputation - GMM estimates

Specification ()
Alternative specifications:

- forward differences:
=5
k=10

- instrument sets Z3:

further lags
2
{rit—€7 S’it—f’ Sitfe }610,375

2
{mtfg, Sit—> Sit—¢ }420,5,10

mean recent feedback

{rita zitfn Sits 81215}

2
{Tit; Fit10s Sits Sz’t}

- x4 vector:
controlling for sj

BOOKS

0.237

0.252
0.282

0.176

0.123

0.283
0.232

0.236

(0.01)

(0.009)
(0.012)

(0.009)

(0.011)

(0.017)
(0.027)

(0.010)

0.201

0.179
0.177

0.165
0.125

0.224
0.192

0.213

CD

(0.01)

(0.009)
(0.010)

(0.009)

(0.010)

(0.021)
(0.023)

(0.013)

GAMES

0.133

0.070
0.039

0.122

0.111

0.178
0.157

0.0860

(0.01)

(0.005)
(0.005)

(0.006)

(0.008)

(0.010)
(0.012)

(0.010)

VIDEO

0.214

0.206
0.206

0.174

0.139

0.266
0.242

0.234

(0.01)

(0.012)
(0.021)

(0.009)

(0.011)

(0.014)
(0.015)

(0.010)

Note: All estimates significant at the 1% level. Standard errors in parenthesis.

Coefficients divided by 10.

fitn is the average of the n feedbacks received by seller i before transaction ¢.

;¢ is the number of sales for product j realized before transaction date ¢.
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lags”) are exploiting the assumption that not only the current but also any past value of
reputation and size qualifies as an instrument. We thus re-estimate our price equation using
two different augmented instrument sets that include the current values, r; and s;, but also
the lagged values ¢t — 3 and ¢ — 5 (respectively ¢ — 5 and ¢ — 10) in Z;,. We keep the current
values in the instrument set in order to avoid a possible selection bias stemming from very
small sellers being excluded from the estimation. We note that adding these lagged values
reduces the point estimates although the effect of reputation remains significant, positive
and large. This decrease in the point estimates may come from the well-known fact that
adding more instruments will get the GMM estimate closer to the OLS estimate (in this case
the FOLS estimate), which we found to be essentially 0 (see Table @).

Using recent feedback scores as instruments. Moving to the next series of estimates
(“mean recent feedback”), we see that adding another, potentially strong, instrument in Z,
yields estimates relatively close to the benchmark ones (if anything the former are larger,
pointing toward stronger effects of reputation). The motivation for using the mean of most
recent feedback scores is the following. The instruments aim at explaining a change in
reputation (and size) between two consecutive first transactions, ;41 — 7. In the benchmark
estimation, we use r; and thus instrument differences with levels. It is realistic to assume
that the recent stream of feedback received by the seller contains relevant information to
predict a change in reputation in the short term whereas, following from our assumptions
on price shocks, it should have no direct effect on future price changes. It is thus reassuring
to see in Table [[2 that our conclusions are robust to changes in the instrument set that are
not solely based on exploiting the panel dimension (i.e. on using further lags of reputation

and size).

Product heterogeneity. The last row of Table[12] pertains to product heterogeneity. Our
identification strategy requires us to control for enough product heterogeneity so that, condi-
tionally on reputation and size, the expected difference in unobserved product characteristics
between two consecutive first transactions is equal to 0, see (6). We emphasized the role
of the product list price in ensuring that this assumption will hold. We now want to see
whether our estimates are sensitive to adding one more product attribute in the x vector,
namely the number of sales observed for this product on the web site before transaction ¢.
Note that none of these sales are made by seller i since we are estimating the model only on
first transactions for each seller/product pair. The estimation results in Table [2] show that
the effect of reputation once again remains qualitatively similar to what we found with our

benchmark specification.
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Using both longitudinal and cross-sectional variation. Our estimation is based on
differencing the price equation () within sellers and then instrumenting changes in repu-
tation and size to account for the weak exogeneity of these seller characteristics. We are
thus essentially using within-seller variation in reputation and size. One may then question
whether a seller’s reputation still varies after a large number of transactions. Indeed, if the
reputation mechanism aim to reveal the seller’s type, it should converge to a value reflecting
the average quality of the seller’s transactions. In that case, reputation should not vary
much anymore past a certain number of transactions. Our estimates would then essentially
be exploiting variations in reputation for transactions with a small seller size while future
transactions may not bring much information for the identification of the effects of interest.

To check that our results are not solely driven by transactions with a small seller size, we
need to exploit the cross-sectional variation for large sellers. The problem is that part of this
variation is due to the unobserved seller effect ;. Our approach consists of first estimating
this seller fixed effect by running our GMM estimation on the differenced price equation (Bl
using only on the first transactions for each seller, for instance when ¢t < T" where T' = 5
or 10, from which we then obtain an estimate a; of each seller fixed effect. We can then
take this effect out of the price equation () and estimate the parameters by OLS. Indeed,
the seller fixed effect is controlled for and, if we assume away sorting between unobserved
seller and product Characteristics the unobserved product effect 1; is not correlated with
reputation and size when the first transaction for this seller/product pair takes place. We
can run OLS for ¢ < T, which should yield the estimates as the GMM estimates obtained
ont < T, and for t > T, which will show whether the cross-sectional variation for large size
transactions is consistent with the longitudinal variation within sellers. Results are in Table
Lol

Note that the standard errors for our OLS estimates would need to be corrected for the
variability in the first-stage estimate of the seller fixed effect. We only show the uncorrected
standard errors, which as one expects are very small, and we will draw comparisons only
based on the point estimates.

First, we note that all estimates in Table [I3], whether obtained by GMM or by “OLS”,
are in line with our benchmark GMM estimates (see Table ). Although all estimates are
significant, positive and large, there is a small discrepancy with Tabled as the point estimates
in Table [[3 are 15-20% lower (except for videos where the difference is larger). Still, the
qualitative conclusions stand.

If we are to compare estimates across the columns of Table [I3] we find that the longitu-
dinal variation (used to produce the GMM estimates) is consistent with the cross-sectional

variation (used in the last two columns). Moreover, we find that the estimates in the last

26Note that this is a stronger assumption than the one we used, assumption (@), for our benchmark GMM
estimation.
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Table 13: Comparing cross-sectional and longitudinal variation

GMM, t < 5 OLS(a), t < 5 OLS(@), t > 5
BOOKS 0.209 (0.011) 0.200 (0.0002) 0.199 (0.001)
CD 0.178 (0.011) 0.170 (0.0002) 0.172  (0.001)
GAMES 0.120 (0.0064) 0.110  (0.0002) 0.111 (0.001)
VIDEO 0.147 (0.012) 0.136  (0.0002) 0.142  (0.003)

GMM, ¢ < 10 OLS(@), t < 10 OLS(a@), t > 10
BOOKS 0.203  (0.0091) 0.193  (0.0002) 0.193  (0.001)
CD 0.180  (0.0098) 0.171  (0.0002) 0.173  (0.001)
GAMES 0.112  (0.0057) 0.101 (0.0002) 0.103  (0.001)
VIDEO 0.164 (0.0091) 0.149 (0.0003) 0.155 (0.002)

Note: All GMM estimates significant at the 1% level.
Standard errors in parenthesis (uncorrected for OLS estimates).
GMM based on (&)-(@).
OLS(a@) based on (@) where «; is taken out of the left- and right-hand sides.

Other regressors (not shown): size, size?, product age, list price, year/quarter dummies.
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column, for ¢t > T, are systematically slightly larger than the ones in the second column, for
t < T'. This may indicate that seller size positively but weakly influences the effect of reputa-
tion on prices. This is consistent with the results we found in Table [7, where we allowed for
an interaction between reputation and size and estimated this interaction to be significant,

positive but small (below 0.1%) when the number of transactions was low (around 10).

4.6 Comparison with the existing literature

Our results show large-scale evidence of a strong and positive effect of seller reputation
on transaction prices. Our analysis contributes to the existing literature on online seller
reputation along at least two dimensions. First, we explicitly account for unobserved seller
heterogeneity and for the dynamics of reputation and prices (i.e. weak exogeneity). Second,
we estimate the effect of reputation on prices for a large and varied set of products, product
conditions, and types of sellers.

The existing empirical evidence of a causal effect between reputation and price has
been based on controlled field experiments (Resnick et all, 2006), on structural models
(Bajari and Hortagsu, 2003), or on reduced-form regressions. Due to data limitations, the
latter category (which includes [Bajari and Hortagsu, 2004 and |(Cabral and Hortagsu, 2010)
cannot fully account for unobserved seller heterogeneity and/or for the weak exogeneity of
reputation and size. More recently, the contribution by [Lei (2011), based on eBay data,
tackles the issue of product heterogeneity by looking at one very specific product (Gmail
invitations) and indirectly controls for sellers’ skills by using the auction title as a regressor.

As we mention in the Introduction, two recent papers by |Anderson and Magruder (2012)
and [Luca (2011)) have also made significant contributions, albeit in a very different setting
from ours. Indeed we use price as the outcome (they look at restaurant bookings or rev-
enues) and our data come from a web site where feedback is systematic and unilateral. One
interesting feature of those two papers is that they exploit a discontinuity in the feedback
mechanism, namely the fact that the score posted on line is a rounded average of past feed-
back ratings. Seller reputation on PriceMinister is constructed in the same way, so that
in principle, the PriceMinister data could lend itself to such a regression discontinuity de-
sign approach (RDD hereafter). However the distance to the cutoff point (the cutoff point
between, e.g., a posted reputation of 4.5 and one of 4.6 being 4.55) depends on seller size
which is also an endogenous variable. Indeed, it will take more additional feedback to take
a seller’s average score from, say, 4.54 to 4.56 (thus changing that seller’s reputation from
4.5 to 4.6) if this seller’s size is large than if it is small. Directly importing the RDD idea of
Anderson and Magruder (2012) and [Luca (2011) into our context thus seems problematic,
and we therefore resort to panel-data techniques to provide large-scale evidence of the effect
of both reputation and size on prices (the latter effect could not be estimated with an RDD
approach).
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The article by ICabral and Hortagsu (2010) on eBay data is probably closer to ours. We
use a richer data set, which helps us tackle important identification issues. Moreover, the web
site we use for our analysis has a different design than eBay: price-posting (no auctions), and
a unilateral feedback mechanism (little scope for retaliation), make the relationship between
reputation and prices more straightforward to interpret. |Cabral and Hortacsu (2010) have
transaction data for three specific products sold on eBay. They find that the proportion of
negative feedback affects prices negatively. OLS estimates show an effect of around 9% in
magnitude, which becomes non significant when one accounts for within-seller correlation.
Moreover, this effect disappears when the authors control for a large-seller dummy, in an
effort to account for seller heterogeneity. An interesting feature of the |Cabral and Hortacsu
(2010) analysis is that they can also exploit a change in the design of the eBay web site
which affected the feedback information passed on to bidders. Using this change as a natural
experiment, they show that negative feedbacks can influence prices.

Our results bring about additional evidence of a significant effect of seller reputation on
transaction prices. We consider a wider range of products (at the cost of some assumptions
on sorting), and our very rich longitudinal data set allows us to address explicitly unob-
served heterogeneity and the dynamic relationship between reputation and past prices. Our
OLS results shown in Table [ are consistent with (Cabral and Hortagsu (2010) and previous
work as they show a weak relationship between reputation and prices, slightly positive and
significant. The effect vanishes once the unobserved seller effect is differenced out. By con-
trast, our preferred GMM estimates, shown in Table (] point toward a significant, positive
and strong effect of reputation on prices, in accordance with |Cabral and Hortacsu (2010)’s
natural experiment results. Moreover, although the main effect goes through the seller’s
average score, our results confirm that the effect of reputation may interact with the seller’s
size (see Table[M) and that recent feedback may also matter (see Table [I0).

5 Conclusion

In this paper, we have used a unique exhaustive data set from a large e-commerce web
site to study the effect of on-line seller reputation and size on transaction prices. Our first
contribution is methodological as our data allow us to explicitly account for seller unobserved
heterogeneity. There, we highlight, and overcome, the weak exogeneity bias arising from
the dependence of reputation on past prices. Our second contribution is descriptive as we
provide empirical evidence of a significant, positive and strong effect of seller reputation on
transaction prices for a large and varied group of product categories (books to video games),
product conditions (used or new) and types of seller (individual or professional). As far as we
know, such a large-scale evidence of an empirical relationship between prices and reputation

was not available prior to this study.
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The next step would now be to delve into the causal statistical link between reputation
and prices that we uncovered in this paper. This requires a structural model of price for-
mation on an on-line platform. There are many issues to be tackled with a more structural
approach, each of which motivating an interesting project for which the PriceMinister data
would be useful. First, we can study the dynamic strategies of sellers who may want to
manipulate prices over time in order to build up or milk their reputation. Secondly, one
may be interested in the reverse causality mechanism and study how consumers’ feedbacks
are formed. Another interesting research question is how the vast degree of price disper-
sion observed on the web site results from seller differentiation (through e.g. reputation)
and/or through search frictions. In particular, this latter project will shed light on whether
the strong positive effect of reputation on prices we found in this paper is reflective of con-

sumers’ preferences and/or of another features of on-line markets.
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APPENDIX

Descriptive statistics for professional sellers

Table A1: Descriptive statistics: Professional sellers - Used goods

Books CD Games Video
Number of... sellers
sellers 1917 1012 1 348 1 549
products 395 084 105 532 19 511 52 589
seller /product 580 405 200 831 177 216 202 755
transactions 642 227 228 923 286 455 304 858
Number of transactions per used condition
fair 76 702 3 298 11 492 4 381
good 217 831 24 621 51 269 27 227
very good 181 392 102 033 108 994 189 773
as new 166 302 98 971 114 700 83 477
Distribution of seller size in January 2008
5% quantile 28 18 17 18
50% quantile 631 445 479 450
95% quantile 13 339 9 515 10 719 8 561
99% quantile 48 704 22 795 43 570 28 141
Table A2: Descriptive statistics: Professional sellers - New goods

Books CD Games Video
Number of... sellers
sellers 751 855 1 048 1 442
products 157 858 150 164 15 505 75 239
seller /product 223 943 226 312 69 424 252 618
transactions 339 374 474 274 323 327 939 882
Distribution of seller size in January 2008
5% quantile 7 7 10 15
50% quantile 438 308 653 561
95% quantile 9 988 6 406 12 823 8 849
99% quantile 44 504 22 795 43 570 22 795
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