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Abstract

We study a model in which poor individuals of different types request a service
and may suffer from the discrepancy between the service provider’s beliefs and
their true type. The utility loss resulting from such a discrepancy is referred to
as an identity cost. Types are private information but service providers ideally
prefer to favour individuals considered high type. They may choose to condition
social service on an observable characteristic that is correlated with types but
that can be manipulated by low type individuals at a cost. We show that whether
conditionality enhances social welfare depends on this cost. If the cost is too low,
high type individuals refrain from requesting the service because of the resulting
identity cost, bringing about a so-called non-take-up equilibrium. In this case,
unconditionality of the service provision is a Pareto improvement.
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1 Introduction

Many recent economic works have drawn attention to the fact that individuals’ utilities
do not only depend on what they do, but also on what they believe they are expected
to do, or what others think they have done and why they have done it. We find it
convenient to summarise those works under the name of models of identity.

There are two families of such models. In one family, an individual’s identity is a
prescription of actions associated with his or her type. These models of identity assume
that individuals suffer a psychological cost when there is a discrepancy between the
individual’s action and what is prescribed by his or her identity. Bernheim (1994), for
instance, shows that people tend to conform to norms of behaviour if doing so conveys
status or esteem. Akerlof and Kranton (2000) similarly show that individuals who
identify with a certain social group may conform to its ideals of behaviour because
they enjoy the feeling of belonging to this group.

In the other family, an individual’s identity is a personal characteristic to which
the individual attaches value. Individuals suffer a psychological cost when there is a
discrepancy between the true value of the characteristics and how they are perceived
by the social environment. In Besley and Coate (1992a)’s stigma model, for instance,
truly needy individuals suffer a cost for being considered non-needy.

Sociologists and social psychologists have extensively studied and documented how
one’s identity shapes one’s actions (see Stets and Serpe (2016) for a recent discussion
of this literature). More specifically, the fact that individuals care about the alignment
between how they regard themselves and how others regard them is captured by the
notion of reflected appraisals (Burke, 1991).! Reflected appraisals are an individual’s
belief about others’ perceptions of his or her pre-dispositions, motivations or character
traits, or, in the language of economics, type. Reflected appraisals influence behaviour
because individuals suffer psychological costs, such as negative emotions, distress and
anxiety, when perceived beliefs about their type do not correspond to their true type
(Kalkhoff et al., 2016). Empirical support for this theory has been shown, for instance,
by Burke and Harrod (2005).

In this paper, we introduce a notion of identity consistent with reflected appraisals
into a model of social welfare. In particular, we show how identity costs, in the context
of social service provision, may make individuals refrain from otherwise beneficial in-
teractions. This allows us to capture the friction occurring in the interactions between
recipients and providers of social and welfare services, viewed by Narayan et al. (2000)
as an often ignored feature of welfare programs. We interpret people claiming to be

! Another stream in identity theory from social psychology is the so-called self-enhancement theory
(Jones, 1973; Kaplan, 1975; Rogers, 1961). This theory argues that individuals enjoy being evaluated
more positively than they see themselves. We present an extension of our model incorporating ‘identity
benefits’ in section 5.



treated “worse than dogs” (Narayan et al., 2000, p. 97), “feeling powerless, unheard,
and silenced” by social service providers (Narayan et al., 2000, p. 83) and finding “the
attitudes of the professional staff in the services off-putting and patronising” (ATD
Fourth World, 2006, p. 1) as examples of such frictions, and, therefore, justifications
of this paper.

We assume that these frictions may arise because social service providers prefer
to help a strict subgroup of poor people, depending on the value of an unobserved
characteristic, for instance the effort made to look for a job, the willingness to work, or
whether or not the person abuses drugs or alcohol. We show that the optimal welfare
policy depends on the quality of the technology available to the service provider to
distinguish between high type, that is, the type he or she prefers, and low type, poor
individuals. When this technology is imperfect, welfare benefit conditionality may
lead to a Pareto dominated situation. This happens even though high type individuals
like to signal their type, and even though if the service provider rationally updates
his beliefs over types. This is because conditionality induces low type individuals to
imitate high type individuals, thereby causing the latter to incur an identity cost for
being mixed up with the former. This identity cost makes high type individuals refrain
from requesting services, and, anticipating this, the service provider is not willing to
offer the service altogether, leading to what we call a non-take-up equilibrium.?

The mechanism by which the identity cost associated with negative reflected ap-
praisals leads needy individuals to choose not to take up social services is simple: by
refusing to interact with the service provider, the individual avoids incurring a large
identity cost. When the technology to distinguish between types is perfect, low types
cannot imitate high types, and cannot therefore impose any identity cost on the high
type.

This result depends on the assumptions made on the technology, available to the
service provider, to distinguish between high and low types. Conditions placed on job
seekers, for instance, attending a certain number of interviews or sending a certain
number of applications, are relatively easy to comply with even by those unemployed
not truly interested in finding a job. A drug test, however, is an almost perfect tool to
detect drug abuse and therefore to distinguish between high and low types. If such a
technology is available, the service provider may prefer to use it over making services

2Besley (1990) also provides an argument against conditionality, in the case of vertical (means-
tested) conditionality. His argument is based on the cost, for the claimants and the government, of
implementing a means-tested benefit program. Note that in the case of unemployment insurance, in
which conditionality may be implemented through job search monitoring, duration cut or sanctions,
non-take-up can take the shape of early acceptance of unfit jobs. That job seekers under financial or
monitoring pressure tend to accept lower quality jobs has been documented, e.g., by Petrogonlo (2009)
for the U.K., Caliendo et al. (2013) for Germany, van den Berg and Vikstrom (2014) for Sweden and
Gerards and Welters (2016) for Australia.



available unconditionally, as it allows them to deliver the service only to the high type,
needy individual. This equally allows the high type individuals to signal their type.

There is a large body of work on the conditionality of welfare benefits. To compare
this paper with the literature, the following distinction should be made. Conditionality
may be vertical or horizontal. Vertical conditionality refers to the difference between
the needs and the means of people. Welfare benefits should go to those who really need
them (Besley, 1990). The two main problems associated with vertical conditionality
are the incentive and the stigma problems. The incentive problem comes from the
fact that needs are not observable. Many papers show that the optimal policies to
circumvent the incentives of people who do not need help or who could produce their
means themselves to mimic the needy ones may involve in-kind versus cash transfers
(Currie and Gahvari, 2008), workfare versus welfare (Besley and Coate, 1992b), and
tagging (Akerlof, 1978). The stigma problem comes from the fact that it may be costly
for needy people to claim a benefit, as by doing so, they reveal their lack of resources
(Moffitt, 1983; Besley and Coate, 1992a), which in turn causes them to feel shame.
The incentive and the stigma problems both point towards policies that aim to reduce
the number of non-needy claimants receiving benefits.

Horizontal conditionality, the key focus of this paper, is different. Assume needy
individuals have been identified, a budget is ready to be spent to help them, and
they will not suffer from any stigmatisation due to their lack of resources. Yet the
social planner (or the service provider) may wish to make the provision of the service
conditional on some type that is not directly related to resources. This is what happens
when the social planner prefers to transfer money to people who are not drug addicts,
to parents that care about the school performance of their children, or to unemployed
people who have really looked for a job. Of course, all of these different types are not
observable. In this paper, we assume that such a preference is legitimate, and we define
the utility of the service provider in a way that allows us to capture it.

The paper is organised as follows: we present the model (Section 2), we study the
conditional welfare policy (Section 3), we compare it with the unconditional policy and
prove the main result (section 4). In the Section 5, we discuss three possible extensions
and give some concluding comments in Section 6.

2 The Model

We present a model that demonstrates that conditioning the receipt of social services,
based on type, may lead to a Pareto inferior outcome compared to a policy that is
unconditional, due to the fact that technology to detect types is imperfect. This is a
model of the interaction between a service provider and poor individuals.

A poor person is interested in his or her material well-being, m, and what we call



their identity, I, which will allow us to capture the notion of identity cost. We assume
m=r-+S

where r is the exogenous resource of the poor person, and s is the contribution of the
social service to the material well-being of this person, if the person requests it. He or
she chooses to take up the service or not, as a function of his or her utility

U(m,I)=u(m)—v(I),

where u (resp. v) is an increasing and concave (resp., convex) real-valued function and
v(0) = 0.

We are interested in the distinction between vertical (that is, means-tested) and
horizontal conditionality. An individual is eligible for means-tested benefits if their
resources are below some threshold. In our terminology, a means-tested benefit would
be one that depends on r (see, for instance, Besley (1990) for a comparison of means-
tested versus universal programmes with respect to their ability to alleviate poverty and
to be cost efficient). We assume that all problems associated with means-testing have
been solved, so that all the poor individuals we are interested in are similar in terms of
their likely stigma or their lack of ability to gather necessary resources. Consequently,
it is assumed that all individuals have the same r and, for the sake of simplicity, we fix
r=0.

On the other hand, we consider that the benefit s is conditional on some value of
a type variable that is argument of the identity cost function. To simplify, we assume
that there are two types of individuals, the high, h, and the low type, [, depending
on the exogenous and unobservable value of their effort, e, or e;, with e, > ¢;. Even
if there are several possible interpretations of these variables, we prefer to think of
the types as being derived from a distinction that the service provider, itself, has in
mind. We assume that these distinctions are legitimate, for example because they are
endorsed by the majority of taxpayers. We assume in this section that e, and ¢; are
exogenous. We show in Section 5 how the results generalise when we endogenise ey,
and e;.

We may think of s as a cash transfer that is only intended for individuals who are
not drug addicts, a service that is dedicated to parents who care about the schooling
of their children, or to unemployed individuals who are willing to accept jobs. Such a
policy may be combined with a means test, our focus is however on the effect of the
condition on e.

If a poor person chooses to request the service, then they may suffer an identity
cost v([), due to the discrepancy between the poor person’s actual type, e € {ey, ¢},
and the service provider’s appraisal of that type, é,. We assume that

I = max{0,e — é&}.
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Given the max operator, the low type individuals will never suffer an identity cost,
as they can only be perceived of a higher type than they truly are. We relax this
assumption in 5 below.

The high type individuals, to whom the service is dedicated, choose between not
requesting the service, in which case their material well-being is equal to 0, or requesting
the service, in which case their total utility is equal to u(s) — v(I).

The low type individuals choose between not requesting the service, in which case
their material well-being is equal to 0, or requesting the service. If they request the
service, they risk to be identified as a low type by the service provider. That is, their
appearance plays the role of a signal of their type. Let a denote that signal. If they
look ‘bad’ (a = b), then the service provider identifies them as a low type individual
and allocates them benefit s,. If they invest in appearance, at a cost of 6, then they
look ‘good’ (a = g), they are indistinguishable from high type individuals, and they are
assigned benefit s,. We assume that cost 6 reduces utility by v(#). Cost 6 is otherwise
wasteful as it does not augment the individuals’ (material) well-being.® This investment
may manifest, for example, as an individual not drinking alcohol before a meeting with
the service provider, to appear sober, or attending parent/teacher meetings at their
child’s school, or attending meetings with a job placement officer.

The service provider knows the relative sizes of the populations of high and low
types; they form beliefs about the type of individuals who request the service. We
assume that the service provider rationally updates the information he has after ob-
serving the appearance of the individuals. If an individual has a ‘bad’ appearance,
then, according to the above assumption, the service provider is certain about that
individual’s type. If an individual looks ‘good’, the service provider rationally deduces
the probability that this individual is of high or low type, that is,

és = Eq(e),

where F, stands for the expectation operator given what the provider observes.

The result depends crucially on the ability of the service provider to impose con-
ditions that are sufficiently hard to fulfill by low types, that is, on the relative size of
0 compared to the possible benefit. In the example of drugs testing, for instance, it
is virtually impossible for a low type to imitate the high type, because a drugs test
will almost certainly detect drug abuse and is hard to falsify. In most circumstances,
however, a perfect technology to distinguish low types from high types does not exist,
or would be excessively costly to implement for the service provider.

A budget B needs to be allocated among poor individuals. Let the population of
poor people consist of a mass 1 of high effort, and a mass 1 of low type individuals.

3We assume in this section that the signal is wasteful for both the poor individual and the social
service provider. In section 5 we discuss the case when signalling is not completely wasteful, but is
desirable from individual’s and the social service provider’s perspective.



We make the following assumption:

Assumption 1: Potential costs from negative reflected appraisals are large for the
high type compared to the budget of the government for the welfare benefit B, that is,
v(254) > u (2).

Assumption 1 reads as follows: the amount % corresponds to the average benefit,
should all poor people receive it, whereas “5< is the identity loss of the high type
when all people are pooled. Assuming the utility decrease resulting from the latter to
be larger than the utility gain associated with the former, is equivalent to assuming that
if all low type agents succeed in mimicking high types so that the total budget is shared
equally among all poor people, then the high type will prefer not to show up. Note that
the assumptions of an equal mass of high and low types is purely for convenience. If,
instead, we assumed that the population is composed of masses m;, and m; of high and

low type individuals, then Assumption 1 would read v (M) > u( B ) and

mp+my mp+my
nothing would substantially change. The notation, on the other hand, would become
heavier; the assumption of equal masses of one is therefore used.

It is important to add, on a more technical remark, that this simple model is an
example of a dynamical psychological game in the sense of Battigalli and Dufwenberg
(2009). Here, the utility of some individuals depends on the updated beliefs of others,
a characteristic that is not allowed in psychological games, in the sense of Geanakoplos
et al. (1989). It is very natural to use the framework of dynamic psychological games
to study the emotions and feelings that emerge from the interactions of individuals,
which are a key feature when analysing the implementation of anti-poverty policies.
In game theoretical terms, we are interested in the perfect Bayesian equilibrium of the
game.

3 The Conditional Policy

We next analyse the conditional welfare policy. The utility of the service provider,
which we assume to be representative of the taxpayers’ utility, is increasing in the
amount of benefit attributed to the high type poor, sj, and decreasing in the expected
amount attributed to the low type poor, s;. Let 8 € (0, 1) denote the marginal disutility
from giving one unit of the benefit to a low type individual. The assumption that § < 1
assures that the situation in which all poor individuals demand the welfare benefit is
preferred to a situation where nobody does.

It may seem unfair to make the utility of the service provider decrease in the
amount allocated to low type individuals; what we have in mind is that this policy is
one element of a policy package that contains another, means-tested, policy to which



all poor individuals are entitled. As a result, we can think of the social service provider
as maximising a typical inequality-averse social welfare function in which, for the same
amount of monetary resources, high type individuals are considered worse-off than low
type individuals, for instance because of the effort disutility. As a result, when we
focus on the conditional policy we studied in this paper, the marginal social weight of
low type individuals is negative, as it captures the difference in social weights between
high and low types.

Let pp (resp., p;) denote the fraction of high effort (resp., low effort) individuals
requesting the service. The service provider’s utility is given by

PhSh — Bpisi. (1)

The service provider does not observe effort. He or she only observes appearance.
Consequently, the policy instruments are s, and s, the amounts allocated to ‘good-
looking’ and ‘bad-looking’ individuals, respectively. All high type individuals look
‘good’; and so do the fraction of low type individuals, requesting the service, who have
invested in their appearance. Let o denote that fraction. The service provider’s budget
constraint is written as

Prsn + st = (pn +pio)sg +pi(1 —0)s, < B.

The timing of events is as follows: During stage one, poor individuals simultaneously
decide whether or not to demand the service, and the low types decide whether or not
to invest in their appearance. We assume that they all observe the choice of the others.
In Stage two, the service provider observes the fraction of the poor who demand the
service, p, + p;, the fraction of individuals who are ‘good-looking’, p, + p;o, and the
fraction of ‘bad-looking’ service claimants, p; (1 — o), and determines the benefit levels
sq and sp. Let us note that, from the point of view of poor individuals, the information
is complete. As a consequence, by backward induction, they can perfectly predict the
benefit levels. Observe that the assumption that the service provider announces the
benefit levels in Stage one and not in Stage 2, not knowing the number of claimants,
would be incompatible with the assumption of a fixed budget.

Some properties of the equilibria are easily identified. First, upon observing b, the
service provider will offer a benefit of s, = 0, since they are sure to be facing a low
type. Conditional on observing g, the service provider will offer a benefit s, = ph%m
to welfare claimants as long as their expected utility is non-negative, that is, as long
as p, — Bpio > 0, or

Y

pio
Given that, high type individuals will demand the benefit if and only if its value ex-
ceeds identity cost, that is, if and only if, u(s,) > v(és —ep,). As for the low type, they
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demand the service if and only if u(s,) > v(#). We now discuss the equilibria under
different assumptions on the size of # relative to the size of the benefit B.

Assumption 2.a: v(0) < u(%).

Under the assumption that the cost of imitating the high type, 0, is relatively small
compared to the budget of the government for the social service, full take-up, that is,
pr=p0o =1, 54 = % and s, = 0, cannot be an equilibrium. Given individuals’ effort,
the service provider believes that the average effort of benefit claimants is worth, taking
account of the fact that the masses of high and low type individuals are identical and

equal to unity,*

~ Ph pio en + ¢
€s = en + e = .
Ph+ pio Ph+ pio 2

The utility of the high type individual is then given by

u(g) —v((eh—és))zu(g) —u(e";el),

which, by Assumption 1, is negative. When the cost of looking like a high type is
relatively low, compared to the potential benefit a poor individual would receive from
the service provider, conditionality of the service gives low type individuals an incentive
to invest in ‘good’ appearance. This is what prevents high type individuals from
signalling their type, so that they prefer not to request the service.

More generally, we cannot have an equilibrium with p, > 0. Indeed, that would
only happen if s, > 0, which (given the linearity of the service provider’s utility)
implies that s, = ﬁ, so that, by the additional assumption on 6, u(s,) > v(f), with
the consequence that p; = 1. In other words, any value of the service that convinces
the high type individuals to request the service because it is at least as beneficial as
the identity cost also convinces the low type individuals to request it because it brings
more utility than the disutility of investing in appearance. The value of the service is
then precisely s, = 1%’ The identity cost is worth

v (e —é)zv(e —p—h€h+€l>zv<eh_€l>
hew " pr+1 pnt1l)/)’

The utility of the high type agent is then “<p,i1) —v(%=7). Assumption 1 amounts to

saying that this utility is negative for p, = 1. In addition to this, given the assumptions

4In the general case of masses m; and m; of individuals, we would have

G — mppPh - mpo o — Mheh + mye;
s = h [ .
mppPn + Mupo MpPh + MuPIo mp + My



that u(0) = 0 and w is concave, and v(0) = 0 and v is convex, the utility of the high
type agent decreases as pj, decreases.® Again, the utility is negative and high type
individuals prefer not to request the service.

The only possible equilibria require p, = 0. This, in turn, implies that s, = 0 and
p; = 0, that is, the service provider does not plan to allocate any service to those who
would request it, and no one requests it. This is supported by the out-of-equilibrium
belief that &, < & E’i:'el that is, the probability that an individual who demands the
service is a high type is so low that the service provider’s expected utility of allocating
money to that individual is negative.

To sum up the results of this section, we formulate the following proposition:

Proposition 1

In a system where the service provider conditions the provision of a service on effort,
under Assumptions 1 and 2.a, the only possible equilibrium is that no poor individual
requests the service.

We need to add a remark that points towards the relevance of our distinction
between vertical and horizontal conditionality. In the equilibrium just described, no
individual claims the benefit. If Assumption 1 were not satisfied, then all individuals
would claim the benefit. Of course, the poorer the individuals, the larger B appears,
and the less likely are the assumptions. This is consistent with the evidence that
vertical conditionality makes non-take-up income related (see, for instance, Blundell et
al. (1988)). Horizontal conditionality, on the other hand, affects all poor people at the
same means level in the same way.

Whether or not Assumption 2.a is likely to be satisfied depends on the specific
characteristic the service provider would like to condition the service on. Parameter 6
may capture different dimensions of the relationship between the service provider and
the poor. One interpretation is that it is a parameter of the technology. For instance,
whether or not it is possible to detect a drug addict depends on the technology. If it
were possible for drug addicts to look like non-drug addicts, that is, 8 were relatively
small, non-addicts would likely not take up the benefit to avoid being mixed with drug
addicts. Another interpretation of 6 is that it is a policy parameter. Job search re-
quirements for the unemployed are an example where 6 is, in the main, set by policy
makers. Finally, it may also depend on the characteristics of the poor people them-
selves. Among low types, some individuals may find it more or less costly to imitate a

_ B 2 2 B
- u(2ph+1) < Pthlu(?)’
: : ep—e ep—e c e :
whereas the assumptions on v imply that v (ﬁ) ( =3 lth) ph+1 b ’), with the

phlil) -v (ﬁ) < ph2+l (u (%) —v(5%)) <0, the desired outcome.

5Note, indeed, that the assumptions on v imply that u( +1)

consequence that u (
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high type.
Assumption 2.b: u (5) <v(f) < u(B).

We now analyse the equilibria under the scenario when the cost of imitating the
high type are relatively large compared to the benefit the poor individual can obtain.
Let us first consider the behaviour of the low type individual. He will only invest in his
appearance and take up the benefit when his utility by doing so is higher than when he

does not invest and does not take up, that is when (ph fpla — v (0) > 0. Recall that
B

5 is the minimum value of the benefit an individual can receive when all the budget
is spent. With the assumption on #, the mass of individuals requesting the benefit
must be smaller than two so that it is worthwhile for the low type to demand the
benefit; full take-up can therefore not be an equilibrium. As in the previous section,
an equilibrium with p;o > 0 and p, = 0 does not exist either, since the service provider
would be unwilling to offer any positive benefit to the individuals who turn up, correctly
assuming that they would all be of the low type.

A mixed strategy equilibrium exists. The amount of the benefit needs to be such
that it leaves low type individuals indifferent between not requesting the benefit and
incurring the mimicking cost to get the benefit. The number of low and high type
individuals taking up the benefit needs to be such that it creates an identity cost
which leaves high type individuals indifferent between requesting and not requesting
the benefit. This gives us the following three equations:

c =1 (2)

B Pn pio )
ul ——— | = vle,— (e +e 3
(Ph +P10> ( a hph + pio lph +pl<7) ®)

B
u|l—| = v(0 4
() = v (@)
so that the equilibrium values of the fractions of individuals requesting the service are:
B(Gh — € — 0)
= 5
P @) e e R
B0

P = (6)

u=t(v(8))(en — )
These fractions are positive.® The utility of the service provider is then equal to
Blep — e — (1 + 5)0)

Y

€h — €

6By concavity of u, u(£) > “&)

5 5, 5o that assumptions 1 and 2.b imply that v(#5<) > v(;), which,
by convexity of v, implies that 7L > g, so that e, —e; — 6 > 0, guaranteeing py > 0.
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which is not always positive. Therefore, either e, — ¢, > (1 + £)6, in which case
the service provider prefers the conditional policy with s, = u™*(v(f)). Again, by
Assumption 1 and the assumptions on the shape of w and v, it is clear that p; < 1 in
this equilibrium, meaning that not all low type individuals will take up the benefit.
Indeed, as proven above, in the case p; = 1, the utility of high type individuals is equal
to u(pﬁl) — v($=51), which is strictly negative for all p,. Using Assumption 2.b, we
know that 0 < p, < 1. Therefore, as long as 6 is not too large, inducing at least
some of the low type individuals to take up the benefit, there will not be full take-up
by the high type. This is because the value of the benefit would become too low to
compensate for the identity cost incurred due to the presence of imitating, low types.
The other possibility is that e, — e; < (14 )0, in which case the service provider
prefers not to offer a benefit, s, = 0, and the non-take-up equilibrium prevails.

Assumption 2.c: v (0) > u(B).

When the cost of imitating the high type rises even further, that is, when As-
sumption 2.c holds, the mixed strategy equilibrium with at least some of the low-type
individuals demanding the benefit, p;o > 0, disappears. When v(#) > u(B), another,
pure strategy, equilibrium exists in which all high type individuals demand the benefit
and no low type individual demands it. When p, = 1, the size of the utility of the
benefit available becomes u(%), which is lower than v(6), making it not worthwhile
for the low type to invest in their appearance. Given that no low type demands the
service, the high type individuals do not incur any identity cost, their utility is equal
to u(B) and they all are better off requesting the benefit. Finally, the service provider
is willing to offer a benefit because only their preferred type demands it. His utility is
maximal at B.

The result of this section is summarised in the following proposition.

Proposition 2

A. Under Assumptions 1 and 2.b, in a system where the service provider conditions
the provision of a benefit on effort, if e, — e; > (14 ()0, there exists a mixed strategy
equilibrium where only a fraction smaller than 1 of the low type individuals demand the
benefit and a positive fraction of high type individuals demand it. If e;, —e; < (1+ )0,
the non-take-up equilibrium prevails.

B. Under Assumptions 1 and 2.c, the only equilibrium is that no low type individual
demands the benefit and all high type individuals demand it.

12



Table 1: Agents’ utilities as a function of the policy, for different values of 0

High type Low type Service provider
Cond. | Unc. | Cond. | Unc. Cond. Unc.
Ass. 2.a 0 u (g) 0 u (%) 0 (1-— 6)%
Ass. 2.b, ep—e; > (1+5)6 0 u (%) 0 u (%) W (1-p)%
Ass. 2b, ep—e<(1+B)0 | 0 |u(5)] 0 [u(H) 0 (1-p2
Ass. 2.c u(B) | u(5) 0 u(5) B (1-p8)3

4 The Possible Pareto Dominance of an Uncondi-
tional Policy

We now analyse the unconditional policy in which the service provider commits to
offering the same amount of benefits to all claimants, irrespective of whether they look
‘good’ or ‘bad’. We let s = s, = s, denote the unique amount of the benefit.

In Stage 2, we either have

B
P+
if the expected utility of allocating money to the requesting individuals is positive, or
s = 0 if it is negative.

The key difference with the previous case is that low type poor individuals will
no longer invest in their appearance, because it involves bearing the cost 6 without
any additional advantage. As a consequence, the identity cost of high type individuals
disappears, so that they all choose to request the service as soon as s > 0. As a result,
the only equilibrium is the full take-up, that is, p, = py = 1, ¢ = 0 and s = g,
independently of whether Assumption 2.a, 2.b or 2.c holds. As a result, both high and
low type poor individuals have a utility of u (g), and the service provider has a utility
of (1-7)5.

We are now equipped to compare the equilibria following the conditional policy with
the unconditional policy. The following table summarizes the utilities of the different
agents under the two policies, as a function of the value of v(#).

We deduce from the table the following proposition.

S

Proposition 3

A. Under Assumptions 1 and 2.a, the unconditional policy leads to a full take-up
equilibrium. That outcome Pareto dominates the non-take-up outcome generated by
the conditional policy.
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B. Under Assumptions 1 and 2.b, the conditional policy may provide a higher utility
to the service provider (depending on the value of ey, e;,0 and (3), but, for sufficiently
low values of 3, the unconditional policy leads to a full take-up equilibrium that Pareto
dominates the non-take-up outcome generated by the conditional policy.

C. Under Assumptions 1 and 2.b, the service provider unambiguously prefers the
conditional policy, which, compared to the unconditional policy, provides a higher
utility to the high type and a lower utility to the low type.

The result of this section provides an argument against horizontal conditionality
of welfare benefits when the cost of imitating the high type are relatively low. The
typical argument for conditioning is that it gives the right incentives to poor people.
Our model of benefit design shows that horizontal conditionality may have exactly the
opposite effect, deterring those who deserve the benefit from participating in welfare
programmes, thus exacerbating the situation of the worst off.

When @ is likely to be high, however, conditionality may be preferable. When policy
makers introduce conditions to a service, it is usually in order to prevent the type with
the undesirable characteristic from taking up the benefit. The premise of this section
is that when the imposed conditions are easily fulfilled by even the low type, it may be
preferable not to impose any conditions at all. If we interpret € as a technology, then
policy makers should evaluate the efficacy of the technology they have available. In the
case of testing for drug abuse, for instance, hair analysis can detect long term patterns
of drug abuse, while urine analysis is more suitable to detect only very recent drug
use (DuPont and Baumgartner, 1995). The service provider may thus prefer to use
the former technology. If amongst the low type there is a subpopulation of individuals
who are known to have low cost of imitation, harder conditions may be placed on these
individuals.

Unconditionality is a fully revealing policy. No potential beneficiary will alter her
or his appearance. As a result, this policy may suffer from a commitment problem,
as the social service provider typically wishes to exclude the low type individuals from
the benefit. We assume away this problem here. After all, social service providers are
operated by individuals, working on behalf on the government, whose hands can be
tied by law.

5 Extensions

In this section we present four extensions of the model. We only consider the case where
the cost of imitating the high type is relatively low, that is, when Assumption 2.a is
satisfied. It is, indeed, clear that conditional welfare benefits are the optimal policy
when the cost of imitating the high type is so high that only high type individuals
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benefit from the service, and signal their type. The difficult task is to prove that our
Pareto dominance result is robust to changes in the model.

5.1 Identity Benefits

Up to now, we have assumed that low type individuals do not derive any benefit from
being perceived as a high type. When we relax this assumption, that is, when we
assume that low type individuals enjoy being perceived as having made a higher effort
than they actually have, the low types have even stronger incentives to imitate the
high type under the conditional policy. It follows that the only possible equilibrium
remains the non-take-up equilibrium. Given the additional incentives to look ‘good’
for the low type, it is not clear whether the unconditional policy will lead to a full
take-up equilibrium where both high and low type individuals reveal their true type
and no identity costs occur for the high type. This is because conditionality is now not
the only incentive for the low types to invest in their appearance. We formally show
this in Section A.1 of the appendix.

5.2 Heterogeneity in Identity Weights

Until now we have assumed that the weight individuals place on identity in the assess-
ment of their well-being is homogenous across individuals and equal to one. We can
easily extend the analysis to allow for heterogeneity in these weights; individuals with
a lower weight, possess a higher level of self-confidence, and therefore care less about
how they are regarded by others. Let us denote the weights by . We assume they
are distributed over an interval [, @], according to a cumulative distribution function

G(p), continuous over the interior of the interval.” We rewrite the utility of poor
individuals, as follows:

U(m,I) =u(m) —@v(l(e—é)).

What we proved above corresponds to the case in which ¢ > 1. Let us prove, now,
that if a positive mass of individuals has a weight ¢ < 1, then, under some additional
assumptions, we can have an equilibrium where a fraction p, > 0 of high type individ-
uals demands the benefit. Note that as soon as the service provider is willing to offer
a positive benefit, all low type individuals will find it worthwhile to claim it and the
entire budget B will be spent.

"We only specify the weights for high type individuals. We ignore the distribution of ¢ for low type
individuals as we are only considering the case where low type individuals never suffer any identity
cost.

15



The utility of a high type individual when they takes up the benefit is given by

) o (o Gt 550))
U —pv | |e,— e e .
prt+1 v "\t 1" 1
Rearranging the terms, we deduce that high type individuals with ¢ < ¢*,
B
* Y (ph+1>
Y = oo\
v <Ph+1 )

are willing to take up the benefit. The equilibrium value of pj, is then given implicitly

by:
B
ph=G % - (7)

pi+1

All low type individuals are better off by requesting the benefit. Indeed, by as-

sumption 2, u (£) > v (6). Their utility if they request the service is u <%> —v(0),
which is clearly positive. No additional assumption is needed.

The service provider is willing to provide a positive benefit as long as
B B
— >0,
phph T ﬁph 12

that is, as long as 8 < p;. To sum up, under the additional assumptions that the
lowest weight high type individuals place on identity is sufficiently small, ¢ < ¢*, and
the disutility of the provider to serve a low type poor is sufficiently small as well, we
have an equilibrium in which a fraction of the high type poor requests the service.
Does this equilibrium remain Pareto dominated by the full take-up equilibrium of
the unconditional policy? The answer is yes, under additional assumptions. A high
type individual remains strictly better off under the unconditional policy, if and only

if,
(o)~ (o= Gz i) < (3)
u —ov | (e, — e e ul =1,

pn+ 1 4 " Ph+1h ph+1l 2

which is equivalent to

As a result, using Eq. (7), under the additional assumption that
B B
u(;2) —u(3)
$ > _
v(3)
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all high type individuals strictly prefer the unconditional policy.
A low type individual strictly prefers the unconditional policy, if and only if,

(52 oes(?)

which holds true, using Eq. (7) again, provided we further impose

o) ~(2)

The service provider strictly prefers the unconditional policy if

B 5 B -
"on+ 1 pn+1

B B
p E - BE?
which will always be true, given that the utility of the provider increases as the fraction
of high type individuals taking up the benefit increases (keeping the response of the
low type poor constant).

To summarise, under the additional assumptions that the minimal weight high type
individuals place on identity cost is not too small, and that the cost of imitating the
high type poor is sufficiently large, the outcome under the unconditional policy Pareto
dominates the conditional policy.

5.3 Endogenous Effort

In the previous section, effort was assumed to be exogenous. If effort is endogenous,
we need to take account of the disincentive effect of the identity cost on effort when
studying the interplay between identity costs, take-up and conditionality.® Under some
additional assumptions we are able to prove that the only possible equilibrium is the
non-take-up equilibrium. The complete proof of this result is relegated to Section A.2
in the appendix. Those additional assumptions are: (1) the technology of the service
provider does not allow him to observe the exact level of effort of the individual, but
only whether this is above a certain threshold, (2) the amount of the benefit when all
individuals demand it is high compared to the cost of effort a low type would have to
exert to be considered eligible, and (3) the benefits a high type could receive, under a
scenario where all low types demand it, minus the identity cost they would incur bring
them less utility than exerting the optimal level of effort without taking up the benefit.

8We assume here that the cost of effort is not just a pure signalling cost but that it provides some
beneficial outcome to individuals such as material resources, immaterial resources, social relationships,
etc.
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Under these assumptions, all low type individuals find it worthwhile to exert the effort
to reach the threshold and to be considered eligible, and demand the benefit. This, in
turn, means that identity cost for the high types is too high to make taking up the
benefit worthwhile, and they refrain from doing so. Knowing this, the service provider,
again, is not willing to offer any benefit. This results in the non-take-up equilibrium.

Note that under endogenous effort, the conditionality imposed by the service provider
induces low type individuals to exert a higher level of effort than their optimal effort,
in the absence of any social benefit. The opposite, however, is true for high type indi-
viduals, were they to take up the benefit. An unconditional policy would induce low
and high types to exert the same effort levels as in the scenario without benefits. Both
high and low types would request the benefit, the service provider would observe the
types perfectly and high type individuals would not suffer any identity costs. For the
same reasons as with exogenous effort levels, this situation would Pareto dominate the
non-take-up equilibrium.

5.4 Optimality of the Unconditional Policy

In Proposition 3, above, we proved that under some conditions, a non-conditional
policy Pareto dominates a conditional one. We did not prove, on the other hand,
that the unconditional policy is the optimal policy for the social service provider. It
is not. A conditional policy, in which the difference between the benefits assigned to
‘good-looking’ and ‘bad-looking’ individuals is exactly equal to the cost of mimicking
the high type individuals, is optimal. With such a policy, no low type individual would
pay the cost of being pooled with high type individuals; no high type individual would
therefore be willing to drop the benefit. This follows from the assumption that no
low type individual tries to mimic the high type as long as the difference between the
amounts of benefits is lower than its maximal value, 6.

In this extension, we generalise the model in such a way that the unconditional
policy is optimal. The generalisation is that both the identity weights and the cost of
mimicking are heterogenous, with the consequence that, on the one hand, some low
type individuals begin to mimic the high type as soon as there is a difference between
the two benefit levels, and on the other hand, some high type individuals prefer not to
take up as soon as the service provider is unable to identify them perfectly.

Before we analyse this context formally, we need to comment on the form that a
differential benefit policy may take. We do not believe that the service provider would
instigate a programme in which the benefit depends on the appearance of potential
beneficiaries. A likely policy would be one where a benefit of s, is announced, but
the receipt of which is conditional on satisfying a certain criteria, not satisfying this
criteria brings about sanctions, the value of which, in our model, corresponds to the
difference s, — s. The larger the sanction, the deeper the conditionality. Sanctions are
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a frequent feature in the design of conditional welfare benefits.

We will develop this extension under the linearity assumptions that u(m) = m
and v(I) = I. Whilst this will simplify the notation considerably, it constitutes a real
restriction. It should be clear from the result below, however, that what matters is the
behaviour of individuals with extreme parameter values, so that a sufficient condition
in the non-linear model so that the result presented in this extension holds is that
u'(0) < v'(0).

We assume that the cost to pay to avoid the sanction, or, in our initial phrasing, to
‘look good’, 6, is distributed according to some distribution function, F', defined over
the interval [0, 0]. This means that when benefits are s, and s, for the ‘good-looking’
and ‘bad-looking’ individuals, then a fraction F'(s, — s;) of low type individuals prefer
to pay the cost of mimicking and receive the larger amount. We adjust Assumption
2.a to this new context by imposing the following

Assumption 3.a: 0 < %.

On the other hand, the weight ¢ that high type individuals assign to the identity
cost is distributed among them according to a distribution function, GG, defined over the
interval [p, ¢]. The upper bound @ is such that as soon as some low type individuals
are pooled among the ‘good-looking’ individuals and the service provider knows it, the
highest ¢ individuals prefer to give up the benefit amount s, and do not request the
service.

We can reduce the policy to the choice of §, the difference between the benefits
assigned to ‘good-looking’ and ‘bad-looking’ individuals, § = s; —s;,. We need to prove
that the value of ¢ that maximises the utility of the service provider is ¢ = 0.

For a given policy 0, a fraction, F'(0), of the low type individuals pay the cost to
look ‘good’. As a consequence, a fraction of the high type individuals choose not to
request the service, to avoid the identity cost. Let us denote by ¢(d) the threshold
above which high type individuals weight identity so much that they do not take up
the service. They are a fraction, 1 — G(¢(d)), of high type individuals. Consequently,
the expected value of effort among the ‘good-looking’ individuals is equal to

. Glp()en+ @ 5
G((9)) + F(9)

The budget B is then allocated between ‘good-looking” and ‘bad-looking’ individuals,
according to the following equation,

B =[G(p(9)) + F(0)lsg + (1 = F(9))(sg = 9),

which can be rewritten as

L _B+(-FE)
1+ G(p0)
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The threshold ¢(0) is determined by the equality s, = ¢(0)(er, — €), so that it is
implicitly defined by Eqgs. 8 and 9, as a function of exogenous variables F', G, B and
policy 0.

Here, we need to add an assumption on the relationship between I’ and G. Clearly,
if high type individuals are not very sensitive to the identity cost, the social service
provider has an interest to increase § and allocate as much as possible to each high
type individual. On the other hand, if it is easy for low type individuals to mimic the
high type, because the monitoring technology is not very efficient, increasing ¢ may
convince a large fraction of individuals to drop out and globally decrease the total
amount of money allocated to the high type. We impose the neutral assumption that
one additional low type individual in the pool of ‘good-looking’ service beneficiaries
deters one additional high type individual from requesting the service

Assumption 3.b: G(p(9)) =1 — F(9).

The utility of the service provider can be written as follows

s9(1 = F(0)) = B (s,F(0) + (85 = 0)(1 = F(9))) - (10)

Given the linearity of the utility function, either the budget is fully spent, or no money
is spent and the utility is equal to 0. If 6 = 0, the utility is strictly positive (remember
that 8 < 1). That proves that, at the optimal policy, the budget must be fully spent.
Consequently, the optimal policy can also be deduced from the maximisation of the
amount of money transferred to high type individuals, s,(1 — F'(d)). Using Eq. 9 and
Assumption 3.b, we can deduce that the service provider has to fix § so as to maximise

(B+ (1-F(5))) (1 — F(3))
2 ) . (11)

We derive the solution to this problem under the simplifying assumption that 6 is
uniformly distributed

Assumption 3.c: For all 0 < § <0, F(6) = f6, f0=1.

Differentiating Eq. 11 with respect to ¢ and rearranging the terms gives us the
following derivative.

(1=30f)+ (A -26/)A—-4f)) (1= F(9)) - [B
(2 - F(9))? '

(12)

For 9 = 0, the sign of the derivative is the sign of 2 — fB, which, according to As-
sumptions 3.a and 3.c, is negative. The derivative decreases as 0 increases, proving
that utility of the service provider is maximised at 6 = 0, the desired outcome.
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6 Conclusion

In this paper, we developed a simple model of welfare non-take-up where the identity
costs associated with participation in welfare programmes arises endogenously through
the failure of service providers to correctly appraise the efforts made by the poor.

Our main message is that horizontal conditioning of social benefits can be harmful
to all individuals involved. A benefit condition is horizontal when the condition is not
based on means of living but when it is based on another characteristic that may be
viewed by the service provider as indirectly influencing means, e.g. effort, but that
determines individuals’ identity. Under the assumption that poor people suffer from
an undervaluation of that characteristic by the social service provider, an unconditional
policy may Pareto dominate horizontal conditionality.

We do not mean, of course, that horizontal conditionality is always harmful. A
condition may help the high type poor to signal their type. A case in point is that
of drug testing, where the cost of imitation is relatively high. Therefore, the policy
implication of this paper is that welfare benefit should be provided under horizontal
conditions, only if the technology used to monitor the variables on which conditions
are imposed is sufficiently accurate. If it is the case, welfare conditions may yield
the desired outcome. If it is not the case, welfare conditions may create negative
incentives among poor individuals with the consequence that it is Pareto inferior to an
unconditional policy.

In the introduction we cited evidence that poor people care about how they are
being treated by service providers. Some of those examples lead us to think that non-
take-up may be related to that psychological mechanism. None of the examples are,
of course, a real test of the theory. A possible direct test of the theory would involve
a change in the monitoring technology. Indeed, the model predicts that an improve-
ment in the accuracy of the monitoring technology should affect the composition of
the population of beneficiaries of a horizontally conditioned welfare benefit. Individ-
uals paying the cost to appear as if they satisfy the conditions are expected to stop
requesting the benefit. Individuals who satisfy the conditions, but suffer from being
pooled with those who do not satisfy them, will begin requesting the benefit. Such a
change in the composition of the requesting population would not be due to stigma,
lack of information, or other transaction costs.’

We believe this paper illustrates the fact that identity views and reflected appraisals,
in particular, are key to the understanding of the mechanisms that prevent poor people
from benefiting from the services that are dedicated to help them. A shift in the focus
of the analysis, from the design of anti-poverty programmes, or the characteristics of

9Cockx et al. (2014) propose another argument for why an increase in the accuracy of the technology
of job search monitoring may induce some workers to opt in. Their argument is related to time
inconsistency and only involve self-centred preferences.
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the poor, towards the interaction between the poor and service providers, is required.
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Appendix

A.1 Identity Benefits

In the previous section we made the assumption that the low type never suffers any
identity cost because their effort is never underestimated. Consider the case where the
low type individual cares about positive reflected appraisals, that is, being perceived
as having made a higher effort than they actually have.!® We rewrite the identity
component of the utility function as I = e — é;, e € {ey, ¢}, so that individuals with
e < é5 enjoy a benefit from positive reflected appraisals.

For the conditional policy, the low type individuals have even stronger incentives
to imitate the high type individuals. Their utility in the full take-up equilibrium, with
identity benefits from positive reflected appraisals, is higher than without:

o(2) (-5 u(2) et

The only equilibrium remains the non-take-up equilibrium.
In the unconditional case, the full take-up equilibrium is sustained as long as identity
utility for the low type individual does not completely offset the cost of investing in

appearance, that is, when
B
2

B _
U(E)—v<9—el 2€h> <u

which is satisfied for e, — ¢; < 26. If this condition is not satisfied, that is, if the
possible gains from reflected appraisals are high enough for the low type, relative to

0preferences for favourable social feedback despite less favorable internal self-views have been
widely documented in social psychology and psychology literature. When certain attributes are gen-
erally valued in a society, being perceived as having those attributes can enhance people’s self-esteem,
which explains why people strive for positive social perceptions. This is in contrast to our initial notion
of identity being motivated by a need for self-verification, that is, the confirmation of one’s self-view
by their environment. Bernheim (1994)’s model of conformity fits this theory of self-enhancement
through social acceptance.

24



the cost of investing in appearance and looking ‘good’, the full take-up equilibrium will
break down. This is because all low type individuals will now find it worthwhile to
invest in their appearance due to the identity benefit associated with positive reflected
appraisals, which in turn will discourage the high type individuals from requesting the
benefit, since they will suffer the same identity cost as under the conditional regime.

A.2 Endogenising effort

In this appendix, we prove a variant of Propositions 2 and 3 under the assumption
of endogenous effort. This is illustrated in Figure 1 below. We now assume that the
cost of effort is %6), where ¢(-) is an increasing and convex function such that ¢(0) = 0
and p > 0 is the type of the individual; the larger p, the lower the cost of effort, or,
equivalently, the larger the ability to conform to the social service provider’s views on
effort. Now, if we assume that ¢ is a pure signaling cost that is imperfectly observed
by the service provider, and is only incurred by poor individuals under conditionality
of the service provision, the result that unconditionality dominates conditionality will
be obtained in a straightforward way.

Consequently, we assume that effort provides some beneficial outcome to the poor
individuals (such as material resources, immaterial resources, social relationships, etc.).
As a consequence, we now assume that utility is given by

Ule, I) :u(e—i—s)—?—v(f).

Without a benefit system, a poor individual chooses effort level e to maximise
u(e) — %8). Let us assume that individuals are either high effort, in which case they are
characterised by pp, or low effort, in which case they are characterised by p;, pr < pa.

The optimal effort levels are e; and e; defined by,

c(ef c(ef
/( Z) . /( l*) —
u'(ej,) u'(ey)

The figure presents the functions u(e) — % of both types of individuals.

The service provider has the same utility function and budget constraint as before.
We could assume that the service provider can observe effort levels precisely, thereby
conditioning benefit to observing an effort level of ;. The story would then be identical
to the one found in the previous sections. We do not need such an assumption. It is
sufficient to assume that the service provider has an imperfect technology that allows
them to identify whether an individual’s effort is lower or larger than €, with

* — *
e <e<ep.
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Figure 1: Endogenous effort
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Note that the smaller the difference e; — €, the better the technology. A low type
individual has the choice between not requesting the benefit, in which case his or her
utility is u(e;)— %, or requesting the benefit, s, which requires that he or she performs
the minimal effort level to appear as if they were high effort, in which case his or her
utility is u(e + s) — %9 We assume that it is rational for that individual to request

the benefit if all poor individuals request it, that is, we assume

a(er) = 44 (e+ 5) _de (13)
P 2 P
This first assumption is illustrated in the figure.

A high type individual has the choice between not requesting the benefit, in which
case his or her utility is u(e};) — %, or requesting the benefit, s. In the latter case,
he or she may suffer an identity cost, if low type individuals have decided to perform
exactly €. Let e, denote the average effort level of the other high type individuals who
request the benefit (recall that there is a continuum of individuals, so that one high
type individual alone is unable to affect the beliefs of the service provider). With an
effort level of e, a high type individual suffers an identity loss of e — ZChtPI€  That

PhtpL
individual faces the following problem

maxu<e+s)—@—v<(e—”eh—+m>).

eze Ph Ph+ D
The optimal effort level is e;* > €. Clearly, e;* < e;. In the graph, e;* = €, the
material benefit of effort is equal to the identity cost of it, so that the increasing cost
of effort makes it rational to stop at the lowest effort level that guarantees receiving
s. The only possible equilibrium value of effort for the high type individuals is thus
€. To reproduce the result of the previous sections, we assume that, in this case, it is
preferable for that individual not to request the service, that is, we assume

utei) - L s g4 ) - LBy (B 2E), (1)
Ph 2 Ph

where, again, number two appears in the denominator because of our assumption on

the unit mass of both types of individuals.

This second assumption is also illustrated in the figure.

Under the two assumptions contained in equations (13) and (14), we still obtain
that the non-take-up outcome is the only equilibrium outcome under a horizontally
conditional policy.

If the service provider removes the conditionality, then high effort and low type
individuals will rationally choose effort levels e} and e;, defined above, high type in-
dividuals will be identified as high effort (because only they have a larger effort level
than €), so that they will not suffer any identity cost. All individuals will receive %,
and, again, this equilibrium Pareto dominates the previous one.
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