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Abstract

The concept of identity is increasingly entering economists’ discourse on a
wide range of topics. In this chapter I detail the historical development of the
theory of social identity outside of economics, touching on key economically-
relevant insights and results. I then describe how identity has been modeled
by economists, outlining two key strands of the literature—a preference-based
model of identity due to Akerlof and Kranton and a beliefs-based model devel-
oped by Bénabou and Tirole. Next, I describe one way identity can be applied
to the field of industrial organization in particular: it may help to shed light
on fundamental aspects of the classical theory of the firm. In the concluding
section, opportunities for future research are highlighted.

1 Introduction

Categorization allows us to make sense of a complex world by organizing and struc-
turing an increasingly bewildering array of stimuli and concepts (Bodenhausen et al.,
2012). This categorization compulsion may be evolutionarily adaptive, as for most
of human history survival has substantially depended upon the ability to construct a
meaningfully predictable world (cf. Bartlett (1932)). Applied to the natural world,
taxonomies abound and make basic scientific inquiry possible. Applied to the so-
cial world, the question naturally arises: how do I categorize myself? The answer
to this fundamental question of social categorization turns out to have important
consequences for human behavior and hence for economic theory.

In this chapter, I will provide an overview of what has become known as Social
Identity Theory (SIT), first outlining pioneering early work by social psychologists
and then detailing how SIT has been incorporated into economics through formal
models. In doing so, I hope to: i) highlight how the concept of social identity has
enriched economists’ understanding of human behavior in general; ii) describe which
potentially economically important aspects of social identity are still missing from
our economic models; and ultimately iii) detail how SIT can contribute to the field
of industrial organization in particular.



2 Classical Social Identity Theory

2.1 Early results: ingroup bias

The social psychological research on identity makes a distinction between personal
identity and social identity as two distinct parts of an individual’s self-concept. Per-
sonal identity refers to self-knowledge that derives from an individual’s unique at-
tributes (Haslam and Ellemers, 2005), i.e., that portion of one’s self-concept that
differentiates an individual from other individuals.! Social identity, on the other
hand, is a concept that concerns itself with the (social) categories individuals use to
describe themselves and others and to place themselves in a particular social con-
text. The groups or categories in question are quite general and abstract, beyond
the realm of the small-group face-to-face interactions that have been the purview of,
e.g., the formal study of organizational behavior. In particular, they “... need not
depend upon the frequency of intermember interaction, systems of role relationships,
or interdependent goals ...” (Turner and Tajfel, 1986, p. 15). Instead, a social group
or category as defined by SIT is a purely mental, social and emotional construct, a ...

. collection of individuals who perceive themselves to be members of the
same social category, share some emotional involvement in this common
definition of themselves, and achieve some degree of social consensus about
the evaluation of their group and of their membership in it (ibid).

Notice that this definition requires both self-perception (which category do I be-
long to?) but also social perception and social reasoning (which category do others
place me in?) This ostensibly places the categorization process in the realm of strate-
gic interaction, amenable to game theoretical analysis. As we will see, however, while
a shared consensus about categories’ relative standings (status or social esteem) is
central to social identification processes, a formal treatment of how such a consensus
might arise as the equilibrium of a well-defined game has eluded serious inquiry by
SIT and economic theory alike.

With this definition in mind, the body of results and conjectures built upon con-
sideration of large-scale social categories, SIT, began as an attempt to understand
the age-old puzzle of discrimination. Viewing prejudicial stereotypes as a particular
manifestation of social categorization, the question arose: does social categorization
cause prejudice? Specifically, in their seminal study, Tajfel et al. (1971, p. 151) asked
“... can the very act of social categorization ... lead to intergroup behaviour which
discriminates against the outgroup and favours the ingroup?” This central question

'Hogg et al. (2004) describe it thusly: “Personal identity is a self-construal in terms of idiosyn-
cratic personality attributes that are not shared with other people (‘I’) or close personal relationships
that are tied entirely to the specific other person in the dyadic relationship (‘me’ and ‘you’). Per-
sonal identity has little to do with group processes, although group life may well provide a context
in which personal identities are formed (e.g., friendships and enmities).”



of causation was posed against the backdrop of an alternative view that had been
gaining ground at the time, that it is intergroup conflict of interests and competition
for limited resources that causes intergroup discrimination (Campbell, 1965; Sherif,
1961). It is worth noting, and expanding upon below, that the question posed was
one about sufficiency (can categorization cause prejudice) not one of necessity (must
categorization cause prejudice).

To appreciate the resolution of this early causation question by SIT theorists, it
will be helpful to understand an experimental paradigm that yielded overwhelming
evidence in support of the notion that social categorization can cause intergroup
discrimination, the so-called “minimal group paradigm” (MGP). Five criteria were
put forth to define an MGP experimental design (Tajfel et al., 1971, pp. 153-154):

1. There should be no face-to-face interaction whatever between the Ss, either in
the ingroup or in the outgroup or between the groups.

2. Complete anonymity of group membership should be preserved.

3. There should be no instrumental or rational link between the criteria for in-
tergroup categorization and the nature of ingroup and outgroup responses re-
quested from the subjects.

4. The responses should not represent any utilitarian value to the subject making
them.

5. A strategy of responding in terms of intergroup differentiation (i.e., favouring
the ingroup and detrimental to the outgroup) should be in competition with
a strategy based on other more ‘rational’ and ‘utilitarian’ principles, such as
obtaining maximum benefit for all. A further step in this direction would be to
oppose a strategy of maximum material benefit to the ingroup to one in which
the group gains less than it could, but more than the outgroup.

6. Last but not least, the response should be made as important as possible to
the Ss. They should consist of real decisions about the distribution of concrete
rewards (and/or penalties) to others rather than of some form of evaluation of
others.

In the prototypical MGP experiment, participants are divided into two groups
based on a trivial distinction meant to convey as little true information about group
members as possible. Each participant is then asked to allocate a valued resource, typ-
ically money, to other participants anonymously. The only knowledge subjects have
at their disposal when making their allocation decisions is each of these other partic-
ipant’s group affiliation. Across experimental conditions, in a procedure that would
come to feel familiar to experimental economists studying other-regarding preferences



thirty years later, the relative costs of allocating points to each group are varied across
treatments in order to isolate participants’ underlying motivations.

One celebrated result that arises from many MGP experiments conducted across
decades of research? is that allocations are indeed discriminatory and that discrim-
ination is motivated by a desire to maximize the relative advantage of one’s own
ingroup over the outgroup.® Because discrimination occurs “... in a situation devoid
of the usual trappings of [real-world] ingroup membership and of all the vagaries of
interacting with an [real-world] outgroup ...” (Tajfel et al., 1971, p. 172) MGP ex-
periments surprisingly provided an affirmative answer to the discrimination question
above. Moreover, because such great pains are taken in MGP experiments to en-
sure group affiliation conveys little decision-relevant information, the results suggest
that social identification affects preferences independently of any effects on beliefs
about groups, such as effects attributable to statistical discrimination or Beckerian
preferences for interacting with certain types of people.

Unfortunately, the notion that simple ingroup bias—treating members of one’s
own social category better than non-members—is an unavoidable consequence of
social categorization overshadowed lessons from subsequent decades of theoretical,
experimental and empirical research into social identification processes. Indeed, one
could be easily forgiven for identifying the entire contribution of SIT as document-
ing ingroup bias. In point of fact, while eminently reproducible, simple ingroup bias
should be properly viewed as an artefact of particular aspects of the MGP paradigm,
most importantly the equal-but different social-groups context and the restriction of
decision-makers’ choice sets. Much like dictator games being used by experimental
economists to document the existence of other-regarding preferences, the MGP served
its purpose in showing that individuals’ preferences depend on social categorization.

Being so precisely designed, however, the MGP is not capable of providing more
nuanced evidence about the myriad ways social identification affects behavior. Indeed,
in (even some early) experiments introducing only slight deviations from the criteria
defining an MGP design, simple ingroup bias did not obtain. Turner (1978) found
that ingroup bias disappears when the allocation decisions include the opportunity to
keep some money for oneself, while Mummendey et al. (1992) found that changing
the resource being allocated from a good, such as money, to a “bad,” such as an

2 An early summary of existing results is provided by Turner and Tajfel (1986). For a more recent
overview see Brown (2000).

3Tajfel et al. (1971, p. 173) summarize their findings as follows: “When the Subjects have a
choice between acting in terms of maximum utilitarian advantages to all (the Maximum Joint Profit,
MJP, strategy) combined with maximum utilitarian advantage to members of their own group (the
Maximum Ingroup Profit, MIP, strategy) as against having their group win on points at the sacrifice
of both these advantages (the Maximum Difference, MD, in favour of the ingroup strategy), it is the
winning that seems more important to them. It is clear from the analysis of the findings that this
is a deliberate strategy adopted for their choices, although they are aware of the existence of the
alternative strategies.”



unpleasant noise, also eliminated simple ingroup bias.* Moreover, several studies
found substantial outgroup bias in near-minimal contexts (Branthwaite and Jones,
1975; Jost et al., 2004).°

2.2 SIT theorists re-group: beyond ingroup bias

Tajfel and co-authors, at times, took great pains to avoid describing SIT in terms of
ingroup bias. In language that foreshadows the later elaboration of the “uncertainty
reduction” hypothesis (discussed below) Tajfel et al. (1971, p. 153) state the point
of their seminal work more in terms of behavioral prescriptions or social norms than
the necessity of ingroup bias:

An undifferentiated social environment makes very little sense and pro-
vides no guidelines for action. Whenever alternative guidelines for action
are lacking, unclear or confusing, and some form of intergroup categoriza-
tion can be used, it will give order and coherence to the social situation
while at the same time enabling the individual to act in a way which has
been sanctioned as ‘appropriate’ in many other situations. This is an as-
pect of intergroup conduct which is ... present in all intergroup situations.

Tellingly, putting MGP results in this broader context, Turner and Tajfel (1986,
p. 17) assert that

...in the paradigm of the minimal group experiments, the intergroup dis-
crimination can be conceived as being due not to conflict over monetary
gains, but to differentiations based on comparisons made in terms of mon-
etary rewards. Money functioned as a dimension of comparison (the only

4Turner produced this lack of ingroup bias in two separate experiments featuring a decisionmaker
allocating a valued resource, money or points, between himself or herself and two other participants.
These experiments are discussed in Turner (1975): “In fact self-other but not intergroup competition
was found; subjects treated outgroupers and ingroupers in the same fashion ... since the number
of subjects in the experiment was small and also since instrumental rather than social competition
could be used to explain the lack of intergroup effect, a further experiment was run in which self-
other non-monetary choices were required ... the prediction was confirmed that ... there would be
self-other but not inter-group discrimination.”

5An important and well documented context which often yields outgroup bias is the context of so-
cial stratification. Turner and Tajfel (1986, p. 11) describe “decades of research” demonstrating that
minority or subordinate group members “... have frequently tended to derogate the in-group and dis-
play positive attitudes toward the dominant [out-]group.” One economically relevant manifestation
of bias in favor of high status (near-minimal) outgroups might be the phenomenon documented in
Ball et al. (2001) where experimental participants were randomly assigned to a “high status” or “low
status” group. The authors found that in a market exchange context, prices significantly favored
the high status group, being significantly higher when high status sellers faced low status buyers
and significantly lower when low status sellers faced high status buyers. This pattern is consistent
with low-status group members exhibiting a preference for the other (high-status) group in what
was essentially a money allocation decision—how to distribute potential gains from exchange.



one available within the experimental design), and the data suggest that
larger absolute gains that did not establish a difference in favor of the in-
group were sacrificed for smaller comparative gains, when the two kinds
of gains were made to conflict.

In particular, the notion of preferences for “fairness” which has recently captured
economists’ attention, factored heavily into the interpretation of early SIT findings
(Tajfel et al., 1971, p. 173-174):

All the choices in the experiments can be conceived as tending to

achieve a compromise between F[airness| and other variables; ... with
some exceptions in the results of the pilot experiment, all choices hover
around distances not too far from the point of maximum fairness. ... In

the Introduction we discussed the importance of the generic ‘groupness’
norm in the determination of the Ss’ behaviour. All our results show that
another social norm, that of fairness, is also powerful in guiding their
choices and that the pattern of data can best be understood as showing
a strategy in which a compromise between these two norms is achieved
whenever possible.

Summarizing thirty years of SIT research, Brown (2000, p. 763) proclaims: “As
should be clear by now SIT is a theory about intergroup differentiation rather than
outgroup derogation.”

Ushering in a change of focus from merely establishing that preferences are affected
by social identification processes to investigating how and under what circumstances
social identity impacts behavior, Turner and Tajfel (1986) collect lessons learned
from early SIT, particularly results based on MGP and near-MGP experiments, and
combine them with new conjectures to clarify, expand and reformulate what SIT
says about human cognitive processes, motivations, beliefs and behavior. This led
to a closely related body of work collectively referred to as “Social Categorization
Theory” (SCT) focused more on intragroup social and cognitive processes than on
purely intergroup behavior which had been the domain of early SIT. However, SIT
and SCT stem from common roots (e.g., Turner was Tajfel’s student) and remain
tightly linked so that for the purposes of this chapter I will consider SC'T as subsumed
within SIT rather than referring to the union of SCT and SIT as “the social identity
approach,” as is common among social psychologists.

That being said, as a point of departure Turner and Tajfel (1986, pp. 15-16) refine
their definition of social identities to be

. cognitive tools that segment, classify, and order the social environment
. provide a system of orientation for self-reference ... create and define
the individual’s place in society ... [and] provide their members with an
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identification of themselves in social terms. These identifications are ...
relational and comparative: they define the individual as similar to or
different from, as “better” or “worse” than, members of other groups. It
is in a strictly limited sense, arising from these considerations, that we use
the term social identity. It consists ... of those aspects of an individual’s
self-image that derive from the social categories to which he perceives
himself as belonging.

In order to advance SIT, researchers turned their attention from documenting
the fundamental nature of social categorization to focus on the categorization process
itself asking, for example, how individuals “choose” among myriad possible social cat-
egorizations, how this process is coordinated and why individuals choose particular
identity categories for themselves. From the definition above, it should be clear that
social identification is to be thought of as closely related with and motivated by con-
siderations of social status/hierarchy. The question of how individuals choose among
possible social categorizations hinges upon the underlying conscious or subconscious
motivations for social identification. Theoretical and empirical research suggests two
motivations are primary: self-esteem and uncertainty reduction.

Self-esteem has the longest and most well established history as a motivation
underlying social identification processes. This conjecture is summarized in the *
self-esteem hypothesis,” according to which “... social identity and intergroup behav-
ior are guided by the pursuit of evaluatively positive social identity, through positive
intergroup distinctiveness, which, in turn, is motivated by the need for positive self-
esteem...” (Hogg and Terry, 2000, p.124). Thus, individuals seek to attain “positive
distinctiveness” in their group’s relationship to other groups, which feeds back into
self-esteem through a process of “depersonalization” whereby the distinction between
self and ingroup becomes blurred. SIT researchers have long posited that (social)
identification leads individuals to actually perceive themselves in terms of a shared
social identity rather than in terms of the idiosyncratic characteristics differentiating
them from other individuals (personal identity) (Turner et al., 1987). Recent research
using a response-time methodology supports this conjecture and suggests that indi-
viduals literally internalize active social identities as part of their self-concept at a
subconscious level (Smith and Henry, 1996). Early MGP results documenting a de-
sire to maximize intergroup differences are consistent with the self-esteem hypothesis.
Additional, more direct, support for the self-esteem hypothesis stems from a meta-
analysis of the relationship between self-esteem and ingroup bias (Aberson et al.,
2000). In this meta-analysis, the authors document a strong positive relationship be-
tween an individual’s level of self-esteem and the degree to which he or she identifies
with the ingroup, as well as with measures of ingroup bias.

The second motivation driving social categorization is uncertainty reduction writ
large: “... social identity processes are also motivated by a need to reduce sub-
jective uncertainty about one’s perceptions, attitudes, feelings, and behaviors and,



ultimately, one’s self-concept and place within the social world” (Hogg and Terry,
2000, p.124). Uncertainty is a generally aversive phenomenon associated with unease
and fear (Mullin and Hogg, 1999) and reduced subjective well-being (Graham et al.,
2010).% SIT theorists have noted that the goal of uncertainty reduction can “...rather
well be satisfied by the processes of group identification” and, moreover, that despite
being conceptually a late-comer to SIT, “... is perhaps a more basic or stronger mo-
tivation than the pursuit of positive self-esteem” (Mullin and Hogg, 1999, p. 92).
Hogg and Terry (2000, p. 124) assert “... uncertainty reduction, particularly about
subjectively important matters that are generally self-conceptually relevant, is a core
human motivation [that] ... renders existence meaningful and confers confidence in
how to behave and what to expect from the physical and social environment ....”

According to SIT, the uncertainty reduction motivation manifests itself through a
combination of depersonalization—cognitively blurring the lines between the self and
the (salient) ingroup—and the categorization process itself. In particular, categoriza-
tion leads people to “... cognitively represent groups in terms of prototypes—fuzzy
sets of interrelated attributes that simultaneously capture similarities and structural
relationships within groups and differences between the groups, and prescribe group
membership-related behavior” (Hogg et al., 2004, p. 253). Prototypes describe and
prescribe perceptions, attitudes, feelings, and behaviors for all group members (Hogg
and Terry, 2000). Through depersonalization, “... people come to see themselves and
other category members less as individuals and more as interchangeable exemplars
of the group prototype” (Hornsey, 2008, p. 208). Because prototypes are a shared
and consensual feature of categories that provide support and validation for one’s
self-concept, beliefs and behaviors, it is prototypes that ultimately reduce uncertainty
(Hogg and Terry, 2000). Consequently, categorizations yielding prototypes that are
better suited to reducing uncertainty could be more likely to survive and be shared
among particular populations. Summing this up, Hogg and Terry (2000, p. 124)
assert that

. [since] uncertainty is better reduced by prototypes that are simple,
clear, highly focused, and consensual, and that, thus, describe groups that
have pronounced entitativity ... [and] are very cohesive ... [they]| provide
a powerful social identity. Such groups and prototypes will be attractive
to individuals who are contextually or more enduringly highly uncertain,
or during times of or in situations characterized by great uncertainty.

The tradeoff between these two motivations, self-esteem and uncertainty reduc-
tion, may speak to an early controversy in SIT — the repeated finding that low
status groups may sometimes acquiesce to their socially ascribed low status and favor

SFurther highlighting the intimate relationship between uncertainty and fear, psychologists posit
a causal relationship running from fear to uncertainty aversion (Loewenstein et al., 2001) and
economists have subsequently documented this causal relationship (Guiso et al., 2013).



(high status) outgroups along various dimensions (cf. Spears and Manstead, 1989).
Essentially, if challenging existing shared categorizations increases uncertainty at the
expense of self-esteem, this tradeoff may sometimes dictate acquiescing to placement
in a low status category (Jost and Kramer, 2003). There is evidence that low status
groups do not simply give up, however, but rather attempt to enhance self-esteem
by changing the dimension of comparison to margins that favor the ingroup, even
if conceding that on other dimensions the outgroup is better. In this way, the self-
esteem motive may spill over into beliefs-formation: SIT posits that “[after] having
defined themselves in terms of that social categorization, individuals seek to achieve or
maintain positive self-esteem by positively differentiating their in-group from a com-
parison out-group on some valued dimension” (Haslam and Ellemers (2005, p. 43)
quoted in Ashforth et al. (2008, p. 335)). Thus, intergroup differences may come to
be accentuated along particular dimensions and the particular dimension of accentu-
ation may be constrained by shared social assessments about which margins a group
is undeniably superior or inferior on with the consequence that intergroup differences
may be perceived as more stark than they actually are. Such a pattern would be
in line with a more general and widely-documented phenomenon of motivated be-
liefs (Festinger, 1957; Akerlof and Dickens, 1982).7

Before moving on, it is worth noting three implications of this new formulation of
SIT that may not be immediately apparent and which warrant further investigation.
The first relates to depersonalization. One possible implication is that the more one
identifies with the group and, through depersonalization, internalizes the group as
self, the more likely one is to act in accordance with the group’s beliefs, norms and
values, and generally to act in “group-typical ways” (Van Knippenberg, 2000, p. 358).
Essentially, group-contingent prescriptions come to serve as internalized personal be-
havioral or moral norms guiding behavior. (cf. Akerlof and Kranton, 2000, 2010). A
second implication is that social identification may interact with beliefs-generalization
processes, such as social projection or “false consensus,” as introspection becomes
more relevant vis-a-vis ingroup members than outgroup members. There is a long-
standing lack of consensus among SIT researchers about whether the ingroup or the
outgroup, or neither, is generally perceived as more homogeneous (see the discussion
in Brown (2000)). The answer is important for considering the economic (game-
theoretic) consequences of SIT. Considering how identification interacts with more
well-established beliefs biases could shed light on this open question. Finally, notice
that depersonalization can reconcile early ingroup bias results with puzzling findings,
both in the early research and continuing into the present day, showing that ingroup
bias disappears when own-earnings enter into the mix of allocation decisions. Es-
sentially, allocating money to oneself could be equivalent to allocating money to the
ingroup if self and ingroup are synonymous.

See also the discussions in Epley and Gilovich (2016) and Bénabou and Tirole (2016).



3 Identity and Economics

3.1 Theoretical Models of identity
3.1.1 Identity as a component of preferences

Identity was introduced into the economic discourse through a series of papers by
Nobel laureate George A. Akerlof and Rachel Kranton, beginning with Akerlof and
Kranton (2000) and culminating a decade later with a book by the same authors (Ak-
erlof and Kranton, 2010). In this body of research, Akerlof and Kranton, hereafter
AK, develop a theoretical framework that distills much of the preceding SIT literature
into an economic model of preferences. Mirroring the distinction in SIT between per-
sonal identity and social identity, AK posit a model in which an individual’s overall
utility stems from two sources. The first source is standard economic preferences, i.e.,
idiosyncratic preferences over the consumption of goods and services implied by one’s
own and all others” actions. The second source of utility concerns (social) identity.
In symbols, utility is given by:

Uj = Uj(aj,a_j, I;) (1)

Here, a; and a_; refer to individual j’s actions and the vector of all others’ actions,
respectively. [;, which refers to the portion of utility stemming from identity or self-
image concerns, in turn, depends on several factors:

I; = Ij(a;,a_j, cj, €5, P) (2)

Person j’s identity /; depends, first of all, on j’s assigned social category, c;. The
social status of a category is given by the function [;(-), and a person assigned a
category with higher social status may enjoy an enhanced self-image. In this model,
categories and the status relationships among them are exogenously given. Identity
utility further depends on the extent to which j’s characteristics €; match the ideal
of j7’s assigned category, indicated by the prescriptions P. Finally, identity depends
on the extent to which j’s own and others’ actions correspond to prescribed behavior,
also indicated by P. AK refer to increases or decreases in utility that derive from I; as
gains or losses in identity. In particular, AK assume that individuals gain identity by
more closely living up to their category’s prescriptions. In relation to SIT described
above, one can think of P; as capturing the “prototype” associated with j’s category
that prescribes ideal behavior and traits.

As a concrete example, to illustrate what parts of SIT this model captures and
what portions are left unmodeled, consider the specific instance of this framework
developed in Akerlof and Kranton (2002) where AK apply their identity model to the
case of American high schools. The standard part of utility consists of a student’s
future earnings, which is the product of an exogenously-given wage, w, and marketable
skills, k;. Marketable skills are, in turn, the product of costly effort e;—a choice
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variable—and ability n;, a trait, so that k; = e;n;. Ability is distributed randomly
uniformly in the high school population: n; ~ U[0, 1]. The cost of effort is increasing
1

and convex, 1(e;)?. Overall, then, the standard part of utility is w - k; — 1(e;)? =

w - N;e; — %(ei)Q. In addition to ability, students have some level of “looks,” [;, where
looks are distributed randomly uniformly and independently of ability: I; ~ U|0, 1].

Building upon sociological, ethnographical and social psychological research, AK
further posit that in a typical high school, three identity categories are particularly
salient—the L(eading crowd), N(erds) and B(urnouts). Belonging to a particular
category carries with it a direct (identity) utility of I., where research suggests I, >
Iy > Ig. Two of these categories have associated with them a prescription about
characteristics, P: L-members should be as attractive as possible (I; = 1), while N-
members should be as smart as possible (n; = 1). All three categories prescribe an
ideal effort level, e(N) > e(L) > e(B). Identity utility depends upon an individual’s
chosen or ascribed category, ¢;, together with how closely the individual matches
the category’s prescribed characteristics and effort level. A member of the leading
crowd, ¢; = L with looks [; and chosen effort level e; derives a level of identity
I, — (1 —1;) — 4(e; — e(L))?, where ¢ is a parameter capturing “how difficult it is
for students with different ascriptive characteristics to fit in a group.” The loss in
identity from not matching prescribed behavior, e(L), is quadratic in the distance
from chosen behavior and ideal behavior for mathematical convenience.

Overall utility is the weighted average of standard economic utility and identity
utility. With p € [0, 1],

Uses by, ) = plaoks = 5(e0?) + (1 = D) =11 = 1) = 5(es — (L))
(ci — (V)Y

Uses by, B) = pluoks = 3 () + (1= )L — 3 (e = e(B)))

Uses iy N) = ok = 5(e0] + (1= p)l Iy — (1 = ) —

Individuals seek to maximize overall utility through their choice of identity and
effort level. Consider the (realistic) assumption that in American high schools iden-
tity concerns are paramount, i.e., p &~ 0. Intuitively, the choice of identity has two
considerations. First of all, each identity carries with it a fixed, direct, utility conse-
quence which can be thought of as reflecting a social consensus about which categories
carry more social esteem. On the other hand, identity membership imposes prescrip-
tions through which an individual may gain or lose identity utility depending on the
comparison between chosen behavior and prescribed behavior or one’s own traits and
prescribed “ideal” traits. For example, if an individual’s “looks” are far from the
looks prescribed by the leading crowd category (I; << 1), then it is possible that the
direct utility gain from being in the leading crowd (1) is more than swamped by the
(indirect) utility loss from falling short of the category-ideal level of looks (—t(1—1;)).
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Formally, AK show that in the standard economic case without identity (p = 1),
the average effort and skill acquisition are completely determined by the market wage
and equal to § and ¢, respectively. In stark contrast, when identity is the only motive
(p = 0), both effort and skill acquisition are completely determined by the identity
parameters I.,e(c) and t. In particular, when I, > Iy there will be some high-
ability “high-looks” students who choose to identify with the leading crowd. Because
the effort level prescribed by the leading crowd category is lower than the prescribed
level of effort for nerds (e(IV) < e(L)), these high ability handsome students choose to
acquire a lower level of skills than their nerd-identifying classmates of similar ability.
Another important margin in this specification is the ease with which students can
“fit in”, t. When t is high, for a fixed level of ability or looks, being a non-burnout is
strictly more costly than identifying with either of the other two groups ceteris paribus
than if ¢ were low. Consequently, students are more likely to identify as burnouts
and, because e(B) < e(L) < e(NN), skill acquisition is lower on average. Thus, AK
highlight both societal and individual consequences to identity. Differences in social
esteem among identity categories may cause individuals to invest less in behaviors
that are given less prominence in category-specific prescriptions. When categories are
particularly socially esteemed, their prescriptions may exert a strong enough influence
to affect societal welfare—here, by potentially reducing the average level of human
capital acquisition.

In summary, AK construct a model of individual behavior in which identity enters
directly into the overall utility function, overall utility essentially being a weighted av-
erage of two distinct components: standard economic preferences and identity-based
preferences for, e.g., living up to identity-contingent ideals. In this sense, AK’s model
is one in which identity enters directly into preferences. Since identity itself depends
on the social contextual factors, this creates a model of preferences in which con-
text matters. Their model can capture important features of SIT. The self-esteem
hypothesis can be captured by positing an order with respect to the levels of direct
identity utility associated with each possible identity category. The model posited by
AK fulfills the (intra-individual) uncertainty reduction hypothesis through prescrip-
tions, P, which represent category-specific ideal attributes and behaviors. Moreover,
if categorizations come to be common knowledge, i.e., shared social constructs, inter-
individual uncertainty is also reduced. By knowing the portion of a counterparty’s
overall utility defined by his identity, an individual should be better able to predict
that counterparty’s behavior. This could be termed a strategic-uncertainty reduction
byproduct which, while obviously important, does not feature prominently in SIT.
What is lacking from AK’s framework, and from SIT in general. is a formal consid-
eration of how categories, and the status relationships between them, are formed.
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3.1.2 Identity as a signalling problem

The primary alternative in economics to conceptualizing identity as a purely preference-
based affair comes from another Nobel laureate, Jean Tirole, together with frequent
co-author Roland Bénabou (Bénabou and Tirole, 2006a,b). Their theory, hereafter
referred to as the BT framework or simply BT, “.. explicitly treats identity ...
as beliefs about one’s deep preferences or ‘values’ and emphasizes the self-inference
process—defining oneself by one’s actions—through which it operates” (Bénabou and
Tirole, 2006a, p. 1). The BT framework captures both the self-esteem motive and the
uncertainty reduction motive. The self-esteem motive is clearly present in their asser-
tion that “... self image (as, e.g., a caring, honorable, smart, or hard-working person)
has consumption value ... precisely because certain self-views are more pleasant ... to
have than others ... 7 and that “ ... people invest substantial resources in trying to
achieve, maintain and defend these beliefs” (ibid). The uncertainty reduction motive
is echoed in BT’s statement that “... a strong sense of self may provide clear priorities
and directions that help mobilize energy and make better decisions” (ibid).

The BT framework has several components. The first component is an (exoge-
nously given) set of “types” as in a standard incomplete information game setting.
Types here specify some preference parameter—the “deep preferences” or values men-
tioned above. Because types are linked to preferences, (observed) actions can be
informative about an individual’s (unobserved) type. Consequently, others’ beliefs
about one’s own type may be affected by one’s actions whenever these are observed.
The second component of BT’s framework is an individual’s “social image” or reputa-
tion: others’ beliefs about that individual’s type conditional on all observed actions,
where beliefs are updated according to Bayes’ rule. The third key component of the
BT framework is the assumption that, unlike traditional treatments of reputation,
here social image enters directly into an individual’s overall utility function. That is
to say, individuals have direct preferences about how they are perceived by others,
whereas in a classical reputation model such beliefs can only have instrumental value.
The last component of BT, the component that permits an identity interpretation
of their framework, is that individuals themselves are uninformed about their own
types even though types are used in determining actions. This last assumption allows
an individual’s own actions to serve as a signal to herself about her values and deep
preferences, i.e., about her identity.

The most accessible specification of their model is presented in Bénabou and
Tirole (2006b), where the authors consider social image motivations for pro-social
behavior, such as contributing to a public good, and describe how their analysis can
be re-interpreted through the lens of identity (Bénabou and Tirole, 2006b, p. 1657):

When making a decision affecting others’ welfare, an individual will often
engage in a self-assessment: “How important is it for me to contribute to
the public good? How much do I care about money? What are my real
values?” Later on, however, this information may no longer be perfectly
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“accessible” in memory—in fact, there will often be strong incentives to
recall it in a self-serving way. Actions, by contrast, are much easier to re-
member than their underlying motives, making it rational to define oneself
partly through one’s past choices: “I am the kind of person who behaves
in this way.”

Here, BT explicitly decompose overall utility into two parts, as do AK above and as
does SIT more generally. BT’s decomposition is different from both of these previous
theories, however. The first part of overall utility is labeled “intrinsic” or direct
preferences which, unlike AK, may directly incorporate non-pecuniary motivations
such as altruism or distributional social preferences. The second part of overall utility
is preferences over reputation. It is this second part of utility that can be thought of
as corresponding to an identity component of preferences.

Specifically, denote by a € A C R the individual’s action, such as his or her level
of contribution to a public good. Denote by v, and v, the individual’s “intrinsic val-
uations” for the action a and for money, respectively. These are the deep preferences
or values mentioned above. Denote by y the monetary incentives associated with
choosing the action a. The first part of an individual’s overall utility—the intrinsic
or direct benefit of choosing action a—can be written (v, + v,y)a — C(a), where C(a)
is the direct cost (e.g., disutility of effort) of a. An individuals’ type is given by
(Va,vy) € R% Types are independently distributed according to a continuous joint
distribution function with finite mean. An individual’s type is more-than-private
information—unknown to others as well as to the individual himself/herself—even
though type features directly into the individual’s optimization problem. It is this
last assumption that allows action to be informative of type to the individual herself.

The second part of overall utility is the beliefs component, alternatively labeled
reputation or social image. Here, E[v,|a,y] is the ex-post belief about the indi-
vidual’s intrinsic value for pro-sociality (e.g., altruism) obtained through updating
according Bayes’ rule when observing a being chosen in a decision situation with
material incentive rate y. The ex-post belief about the individual’s intrinsic value
for money, E[v,|a,y], is defined similarly. Assume that individuals prefer to ap-
pear pro-social and to not appear greedy in the sense of valuing money highly.
These assumptions can be incorporated by positing a value for reputation given by
R(a,y) = v.Evala, y] — v, Elvyla, y], with v, > 0,7, > 0 being weights capturing how
bad appearing greedy, or how pleasant appearing pro-social, feels. Finally, suppose
for simplicity, the second component enters overall utility with weight 0 < z < 1
which captures the decision weight given to reputation relative to the intrinsic net
costs associated with a. The individual’s problem is to maximize overall utility given
by:

ml?x{(ua +vyy)a — Cla) + v(VaEvala, y] — vy Elvyla, y])}
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This maximization problem yields a first order condition equating the marginal
(intrinsic and image) benefits of a to the marginal intrinsic and image costs.

3E[gy&!a,y} ety +ma3E[Vaala,y]

As a further simplification, define p, = 27, and p, = 27, and assume they are
common knowledge in the population, including the individual himself. One can
interpret these as the weight given to appearing intrinsically pro-social or money-
loving, respectively. The first-order condition can be re-written:

C'(a) + x,

OFEv,|a,y] OEv,la,y)
C/ =, . a |y - y |
(@) = v, + vy +p 5 Py 5,
From this last equation it should be clear that “... observing someone’s choice of

a reveals the sum of his three motivations to contribute (at the margin): intrinsic,
extrinsic, and reputational” (Bénabou and Tirole, 2006b, p. 1658). Because all three
of these motivations jointly determine action, however, inferring the level of either
of the intrinsic parameters, v, or v, from actions is a potentially complicated signal
extraction problem involving differential equations. To get a flavor for the solution to
the optimization problem, put aside the social image component of identity for the
moment and to make things even simpler, suppose there are no material incentives
for the pro-social act (y = 0). Behavior is then governed by the relationship between
C'(a) and v,. For any a, only individuals with types v, > C’(a) choose ¢’ > a so
that choice is very informative about type. Consequently, observing a high level of a
should increase ex-post beliefs about v,.%

This last observation suggests how the self-esteem motive for identity is captured
by BT’s framework. If society and the individual reach consensus somehow on the
idea that types with higher intrinsic pro-sociality (v,) should be accorded more social
esteem, then an individual obtains an increase in (identity) utility from actions which
signal a higher v,, like choosing a higher level of a in our simplified example above.
The uncertainty reduction motivation is also achieved through a consensus on what
types are generally assigned higher social status. The motivation to behave in a
way that increases ex-post beliefs about being a “desirable” type together with the
idea that the beliefs-updating process is well understood (e.g., Bayesian) given a full
description of the decision situation acts as a de facto set of behavioral prescriptions.
Notice that, as with AK, ultimately the set of social identities (here, types) together
with the status relationships among these identities is exogenous to the model. Once
these factors are agreed upon, however, identification processes play a potentially
substantial role in determining behavior.

8When y > 0, however, there is a tradeoff. Some types that would not have chosen a high level
of a without material incentives y because v, was not sufficiently large will now choose a high a
level because of material incentives. Thus, the signal extraction problem becomes more difficult—
financial incentives inject noise into the problem, so that ex-post beliefs are less responsive to the
level of a. This is BT's explanation for “crowding out.”
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3.2 Experimental and empirical evidence

Shortly after economists began theorizing about social identity, experimental economists
began testing the basic tenets of this theory. As with SIT in social psychology, the first
tests focused on how fundamental social identification processes were. They asked
whether near-minimal identity categorizations were a fundamental enough determi-
nant of preferences to affect behavior. As did SIT, many of these studies documented
a resulting simple ingroup bias (Chen and Li, 2009; Eckel and Grossman, 2005; Char-
ness et al., 2007; Guala et al., 2013). Butler et al. (2013) show that, consistent with
depersonalization, simple ingroup bias may result from internalizing ingroup mem-
bers’ preferences (empathy) rather than their earnings per se, which had been the
favored explanation for these early results (cf. Chen and Li (2009)).

Experimental economists have also asked what accounts for (simple) ingroup bias:
innate preferences or group-contingent variation in norm-concern? Harris et al. (2010)
show that ingroup bias increases when there is opportunity for third-party punish-
ment, suggesting that ingroup bias is a social norm in the context of equal-but-
different groups. This interpretation is strengthened by two other papers: Hertel and
Kerr (2001) find that priming specific norms that imply ingroup bias (e.g., group loy-
alty) increases ingroup bias and the expectation of others’ ingroup bias, while Jetten
et al. (1997) find the effect of norm-priming on ingroup bias is stronger for those who
identify more strongly with their group. Finally, it is worth noting that several of
these early studies by economists find no effect of equal-but-different social identities
on behavior at all (see, e.g., Giith et al. (2008) as well as many of the treatments in
Charness et al. (2007) and Eckel and Grossman (2005)).

Mirroring the development of SIT in social psychology, a second wave of interest
in identity has begun to investigate how identity changes preferences and, in partic-
ular, focuses on patterns not consistent with simple ingroup bias. Hargreaves-Heap
and Zizzo (2009) show that individuals intrinsically value their ingroup affiliation,
while Kranton et al. (2016) document substantial individual heterogeneity in group-
contingent behavior. McLeish and Oxoby (2007) find that individuals are more likely
to levy costly punishment on ingroup members for breaches of normative behavior
than on outgroup members, a pattern consistent with “parochial altruism”‘(Bernhard
et al., 2006) or, more classically, “amoral familism” (Edward, 1958). Butler (2014)
finds a similar result in a similar equal-but-different-group setting—individuals are
more likely to positively (negatively) reciprocate pro-social (anti-social) behavior from
ingroup members than from outgroup members. However, when a status difference
is imposed between groups, these patterns change qualitatively. High (low) status
group members are more (less) reciprocal in general. Taken together, this suggests
that individuals expect better behavior from ingroup members when groups are equal-
but-different, perhaps because of motivated beliefs (e.g., social projection) coupled
with identification processes, and so view ingroup transgressions as more serious.
The expectations explanation is made more plausible by a long tradition of expecting
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more from groups with higher social esteem, a phenomenon generally referred to as
noblesse oblige. Moreover, results from a handful of other studies inducing uninforma-
tive status differences in the lab are also generally consistent with higher status groups
behaving more in line with normative prescriptions (Ball and Eckel, 1998; Kumru and
Vesterlund, 2008; Willer, 2009). The fullest expression of this second-wave interest
is perhaps Chang et al. (2015), where the authors take the AK model literally and
elicit group-contingent prescriptions to investigate whether knowing these prescrip-
tions can improve economists’ predictions of individual behavior. Cohn et al. (2014)
examine the lasting impact of a particular social identity and show that banking in-
dustry employees behave less trustworthily, i.e., are less honest, when primed with
their banking industry identity.

It should be clear that most of the existing experimental economics literature has
adopted an AK-style framework for investigating identity. The beliefs-based approach
due to BT has proven more difficult to test and perhaps consequently the effects of
identity on beliefs has garnered less attention. This is an important oversight since
the SIT literature suggests that identity may affect beliefs in predictable ways and
the effect of identity on behavior through beliefs processes may be even more endur-
ing than identity’s effects on preferences. One such pattern is the “contrast effect”
mentioned above whereby a desire for “positive distinctiveness” leads individuals to
exaggerate intergroup differences on valued dimensions. Another example of how
social identity may affect behavior indirectly through belief-formation processes re-
lies on guilt or disappointment aversion. If behavior depends on group-contingent
prescriptions, an individual’s social identity may affect others’ expectations about
that individual’s behavior. Several studies have shown that many individuals have an
aversion to disappointing others by falling short of others’ expectations (Butler et al.,
2016b; Charness and Dufwenberg, 2006). By affecting others’ expectations, therefore,
social identity may ultimately affect behavior by determining the threshold defining
disappointment.

Finally, an important open question is where social identities come from. Who
defines the set of categories to which individuals may belong? Here it is important
to realize that prototypes need not be information-based, separating them from the
closely-related concept of stereotypes. To fulfill their goal of uncertainty reduction,
they need only be commonly-held. Any coordinating device, for instance, might
suffice. A fruitful avenue of research to pursue may be to conceptualize identity cate-
gories as an equilibrium phenomenon in a suitably defined game in which they serve
the role of pure coordination devices. It seems likely that pervasive stories, narratives
and mythologies are an important source of feasible prototypes and categorizations
which may also clearly serve a (cultural) coordination role. Apropos of this, and as
a segue into our consideration of Industrial Organization, it is worth noting that the
potential for identity to enhance coordination has been demonstrated in a general
(laboratory) game (Chen and Chen, 2011) as well as in the specific context of a (lab-
oratory) game framed to induce a within-firm coordination context (Butler et al.,
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2016a).

4 Identity and Industrial Organization

A major focus of industrial organization has been the “theory of the firm,” which
concerns itself with questions related to why some transactions take place within a
firm rather than at arm’s length through an impersonal market transaction. Histor-
ically, this branch of IO has asked what factors limit or shape the size and scope of
firms. Understanding the advantages of production within firms has been a puzzle
from the beginning (Coase, 1937, p. 390):

The price mechanism (considered purely from the side of the direction of
resources) might be superseded if the relationship which replaced it was
desired for its own sake.”

While Coase goes on to dismiss this justification for the existence of firms as fan-
ciful, identity has the potential to speak directly to precisely this motivation. The
point Coase raises fundamentally concerns employee preferences which, as we have
seen, may be malleable by outside actors—including the firm. Most Americans spend
a majority of their waking hours under the influence of their employers in some way,
either by being physically present in the firm or mentally present while working away
from the firm’s grounds. Consequently, the firm may be a particularly plausible can-
didate for “identity entrepreneur,” an actor which can create social categories for
employees to adopt, define the status relationships among these categories or, most
intriguingly, affect the prototypes associated with each identity category. Through
these channels, the social identification processes we have discussed so far may en-
hance the efficiency of within-firm production relative to arm’s-length production in
several ways.

4.0.1 Reducing efficiency losses due to incomplete contracts

The most obvious potential channel is that, through depersonalization, an employee
who adopts a firm-created social identity will tend to internalize group incentives, such
as monetary rewards. One simple way to model this internalization is by assuming
an individual is more likely to empathize with fellow group members. Denoting by
Ii;,=7;) an indicator function that takes the value one if i and j share the same social
category and zero otherwise:

Ui(ai,aj,]i,]j) = Ui(ai,aj) + ]I[Ii=fj] X OzUj(CLZ‘,CL]‘) (3)

In words, Equation 3 says that ¢’s overall utility places some weight, «, on j’s
preferences only if j is a fellow group member.
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As our first example consider a standard principal/agent situation and further
suppose that the principal and agent share the same identity category (e.g., they are
both members of a firm that has succeeded in instilling a salient firm identity). In
order to avoid infinite regress, assume for simplicity that the principal is a purely
selfish money-maximizer while the agent cares about identity and internalizes the
principal’s preferences. A reduced form model of this situation would be functionally
equivalent to a situation in which the agent has distributional social preferences (Fehr
and Schmidt, 1999; Bolton and Ockenfels, 2000; Charness and Rabin, 2002)), i.e., the
agent puts some weight in his utility function on the principal’s earnings. Suppose
the agent’s distributional preferences take the form of “inequality aversion” as in
(Fehr and Schmidt, 1999), so that U;(z;, z;) = ; — fi|x; — z;|. In words, individual
1 gains utility from higher own earnings but loses utility when earnings are unequal,
with the tradeoff between these two motives parameterized by the weight ;. This
case has been analyzed by Kd&szegi (2014) in his consideration of how a wide range of
results from behavioral economics may be incorporated into contract theory.? In the
discussion that follows, I rely heavily on Ké&szegi (2014).

Consider a fixed-wage (incomplete) contract environment. In this type of contract,
the P(rincipal) offers the A(gent) a fixed wage (w > 0) and the agent chooses a level
effort, e > 0, entailing a cost c¢(e) > 0. Assume effort and production are one-to-one
related, so that the effort level is also the material production in dollar terms. P’s
material payoff is the value of production minus the wage bill, xp = e — w, while A’s
own earnings are given by x4 = w — c(e).

If the firm must hire As on the spot market and offer a fixed-wage contract, we
can think of this as a one-shot interaction. In this case, if all As have purely selfish
preferences, i.e., they care only about their own earnings, there is a unique subgame
perfect outcome of this (one-shot) contracting situation: A exerts no effort and, know-
ing this, P offers w = 0. Contrast this with the joint-earnings maximizing outcome
which features the marginal cost of effort being equal to its marginal production, i.e.,
d(e) =1.

Next, consider the case where A is a firm-member who partially internalizes P’s
earnings. In particular, as suggested above, suppose that we can model A as being
averse to inequality. What will the optimal contract look like in this case? We can
start from A’s effort choice conditional on w. For any degree of inequality aversion,
fa > 0, A will never choose an effort level so high that e — w > w — c(e): If
s/he did, reducing effort would increase own earnings and reduce inequality, both
of which increase A’s utility. So, we can restrict attention to effort choices yielding
e—w < w— c(e). Now, assume that A cares at least a moderate amount about
inequality so that S4 > % It can be shown that e — w < w — ¢(e) is never optimally

While Készegi (2014) considers a case where both the principal and the agent have inequality
averse distributional social preferences, in the process of solving for the optimal contract it is shown
that the principal can be treated as a purely selfish own-payoff maximizer.
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chosen by A.!9 Consequently, whenever A is able, s/he always chooses an effort level
that eliminates inequality: w — c¢(e) = e — w. Re-arranging this expression yields
e+c(e)

w = —5—. Knowing this and solving backwards, P maximizes own earnings by

solving the following program:

The solution to this problem entails P maximizing e_Tc(e) so that in the optimal
contract, ¢’(e) = 1. Consequently, in stark contrast to the spot market setting, even
if interactions are still one-shot, A internalizing P’s earnings, perhaps because of a
shared firm identity, allows P to implement the first-best surplus-maximizing level of
effort with the optimal contract. Notice that this would be the case whether or not
P cares about A’s earnings directly in an inequality-aversion sense. In summary, by
reducing inefficiencies associated with contract incompleteness such as moral hazard,
even in a one-shot setting, the ability of firms to generate shared social identities
may confer an advantage to within-firm production over production achieved through

arms-length market transaction.

4.0.2 Reducing efficiency losses due to asymmetric information

Next consider the case where the optimal action may depend on information about the
state of the world, but where the most-informed employees are not necessarily those
who must make decisions. This could be because of job duties — employees on the
plant floor may, by simple proximity and frequency of interaction, be better informed
about the state of plant equipment at any point in time. It could also be about
expertise. The team of economists at Amazon may have a better idea about where
to invest resources to improve click-through rates than Jeff Bezos, even if Bezos were
ultimately in charge of this resource allocation decision. A source of inefficiency may
occur when preferences of the information-holders and the decision-makers are not
aligned. We can think of this situation involving strategic information transmission.
In their seminal work, Crawford and Sobel (1982) show that the maximum precision
of information that can be transmitted in equilibrium of such games depends on how
misaligned preferences are.

0There are multiple ways to see this. In the most straightforward way, first, assume that ¢/(e) < 1,
as will turn out to be the case in the optimal contract. Write down A’s utility conditional on being
weakly ahead in earnings: Ua(e) = 24 — fa(za — xp) = w — c(e) — Ba(w — ce) — (e — w)) =
w(l —2B4) 4+ Bae— (1 — Ba)c(e). Taking the derivative with respect to e yields 4 — (1 — 84)c(e).
Since 54 > % and ¢/(e) < 1, this derivative is always positive so that utility can always be increased
by increasing e.
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Consider their motivating example: the state of the world is characterized by a
random variable uniformly distributed on [0,1]. The S(ender) privately learns the
state of the world, m, and sends a costless message to the R(eceiver) who has no
direct information about m. R then takes an action, y € R. Preferences are given by
Us = —(y—(m+b))? and Ur = (—y—m)?. In this formulation, S and R have different
preferences over R’s action conditional on the true state of the world, which only S
knows. The scalar b measures the extent of preference conflict, since conditional on m,
R’s utility is maximized by setting y = m while S’s utility is maximized at y = m + 0.
Equilibrium consists of a signalling strategy for S and a decision rule incorporating
S’s signal for R. The primary result of the paper is that, in equilibrium, S’s signals
constitute a partitioning of the state space and that the finest partition possible
in equilibrium is finer when |b| is smaller. Preference conflict therefore limits the
informativeness of S’s signal achievable in equilibrium. This particular informational
friction obviously represents a source of firm inefficiency. The question is, then,
whether a firm can reduce this inefficiency by creating a shared social identity among
S and R relative to the alternative of market-based transactions at arm’s length.

It is easy to see that the answer is “yes.” Consider again the case where S and R
are employees of the same firm and share a common social identity. Suppose sharing
an identity causes S to internalize R’s preferences. Assume preference internalization,
as above, takes the form of placing some weight, (1 — «) € (0, 1), on other identity-
members’ preferences. Suppose for simplicity that S internalizes R’s preferences,
Us = al—(y— (m+b))*]+ (1 — a)[(—y —m)?], but that but R does not internalize S’s
preferences. Since Ug is the average of two quadratic functions, it is also a quadratic
function and, what is more, has a bliss point at y = m + ab. In this reformulation,
there is strictly less preference conflict between S and R than without preference
internalization: |ab| < [b|. Consequently, the most informative equilibrium with a
common firm social identity is more informative than would be possible without a
shared identity.

A further point can also be made with respect to informational frictions. The type
of Sender/Receiver games just outlined are referred to as cheap talk games. In cheap
talk games S knows more than R about what R’s surplus-maximizing action is and can
costlessly send some message to R. When S’s set of possible messages is sufficiently
rich, Crawford and Sobel (1982) show that when preferences are not too misaligned
then there are equilibria in which S’s messages convey some information. In simpler
settings, however, for instance where S’s set of possible messages are severely con-
strained, S’s messages are totally uninformative in every equilibrium whenever there
is any degree of preference conflict. As a consequence, mere preference internalization
cannot improve firm efficiency due to asymmetric information. However, there may
be identity-based firm-level policies that can attack even this source of inefficiency.

Consider the cheap talk game investigated in Butler (2014). The game consists
of a S(ender) and a R(eceiver). S can be thought of as the seller of a good, perhaps
expensive machinery, about which he has private information regarding quality. S

21



knows whether she has a high-quality, profit-enhancing, machine for sale. R can be
thought of as a firm who would like to buy high-quality machinery, as this enhances
output, but would like to avoid buying low-quality machinery as this just takes up
floor space without contributing to output:

Ugr(buy |high quality) > Ug(walk|high quality)
Ur(walk|low quality) > Ug(buy |low quality)

For his part, S prefers that R buy machinery irrespective of quality, perhaps
because of a seller’s commission:

Us(buy|high quality) > Ug(walk|high quality)
Us(buy|low quality) > Ug(walk|low quality)

Thus, there is some preference misalignment. In terms of messages, S is con-
strained. She can send one of two messages: “high quality” or “low quality.” The
game proceeds sequentially: R observes S’s message and decides between “buy” or
“walk.” It can be easily shown that in this game with purely selfish preferences S’s
messages never convey information, i.e., they are independent of the true quality of
the machinery.!! Moreover, mere preference internalization may leave some conflict
in preferences and, consequently, may not be helpful in expanding the set of equilibria
beyond uninformative “babbling” equilibria.

However, suppose a firm could inculcate not only a shared identity but also par-
ticular values. By shaping the “prototype” associated with firm-employee identity,
this could be feasible. In particular, suppose the firm instills a value for honesty so
that lying entails a loss in identity that takes the form of a psychic cost ¢ > 0. Strik-
ingly, no matter how small the psychic cost of lying is, this intervention rules out the
possibility of the babbling equilibrium. Intuitively, in any babbling equilibrium S’s
messages convey no information so that they have no impact on R’s decision to buy or
walk. Without loss of generality, suppose S knows he has a high quality machine for
sale. Since R’s decision is the same irrespective of S’s message, the expected benefit of
the message “high quality” is the same as the expected benefit of the only other pos-
sible message “low quality.” But, the message “low quality” entails a strictly higher
cost than the message “high quality” since the former is dishonest and engenders
the psychic cost ¢ while the latter message is truthful. Since the two messages have
the same benefit but strictly different costs, S cannot be indifferent between which

1A standard argument proceeds as follows. Think of S as having two types: “high (quality)”
and “low (quality).” Since both types strictly prefer that R buys rather than walk away, if there
were any messaging strategy for a high-type S that would increase R’s likelihood of buying, then
a low-type S would optimally mimic this strategy. Hence, the only possible equilibrium is one in
which high and low types are indistinguishable, which is an uninformative “babbling” equilibrium.

22



rules out “pooling” as an equilibrium strategy for S, a necessary component of any
babbling equilibrium.

Notice that many successful organizations, including universities, have honesty as
a key tenet of their (corporate) values or mission statement. Harvard University’s
“Statement of Values,” for instance, includes the line “Honesty and integrity in all
dealings” Summers (2002). Of course, it could be that honest people form successful
organizations, not the other way around. On causality, Butler (2014) experimentally
shows that creating a social identity that ostensibly instills a value for honesty makes
it more likely that messages in cheap talk games are informative and, moreover,
that this information is utilized by message-receivers, both of which are necessary to
improve firm decision efficiency.

4.0.3 Affecting preferences through status allocation

The last possibility I will outline is the most speculative. Firm organization typically
imposes a (de jure or de facto) hierarchy which defines the relative status among
different sub-organizations within the firm. It has been a puzzle to economists that
often the same role within a firm may pay vastly different wages depending on its
place within the firm hierarchy. The archetypal example would be a receptionist for
the office of the company CEO as opposed to a receptionist for a lower-level manager.
While there are stories that could be told which may justify a wage differential,
ultimately the economic situation is that individuals who perform identical tasks
earn vastly different wages.

Identity may provide one way to understand this common phenomenon. Consider
a fixed-wage environment like the one we started this section with. Another way to
conceptualize that situation would be one in which achieving higher-surplus outcome
depends crucially on reciprocity. If the employee reciprocates high wages with high
effort, the “gift-exchange” theory of labor relationships (Akerlof, 1982; Gneezy and
List, 2006), then the undesirable but unique subgame-perfect equilibrium associated
with fixed-wage contracts—lowest effort, lowest wage and lowest total surplus—may
be avoidable. Highly reciprocal employees may be induced to exert high effort with
relatively high wages. The danger is, of course, that any given wage may not be
perceived as particularly generous and either fail to elicit positive reciprocity or, worse
yet, elicit negative reciprocity, reducing even intrinsic motivations to exert effort. If
a firm could separate strongly reciprocal employees from the weakly reciprocal ones,
then a possible efficiency-maximizing strategy would be to pay the highly reciprocal a
high wage thereby eliciting high effort while, at the same time, pay weak reciprocators
the lowest possible wage since higher wages would not result in more effort.

One way this strategy could be implementable would be by inducing, through
identification processes, high and low reciprocity. While both theory and empirics
are sparse on this possibility, experimental findings in Butler (2014) suggest that by
manipulating the relative status of identity categories firms could affect how wage-
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reciprocal employees are. In particular, one plausible interpretation of his results are
that high status induces more reciprocal behavior. Some implications for the optimal
organization of the firm are straightforward and seem to match stylized facts. For
example, for otherwise identical individuals performing identical tasks for a fized
wage, since low status makes surplus-enhancing gift exchange less viable, low status
individuals should be (and typically are) paid a lower wage. On the other hand, if
the same individual were assigned to a category imparting high status (working in
the CEO’s office), status itself could induce a level of reciprocity making a high wage
optimal from the firm perspective through gift exchange.

5 Concluding thoughts

Over the past several decades, the theory of how social categorization and identifica-
tion processes affect behavior has developed an impressive array of tested and testable
implications. While starting in social psychology, the relevant body of research has
recently garnered the attention of economists and has continued to develop, largely
separately, in both disciplines.

In the economics literature, this has yielded two important classes of theoretical
models—one focusing directly on how categories enter preferences (AK) and another
investigating how identity may enter indirectly into preferences through beliefs (BT).
Both of these models yield important insights which remain largely untested. Both
of them miss important insights as well, being almost completely silent on the second
wave of SIT which emphasizes how identity colors cognition through, e.g., motivated
reasoning. Specifically, while there has been substantial research on how a desire
to maintain a specific self-image or identity (as, e.g., a pro-social individual) may
affect beliefs about oneself and one’s own actions through self-signaling (Bénabou and
Tirole, 2006b,a, 2016), consideration of how social categorization affects “intergroup
beliefs”—Dbeliefs about own- and other-group members’ characteristics and preferences
in general, such as the contrast effect mentioned in Section 3.2 above—has thus far
not entered the economic discourse.

More importantly, both the economics and social psychology literature fail to con-
sider the wider context and formally model categorization as the equilibrium outcome
of strategic interaction. In this fullest specification, the role of identity in societal
coordination may be highlighted and mark a complete turn-around from SIT’s be-
ginning as a way to rationalize discrimination rather than enhance cooperation. This
last point is the most important for IO in particular, as the benefits of cooperation
and coordination with respect to within-firm efficiency are a fundamental concern for
the field with measurable implications.
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