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Abstract

Can vanity do any good? It may seem obvious to answer this question
in the negative, as economists have shown how reputational concerns lead
agents e.g. to ignore valuable information, to herd, and to become overly risk
averse. We explore how proud agents may be a social blessing. An agent may
exert effort to become informed about the uncertain benefits of a project. A
smart agent’s efforts make him better informed; a dumb agent’s efforts are
to no avail. If an agent does not know his type, pride is socially beneficial.
If an agent knows his type, a dumb agent takes inefficient, unconventional
decisions to mimick a smart agent. The latter exerts more effort in order not
to be mistaken for a dumb. This holds whether or not project rejection is a
save haven for the dumb.
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Vanity and pride are different things, though the words are often used
synonymously. A person may be proud without being vain. Pride relates more to
our opiniton of ourselves, vanity to what we would have others think of us.

Jane Austin, 1813, Pride and Prejudice

1 Introduction

Can vanity do any good? It may seem obvious to answer this question in the
negative. Vanity or pride is one of the Seven Deadly Sins. The “excessive belief in
one’s own abilities”!, often combined with “the belief that [one is] better or more
important than other people”? has been described by philosophers and depicted by
many artists as the root of all sins. Although vanity and pride are sometimes used
as synonyms, we follow the distinction Jane Austin makes: vanity refers to acting
in a way such as to favourably influence other people’s impression of oneself.

An incarnation of vanity also has gained a bad name with the worldly philoso-
phers. The care for reputation typically leads a rational agent to ignore valuable,
private information, which in turn gives rise to an outcome that is socially inferior
to what would have been attained otherwise. Examples abound. In Holmstrém
(1999), a manager who is concerned about his reputation may become more risk
averse than is optimal for his firm, due to the negative effect on reputation that
follows upon failure. When decisions are made sequentially by agents who care
about their reputations, as is the case in Scharfstein and Stein (1990), this welfare
loss stems from the conscious emulation of actions that were taken previously in
an attempt to look smart and to share the blame if the decision works out to be
wrong. In Prendergast and Stole (1996), an individual manager has to make deci-
sions repeatedly and wants to be perceived as someone who is talented and dares
to act upon his private information. Two distortions result from the eagerness of
the manager to establish this reputation: exaggeration and conservatism. First, an
impetuous young manager responds too much to new information about a project
to show trust in his competence. Second, an experienced manager responds too

little to new information as doing otherwise would upset the belief that his previous

'http://deadlysins.com/sins/pride
2Pride’ in Cambridge International Dictionary of English.



actions were correct.’

Finally, it is often heard that the combination of elections and the power of the
media in contemporary society cause politicians to care too little about content and
too much about the way their decisions reflect upon them. The political campaign
that preceded the elections in May 2002 in the Netherlands is a case in point. For fear
of being made a scapegoat, many established politicians followed the herd. A general
feeling of disenchantment with the existing body politic among the Dutch was the
result. At the same time, in their eagerness to stand out certain aspirants maintained
unconventional positions warranting ‘clarification’, rectification, or retraction the
very next day. Many were left with the feeling that media attention and big egos
were all that was at stake.

To examine whether vanity may lead to anything positive we analyse a model
in which the decision to implement a project or to maintain the status quo has
been delegated to an agent. The agent can exert effort with a view to becoming
better informed about the uncertain, state dependent, consequences of the project.
The costs of effort are incurred by the agent himself. The agent may be either
smart or dumb: any effort exerted by a dumb agent is to no avail, while a smart
agent may obtain valuable information. The agent cares both about the expected
project benefits and about his reputation with the general public. We analyse both
the case that the agent knows his type and the case that he does not know his
type. In the base case, the state of nature remains unknown when the project is
not implemented. This means that a smart agent can distinguish himself from a
dumb agent only when he has implemented a project. We also assume that without
further information acquisition, and absent pride, the agent deems the project to be
‘bad’, i.e., that implementation would on average lead to a loss.

We want to argue that this model can best be applied to the political realm for
three reasons. First, just as in the managerial situations studied by e.g. Holmstrom,
and Scharfstein and Stein, care for reputation may be a short cut for care for future
income. A good reputation in the executive may strengthen the probability of re-
election. Indeed, Rogoff (1990) and Sibert and Rogoff (1988) have already argued

that incumbents’ incentives to appear competent induce them to create electoral

3Other papers in which reputation is a negative force include Avery and Chevalier (1999),
Biglaiser and Mezzetti (1997), Effinger and Polborn (2001), Zwiebel (1995).



cycles. Several studies have found evidence for the existence of electoral cyles in
macroeconomic variables (for a recent survey see Drazen, 2000). Second, even if re-
election is impossible incumbents care about the image the general public holds when
leaving office. Such is at least the impression one gets when analysing the behaviour
of re-elected presidents who have reached their final term. In several models of
electoral competition, agents are assumed to maximize the value of exogenous ego
rents (see e.g. Persson and Tabellini, 2000, chapter 3). These rents are not related
to policies or budgets (as they are exogenous). This suggests that it is not only
reputation, but also pride that is at stake. Third, our society also seems to stimulate
and exploit pride of politicians by naming streets and squares after them, by inviting
them to TV shows etc.

What emerges from our model is that the mechanisms that determine whether
pride is beneficial or not depend crucially on whether the agent knows his type or
not. In particular, if the agent does not know his type the amount of effort he
exerts increases the more important becomes reputation. This is not because effort
influences the posterior belief the public will eventually hold. Instead, it is because
by exerting more effort he can improve the odds with which the public will hold a
favourable belief. As a result, the average quality of implemented projects increases.
Pride, then, may be beneficial.

If the agent knows his type, socially optimal behaviour would have been for the
agent to base his decision on the information he has. A dumb agent, who does not
exert any effort as it is costly and to no avail, should vote against implementation
as projects are expected to be bad. A smart agent should exert some optimal
level of effort and follow the signal he obtains. This will indeed be the behaviour
if an agent cares little about reputation. The fact that a smart agent follows his
signal and thus sometimes rejects projects, sometimes accepts them, points to what
happens when agents have a concern with reputation. First, a dumb agent now
wants to mimic a smart agent by both accepting and rejecting projects. As a dumb
agent does not exert any effort this randomness is inefficient: some bad projects
are implemented. The more pride, the more often the dumb agent will diverge from
behaviour that is socially desirable, and the larger the inefficiency. The second effect
is a reaction of the smart agent to the dumb agent’s mimetic behaviour. With strong

reputational concerns, the desire to mimic the smart agent induces a dumb agent to



implement some bad projects. To distinguish himself from a dumb agent, a smart
agent increases his efforts by obtaining more valuable information to convince the
public of his qualities.

To gain further insight into the mechanisms behind our findings, we also analyse
two variations on our base model. First, if the expected benefits of the project are
positive (i.e., projects are ‘good’ instead of ‘bad’), a dumb agent has a stronger
incentive to behave in an unconventional, distortionary way. The reason is that the
marginal costs of rejecting a good project are smaller than the marginal costs of
accepting a bad project. The incidence of the dumb agent’s mimetic behaviour is
determined by equating the marginal revenue of doing so to its marginal costs. The
revenues stem from the increase in reputation thanks to the emulation of the smart
agent. The costs always include the opportunity costs arising from the implemen-
tation of a bad project or from the rejection of a ‘good’ project. Moreover, when a
project is implemented the state of nature is revealed. Hence, when a bad project
is implemented, there is the risk of negatively affecting reputation. This is costly.
This risk is absent when a good project is rejected — maintaining the status quo acts
as a save haven where the dumb can hide. More distortionary decisions result.

These observations naturally lead one to ask what role is played by the assump-
tion that the state of nature is not revealed when the status quo is maintained.
This is the second variation on the base model. A smart agent cannot distinguish
himself from a dumb agent when projects are rejected. A dumb agent’s possibly
wrong decision is not revealed. Would it then be beneficial to invest in mechanisms
revealing the state of nature in case the project is not implemented? In other words,
is there a role for a Government audit office to evaluate the adequacy of the decision
to reject projects and maintain the status quo? This question is analysed in section
6. In short, a dumb agent, losing his save haven, further distorts project choice.
A smart agent will exert more effort as he can now also distinguish himself from a
dumb in case of project rejection.

This paper is organized as follows. In the next section we present the model. In
section 3 we analyse the case where the agent does not know his type, and in section
4 the alternative case is presented. We then turn to the first variation in section 5.
Here, we pay special attention to the relationship between pride and unconventional

decisions. Section 6 analyses what happens when the correctness of the decision to



reject a project can be observed. Section 7 concludes by discussing how are findings

are related to the existing literature. Proofs can be found in the Appendix.

2 The Model

On behalf of the public or the electorate an agent has to decide whether to implement
a project (X = 1), or to maintain the status quo (X = 0). The payoff of an
implemented project depends on the state of the world, . This state is good or bad
p € {G, B} with equal prior probability. Before the agent decides on the project,
he may exert effort to obtain a signal, s € {g,b} about the state of the world. A
signal could be interpreted as the agent’s verdict (view, opinion) on the project
resulting from his investigations. A “smart” agent, by exerting more effort e, can
improve the probability 7 (e) with which his signal is informative. If a signal is
informative, it accurately reveals the state of the world: Pr(G|g, informative) =
Pr (B|b, informative) = 1, where Pr (G|g, informative) denotes the probability that
the state is G conditional on having observed an informative signal s = g. We
assume that the marginal returns to effort are positive but declining, 7’ > 0 and
7" < 0. Exerting effort is costly, ¢ (e) > 0, and the marginal costs of exerting effort
are positive and increasing, ¢’ > 0, ¢’ > 0. With probability 1 — 7 (e) the signals
remain uninformative even to a smart agent and does not add any new information
to the initially held belief that both states are equally likely. That is, if signals

are uninformative, Pr(G/|g, uninformative) = Pr (B|b, uninformative) = 1. To a

2
“dumb” agent all signals remain uninformative, however much effort he exerts.’
The agent cares about the outcome of his decision for two reasons. First, the
project may be intrinsically beneficial to undertake. The payoffs when G equal
p-+h > 0, whereas they equal p—h < 0 when B. Maintaining the status quo gives a
normalised payoff of 0, independent of the state of the world. The ex ante expected

benefits of project implementation are assumed smaller than zero, p < 0.°

Second, the agent cares about the beliefs the public holds about him, and may

4We assume that the functions ¢ (-) and 7 (-) are such that any equilibrium effort level satisfies
m(e) < 1.

% Assuming that a dumb agent’s effort is less productive than that of a smart instead of not
productive at all does not change the mechanisms that determine the results in this paper.

6In Section 5, we discuss the results for the alternative case that p > 0.



want to use the decision he makes to influence these beliefs. In particular, he cares
whether he is thought to be a smart agent worth re-electing or a dumb one without
any decision-making merits. The public attaches a prior probability « to the pos-
sibility that the agent is smart. Throughout the paper we assume that this prior
probability is common knowledge. We define the reputation of the agent as the
posterior belief that the agent is smart, . The public cannot observe the amount of
effort e the agent exerts, and so the posterior belief can only be based on the decision
to implement or to maintain the status quo, and, in the former case, whether the

state of the world is good or bad. Hence, the agent’s preferences are described by:

UX=1|G) = p+h+ra(X=1,G)—c(e)
UX=1|B) = p—h+Xa(X=1,B)—c(e) (1)
UX=0) = Xa(X=0)—c(e)

where )\ is the weight the agent attributes to his reputation relative to the outcomes
of the project and the costs of effort.

The timing in this model is as follows. First, Nature determines the state of the
world p and the type of the agent, dumb or smart. Next, the agent chooses effort
e, and receives a signal s. He then decides whether to implement or to reject the
project. If the project is implemented, 1 becomes common knowledge, whereas if
the status quo is maintained everyone remains ignorant about p. The public revises
its prior about the probability that the agent is smart, and payoffs are realized. All
of the above is common knowledge.

In the next section we assume that it is common knowledge that the agent does
not know whether he is smart or dumb. In section 4, it is common knowledge that

the agent knows his type but the public does not.

3 The Decision Maker Does Not Know His Type

In this section we determine the optimal strategy for an agent who does not know
his type. The equilibrium in this case consists of two parts. For the agent, it
characterises a strategy, i.e., an effort level and a decision rule that determines

whether to implement the project or not, such that his expected utility level is



maximized given the posterior beliefs held by the public. For the public, it means
that the posterior beliefs it holds are obtained using Bayes’ rule, the equilibrium
strategy of the agent, and the prior «, where possible.”

Suppose the agent decides to follow his signal, i.e., to implement the project if
he receives a good signal, s = g, and to maintain the status quo in case of a bad
signal, s = b. If the agent does not know his type the probability that © = G when

s = g equals

Pr(G|g):a<7r(e)—|—(1—7r(e))%>+(1—04)§ — (2)

and similarly

Pr(G[b) = 1_0‘7”(6) (3)

Furthermore, let e* be the equilibrium belief about the agent’s choice of e.

With this strategy of the agent, the reputation of the agent held by the public
once one of the three events {X =0}, {X =1,u =G}, or {X =1,u = B} is ob-
served can be calculated. If {X = 0}, the state of the world is not known, and since
i remains unknown, no new information about the agent’s type becomes available.

Consequently, the posterior belief equals the prior:
a(X=0)=a (4)

If the project is accepted, the state of nature becomes known, and some additional
information about the type of the agent is revealed. In fact, as only a smart agent
may receive an informative signal, and as the postulated strategy of the agent is to
follow his signal, accepting projects that work out to be good enhances the agent’s
reputation. Similarly, accepting projects that work out to be bad deteriorates his
reputation. In fact, using Bayes’ rule one obtains

am (¢*) + aj (1 —w (e*)) a(l+m(e"))

=LY = e a0 r(@N 10— lrar(e) —° O

"In case out-of-equilibrium beliefs are required, these beliefs should be ‘reasonable’. We specify
what is reasonable when we discuss the relevant out-of-equilibrium beliefs.



and

g adlen) _a-n(e) _
a(X_LB)_a%(l—ﬂ(e*))—l—%(l—a)_ 1 —an(e*) = (©6)

Equations (4)-(6) show the possible posterior probabilities under the assumption
that the agent follows his signal.

We now identify the conditions under which it is optimal for the agent to follow
his signal given posterior beliefs specified by (4)-(6). Combining these beliefs with
the conditional probabilities (2) and (3), one directly sees that in equilibrium (i.e.,
when e = e*) an agent’s decision to implement or not does not affect the reputation
he expects to hold. Obviously, if the agent is as ignorant as the public as to his

type, he cannot outwit the public. Formally, in equilibrium
Eyla(X =1,p)|g]=Pr(Glg)a(X =1,G) +Pr(Blg)a (X =1,B) =«

Therefore, the expected benefits of implementing a project when a good signal is

received are:

U(X=1lg) = (p+h)Pr(Glg)+ (p—h)Pr(Blg) + Ia—c(e)
= pt+am(e)h+ Aa—c(e)

Clearly, as the payoff of rejecting equals U (X = 0|g) = Aa — ¢ (e*), an agent follows
a positive signal if p + am (¢*) h > 0. Similarly, an agent maintains the status quo

in case of a bad signal, s = b, if U (X = 0]b) = Aav — ¢ (e*) exceeds

U(X=1b) = (p+h+ra(X=1,G))Pr(Gb)+
(p—h+Xa(X =1,B))Pr(B|b) —c(e")
1—a?n(e*)? — 27 (¢*)? (o — o?)

1 — a7 (e*)?

= p—am(e)h+ A\

—c(e")

1—a27(e*)2—2m(e*)? (a—aQ)

Clearly, U (X =0[b) > U (X =1|b) as 0 > p—am (e*) hand Aa > A« T aZne)?

Let us assume that p+am (e*) h > 0 in fact holds, and derive the optimal value of

e. The agent chooses e to maximize (1), given the equilibrium posterior expectations



(4-6). Though the agent cannot influence these expectations, he can influence their

probabilities. The agent thus chooses e to maximize:

U(e) = 3p+om(e)h) +hga+ (1)
I(1+ar(e)a(l+m(e)) 1(1l—am(e))a(l—mr(e*))
A(ﬁ 2 1+ am(e*) +§ 2 1 — am(e*) >_C(6)

The optimal effort level e* solves the first-order condition for a maximum

1042 (1—a)m(e)
27— o (r ()"

Sor () h + x (e) = ¢ (e) (®)
For the agent to follow his signal, e* should satisfy p 4+ am (e*) h > 0. For the agent
to exert any effort at all, U (e*) > Aav, or 3 (p + o (¢*) h) — ¢ (e*) > 0. Equation (8)
implicitly defines the optimal effort level e* as a function of o, A and h. Application
of the implicit function theorem shows that effort increases with h and A. The
intuition behind the effect of h on e* is clear. The larger the possible upside, the
higher the value of information. To understand the effect of A on e*, first note
that effort does not affect equilibrium beliefs about ability. Effort only affects the
probability of events. By expending more effort, the agent increases the probability
of the most favourable event (that is {X = 1, u = G}) and decreases the probability
of the least favourable event, {X = 1, u = B}.

If e* is such that p + am (e*) h < 0 holds, then the agent decides to ignore any
good signal he may receive and maintains the status quo. Of course, he will then
decide not to exert any effort at all. The agent has no reason to deviate from his
strategy to always maintain the status quo if the out-of-equilibrium beliefs held by
the public when either {X = 1,u = G} or {X =1, = B} occurs equal a. These
beliefs seem reasonable as no effort is undertaken by the agent, and the agent does

not know his type. Proposition 1 summarizes the main result of this section.

Proposition 1 Suppose it is common knowledge that neither the agent nor the pub-
lic knows whether the agent is dumb or smart. Let e* be the solution to %om’ (e*) h+
Z(1—a)m(e* * * : : * *
%%)\w’ (e*) = ¢ (e) and let it satisfy & (p+ am (e*) h) — c(e*) > 0. Then,
the equilibrium strateqy of the agent is to exert effort e* and to follow his sig-
nal. The equilibrium posterior probabilities that the agent is smart are given by:

a(X=0)=a, a(X=1,60) = 21"C) > o and & (X =1,B) = 2D <

1+am(e*) l—am(e*)

10



(If instead e* is such that  (p+ am(e*)h) — c(e*) < 0, the equilibrium strategy
of the agent is to exert no effort and to maintain the status quo. The equilibrium
posterior belief that the agent is smart is given by: a (X = 0) = «, while reasonable
out-of-equilibrium beliefs that sustain this equilibrium are a (X =1,G) = «, and

a(X=1B)=a.)

4 The Agent Knows His Type

If it is common knowledge that the agent knows whether he is dumb or smart but
the public does not, reputational concerns influence behaviour in two ways.® First,
the weight the agent puts on reputation determines whether or not a dumb agent
wants to mimic a smart agent by randomly implementing a project that is expected
to lead to a loss. Second, if agents are quite sensitive to the way they are regarded
by the public, a smart agent has an incentive to distinguish himself from a dumb
agent. Reputational concerns induce a smart agent to exert more effort to reduce

the risk of being mistaken for a dumb agent.

Proposition 2 Suppose it is common knowledge that the agent knows his type but

the public does not. Let A < A\~ := —% and let €%, solve 37 (e,) h = ¢ (ef))

and satisfy & (p+m (e;l) h)+3A(1+5%) —c¢ (6:,1) > XA (3%). Then there exists

an equilibrium in which (i) a dumb agent exerts no effort and maintains the status

*
8,07

equal (X =1,G)=a(X =1,B)=1 and a(X =0) = 72

2—a”

quo (ii) a smart agent selects e*,;, and follows his signal, and (iii) posterior beliefs

A comparison of propositions 1 and 2 shows that if it is common knowledge that
the agent knows whether he is dumb or smart and the public does not, and if the
agent is not very interested in his reputation, the decision-process is improved in two
ways. First, the effort of a smart agent is increased because he has more certainty
that his effort is productive and that he receives an informative signal. The effort
of a dumb agent is decreased, but that does not matter because his effort is not
productive. Secondly, in case the agent is not informed about his type, a dumb

agent who follows his signal takes an inefficient decision half of the time. In the

8 As before, it is possible that always maintaining the status quo is the optimal strategy for both
a dumb and a smart agent. From now on we will ignore this equilibrium.

11



situation of proposition 2 a dumb agent always chooses in line with the expected
benefits of the project. So, if reputational concerns are not very important and the
agent knows his type while the public does not, then a higher expected pay-off on
the project is realized. A drawback of the case in which the agent knows his type
is that for low values of A reputational concerns do not induce the agent to expend
more effort.

This changes for higher values of A for the following reason. A dumb agent,
when contemplating whether to mimic the smart agent’s behaviour or not, trades
off the increase in reputation and the expected reduction in project benefits. For
A < A7, the dumb agent refrains from mimetic behaviour as it would hurt expected
payoffs of the project more than it would add in terms of reputation. For values
exceeding A~ , however, the boost in reputation compensates sufficiently the expected
loss in project payoffs. Clearly, the more important reputation, the more frequent
inefficient implementation of harmful projects by the dumb. As a result, for a smart
agent to convince the public of his qualities he has to exert more effort to obtain
more valuable information than he would have in case the dumb agent had simply
rejected all projects. The net effect of pride on the value of implemented projects is

ambiguous.

Proposition 3 Suppose it is common knowledge that the agent knows his type
but the public does not. Let A > X~. Then there exists an equilibrium in which

(i) a dumb agent does not exert effort and implements the project with probabil-

iy v where 0 < vy < %; (ii) a smart agent selects e, solving %7?’ (e;h) h +
A (er,) (@(X =1,G) —a (X =1,B)) = (e},) and follows his signal , and (iii)
—~ . . a PN . . a(1+7r(e:7h)) —~ . .
a(X - 0) T 2—a-2v*(1-«w)’ CK(X - 17G) - a(1+ﬂ(e:7h))+27*(1_a) and o (X - 17B) -

a(l—r(e:)h))
a(lfﬂ(e;h))Jer* (1-a)°

Proposition 3 shows that when the agent knows his type reputational concerns
have two effects. First, they distort the decision made by a dumb agent: although he
expects the benefits to be negative, some projects are accepted. As a consequence,
they induce a smart agent to exert more effort. If v* were equal to 0, reputational
concerns would not affect effort (as we also know from Proposition 2). Effort in-
creases with 7*. The reason is that the more frequently a dumb agent chooses X =1,

the less information about the agent’s type is contained in X = 1. Consequently, for

12



a smart agent it becomes more important that the good state of the world occurs
as y* rises.

It also follows from proposition 3 that a dumb agent never implements a project
more often than a smart agent (v* < 3). In particular, even when reputational
concerns become of overriding importance, A\ — oo, a dumb agent still does not
want to implement a project with probability one half. The reason is that even when
A — oo the fear of being found out to be dumb keeps the dumb agent from making
the state revelating choice of implementation: the probability that an erroneously
implemented project is due to a dumb agent is larger than the chances of such
a mistake committed by a smart one. If project benefits matter, i.e. for finite
A, the dumb’s expectation that projects are bad is a further reason not to choose

implementation to often.

5 Reputation and unconventional decisions

So far we have assumed that the ex ante expected benefits are negative, p < 0. In
this section, we examine the implications of the alternative assumption that p > 0.
We restrict our attention to the case that the agent knows his ability, as it is easy to
verify that the assumption about the sign of p is immaterial in case the agent does
not know his ability”.

As in case of p < 0, a dumb agent chooses efficiently only if he cares little about
his reputation. When pride takes over, the dumb will mimic the smart by randomly

rejecting projects.

Proposition 4 Suppose it is common knowledge that the agent knows his ability.

4(1—a)+a? 1—71'(8:3)2
(1) Let A\ < \" :==1p 46£+2a2 )

p, and let € solve

)

éw' (exh) h+ ;L)\TI'/ (eh) (X =1,G)—a(X =1,B)] = (e)

and satisfy 0 < p < m(efy)h. Then (i) a dumb agent chooses X = 1; (ii) a

smart agent exerts effort level e and follows his signal; (111) posterior beliefs equal

9The only implication of p > 0 rather than p < 0 when the agent does not know his ability is
that for a wider range of parameters the agent will follow his signal.

13



a(X=0=1aX=1,q) =) ax =1, B = 20m@)) o) g

» N 2+a7r(e l) a’ 2—a7r(e:’*l)—a'
instead A > N7, and e}, solves

37 () B P (53) (@(X = 1.6) =a (X = 1.5)) = ()

and let it satisfy 0 < p < 7r( )h Then (i) a dumb agent chooses X = 1 with

probability v** € [v,1), with 0 < y < %; (i) a smart agent chooses esh and follows

his signal; (iii) posterior beliefs equal a(X =0) = P g a( =1,G) =
a(l—Hr(e:)*h))

~ . . a(l—r(e:fh )
()i 0K =1B) = e

A comparison of propositions 4 and 3 shows that when p > 0 a dumb agent is
more inclined to distort policy than when p < 0: AT < A~ for the same absolute
value of p. The reason for this result is simple. In our model, maintaining the status
quo, X = 0, is a save haven in the sense that no information about the correctness
of the decision becomes available. As a consequence, by choosing X = 0 a dumb
policy maker does not run the risk of making a mistake everybody observes. As we
have shown in the previous section, when p < 0 one cost of distorting policy is that
mistakes are observed. This weakens the incentive of a dumb agent to choose X =1
if p<O.

Also note that the probability with which the inefficient decision X = 0 is taken
may be larger than a half when a dumb agent expects projects to be good. Recall
that the frequency of inefficient decisions when p < 0 is strictly smaller than a half.
The difference is due to the fact that choosing X = 0 implies choosing the save haven
in which the state of nature is not revealed. Hence, when A — oo, and expected
project benefits become immaterial, the dumb agent rejects the project more often
than he implements it as the former does not expose him to possible public scorn.

Apart from influencing project choice, the assumption about the sign of p af-
fects the effort a smart agent puts in investigation. To understand why, first recall
that reputational concerns induce a smart agent to exert more effort in order to
distinguish himself from a dumb agent. However, the public only observes whether
the agent has made the correct decision if X = 1. A dumb agent implements more
projects when p > 0 than when p < 0. Consequently, for the same absolute value
of p, a smart agent has stronger incentives to distinguish himself when p > 0 than

when p < 0.
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It is worth noting that when reputational concerns distort project choice, it is
always in the unconventional direction (X =0, if p > 0; X = 1, if p < 0). The
reason is that we expect that a smart agent sometimes makes unconventional deci-
sions. Ability and the probability of making unconventional decisions are positively
related. This relationship induces dumb agents who care much about their repu-
tation sometimes to adopt unconventional policies. This result of our model fits
well with the observation made in the introduction that at the beginning of their
careers politicians often launch unconventional proposals. It is at the beginning of
their careers that the quality of a politician may not be known to the electorate.
How this relationship between pride and the incidence of unconventional decisions

compares to what is commonly found in the literature will be discussed in section 7.

6 Decision evaluation

In the model of Section 2 we have assumed that the consequences of the project
are only revealed when the policy maker chooses implementation. The idea behind
this assumption is that the proof of the pudding is in the eating. Learning requires
doing. Sometimes, however, the full consequences of policy decisions are not easy to
identify even in case of implemented projects. This provides a rationale for public
agencies whose aim is to evaluate policy programmes. For example, the scope of
various governmental accounting offices, like the United States General Accounting
Office and the Netherlands Court of Audit, has gradually broadened over time.
Initially, the court carried out audits. Today, it also evaluates the performance of
programmes. It tries to determine whether or not policies have had the intended
effects. As far as we know, these courts do not evaluate yet the performance of
projects that are not implemented. One could ask whether it would be wise to further
extend the tasks of these audit offices to also include the evaluation of the correctness
of not implementing specific projects. Would this improve decision making? One
way of checking the adequacy of rejecting specific projects is by looking at the
performance of similar projects implemented abroad. In terms of our model, the
implication of this additional task would be that the value of p will be revealed even
if the agent chooses X = 0. In this section we assume that such is the case.

It is not difficult to show that, if an agent does not know his own ability, the
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assumption about the observability of p does not qualitatively change the results.
In comparison with the case that p is only revealed when projects are implemented,
the agent exerts more effort. The reason is that if u is also revealed when the status
quo is maintained, the public always observes whether or not the agent has made the
right decision. Hence, the marginal benefits of exerting effort increase. In section
7 we come back to this result as it contrasts sharply with the findings of Milbourn,

Shockley and Thakor (2001). Formally,

Proposition 5 Suppose u is revealed when X = 0. Assume it is common knowledge

that the agent does not know his type. Let é solve tam’ (€) h + %)\ﬂ'/ (é) —
¢ (€) = 0 and satisfy 5 (p+ am (é)h) — c(é) > 0. Then the equilibrium strategy is
for the agent to exert e, and to follow his signal. The equilibrium posterior beliefs
that the agent is smart are given by & (X =1,G) = a (X =0, B) = 221@) ;ng

1+am(é)
a(X=1,B)=a (X =0,G) = =21 Noreover, & > e*.

1—am(é)

Now suppose that the agent knows his ability. Furthermore, suppose that p < 0.
In proposition 6, we show that in case the state of the world p is always revealed,
a dumb agent has stronger incentives to implement a project than in case u is only
revealed after implementation. To understand why, first note that with the assump-
tion that p is always revealed, rejection is no longer a save haven. The consequence
is that rejection delivers a lower payoff to a dumb agent, and therefore it becomes
less attractive. The cost of full revelation of u is thus that a dumb agent becomes
more inclined to distort project choice. There is also a benefit of full revelation,
however. A smart agent will put more effort into investigation. The reason is that if
the correctness of the decision is revealed irrespective of the decision made, a smart
agent can also distinguish himself from a dumb when projects are rejected. As in
section 3, without a further specification of our model, we cannot say whether or
not courts of audit should be charged with the responsibility of evaluating projects
which have been rejected. Important is that the result that reputational concerns
may increase effort and distort project choice does not hinge on the assumption
that the correctness of the decision is only revealed if projects are implemented.
Formally,
Proposition 6 Suppose u is revealed when X = 0. Assume it 1s common knowledge

4(17a)+a2<177r(és)l)2)
4—6a+2a2

that the agent knows his type. (1) Let A < A\ := —p , where €
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solves 3" (657) h+ A7 (65) (@ (X =0,B) —a (X =0,G)) = ¢ (é53). Then (i) the
dumb agent chooses X = 0; (ii) the smart agent’s level of effort equals és;, and he
follows his signal ; and (iii) the posteriors are a (X =1,G) = a(X =1,B) = 1,
8(X = _ elmen) aaix = o0.q) = 20rmEa) -
a(X=0,B) = 2rar(e) o and a (X =0,G) = > ar(e) o (2) Let A > X\, and
let e, solve

1 1
57‘-/ (és,h) h + ZAT‘J (és,h) (a (X =1, G) —a (X =1, B))
1
A () (@ (X = 0.B) =& (X = 0,0)) = ¢ (2.
Then (i) the dumb agent chooses X = 1 with probability 5 € (0,3]; (ii) the smart

agent chooses és,, and follows his signal; (iii) the posteriors are & (X =1,G) =

a(l4n(Ean)  ~ iy __ o(1-m(en)) S (Y — _ a(147(ésn))
rEn)ima X = LB = e s b E X =0.8) = o ea

R _ B a(lfﬂ'(és,h))
and (0% (X - 07 G) - a(lfﬂ(ésyh))+2(1fa)(1ia) '

Note that ¥ = % is possible: maintaining the status quo no longer implies choos-
ing a save haven, but implies equal public exposure. This takes away the reason for
making an inefficient decision less often than or more often than half of the time

when reputational concerns are all that matter.

7 Discussion

Agents who are concerned about their reputation may ignore valuable information,
downplay it, or exaggerate it. These individually rational actions are socially harm-
ful. The aim of this paper was to understand whether pride, particularly in the
political realm, can do any good. Our model, in which an agent can exert effort
that may provide him with information about the value of an investment project,
shows that pride may indeed be beneficial when an agent does not know whether
he is smart or dumb. Moreover, it shows the mechanisms determining whether the
same is the case when an agent does know his type

Scharfstein and Stein (1990) analyse the use of private information in a sequential
decision problem. They show that herd behaviour, or conventional decisions, may
result from agents’ desire to gain a strong reputation. They assume that agents do

not know whether they are dumb or smart. We analyse a one person decision prob-
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lem with an objective function identical to Scharfstein and Stein’s, and assume that
an agent can consciously decide how much private information to acquire. When an
agent knows his type reputational concerns lead the dumb agent to take unconven-
tional decisions. Our analysis suggests therefore that if information acquisition is
endogenised in a sequential decision structure it may matter whether agents do or
do not know their type.'"

Our model is closely related to that of Milbourn, Shockley and Thakor (2001)
(henceforth MST). Like MST, we are concerned with the effect of reputational con-
cerns on the incentives to invest in information. Our paper differs from MST in two
important respects. First, MST only consider the case that the agent does not know
his type, while we also examine the case that the policy maker knows his type. We
showed that relaxing the assumption that the agent does not know his type has im-
portant implications for the results and the mechanisms determining them. Indeed,
just as in MST when the agent does not know his type reputational concerns do not
influence project choice. But when the agent knows his type reputational concerns
lead a dumb agent to distort project choice.

Second, they show that the degree of overinvestment depends on the intensity of
reputational concerns only if the state of nature remains unobserved after project
rejection. Were the state of nature always revealed, the influence of reputation
on effort would vanish, and any overinvestment would disappear. As we showed
in section 6, reputational concerns influence effort whether the correctness of the
decision to maintain the status quo can be observed or not. In fact, if the state
becomes known whatever the decision taken and if the agent does not know his
type, the information collection effort is strengthened.

The reason for this difference can best be explained as follows. In MST a manager
creates a pile of projects on his desk, the average quality of which exactly reflects the
manager’s ability. Any investment in information helps the agent in distinguishing
good from bad projects. The larger the investment, the better the screening. This is
beneficial from a reputational point of view if the public only observes the outcome

of that part of the pile of projects that the manager implements. By exerting

0Effinger and Polborn (2001) show how reputational concerns can give rise to anti-herding.
This depends critically on the agents’ objective function. An agent wants to show he is the unique
smart agent.
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more effort, the agent can then increase the probability with which the best event
{X =1,G} is observed and decrease the frequency of the worst possible event,
{X =1, B}. But if the quality of the project is revealed whether it is implemented
or rejected, i.e., if the public eventually observes the quality of the whole pile of
projects, the public can perfectly observe the quality of the manager. Screening
no longer affects reputation. Hence, reputational concerns no longer influence the
choice of effort.

In our model, the average quality of the pile of projects depends exclusively
on the state of nature. The quality of the agent is the quality of the screening of
these projects. To enhance comparability with the MST findings, consider the case
where an agent does not know his type. When the consequences of his decision also
become visible when a project is rejected, an extra opportunity to show one’s quality
is offered, increasing the marginal reputational benefits of exerting effort. Hence,
more information is collected. Moreover, we also showed that reputation continues
to influence effort when the agent knows his type.

Adam Smith (1776) argued that “[i]t is not from the benevolence of the butcher,
the brewer, or the baker that we expect our dinner, but from their regard to their own
interest.” Paraphrasing Adam Smith, we would argue that the electorate addresses
itself at least partly, not to the humanity of the politicians but to their self-love. In
this paper we have tried to convince the reader that the private vice of vanity may

be a public virtue.
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9 Appendix

Proof of Proposition 2: We first show that given the strategies of either type
of agent, posterior beliefs are obtained using Bayes’ rule, the equilibrium strategies
of the agent, and the prior belief a. Since a dumb agent always chooses X = 0,
while a smart agent sometimes chooses X = 1, X = 1 reveals that the agent is
smart, whether the state is good or bad, implying (X =1,G) =a(X =1,B) = 1.
A smart agent chooses X = 0 with probability % Consequently, a(X = 0) =

o _ _a
%a+(1fa) 2—a”

Now consider the strategy of a dumb agent. First note that a dumb agent never
exerts effort, because there are no benefits of effort to him. A dumb agent prefers
X =0to X =1if da(X =0) > p+ ra(X = 1) or \g% > p+ A, implying

2—a
A< — s P-

Finally consider the strategy of a smart agent. When the smart agent decides not

to exert any effort, the best he can do is to maintain the status quo, which gives him
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Az Let e}, be the hypothetical optimal level of effort. When he does exert effort

and receives a bad signal, maintaining the status quo leaves him with A5%-—c (eg‘yl),

whereas deviating to implementation reduces his payoff to p — 7 (e;l) h+X—c (e;l)
(recall that Az~ > p + X by assumption). In case of a good signal, the payoff of
implementation equals p + 7 (6:71) h+X—c (6:71), whereas the payoff of rejection

amounts to A%~ —c¢ (eg‘yl). A necessary condition for implementation to be optimal

isp+m (6:,z> h > —X (%) If e is such that he follows his signal, the smart agent

chooses e to maximize §(p + 7 (es1) h) + 2 (1 + ﬁ) — c(esy). The first-order

condition for a maximum, €}, equals 37’ (e},) h = ¢ (e},). For the smart agent
to exert effort and to follow his signal instead of not exerting any effort at all and

maintaining the status quo

«
2—«

Lt (eg) )+ 2 (1 ¥ (Qf‘a)) Ce(e) > A

should hold. QED

Proof of Proposition 3: The posterior probabilities directly follow from Bayes’
rule and the equilibrium strategies of the agent.

Consider the strategy followed by a dumb agent. A dumb agent exerts no effort,
because effort is costly and there are no benefits of effort. When the dumb agent
mixes, his payoffs of accepting the project (ex ante) should equal those of maintaining
the status quo. Let v = Pr(X = 1) when an agent is dumb. In equilibrium, the

following must hold

1
P+ M@ (X =1,6)+ (X = 1,B)) = Xa (X = 0) )
or,
p_1 N .
@K =1,6)+a(X =1,B) ~a(X =0) (10)
~ . . a ~ . . a(l—Hr(eZ) )) ~ . .
where OZ(X = 0) = m, Cl{(X = 1, G) = a(1+7r(e:7h))+2}iy*(l—a) and o (X = 173) =

a(l—r(e:)h))
a(lfﬂ(e;h))Jer* (1-a)

, and where v* denotes the equilibrium value of ~.

The question becomes whether for all values of (p, A, ) satisfying A > —22(116“23
or 0 < =% < % (< 1), and for all values 7(e;,) € (0,1), there is a value of
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v* € (0,3) such that equation (10) holds.

’2
Note that the left hand side of (10) is strictly positive and smaller than %,

and that the expression on the right hand side is monotonically decreasing in v*.

Moreover, for v* = 0 the expression reduces to 1 — 5% = % > 0 while for v* =

l1—a
onr(e:)h)Jrl) (cwr(e:)h)fl)

there is a value of v* € (0, 3) such that condition (10) is satisfied.

1
2

it becomes a’m(e},)? ( < 0. Hence, for every value of (e )
Now consider the strategy of a smart agent. If he chooses not to exert any effort,
his payoffs equal those of a dumb agent. If instead he exerts effort, the best he can do
is to follow his signal. Suppose he has received a good signal. Then Pr (G|g) = 1=.
The condition that should hold for implementation to be prefered to maintaining

the status quo is

p+m(es,)h+APr(G|g)a(X =1G)
+Pr(Blg)a(X =1,B))
> Aa(X =0)

That this condition in fact holds can be seen by using equation (9) in conjunction
with Pr(Glg) > & > Pr(B|g). A similar line of reasoning shows that maintaining
the status quo when he has received a bad signal dominates implementation.

When a smart agent decides to exert effort he maximizes

1

%(p+7r(es,h) h) + )\5 (

1
—1—5)\& (X =0)—c(esn)

Therefore, €, is the solution to
1, L, ~ ~ /
577— (es,h) h + Z)‘ﬂ- (es,h) (Oé (X - 17 G) -« (X - 17 B)) = (es,h) (11)

QED

Proof of Proposition 4: This proof follows closely the one of Proposition
3. For values of A < A", a dumb agent implements a project with probability
one and a smart agent follows his signal. Hence, in equilibrium, a (X =0) =

L, a(X=1,G) = M, and a(X =1,B) = m, where e}’ solves

24+ arm—a 2—am—«
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s (e53) h+ 327" (e) [a(X = 1,G) —a(X =1,B)] = ¢ (e}}). The threshold value

2
A" is obtained by equating the payoff for a dumb agent of implementation and re-

jection, or

La(t+m(e)  1oa(l-m(e)

§2+Oz7r(e::“l)—a 22—(171’(6:;)—& =2

p+A

10+ (1r(eri)’) -
Toatowm - For A > AT, the dumb agent mimics

Solving for \ gives AT = p
the smart agent by implementing projects with a probability strictly smaller than
one, v < 1. Let 7** denote the equilibrium value. When the dumb agent mixes

his payoffs of accepting the project (ex ante) should equal those of maintaining the

status quo:
1. R .

p+§)\(0z(X:1,G)—|—oz(X:1,B)):)\oz(X:O) (12)

or,
. 1, .
g:a(Xzo)—i(oz(X:1,G)+a(X:1,B)) (13)
I equilibrium &(X = 0) = ——9 — &(X = 1,6) = ——2mem) g
2—a—2y*(1—a)’ ) a(1+m(er,))+2y**(1—a)

A X 1B) - —elire)

(orter) o (1a)” Of course, the right hand side of equation (13)
| 1—7 es’h —Q
1

. . ) e s w1 P .
is monotonically increasing in y**. For v** = 1, it equals JL, whereas for v** = 3

it is strictly larger than zero. As for v** = 0 the right hand side is negative, there
exists a value of v that depends on the parameters of the model, say v € ((), %) such
that the right hand side equals zero for v** = 7.

Comparing equation (9) which should hold for p < 0 and (12) for p > 0, one notes
that for the same absolute value of p, and in particular for a fixed value of 7 (e),
if v~ solves equation (9), then the solution 7 that solves equation (12) satisfies
~T > ~7. This, together with the first order condition that determines the optimal
level of effort of the smart agent, equation (11), shows that the marginal benefit of
effort have increased relative to the case of p < 0. Hence, €3, > €} ,. QED

Proof of Proposition 5: The analysis is similar to that leading up to equation

7. Because of the observability of p in case of X = 0, the expression for the expected
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reputation when a project is rejected becomes
Pr(Blb)a (X =0,B) +Pr(Gb)a (X =0,G) (14)

instead of a. Note that the expression in (14) is equal to the expected reputa-

tion when a project is implemented following a good signal. Hence, the maximand

becomes
U(e) = 5+am(e)h)+ (15)
Il(l+ar(e)a(l+n(e) 1(1—am(e))a(l—m(e))
2A<§ 2 I+ar(® 2 2 1— an (&) >_C(€)
and the first order condition amounts to
%om’ () h+ _(102 (07‘3(7;)()? A (&) = ¢ (8) (16)

As the second term on the left hand side is twice as large for any value of e as
compared to the same term in equation 8, é > e¢*. QED
Proof of Proposition 6:(1) The posterior beliefs follow from the equilibrium
strategies. The threshold value A, is calculated as in the previous propositions.
The smart agent’s objective function becomes U (e5;) = 3 (p+ 7 (es:) h) + 3A +
1-m(eat) ~

| —=#a (X =0,G) + M&(X = 0,B)> — c(es;), and so the first order

condition becomes
1, . 1 SN ~ ~
§7r' (€s0) h + 1)\7?’ (es1) (@(X=0,B)—a(X =0,G)) = (e5)

In (2), A > A,. The posterior beliefs can be derived from the equilibrium strategies.
The dumb chooses X = 1 with probability . In equilibrium, he is indifferent

between implementation and maintaining the status quo or

—)\[&(X:O,B)Jra(X:O,G)]=p+%)\[&(X:1,B)+&(X=1,G)]

Compared to the case where X = 0 is a save haven, the expected reputation of

choosing X = 0 goes down for fixed . Hence, there is a larger incentive to choose
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X = 1. Rewriting this equilibrium condition, one gets

G(X=1,B)+a(X=1,G)— (X =0,B)—a(X =0,G)]

|
>3
DO | =

The left hand side satisfies 0 < —§ < —s&, whereas the right hand side monotoni-
"

cally declines from —-E for v = 0 to 0 for y = 1. Hence, for all values of 7 (¢) there

1

is a value of v, v, € (0,3], such that the equilibrium condition is satisfied. The

smart agent’s level of effort is obtained by maximizing

1

U (esyh) = 5 (p + (esyh) h) + %)\ (

1 + 7 (687/7,)
2

1—m (es,h)

a(X=1,6)+— a(X=1,B))

1 —|— T (687/7,) a

_|_1)\ (L(es’h)a (X — 07G) + 5

5 5 (X =0, B)) —c(esn),

and so the first order condition becomes

1 1
57 @n) h+ A () (@ (X = 1,6) =G (X = 1,B)) +

im’ (€on) @ (X = 0,B) =@ (X = 0,G)) = ¢ (G1)

The extra marginal benefit in case of rejection leads to an increase in effort relative

to the case where X = 0 was a save haven.
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