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Abstract

We develop a theory of stakeholder governance to study how pro-social stakeholders

shape organizations. Conflicts of interest arising from diverging pro-social preferences

can lead to shifts in control rights, which significantly affect organizational sustainabil-

ity. We provide conditions under which more pro-social stakeholders benefit or harm

an organization’s sustainability, showing that they do not necessarily make it more

sustainable. The key insight of our analysis is that a top-down approach to address-

ing sustainability concerns consistently improves organizational sustainability, while a

bottom-up approach can harm it. Our results apply to CEO authority and retention,

board composition, and shareholder proposals and engagement.
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Stakeholders such as employees, managers, and investors are demonstrating a growing com-

mitment to addressing environmental, social, and governance (ESG) issues within their or-

ganizations. This shift in stakeholder preferences can be exemplified by the dramatic in-

crease in sustainable investing over the last decade (e.g., US SIF, 2020) and raises important

questions concerning the functioning of organizations. First, how do pro-social stakeholders

affect organizations? Second, do stakeholders impact organizations’ sustainability differently

depending on their role within the organization? Finally, in which cases can pro-social prefer-

ences lead to conflicts of interest within organizations, and how do these conflicts of interest

impact how organizations are run? Understanding the conditions under which growing ESG

concerns lead to more sustainable organizations is important for policymakers trying to pro-

mote organizational sustainability due to climate change concerns, for stakeholders trying

to advance sustainability in their organizations, and for empirical researchers studying the

link between stakeholders’ ESG concerns and organizational sustainability.

To address these questions, we develop a theory of stakeholder governance in which an

owner and a manager are involved in implementing a project. The owner is the controlling

stakeholder who also relies on the manager in running the organization. The key insight of

our paper is that while strengthening the pro-social preferences of the owner always enhances

the organization’s sustainability, a more pro-social manager can make an organization less

sustainable. In essence, we show that a top-down approach to addressing sustainability con-

cerns consistently improves the organization’s sustainability, whereas a bottom-up approach

can harm it. More specifically, we demonstrate that strengthening the pro-social preferences

of a stakeholder can exacerbate conflicts of interest about sustainability policies, which can

prompt the owner to withdraw the control rights from the manager. This loss of control

rights and influence negatively affects the organization’s sustainability if the control rights

shift from a more pro-social manager to a less pro-social owner. However, the organization’s

sustainability benefits if the control rights shift from a less pro-social manager to a more pro-

social owner. Consequently, having more pro-social stakeholders may not always improve

organizations’ sustainability.

To investigate how the diverging pro-social preferences of stakeholders affect organiza-

tions, we extend the delegation of authority model of Aghion and Tirole (1997) by incorpo-

rating the provision of a public good by the organization and by endowing its stakeholders
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with pro-social preferences. In the model, the organization comprises two stakeholders—an

owner and a manager—who are involved in implementing a project. Each stakeholder trades

off monetary and social payoffs when deciding which project to implement. Importantly, each

stakeholder may have pro-social preferences in addition to monetary incentives. Thus, rather

than focusing on the production of private benefits as the existing literature does, our model

features the joint provision of public and private goods. Importantly, unlike private benefits,

public goods jointly affect the utility of all stakeholders with pro-social preferences. The fact

that stakeholders can differ in terms of their pro-social preferences can lead to conflicts of

interest about the projects they wish to implement. For example, a car rental company may

have to decide whether to purchase more expensive—but less polluting—electric cars in-

stead of gasoline cars. When selecting the type of car to purchase, the company’s owner and

manager may disagree about whether to focus on profitability or environmental concerns.

The stakeholder holding the control rights has the authority to choose the project. How-

ever, a stakeholder must acquire information to implement a project and thus exercise control

rights. This means that a stakeholder without formal control rights can exert effective con-

trol over the project choice by being better informed than the stakeholder who holds the

control rights. For example, the owner of a car rental company who holds the control rights

can decide which type of car to purchase, but choosing a car requires carefully investigating

the pros and cons of different models. Suppose the manager running the day-to-day opera-

tions understands these pros and cons better than the owner. In that case, the owner should

follow the manager’s advice regarding the type of car to purchase, thus granting the manager

effective control over this decision.

The owner faces a trade-off when deciding whether to delegate the control rights to the

manager. On the one hand, the conflict of interest about the project choice makes delegation

costly. On the other hand, delegating the control rights also has benefits because it shifts the

burden of costly information acquisition to the manager. Consequently, if the owner’s and the

manager’s pro-social preferences differ substantially, then the cost of delegating the control

rights outweighs its benefits, and the owner refrains from delegating. Conversely, if the pro-

social preferences of the two stakeholders are aligned enough so that the conflict of interest

between them is less severe, then the owner delegates the control rights to the manager. In

particular, this view challenges the notion that a manager’s engagement in sustainability
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only results in private benefits at the expense of the owners (Friedman, 1970). Instead, our

framework suggests that this engagement can benefit the owners when sustainability drives

effort.

The first key result of our paper is that an organization’s sustainability can decrease

when the manager becomes more pro-social. That is, a bottom-up approach to promoting

organizational sustainability may be detrimental to the organization’s sustainability. There

are two cases in which this happens. The first case occurs when the manager becomes

significantly more pro-social than the owner. When this happens, the owner withdraws the

control rights from the more pro-social manager because the conflict of interest becomes too

severe. The second case occurs when an increase in the manager’s pro-social preferences

results in a better alignment with the owner’s preferences. In this situation, the owner

delegates the control rights to the less pro-social manager to save on information acquisition

costs. In both cases, the manager becomes more pro-social, and the control rights shift

from the more pro-social stakeholder to the less pro-social one, harming the organization’s

sustainability. However, in the first case, the shift in the control rights is due to the conflict

of interest becoming more severe, whereas in the second case, it results from the conflict of

interest becoming less severe. Yet, in both cases, the organization’s sustainability declines.

The second key result of our paper is that a shift in the control rights always benefits

an organization’s sustainability when it is caused by the owner becoming more pro-social.

That is, a top-down approach to promoting organizational sustainability always improves

the organization’s sustainability. There are again two cases. First, if the owner is less pro-

social than the manager, then the owner becoming more pro-social can cause the owner to

delegate the control rights to the more pro-social manager. Second, if the owner is more pro-

social than the manager, then this change can result in the owner withdrawing the control

rights from the less pro-social manager. In both cases, the control rights shift from the less

pro-social to the more pro-social stakeholder, which benefits the organization’s sustainability.

We also demonstrate that changes in pro-social preferences play an important role when

the control rights remain unchanged. There are two forces at play. First, a stakeholder with

stronger pro-social preferences prefers a project with a higher social but a lower monetary

payoff. Second, changes in pro-social preferences impact stakeholders’ incentives to become

informed, which can strengthen or weaken the influence of more pro-social stakeholders. For
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example, we show that making the manager more pro-social relative to the owner benefits

the organization’s sustainability when control rights remain unchanged since the effects on

both the project choice and effort make the organization more sustainable. Specifically, the

manager’s preferred project becomes more pro-social. Moreover, a more pro-social manager

has a greater incentive to acquire information due to a higher utility level, which results in a

shift in effective control from the less pro-social owner to the more pro-social manager, even

though control rights remain unchanged.

In sum, we provide a theory of stakeholder governance that sheds light on how pro-

social stakeholders affect organizations. Our framework allows us to identify cases in which

strengthening a stakeholder’s pro-social preferences benefits or harms an organization’s sus-

tainability. In particular, our results show that although a more pro-social owner always

benefits an organization’s sustainability, it is not always true that a more pro-social manager

does. In other words, stronger pro-social preferences enhance organizational sustainability

when implemented from the top down but may yield unintended negative consequences when

operating from the bottom up. Moreover, we demonstrate that even minor changes in pro-

social preferences can have a significant effect on an organization’s sustainability because

they can alter the allocation of the control rights.

We extend our model to examine the role of managers’ ESG-linked compensation and

owners’ hiring decisions in shaping an organization’s sustainability. We show that while social

compensation can mitigate the conflict of interest among the stakeholders by incentivizing

the manager to choose projects with a higher social payoff, it may not necessarily contribute

to the overall sustainability of the organization. This negative effect arises when an increase

in the manager’s social compensation leads to a shift in the control rights, which can harm

the organization’s sustainability. Finally, we show that when choosing among managers

with varying levels of pro-social preferences, the owner is inclined to hire a manager who is

more but not overly pro-social. The rationale is that a more pro-social manager has greater

incentives to exert effort in acquiring information that is beneficial to the owner. However,

if the manager were too pro-social, the conflict of interest would become too severe, which

would negatively impact the owner. Our results thus imply a theory of matching based on

pro-social preferences that could be explored in future research.

Although we primarily focus on owners and managers as our main application, our find-
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ings have implications for different types of relationships between stakeholders, including

managers and employees, entrepreneurs and investors, as well as company boards of directors

and CEOs. The central implication of our model that making stakeholders more pro-social

can benefit or harm an organization’s sustainability is in line with the mixed empirical ev-

idence regarding the impact of investors on the sustainability footprint of firms and other

organizations (e.g., Di Giuli and Kostovetsky, 2014; Chen et al., 2020; Heath et al., 2021;

Huang et al., 2021; Kim et al., 2022). In general, our results provide a theoretical under-

pinning for the increasing prevalence of stakeholder activism and engagement—stakeholders

trying to obtain effective control—about sustainability issues (e.g., Eccles and Klimenko,

2019) and help interpret existing results from the empirical literature on the topic. Section

IV contains a detailed discussion of the model’s implications for CEO authority and reten-

tion, board composition and dynamics, shareholder proposals, and shareholder engagement

and activism, as well as suggestions for future research.

Our paper provides a theory of stakeholder society (e.g., Tirole, 2001; Allen et al., 2015;

Magill et al., 2015) when stakeholders have pro-social preferences and contributes to several

strands of the literature. First, our analysis contributes to the literature in organizational

economics that studies control rights and stakeholders’ incentives to acquire information to

exercise these rights.1 In particular, we extend the framework of Aghion and Tirole (1997)

by introducing project choice along two dimensions—social and monetary payoffs—and by

endowing stakeholders with pro-social preferences. Our approach allows us to study how

pro-social stakeholders affect organizations and, in particular, to contrast the implications

of adopting a bottom-up or top-down approach to promoting sustainability in organizations.

Notably, the results in our paper cannot be obtained by simply reinterpreting the private

benefits for the principal and agent in Aghion and Tirole (1997) as capturing the owner’s

and manager’s pro-social preferences, which we formally demonstrate in Appendix A. The

reason is that our framework features the production of a public good, which jointly affects

the utility of the owner and the manager. Therefore, varying the pro-social preferences of

one stakeholder affects the utility of the other by affecting the provision of the public good.

1A related literature studies how control rights affect the communication between agents in organizations
(e.g., Dessein, 2002; Harris and Raviv, 2005; Alonso et al., 2008; Grenadier et al., 2016). See Bolton and
Dewatripont (2013) for a survey of the literature on authority in organizations. Delegation of authority
models have been used to study questions in, amongst others, corporate finance, corporate governance, and
corporate culture (e.g., Burkart et al., 1997; Stein, 2002; Van den Steen, 2010a,b; Chen, 2022).
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In addition, the strength and direction of the effect on the other stakeholder depends on

how much the other stakeholder values the public good (i.e., the other stakeholder’s pro-

social preferences). Studying how stakeholders’ pro-social preferences affect organizations

thus requires microfounding these preferences and allowing for project choice involving a

public good.

Second, our paper contributes to the theoretical literature on corporate governance by

studying the impact of pro-social stakeholders.2 This topic is particularly important in light

of increasing empirical evidence highlighting the importance of sustainability concerns in

the context of corporate governance (e.g., Di Giuli and Kostovetsky, 2014; Dimson et al.,

2015; McCahery et al., 2016; Hoepner et al., 2018; Dyck et al., 2019; Krueger et al., 2020;

Dasgupta et al., 2021). In contrast to the small but growing theoretical literature on the

impact of pro-social stakeholders on corporate governance (Matsusaka and Shu, 2021; Gollier

and Pouget, 2022; Levit et al., 2022; Jin and Noe, 2023; Malenko and Malenko, 2023), we

study a delegation problem when the organization produces a public good and stakeholders

have pro-social preferences. We demonstrate that control rights and effective control are

crucial dimensions for understanding the conditions under which more pro-social stakeholders

benefit or harm organizational sustainability.

Finally, we contribute to the growing theoretical literature on the impact of pro-social

stakeholders on organizations, which has primarily focused on investors and firms (e.g.,

Heinkel et al., 2001; Chowdhry et al., 2019; Morgan and Tumlinson, 2019; Landier and Lovo,

2020; Green and Roth, 2021; Roth, 2021; Broccardo et al., 2022; Gupta et al., 2022; Hart

and Zingales, 2022; Oehmke and Opp, 2022).3 In contrast to this literature, we focus on how

control rights shape stakeholder influence on organizational sustainability. In addition, our

insights can be applied to a broader range of stakeholders and organizations. As stakeholders

increasingly demand that organizations address ESG issues, it is important to understand

how the interactions between stakeholders influence the sustainability of organizations.

2See Malenko (2022) for a survey on the literature on corporate governance.
3See Gillan et al. (2021) for a survey. A related literature studies the asset pricing implications of socially

responsible investors (e.g., Pástor et al., 2021; Pedersen et al., 2021; Pedersen and Feldhütter, 2022).
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I Model

We consider an organization composed of two risk-neutral stakeholders: an owner (j = O)

and a manager (j = M). The owner is the controlling stakeholder of the organization.

There exists a set of projects that differ in terms of their social and monetary payoffs, and

the organization can implement one of these projects. There are three dates without time

discounting. At time zero, the owner decides whether to delegate the control rights to the

manager. At time one, the owner and the manager decide how much effort to exert to

become informed about the projects’ payoffs. At time two, a project may be implemented

if at least one stakeholder is informed. We describe the model in more detail below.

The organization’s output is a pair (π, s), where π is the monetary payoff and s is the

social payoff. We refer to a payoff pair (π, s) as a project. The organization has one unit

of initial resources that can be employed to produce the monetary and social payoffs. Let

ι ∈ [0, 1] denote the investment in the social payoff, then 1 − ι is the investment in the

monetary payoff. There exists a production technology that generates a monetary payoff of

π =
√
1− ι and a social payoff of s =

√
ι. Consequently, the relevant set of projects is given

by

P =
{(√

1− ι,
√
ι
)∣∣ι ∈ [0, 1]

}
.

There is no savings technology; thus, the organization generates a zero monetary payoff and

a zero social payoff if the initial resources are not employed.

The two stakeholders face an informational friction because without acquiring additional

information, there is a chance of generating highly negative payoffs. As a result, if neither

stakeholder is informed, then no project is implemented.4 Both stakeholders can exert costly

effort to become informed. Specifically, a stakeholder j ∈ {O,M} chooses a probability

qj ∈ [0, 1] with which the stakeholder becomes informed at time two. Stakeholder j’s private

cost of effort is
ϕj

2
q2j . If informed, stakeholder j can choose a project (π, s) from the set P .

The stakeholders make their effort choices simultaneously at time one, and the outcomes of

the owner’s and the manager’s effort choices at time two are independent. An alternative

interpretation of the informational friction is that there exists a search cost to identify

4What matters in our framework is that the owner is better off with the manager’s preferred project
than with a random project and vice versa for the manager. The existence of projects with highly negative
payoffs is a sufficient condition for this assumption to hold.
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relevant projects.

It is well documented that some stakeholders have pro-social preferences and that they

may differ in terms of these preferences (e.g., List, 2009; Riedl and Smeets, 2017; Bonnefon

et al., 2019; Bauer et al., 2021; Humphrey et al., 2021; Baker et al., 2022; Heeb et al., 2022).5

Thus, we assume that stakeholder j’s utility from implementing a project (π, s) is

uj(π, s) = βjπ + γjs,

where γj ≥ 0 captures the stakeholder’s pro-social preferences and βj > 0 represents the

monetary incentives. To ensure an interior equilibrium in the stakeholders’ effort choices,

we assume that effort is sufficiently costly: ϕj > max(π,s)∈P uj(π, s), j ∈ {O,M}.

Finally, at time zero, the owner decides on the delegation of the control rights over

the organization’s project choice: d ∈ {O,M}. The owner either retains the control rights,

d = O, or delegates them to the manager, d = M . The stakeholder holding the control rights

has the authority to choose the project at time two but can also delegate the organization’s

project choice to the other stakeholder ex post. We refer to the stakeholder whose preferred

project is implemented as the stakeholder holding effective control.6,7

Two remarks regarding the model are in order. First, as Aghion and Tirole (1997), we

adopt an incomplete contracting approach (e.g., Grossman and Hart, 1986), assuming that

project choice cannot be described and contracted on. In Appendix B, we demonstrate

that introducing optimal linear contracting does not resolve the conflict of interest that

arises due to pro-social preferences in our setting. Second, note that while the social payoff

is non-negative, this assumption does not imply that the organization generates positive

externalities. What matters in the model is the difference between the social payoffs when

implementing a project and when no project is implemented. Without loss of generality, we

normalize the social payoff when no project is implemented to zero. We could instead assume

5For indirect evidence, see, for example, Hong and Kacperczyk (2009), Hong and Kostovetsky (2012),
and Gibson et al. (2021).

6If the owner retains the control rights at time zero, then this is equivalent to postponing the delegation
of the control rights until after the information acquisition stage.

7We assume that the owner cannot renege on the delegation decision at time two. This assumption clearly
holds if the control rights are contractually agreed on. If this is not the case, the assumption can be justified
if the owner incurs a reputational cost larger than uO(πO, sO)− uO(πM , sM ) when reneging on the promise
to delegate the control rights. Baker et al. (1999) micro-found this reputational cost in a repeated delegation
of authority model.
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that the organization generates a negative social payoff when no project is implemented, for

example if the organization has assets in place that generate negative externalities. In this

case, the positive social payoff can be interpreted as the reduction in negative externalities.

Time 0 Time 1 Time 2

Owner’s delegation
decision d

Owner’s and manager’s
effort choices (qO, qM)

Project choice (if any)
and project payoffs (π, s)

Figure 1: Model timeline.

Figure 1 presents the timeline of the model. First, the owner decides whether to delegate

the control rights d. Second, the two stakeholders decide how much effort to exert (qO, qM).

Finally, the project is chosen and implemented (if any) and payoffs realize.

II Equilibrium Analysis

We solve the model by backward induction. We first determine each stakeholder’s preferred

project. Next, we determine the owner’s and manager’s effort choices. Finally, we charac-

terize the owner’s delegation decision.

A Project Choice

At date two, stakeholder j chooses the preferred project by maximizing utility, that is,

max
ι∈[0,1]

uj

(√
1− ι,

√
ι
)
,

which yields ιj = Rj, where Rj =
γ2
j

γ2
j+β2

j
∈ [0, 1) is what we refer to as the stakeholder’s

relative pro-social preferences. Thus, stakeholder j’s preferred project is given by (πj, sj) =(√
1−Rj,

√
Rj

)
.

Monetary incentives and pro-social preferences affect stakeholder j’s project choice through

the relative pro-social preferences Rj. A stakeholder with stronger relative pro-social pref-

erences is more willing to accept a lower monetary payoff to generate a higher social payoff

and, therefore, invests more of the organization’s initial resources in producing the social

payoff and less in the monetary payoff. For example, a manager with stronger pro-social
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πj
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(√

Rj

)

P

Social payoff
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off

Figure 2: Set of projects and stakeholder’s preferred project. The figure plots the set
of projects P and stakeholder j’s preferred project (πj, sj) for a given level of the stakeholder’s
relative pro-social preferences Rj.

preferences is more willing to accept a lower wage or bonus if the organization generates

a higher social payoff. This implication is consistent with the findings of Krueger et al.

(2022), who show that employees in more sustainable sectors earn lower wages. The authors

attribute this wage gap to employees’ preferences for environmental sustainability. Similarly,

an owner with stronger pro-social preferences is willing to accept a lower financial return in

exchange for a higher social return, consistent with the evidence in, for example, Riedl and

Smeets (2017), Bonnefon et al. (2019), Bauer et al. (2021), Humphrey et al. (2021), Baker

et al. (2022), Heeb et al. (2022), Giglio et al. (2023).

When the owner and the manager have the same relative pro-social preferences, RO =

RM , then their preferred projects are the same: (πO, sO) = (πM , sM). In particular, without

pro-social preferences, γO = γM = 0, their preferred projects coincide. Increasing the wedge

between the stakeholders’ relative pro-social preferences, |RO − RM |, makes their preferred

projects differ more, making the conflict of interest regarding project choice more severe. As

shown below, this conflict of interest is crucial in determining who holds the control rights

and, therefore, in shaping the organization’s sustainability.
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B Effort

Given the owner’s and manager’s preferred projects, we can determine the stakeholders’

expected utilities at time one, which in turn determine their effort choices. Figure 3 sum-

marizes the project choice at time two, depending on the allocation of the control rights and

the information of the owner and the manager. For example, assume that the owner holds

the control rights, depicted in Figure 3a. In this case, when informed, the owner imple-

ments the preferred project (πO, sO). When the owner is uninformed while the manager is

informed, then the owner follows the manager’s recommendation and implements the man-

ager’s preferred project (πM , sM). This means that the manager has effective control.8 If

neither stakeholder is informed, then no project is implemented due to the risk of generat-

ing highly negative payoffs. The other case in which the manager holds the control rights

is similar, the only difference being that the manager’s preferred project is implemented if

both stakeholders are informed.

Stakeholder j’s expected utility at time one is given by

Uj(qO, qM , d) =

qOuj(πO, sO) + (1− qO)qMuj(πM , sM)− ϕj

2
q2j , if d = O,

(1− qM)qOuj(πO, sO) + qMuj(πM , sM)− ϕj

2
q2j , if d = M.

The owner has effective control with probability qO when holding the control rights, d = O.

In contrast, the manager has effective control with probability (1−qO)qM , which occurs when

the manager is informed but the owner is not. On the other hand, if the owner delegates

the control rights to the manager, d = M , the probability of having effective control for the

owner decreases to (1− qM)qO, while the probability for the manager increases to qM .

The stakeholders choose their effort levels simultaneously. As we show in Lemma 4

in Appendix E, the equilibrium effort choices (qO(d), qM(d)) conditional on the delegation

decision d, are determined by the two first-order conditions of the owner’s and manager’s

expected utilities and satisfy (qO(d), qM(d)) ∈ (0, 1)2. This implies a positive probability that

each stakeholder determines the organization’s project choice and thus has effective control.

As a result, both the owner’s and the manager’s relative pro-social preferences affect the

8The owner follows the manager’s recommendation because uO(πM , sM ) > 0. The stakeholders’ relative
pro-social preferences satisfy Rj < 1 because βj > 0. As a result, we have πj > 0 while sj ≥ 0 and therefore
uj′(πj , sj) ≥ βj′πj > 0, where j and j′ denote the two stakeholders.
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(πM , sM)
with prob.
(1− qO)qM

Project
(πO, sO)

with prob.
qOqM

Project
(πO, sO)

with prob.
qO(1− qM)

No project
with prob.

(1− qO)(1− qM)

(a) Owner holds control rights: d = O.

Informed Uninformed
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In
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ed
O
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er

Manager

Project
(πM , sM)
with prob.
(1− qO)qM

Project
(πM , sM)
with prob.

qOqM

Project
(πO, sO)

with prob.
qO(1− qM)

No project
with prob.

(1− qO)(1− qM)

(b) Manager holds control rights: d = M .

Figure 3: Control rights and effective control. This figure summarizes which project
is undertaken (if any) at time two and the probability of the different cases as a function of
the allocation of the control rights and the owner’s and manager’s effort. The background
color indicates who holds effective control, where blue-filled (red-shaded) indicates that the
owner (manager) has effective control.

organization’s expected social payoff.

The best response function of stakeholder j is informative about the stakeholder’s effort

choice and is given by

Bj(qj′ , d) =
(1− qj′)uj(πj, sj) + I{d=j}qj′∆uj

ϕj

,

where j′ denotes the other stakeholder and ∆uj = uj(πj, sj) − uj(πj′ , sj′) ≥ 0. The best

response function reveals three important properties of the stakeholders’ incentives to exert

effort. First, the stakeholders’ effort choices are strategic substitutes because
∂Bj(qj′ ,d)

∂qj′
< 0.

Second, a stakeholder’s monetary incentives and pro-social preferences affect the incentives

to exert effort through the utility uj(π, s) received from implementing the preferred project

(πj, sj) and from the implementation of the other stakeholder’s preferred project (πj′ , sj′).

Finally, holding the control rights increases the incentives to exert effort. This is because the

stakeholder with the control rights can implement the preferred project when both stake-
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holders are informed.

We can now translate the effort choices into the allocation of effective control. Specifi-

cally, we define the owner’s allocation of effective control as the probability that the owner

determines the organization’s project choice, conditional on a project being implemented,

denoted by eO(d).
9 The manager’s allocation of effective control is eM(d) = 1− eO(d).

As Lemma 1 shows, in the case where the owner has no pro-social preferences, γO = 0, an

increase in the manager’s pro-social preferences γM unambiguously increases the manager’s

effort and effective control.

Lemma 1 (Pro-social Preferences, Effort, and Effective Control). When the owner has no

pro-social preferences, γO = 0, then an increase in the manager’s pro-social preferences γM

leads to an increase in the manager’s effort, ∂qM (d)
∂γM

≥ 0, and to a decrease in the owner’s

effort, ∂qO(d)
∂γM

≤ 0. This substitution in effort between the stakeholders translates into a shift

in effective control from the owner to the manager, that is, ∂eM (d)
∂γM

≥ 0 and ∂eO(d)
∂γM

≤ 0.

An increase in the manager’s pro-social preferences affects the manager’s effort choice

in two ways. First, becoming more pro-social increases the manager’s level of utility and

incentives to exert effort. Second, higher pro-social preferences of the manager render the

conflict of interest with the owner more severe, which can further increase the manager’s

incentives to exert effort. Even though a more severe conflict of interest can also increase the

owner’s incentives to exert effort, the direct effect on the manager’s utility always dominates

the indirect effect on the owner’s utility.

One of the key forces through which an increase in a stakeholder’s pro-social preferences

affects the effort level is by increasing the stakeholder’s utility. Intuitively, strengthening

the pro-social preferences of a stakeholder means that the stakeholder cares more about the

social payoff. In particular, we argue that absolute shifts in pro-social preferences rather

than relative shifts from monetary incentives to pro-social preferences are the right way to

examine changes in stakeholders’ pro-social preferences. For example, if a manager receives

a salary and becomes more environmentally conscious, it does not mean that the manager

9We focus on the probability conditional on a project being implemented and not on the unconditional
probability because, in practice, projects that are not undertaken cannot be observed in the data. Both
stakeholders are uninformed with probability (1−qO(d))(1−qM (d)). As a result, the probability of a project

being implemented is given by qO(d) − qO(d)qM (d) + qM (d) and we get eO(O) = qO(O)
qO(O)−qO(O)qM (O)+qM (O)

and eO(M) = (1−qM (M))qO(M)
qO(M)−qO(M)qM (M)+qM (M) .
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cares less about monetary income, but only that the environmental impact of the company

becomes more important to the manager.10

Due to the symmetry of the model, we obtain a symmetric result when the manager has

no pro-social preferences, γM = 0, in that an increase in the owner’s pro-social preferences

γO leads to a substitution in effort and effective control from the manager to the owner.

In Appendix C, we study how changes in stakeholders’ monetary incentives and pro-social

preferences impact the equilibrium effort levels and effective control when both stakeholders

have pro-social preferences.11

Given that changes in the stakeholders’ pro-social preferences alter the project choices

and the allocation of effective control, it is crucial to understand how those changes jointly

affect the organization’s sustainability. To this end, we examine the expected social payoff

conditional on the delegation decision and a project being implemented,

E [s̃|π̃ > 0, d] = eO(d)sO + eM(d)sM ,

where π̃ and s̃ are the random monetary and social payoffs and where E denotes the expec-

tation at time zero. We refer to the organization’s expected social payoff conditional on a

project being implemented, E [s̃|π̃ > 0], as the organization’s sustainability. Intuitively, the

higher the expected social payoff, the higher the organization would score on sustainability

KPIs and the more sustainable it would be deemed. Note that this result does not imply

that more sustainable organizations are always desirable from a welfare perspective because

higher social payoffs come at the cost of lower monetary payoffs.12

The effect of changing the manager’s pro-social preferences on the organization’s sustain-

10Our results on how shifts in control rights driven by changes in pro-social preferences affect an orga-
nization’s sustainability (Proposition 6 and 9) do not depend on whether we consider absolute changes in
pro-social preferences (an increase in γM ) or relative changes (an increase in γM while γM + βM = 1).

11The key difference compared to the case considered here is that an increase in the manager’s pro-
social preferences can also make the conflict of interest with the owner less severe, decreasing the manager’s
incentives to exert effort.

12Note that if a social planner has the objective function π + s, then the social planner would want to

implement the project (π, s) =
(

1√
2
, 1√

2

)
corresponding to the relative pro-social preferences R = 1

2 . Clearly,

we can have Rj <
1
2 and Rj >

1
2 such that the social planner would prefer a more or a less pro-social project

compared to stakeholder j.
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ability, conditional on the delegation decision, is

∂E [s̃|π̃ > 0, d]

∂γM
=

∂eM(d)

∂γM
(sM − sO)︸ ︷︷ ︸

∆ Effective Control

+ eM(d)
∂sM
∂γM

.︸ ︷︷ ︸
∆ Project Choice

There are two effects at play. First, making the manager more pro-social changes effective

control in the organization. This effect positively influences on the organization’s sustainabil-

ity when effective control shifts from a less pro-social stakeholder to a more pro-social one.

The second effect is that making the manager more pro-social tilts the manager’s preferred

project towards one with a higher social payoff, positively influencing the organization’s

sustainability.

Proposition 1 (Pro-social Preferences and Organization’s Sustainability). When the owner

has no pro-social preferences, γO = 0, then an increase in the manager’s pro-social prefer-

ences γM leads to a shift in effective control to the manager, ∂eM (d)
∂γM

≥ 0, who chooses a more

pro-social project, ∂sM
∂γM

≥ 0. As a result, the organization’s sustainability, conditional on the

delegation decision, is increasing in the manager’s pro-social preferences:

∂E [s̃|π̃ > 0, d]

∂γM
≥ 0.

When taking the delegation decision as given, Proposition 1 demonstrates that as the

manager becomes more pro-social relative to the owner, the organization becomes more

sustainable. In this case, both the change in effective control and the change in the project

choice increase the organization’s sustainability. Note that a symmetric result holds when

the manager has no pro-social preferences, γM = 0, and the owner’s pro-social preferences

γO become stronger. That is, the organization’s sustainability increases.

While Proposition 1 shows that more pro-social stakeholders can make an organization

more sustainable, this result takes the delegation decision as given. However, the owner

takes this decision and it can change as stakeholders become more pro-social. We study this

last crucial step in the following section.
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C Delegation of Control Rights

The owner decides whether to delegate the control rights to the manager, taking into account

the future actions of both stakeholders. That is, the owner solves

max
d∈{O,M}

UO(qO(d), qM(d), d),

where qO(d) and qM(d) are the stakeholders’ effort choices.

We first study the impact of the delegation decision on the effort choices of the stake-

holders.

Lemma 2 (Control Rights and Effort). Allocating the control rights to a stakeholder in-

creases the stakeholder’s effort and reduces the other stakeholder’s effort, that is, qO(O) ≥
qO(M) and qM(M) ≥ qM(O).

As Lemma 2 shows, allocating the control rights to a stakeholder increases the stake-

holder’s effort and reduces the other stakeholder’s effort. This substitution in effort between

the stakeholders translates into a shift in effective control, that is, eO(O) ≥ eO(M) and

eM(M) ≥ eM(O). The reason for the increase is that holding the control rights increases the

likelihood of having effective control, which results in stronger incentives to exert effort.

To study the owner’s delegation decision, we define the wedge in the owner’s utility gained

from retaining rather than delegating the control rights as

∆UO = UO(qO(O), qM(O), O)− UO(qO(M), qM(M),M).

In particular, the owner delegates the control rights, d = M , if ∆UO < 0 and retains the

control rights, d = O, if ∆UO > 0.

Proposition 2 (Irrelevance of Control Rights). When the stakeholders have the same relative

pro-social preferences, RO = RM , then the delegation decision d does not affect their effort

choices, (qO(O), qM(O)) = (qO(M), qM(M)), and expected payoffs. As a result, ∆UO = 0.

Proposition 2 shows that the owner’s expected utility does not depend on the delegation

decision if there is no conflict of interest between the stakeholders. The result highlights that

both the pro-social preferences and the wedge in stakeholders’ relative pro-social preferences

are necessary to make the delegation decision relevant.
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To understand how pro-social preferences affect the delegation decision, note that the

wedge ∆UO can be rewritten as

∆UO = P(π̃ > 0|d = O)E [uO(π̃, s̃)|π̃ > 0, d = O]− ϕO

2
q2O(O)︸ ︷︷ ︸

Expected utility when d = O

−
(
P(π̃ > 0|d = M)E [uO(π̃, s̃)|π̃ > 0, d = M ]− ϕO

2
q2O(M)

)
︸ ︷︷ ︸

Expected utility when d = M

. (1)

In equation (1), we express the owner’s expected utility as the probability that a project is

implemented times the expected utility conditional on a project being implemented, minus

the effort cost. The equation shows that the delegation decision affects the expected utility in

three ways. The first effect of delegating the control rights to the manager is that it impacts

the probability of a project being undertaken, which we refer to as the project implementation

effect. Thus, if

P(π̃ > 0|d = M) > P(π̃ > 0|d = O),

then the probability of a project being implemented is higher when the manager holds the

control rights. This, in turn, is beneficial to the owner. In other words, delegating the control

rights to the manager may reduce the risk of implementing no project.13

The second effect of delegating the control rights to the manager is an effort cost effect.

When delegating the control rights to the manager, the owner exerts less effort, and the

manager exerts more effort, which lowers the owner’s effort cost by

ϕO

2

(
q2O(O)− q2O(M)

)
≥ 0,

and always gives the owner a reason to delegate control rights.

The third effect of delegating the control rights to the manager is that it alters the like-

lihood that each stakeholder’s preferred project is undertaken. Delegating the control rights

to the manager increases the manager’s effort and reduces the owner’s effort, strengthening

13In Appendix F, we show that as γM gets sufficiently large, then the project implementation effect is
positive in that delegation increases the probability of a project being implemented: P(π̃ > 0|d = M) >
P(π̃ > 0|d = O).
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the manager’s effective control. As a consequence, we have

E [uO(π̃, s̃)|π̃ > 0, d = O] ≥ E [uO(π̃, s̃)|π̃ > 0, d = M ] .

Intuitively, delegating the control rights to the manager means that the manager’s preferred

project is relatively more likely to be implemented, which reduces the owner’s expected

utility. This effect, referred to as the project selection effect, discourages the owner from

delegating the control rights to the manager.

Proposition 3 (Relative Pro-social Preferences and Control Rights). Taking as given the

owner’s monetary incentives βO and pro-social preferences γO, if the wedge in relative pro-

social preferences, |RO −RM |, is positive but sufficiently small, then the owner delegates the

control rights to the manager: d = M . If the wedge is relatively large, then the owner retains

the control rights: d = O.

Intuitively, if the conflict of interest between the owner and the manager is minor, then

the project selection effect is small. That is, the shift in effective control to the manager

resulting from delegating control rights only leads to a small loss in expected utility for the

owner. In this case, the value the owner obtains from the manager’s increased effort and

the lower effort cost dominates the project selection effect. Therefore, the owner delegates

the control rights to the manager. In contrast, if the conflict of interest is severe, then the

project selection effect dominates, and the owner retains the control rights.

We can fully characterize the delegation decision when one of the stakeholders has no

pro-social preferences. That is, when γO = 0 and ϕM is sufficiently large, we obtain the

result in Proposition 4.14

Proposition 4 (Owner without Pro-social Preferences and Control Rights). When the owner

has no pro-social preferences, γO = 0, and ϕM > ϕ̂M , where ϕ̂M is defined in the appendix,

then there exists a threshold γ̂M > 0 such that the owner delegates the control rights when

γM ∈ (0, γ̂M) and retains the control rights when γM > γ̂M .

Recall from Proposition 1 that the organization’s sustainability, conditional on the del-

egation decision, is increasing in γM when γO = 0. The crucial insight from Proposition

14The condition ϕM > ϕ̂M in Proposition 4 ensures that if γM gets sufficiently large, then the owner wants
to retain the control rights.
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4 is that increasing the manager’s pro-social preferences can lead to a withdrawal of the

control rights from the manager. The following result shows that this negatively affects the

organization’s sustainability.

Proposition 5 (Owner without Pro-social Preferences and Organization’s Sustainability).

When the owner has no pro-social preferences, γO = 0, and ϕM > ϕ̂M , then an increase

in the manager’s pro-social preferences γM increases the organization’s sustainability for all

γM ̸= γ̂M , where ϕ̂M and γ̂M are the thresholds from Proposition 4, that is,

∀γM ̸= γ̂M ,
∂E[s̃|π̃ > 0]

∂γM
≥ 0.

At γ̂M , the organization’s sustainability decreases discontinuously, that is,

lim
γM↑γ̂M

E[s̃|π̃ > 0] > lim
γM↓γ̂M

E[s̃|π̃ > 0].

γ̂M
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Figure 4: Manager’s pro-social preferences and organization’s sustainability. The
figure plots the organization’s sustainability, E [s̃|π̃ > 0], as a function of the manager’s pro-
social preferences γM when γO = 0. If γM < γ̂M , the owner delegates the control rights, and
the owner retains the control rights if γM > γ̂M .

Figure 4 shows the total effect of increasing the manager’s pro-social preferences from

Proposition 5, taking into account the endogenous delegation decision by the owner. The

figure highlights the downward jump in the organization’s sustainability as the owner with-
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draws the control rights.15 For example, if the CEO becomes more socially responsible, the

CEO may lose the control rights and therefore have less influence on the firm, which can

ultimately harm the firm’s sustainability.16

In many real-life applications, control rights are discrete. For example, the control of a

firm can change around the majority-voting threshold. However, our result in Proposition

5, which demonstrates that an increase in the manager’s pro-social preferences can reduce

the organization’s sustainability due to a withdrawal of the control rights, does not rely on

the discrete nature of changing the control rights. In Appendix D, we extend our framework

to a continuum of projects and control rights. By doing so, we demonstrate that it is not

crucial that the control rights are discrete. Rather, it is important that strengthening the

manager’s pro-social preferences significantly reduces the manager’s control rights, which

negatively impacts the organization’s sustainability.

As we show in Proposition 6, even when the owner has pro-social preferences, a change

in the control rights that results from an increase in the manager’s pro-social preferences

harms the organization’s sustainability.

Proposition 6 (Manager’s Pro-Social Preferences, Changes in Control Rights, and Organi-

zation’s Sustainability). For a given set of preference parameters {βO, γO, βM}, assume that

the delegation set is convex: {γM |d = M} = [γ
M
, γM ]. Further, assume that the γM that

implies no conflict of interest, {γM |RO = RM}, is part of the feasible parameter space.17

If the allocation of the control rights changes at γ′
M ∈ {γ

M
, γM}, then the organization’s

sustainability decreases discontinuously:

lim
γM↑γ′

M

E[s̃|π̃ > 0] > lim
γM↓γ′

M

E[s̃|π̃ > 0].

The control rights can change at the boundary of the delegation set {γ
M
, γM}. If they

15Note that the result is not driven by the fact that we consider the organization’s sustainability as the
conditional expectation E [s̃|π̃ > 0]. For the unconditional expectation E [s̃], we get that E [s̃|d = M ] =
qM (M)sM and E [s̃|d = O] = qM (O)(1− qO(O))sM . Lemmas 1 and 2 imply that each of these expectations
is non-decreasing in γM and at γ̂M , where the control rights shift, we have that E [s̃|d = M ] > E [s̃|d = O].

16Given the symmetry in our model, we can interchange the monetary and social preferences and the
payoffs in all formal results to study changes in stakeholders’ monetary incentives. Note that in the model
we assume that βO > 0 and βM > 0 so for these results we would assume that γO > 0 and γM > 0. For
example, for the result in Proposition 5, this would imply that as the manager’s monetary incentives increase,
the organization’s expected profitability conditional on a project being undertaken jumps down at β̂M .

17In Proposition 6, we assume that if the owner is indifferent between delegating or retaining the control
rights, ∆UO = 0, then the owner delegates the control rights.
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change at γ
M
, then the manager is less pro-social than the owner.18 At this threshold, the

owner starts delegating the control rights to the manager because the conflict of interest

becomes weaker when the manager’s pro-social preferences increase. At γM , the manager is

more pro-social than the owner. At this threshold, the owner withdraws the control rights

from the manager because the conflict of interest becomes more severe. In both cases, the

control rights shift from the more pro-social stakeholder to the less pro-social one, harming

the organization’s sustainability. This highlights one of our key implications that more

pro-social stakeholders can harm an organization’s sustainability. In other words, stronger

pro-social preferences may yield unintended consequences when operating from the bottom

up. Importantly, in the first case, the shift in the control rights is due to a less severe conflict

of interest, whereas in the second case, it results from a more severe conflict of interest. Yet,

in both cases, the organization’s sustainability declines.

We now analyze the case in which the owner becomes more pro-social. As we show below,

changes in the control rights lead to an upward jump in the organization’s sustainability, in

sharp contrast to the case in which the manager becomes more pro-social. In Proposition 7,

we first study the owner’s delegation decision when the manager has no pro-social preferences.

Proposition 7 (Manager without Pro-social Preferences and Control Rights). When the

manager has no pro-social preferences, γM = 0, and ϕO > ϕ̂O, where ϕ̂O is defined in the

appendix, then there exists a threshold γ̂O > 0 such that the owner delegates the control rights

when γO ∈ (0, γ̂O) and retains the control rights when γO > γ̂O.

Proposition 7 shows that if the conflict of interest between the stakeholders is minor, then

the owner delegates the control rights to the manager. If the conflict of interest is severe,

then the cost of delegating the control rights is too high and the owner retains the control

rights.

Proposition 8 (Manager without Pro-social Preferences and Organization’s Sustainability).

When the manager has no pro-social preferences, γM = 0, and ϕO > ϕ̂O, then an increase

in the owner’s pro-social preferences γO increases the organization’s sustainability for all

18The control rights only change at γ
M

if it is positive. Otherwise, the owner always delegates the control
rights if γM is close to or equal to zero. Furthermore, we can show that if γ

M
> 0, then γ

M
< {γM |RO = RM}

and therefore the manager is less pro-social than the owner at γ
M
.
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Figure 5: Owner’s pro-social preferences and organization’s sustainability. The
figure plots the organization’s sustainability, E [s̃|π̃ > 0], as a function of the owner’s pro-
social preferences γO when γM = 0. If γO < γ̂O, the owner delegates the control rights, and
the owner retains the control rights if γO > γ̂O.

γO ̸= γ̂O, where ϕ̂O and γ̂O are the thresholds from Proposition 7, that is,

∀γO ̸= γ̂O,
∂E[s̃|π̃ > 0]

∂γO
≥ 0.

At γ̂O, the organization’s sustainability increases discontinuously, that is,

lim
γO↑γ̂O

E[s̃|π̃ > 0] < lim
γO↓γ̂O

E[s̃|π̃ > 0].

Proposition 8 shows that if the manager has no pro-social preferences and the owner

becomes more pro-social, then the organization’s sustainability always increases, even when

taking into account the change in the delegation decision. The reason is that the owner

withdraws the control rights from the less pro-social manager at the threshold γ̂O, which

benefits the organization’s sustainability. Figure 5 shows the overall effect of increasing

the owner’s pro-social preferences from Proposition 8 when taking into account the owner’s

endogenous delegation decision.

More generally, as Proposition 9 shows, even when the manager has pro-social preferences,

a change in the control rights resulting from an increase in the owner’s pro-social preferences

benefits the organization’s sustainability.
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Proposition 9 (Owner’s Pro-Social Preferences, Changes in Control Rights, and Organiza-

tion’s Sustainability). For a given set of preference parameters {βO, βM , γM}, assume that

the delegation set is convex: {γO|d = M} = [γ
O
, γO]. Further, assume that the γO that

implies no conflict of interest, {γO|RO = RM}, is part of the feasible parameter space.19

If the allocation of the control rights changes at γ′
O ∈ {γ

O
, γO}, then the organization’s

sustainability increases discontinuously:

lim
γO↑γ′

O

E[s̃|π̃ > 0] < lim
γO↓γ′

O

E[s̃|π̃ > 0].

Similar to Proposition 6, the control rights can change at the boundary of the delegation

set {γ
O
, γO}. If they change at γ

O
, then the control rights shift from the less pro-social owner

to the more pro-social manager, while at γO, they shift from the less pro-social manager

to the more pro-social owner. In both cases, the shift in the control rights benefits the

organization’s sustainability.

Our results thus imply that while more pro-social owners always benefit an organization’s

sustainability, more pro-social managers may not. In other words, stronger pro-social prefer-

ences enhance organizational sustainability when implemented from the top down, but may

yield unintended negative consequences when operating from the bottom up. In addition,

our analysis highlights that even minor changes in pro-social preferences can have significant

negative effects on the sustainability of an organization due to significant changes in the

allocation of control rights.

III Extensions

In this section, we study several extensions of our model. Specifically, we focus on the man-

ager’s social compensation (e.g., ESG-linked compensation) and the owner’s hiring decision.

19In Proposition 9, we assume that if the owner is indifferent between delegating or retaining the control
rights, ∆UO = 0, then the owner delegates the control rights.
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A Social Compensation

In this section, we introduce the notion of social compensation for the manager into our

model. While an optimal contracting approach is beyond the scope of this paper, we study

how an exogenous and linear social compensation contract affects the organization’s out-

comes.20 The key insight of this section is that while social compensation can reduce the

conflict of interest between the stakeholders, it can also hurt the organization’s sustainability

through shifts in the control rights.

Even without explicitly introducing social compensation, the analysis in Section II.B

already implies that paying for social performance may be misguided. That is because an

organization’s sustainability reflects not only the owner’s choices but also the manager’s.

Intuitively, if an organization’s social payoff reflects the preferences and choices of multiple

stakeholders, it is unclear how individual stakeholders should be rewarded for their individual

choices. This broad insight poses a challenge for designing incentive schemes for managers

or employees based on ESG KPIs, which have become more prevalent recently. For example,

as many as 57% of the S&P 500 firms currently evaluate their managers’ performance based

on ESG metrics (e.g., Ikram et al., 2019; Semler Brossy, 2021; Cohen et al., 2022; Rajan

et al., 2022).

To study the additional effects of social compensation, we extend the baseline model from

Section I by providing the manager with an additional monetary compensation contract that

is linear in the organization’s social payoff s: αs. In this setting, the manager’s utility from

a project (π, s) is

uM(π, s) + αs = βMπ + (γM + α)s.

Thus, social compensation changes the manager’s effective pro-social preferences from γM

to γM + α. We assume that γM + α ≥ 0. In particular, α = 0 corresponds to our baseline

model.

The manager’s social compensation leads to a change in the manager’s effective relative

pro-social preferences. That is, if α ̸= 0, then

Rα
M =

(γM + α)2

β2
M + (γM + α)2

̸= γ2
M

β2
M + γ2

M

= RM ,

20See Appendix B for a discussion of optimal contracting in our framework as a tool to reduce conflicts of
interest ex post.
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and the manager’s preferred project becomes (πM , sM) = (
√
1− ιM ,

√
ιM), where ιM = Rα

M .

Consequently, the first implication of introducing social compensation is that if the owner

can flexibly adjust the manager’s social compensation, then it allows the owner to eliminate

any conflict of interest between the two stakeholders.

Corollary 1 (Social Compensation and Project Choice). There exists a compensation con-

tract α for the manager such that the effective relative pro-social preferences of the owner and

manager are the same, that is, RO = Rα
M , and therefore the stakeholders’ preferred projects

are the same, that is, (πO, sO) = (πM , sM).

While the social compensation we consider can reduce the conflict of interest in our

model, there exist many constraints to using social compensation in reality. For example,

if the manager is protected by limited liability, then the social compensation α needs to

be nonnegative. In this case, social compensation can only increase the manager’s effec-

tive pro-social preferences but cannot reduce them. In addition, when α is positive, then

compensating the manager is costly for the organization. Thus, even though social compen-

sation may eliminate the conflict of interest, it may not be optimal to do so once the cost

of compensation is considered. Social payoffs may also be hard to measure or have multiple

dimensions, making compensation based on these measures potentially problematic. For

example, social preferences may concern issues such as the environment, social causes, or

governance, which are by themselves multi-dimensional.21

Social compensation also impacts the manager’s effort. Given that the manager’s pro-

social preferences effectively become γM + α, the comparative statics with respect to α in

the extended model are the same as those for γM in the baseline model, which we discuss in

Appendix C. We can also use the results from Propositions 3 and 4 to study the effects of

social compensation on the delegation decision and the organization’s sustainability. When

the wedge in effective relative pro-social preferences |RO − Rα
M | is small, then the owner

delegates the control rights to the manager, while when the wedge is large, then the owner

retains the control rights. This implies that introducing social compensation can align stake-

holders’ preferences and incentivize the owner to delegate the control rights to the manager.

21We can show in our model that if there are multiple social payoffs and if there exists heterogeneity in
preferences across stakeholders regarding the different dimensions of these payoffs, then social compensation
based on a single rating measuring the overall social performance of the organization is generally insufficient
to eliminate the conflict of interest between stakeholders.
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As the following result shows, an increase in the manager’s social compensation can also

hurt the organization’s sustainability due to the shift in the control rights.

Proposition 10 (Social Compensation, Control Rights, and Organization’s Sustainability).

Assume that the owner has strong relative pro-social preferences, that is, γO > 0 and βO is

sufficiently small. Then there exists a threshold α̂ such that, at this threshold, the organiza-

tion’s sustainability decreases discontinuously, that is,

lim
α↑α̂

E[s̃|π̃ > 0] > lim
α↓α̂

E[s̃|π̃ > 0].

Figure 6 illustrates that the owner does not delegate the control rights to the manager if

the conflict of interest is severe. When social compensation increases, then the owner starts

delegating the control rights to the manager at some threshold. However, as the manager

is still relatively less pro-social than the owner, this shift in the control rights reduces the

organization’s sustainability.
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Figure 6: Effect of manager’s social compensation on organization’s sustainability.
The figure plots the organization’s sustainability, E [s̃|π̃ > 0], as a function of the manager’s
social compensation α. If α < α̂, the owner retains the control rights, and the owner delegates
the control rights if α > α̂.
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B Hiring

This section discusses the implications of hiring a manager from a set of managers. Given

that differences in relative pro-social preferences generate a conflict of interest between the

owner and the manager, a crucial question is whether the owner has an incentive to hire

a manager with different relative pro-social preferences. There exists growing empirical

evidence documenting that ESG considerations play an important role in labor markets

(e.g., Cen et al., 2022; Krueger et al., 2022; Yao, 2022). Our analysis suggests that these

considerations are important for owners hiring managers.

One may expect the owner to hire a manager with similar pro-social preferences to avoid

any conflict of interest. However, as Proposition 11 shows, this may not always be the case.

Proposition 11 (Owner without Pro-social Preferences and Hiring). When the owner has

no pro-social preferences, γO = 0, and ϕM > ϕ̂M , where ϕ̂M is defined in the appendix, then

there exists a threshold γ̃M such that hiring a more pro-social manager improves the owner’s

expected utility if and only if γM ∈ (0, γ̃M), that is,22

∂maxd∈{O,M} UO(qO(d), qM(d), d)

∂γM
> 0 ⇔ γM ∈ (0, γ̃M).

Furthermore, for γM ∈ (0, γ̃M), the organization’s sustainability also increases, that is, for

γM ∈ (0, γ̃M), we have ∂E[s̃|π̃>0]
∂γM

≥ 0.

Keeping the monetary incentives fixed, the higher the manager’s pro-social preferences,

the higher the manager’s utility uM , independent of project choice. This, in turn, increases

the manager’s incentives to exert effort. Intuitively, more pro-social managers are intrinsi-

cally more motivated to exert effort because they are more concerned about the organization’s

sustainability. When the manager is not overly pro-social, this effort effect dominates any

reduction in the owner’s utility due to the diverging project choice of the manager. As a

result, the owner prefers to hire a pro-social manager but not an overly pro-social manager,

and this hiring decision increases the organization’s sustainability. Our model thus highlights

that managerial hiring can benefit the sustainability of an organization. Moreover, it implies

a theory of matching in labor markets based on pro-social preferences. This extension is

22The function maxd∈{P,A} UO(qO(d), qM (d), d) is continuously differentiable except at γ̂M from Proposi-
tion 5, where it is only continuous.
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beyond the scope of this paper but would be interesting to explore in future research.

IV Empirical Implications

In this section, we discuss the empirical implications of our main results regarding control

rights, effective control, and the sustainability of organizations. The key difference between

the two stakeholders in our model lies in the controlling stakeholder’s authority to delegate

control rights to the non-controlling stakeholder. While we primarily focus on owners and

managers as the controlling and non-controlling stakeholders, our findings extend to vari-

ous stakeholder relationships, such as managers and employees, entrepreneurs and investors,

and company boards of directors and CEOs. More broadly, our results provide a theoret-

ical underpinning for the increasing prevalence of stakeholder activism and engagement in

addressing ESG issues.23

A Control Rights

Our model demonstrates that control rights can change due to the increasing concerns of

stakeholders regarding ESG issues and that the change in control rights can impact an

organization’s sustainability policy. For example, our results imply that when the conflict

of interest between the board and the CEO becomes more severe, the board of directors

may withdraw control rights from the CEO. The board may do so by limiting the CEO’s

authority, for instance, by modifying the CEO’s contract or changing corporate bylaws. In

particular, dismissing a CEO can be interpreted as the most severe withdrawal of all control

rights. The implication regarding shifts in control rights is consistent with the findings of

Huang et al. (2020), who show that disagreement between investors and management is an

important driver of CEO turnover.

Anecdotal evidence suggests that disagreements about pro-social policies, which corre-

spond to the project choice in our model, can also induce turnover. For example, in 2021,

Danone’s CEO Emmanuel Faber was removed from his position after an attempt to trans-

23See, for example, “The investor revolution” Harvard Business Review, May-June 2019, “Let employees
take the lead on ESG,” Wall Street Journal, June 31, 2021, “Employees demand that we become more
sustainable,” Forbes, October 31, 2021, and “A catalyst for greening the financial system,” ECB Blog, July
8, 2022.
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form Danone into a company that not only focuses on profits but also on environmental

sustainability.24 An example of a manager being potentially less pro-social than his em-

ployer is HSBC Asset Management’s former head of responsible investing, Stuart Kirk, who

was suspended after giving a controversial speech entitled “Why investors need not worry

about climate risk.” He left the bank shortly after.25 A recent literature has examined the

impact of CEOs’ pro-social preferences on corporate decisions, such as layoffs of workers

(e.g., Guenzel et al., 2023). Our analysis in Section III further suggests that CEOs’ pro-

social preferences can also influence CEO hiring and retention, which presents an interesting

avenue for future research.

Our results related to control rights can also help interpret changes in board compo-

sition and dynamics. One measure of control rights is the number of board seats aligned

with shareholders (e.g., Cotter et al., 1997; Nguyen and Nielsen, 2010). If conflicts of in-

terest between shareholders and management arise, shareholders may initiate a proxy fight

to obtain more control over the board. The hedge fund Engine No. 1’s engagement with

ExxonMobil’s management is an example of how pro-social shareholders may attempt to

gain control rights. Engine No. 1’s demands resulted in the election of three new directors

to ExxonMobil’s board, which challenged the company’s existing strategy and pushed for a

transition towards renewable energy.26 While prior research has studied the role of pro-social

shareholders in corporate governance (e.g., Di Giuli and Kostovetsky, 2014; Dimson et al.,

2015; McCahery et al., 2016; Hoepner et al., 2018; Dyck et al., 2019; Krueger et al., 2020;

Dasgupta et al., 2021), the effect of pro-social stakeholders on board composition in terms of

directors’ pro-social preferences presents another interesting avenue for future research given

the important role of boards in determining corporate policies.

Another important channel through which stakeholders exercise their control rights is

through shareholder proposals. In line with the mechanism in our model, Kim et al. (2019)

document that firms act pro-socially at the request of their stakeholders. Consistent with

this notion, the authors document that local institutional investors exert significant influ-

ence on the environmental policies of firms via shareholder proposals. Similarly, Chen et al.

(2020) show that institutional shareholders use the same channel to generate improvements

24See “A top CEO was ousted after making his company more environmentally conscious. Now he’s
speaking out,” Time Magazine, 21 November 2021.

25See “HSCB banker quits over climate change furore,” Financial Times, 7 July 2022.
26See “Signs of change at ExxonMobil a year after hedge fund proxy fight,” Financial Times, 24 May 2022.
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in social impact outcomes, while He et al. (2023) provide supporting evidence based on mu-

tual fund votes. Finally, Huang et al. (2021) provide causal evidence for this channel by

documenting that a higher interest of institutional investors regarding ESG issues translates

into more pro-social voting patterns. However, our analysis also suggests that exercising

control rights through shareholder voting can negatively affect firms’ sustainability efforts

and outcomes if it is driven by shareholders becoming less pro-social. While the existing

literature seems to suggest that the average effect of shareholder voting on firms’ sustain-

ability is positive, it would be interesting to explore the cross-sectional heterogeneity in the

effect and to understand the determinants of when shareholder voting makes firms more or

less sustainable.

B Effective Control

While formal control rights in the form of CEO contracts or board representation have impor-

tant implications for sustainability outcomes, informal forms of control or soft power, which

correspond to effective control in our model, also matter in ESG-related shareholder engage-

ment. Consistent with our model’s notion of effective control, Dimson et al. (2015, 2021)

document that shareholders exert informal influence on firms by persuading firms to address

environmental and social issues. Similarly, McCahery et al. (2016) show that institutional

investors exert informal influence on firms. Hoepner et al. (2018) show that shareholder

engagement on ESG issues can benefit shareholders by reducing firms’ downside risks. In-

stitutional investors play a particularly important role in shareholder engagement on ESG

issues through exercising effective control. For example, Di Giuli and Kostovetsky (2014)

document that political convictions of firms’ stakeholders determine firms’ corporate social

responsibility (CSR) spending and rating. Azar et al. (2021) provide evidence consistent

with the idea that engagement by investors such as BlackRock, Vanguard, and State Street

Global Advisors reduces firms’ carbon emissions. This type of engagement is often informal,

such as private meetings with management. One of the main channels through which this

type of engagement affects corporate ESG policies is by diffusing new ESG knowledge among

companies and investors (UN PRI, 2018). This diffusion of ESG knowledge is consistent with

the informational friction present in our framework.
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C The Sustainability of Organizations

One of the key implications of our paper is that more pro-social stakeholders can benefit or

harm the sustainability of organizations, driven by changes in control rights and effective

control. An example of the negative impact of a more pro-social non-controlling stakeholder

(relative to the controlling stakeholder) is the recent controversy surrounding BlackRock’s

ESG strategy. Several American states have withdrawn investment mandates from Black-

Rock over the concern that its increasingly important ESG strategy will have a negative

impact on investor returns. Consequently, while BlackRock’s strategy became more pro-

social, its ability to influence the efforts of its portfolio companies to promote sustainability

has been reduced.27

We also show that the change in control rights resulting from stakeholders becoming

more pro-social can, in certain cases, increase an organization’s sustainability. Importantly,

our results imply that while more pro-social non-controlling stakeholders, such as managers,

may not always benefit an organization’s sustainability, more pro-social controlling stake-

holders, such as firm owners, always do. An example of the positive effect of a principal

becoming more pro-social is the case of the hedge fund Engine No. 1 discussed earlier. Their

engagement led to pro-social shareholders obtaining more control of ExxonMobile, allowing

them to push the company to adopt a more sustainable strategy.

The ambiguous effect of more pro-social stakeholders on the sustainability of organiza-

tions is also in line with the mixed empirical evidence regarding the impact of investors on

the sustainability footprint of firms and other organizations. Kim et al. (2022) document the

potentially negative effect by showing that issuing ESG-linked loans can lead to a deteriora-

tion in ESG scores. Heath et al. (2021) show that there is no effect by demonstrating that

socially responsible investment funds do not improve the behavior of their portfolio compa-

nies in terms of environmental and social outcomes. In contrast, other studies document a

positive effect of stakeholders on firms’ sustainability (e.g., Di Giuli and Kostovetsky, 2014;

Chen et al., 2020; Huang et al., 2021; Gantchev et al., 2022). Our analysis highlights that

when assessing the impact of pro-social stakeholders, it is crucial to determine if it is associ-

ated with a change in control rights and whether the change in control rights is driven by more

27See “Florida to pull $2bn from BlackRock in spreading ESG backlash,” Financial Times, December 1,
2022.
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pro-social controlling or non-controlling stakeholders, as this informs whether the impact on

a firm’s sustainability is positive or negative. This conceptual framework can guide future

research exploring the effect of pro-social stakeholders on organizations’ sustainability.

V Conclusion

We develop a theory of stakeholder governance to study how stakeholders with pro-social

preferences influence an organization’s sustainability. Our analysis highlights that while

strengthening the pro-social preferences of the owner always enhances the organization’s

sustainability, a more pro-social manager can make an organization less sustainable. In

essence, we show that a top-down approach to addressing sustainability concerns consistently

improves the organization’s sustainability, whereas a bottom-up approach can falter. In

addition to analyzing how pro-social stakeholders impact control rights, effective control,

and organizations’ sustainability, we also study how social compensation and hiring affect

organizations. We find that social compensation can negatively impact an organization’s

sustainability and that organizations prefer to hire more but not overly pro-social managers.

Our analysis can be applied to different types of relationships between stakeholders such

as managers and employees, entrepreneurs and investors, and company boards and CEOs.

In general, our model provides a theoretical underpinning for the increasing prevalence of

ESG-related stakeholder activism and engagement.
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Appendix

Appendix A provides a formal discussion of the relation to Aghion and Tirole (1997). Ap-
pendix B shows that optimal contracting cannot resolve the conflict of interest between the
stakeholders. Appendix C discusses the impact of monetary incentives and pro-social pref-
erences on effort and effective control. Appendix D shows that our results do not depend
on the discrete nature of the allocation of control rights. Appendix E contains the proofs.
Appendix F discusses the project implementation effect.

A Relation to Aghion and Tirole (1997)

In this appendix, we formally demonstrate the difference between our framework and Aghion
and Tirole (1997). Specifically, we show why microfounding stakeholders’ pro-social pref-
erences and allowing for a project choice with monetary and social payoffs is necessary to
study how shifts in pro-social preferences affect organizational sustainability.

Table A.1 summarizes the payoff structure in Aghion and Tirole (1997). Note that we
use the terms “owner” and “manager” instead of “principal” and “agent”, respectively. In
Aghion and Tirole (1997), the parameters B ≥ 0 and b ≥ 0 describe the level of the owner’s
and manager’s utility when their preferred projects are implemented, respectively, while the
parameters α ∈ [0, 1] and β ∈ [0, 1] capture the degree of the conflict of interests between
the owner and the manager.

Owner’s preferred project Manager’s preferred project

Owner’s utility B αB

Manager’s utility βb b

Table A.1: Payoff structure in Aghion and Tirole (1997). Note that we use the terms
“owner” and “manager” instead of “principal” and “agent,” respectively.

Table A.2 summarizes the payoff structure in our framework, taking into account the
endogenous preferred projects of the owner and the manager (πO, sO) and (πM , sM), respec-
tively.

Owner’s preferred project Manager’s preferred project

Owner’s utility uO(πO, sO) =
√
β2
O + γ2

O
uO(πM , sM) = βOβM+γOγM√

β2
M+γ2

M

Manager’s utility uM(πO, sO) =
βOβM+γOγM√

β2
O+γ2

O
uM(πM , sM) =

√
β2
M + γ2

M

Table A.2: Payoff structure in our framework.

The primary advantage of our framework is that it allows us to study the effect of shifts in
control rights driven by changes in pro-social preferences on an organization’s sustainability.
Aghion and Tirole (1997) allows us to study when control rights shift as any preference
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parameter b, B, α, or β changes. As Table A.1 and A.2 make clear, there is no straightforward
way to map Aghion and Tirole (1997)’s preference parameters into our framework.

The fact that Aghion and Tirole (1997) microfound neither the project choice nor the
preferences across the different project dimensions mean that many economic concepts re-
lated to sustainability cannot be defined in their framework. For example, in Aghion and
Tirole (1997), there is no notion of when one stakeholder is more pro-social than the other
stakeholder. In our setting, the owner is more pro-social than the manager in the sense that
they choose a project with a higher social payoff if and only if

RO =
γ2
O

γ2
O + β2

O

>
γ2
M

γ2
M + β2

M

= RM .

Importantly, the case RO > RM can be consistent with both uO(πO, sO) > uM(πM , sM) and
uO(πO, sO) < uM(πM , sM) such that one cannot simply map the ranking of stakeholders in
terms of their relative pro-social preferences to a ranking of B and b in Aghion and Tirole
(1997). That is, one cannot interpret the stakeholder with the higher or lower utility as the
more pro-social stakeholder. Microfounding project choice with a monetary payoff π and a
social payoff s and the stakeholders’ preferences over these two dimensions therefore allows
us to address the question of whether shifts in control rights are driven by stakeholders
becoming more or less pro-social and how this impacts the organization’s sustainability.

In addition, the microfoundations in our model introduce new economic forces, which
are absent in Aghion and Tirole (1997) but are crucial for the mechanism in our paper. To
highlight the rich interactions that arise when stakeholders’ pro-social preferences change,
consider the manager becoming more pro-social. The first effect is that the manager’s pre-
ferred project, (πM , sM), changes. Specifically, the manager chooses a project with a higher
social and lower monetary payoff. That is,

∂πM

∂γM
< 0 and

∂sM
∂γM

> 0.

As a result, the manager’s utility increases when the manager’s preferred project is imple-
mented. That is,

∂uM(πM , sM)

∂γM
= βM

∂πM

∂γM
+ γM

∂sM
∂γM

+ sM > 0,

and the manager’s utility when the owner’s preferred project is implemented (weakly) in-
creases. That is,

∂uM(πO, sO)

∂γM
= sO ≥ 0.

In particular, the extent to which the manager’s utility increases depends on sO, which is in
turn determined by the owner’s pro-social preferences γO.

Crucially, the manager’s increasing pro-social preferences not only impact the manager’s
utility but also influence the owner’s utility due to the public good nature of the social payoff.
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Specifically, when the manager has effective control, the owner’s utility changes. That is,

∂uO(πM , sM)

∂γM
= βO

∂πM

∂γM
+ γO

∂sM
∂γM

.

Importantly, whether the owner’s utility increases when the manager becomes more pro-
social depends on whether the other owner is more or less pro-social than the manager.
That is, if RO > RM , then ∂uO(πM ,sM )

∂γM
> 0, and if RO < RM , then ∂uO(πM ,sM )

∂γM
< 0. The

reason is that making one stakeholder more pro-social can reduce or amplify the conflict of
interest between the two stakeholders.

In summary, if the manager becomes more pro-social, then the manager’s utility levels
uM(πM , sM) and uM(πO, sO) (weakly) increase, where the slope of the latter depends on the
owner’s pro-social preferences. In addition, the owner’s utility uO(πM , sM) changes, with the
sign depending on whether the owner is more pro-social or less pro-social than the manager
in terms of their relative pro-social preferences RM and RO. Comparing Tables A.1 and A.2,
it is clear that there is no way in which one can map the comparative statics with respect
to pro-social preferences to the parameters in Aghion and Tirole (1997).

As discussed in Section II, the owner’s and manager’s utilites from Table A.2 determine
their effort choices. In turn, the conflict of interest and the equilibrium effort levels deter-
mine the allocation of the control rights and effective control in our model. Thus, studying
how pro-social preferences affect organizational sustainability requires microfounding social
payoffs and pro-social preferences. The question can, therefore, not be studied in the context
of Aghion and Tirole (1997).

B Contracting on Project Choice

In this appendix, we show that it is too costly for the owner to fully resolve the conflict
of interest with the manager using linear contracts ex post. Consequently, introducing
optimal contracting ex post does not resolve the conflict of interest that arises due to pro-
social preferences in our model. Note that focusing on optimal contracting ex post is the
most flexible form of contracting as it can condition on the allocation of effective control.
Specifically, if the owner has effective control, then the owner have no reason to offer a
contract to the manager. Since ex-post contracting can consider this contingency, it is more
flexible and, therefore, superior to ex-ante contracting, assuming that the contract cannot
condition on the allocation of effective control.

To study ex-post optimal contracting, we assume that the owner can offer a contract
α = (απ, αs) ≥ 0 to the manager at time 2 when the manager has effective control. The
owner can use this contract to induce the manager to choose a project closer to the owner’s
preferred project, reducing the conflict of interest. The contract α yields the manager a
payoff in utility terms of

αππ + αss,

and therefore the manager’s utility of undertaking a project (π, s) becomes

uM(π, s) + αππ + αss = (βM + απ)π + (γM + αs)s.
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If the owner offers the contract α to the manager, the manager chooses the project

(π̃M , s̃M) =

(√
(γM + αs)2

(γM + αs)2 + (βM + απ)2
,

√
(βM + απ)2

(γM + αs)2 + (βM + απ)2

)
.

Given the manager’s preferred project (π̃M , s̃M) under the contract α, the owner’s utility
minus the cost of the manager’s contract becomes

uO (π̃M , s̃M)− (αππ̃M + αss̃M) = (βO − απ)π̃M + (γO − αs)s̃M .

We first show that it can never be optimal to have both απ > 0 and αs > 0. The reason
is that both dimensions of the contract are costly but have the opposite effect on project
choice. While a higher απ induces the manager to pick a project with a higher monetary
and a lower social payoff, a higher αs achieves the opposite.

Lemma 3. The owner never selects a contract with απ > 0 and αs > 0.

Proof of Lemma 3. Assume that there exists an optimal contract with απ > 0 and αs > 0.
If π̃M > πM , then the owner can induce the manager to implement the same project at a
lower cost for the owner by setting αs = 0 and using a lower απ. A symmetric argument
applies when π̃M > πM . In this case, the owner can induce the manager to implement the
same project by setting απ = 0 and by lowering αs. Therefore, an optimal contract satisfies
either απ = 0 or αs = 0.

We next show that the optimal contract never fully resolves the conflict of interest between
the owner and the manager. That is, the owner does not choose a contract that induces the
manager to implement the owner’s preferred project (πO, sO).

Proposition 12. When RO ̸= RM , then the contract the owner offers to the manager does
not fully resolve the conflict of interest.

Proof of Proposition 12. Consider the case in which RO < RM . The case RO > RM follows a
symmetric argument. When RO > RM , the owner would never offer the manager a contract
with αs > 0 as this would only increase the conflict of interest between the two. Therefore,
the owner offers the manager a contract (απ, 0).

Without taking into account the cost of compensation, the optimal contract the owner
offers to the manager solves

∂uO (π̃M , s̃M)

∂απ

= 0.

This benchmark contract would induce the manager to implement the owner’s preferred
project (πO, sO) and, therefore, fully resolve the conflict of interest.

Taking the cost of compensation into account, the optimal contract the owner offers to
the manager solves

∂uO (π̃M , s̃M)

∂απ

− π̃M − απ
∂π̃M

∂απ

= 0.
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Since ∂π̃M

∂απ
> 0, the solutions of the two first-order conditions do not coincide.28 Therefore,

the owner selects a compensation contract (απ, 0) that yields a project choice by the manager
(π̃M , s̃M) that is different from the owner’s preferred project (πO, sO). As a result, contracting
does not fully resolve the conflict of interest.

C Effort and Effective Control

This appendix studies how monetary incentives and pro-social preferences affect stakeholders’
incentives to exert effort and their allocation of effective control.

As the following result shows, changes in the stakeholders’ incentive and preference pa-
rameters lead to a substitution between their effort levels in equilibrium.

Proposition 13 (Monetary Incentives, Pro-social Preferences, and Effort). A change in the
owner’s or manager’s monetary incentives or pro-social preferences leads to a substitution
of effort between the owner and the manager. That is, for θ ∈ {βO, γO, βM , γM},

∂qO(d)

∂θ

∂qM(d)

∂θ
≤ 0.

The substitution of effort between the owner and manager, as demonstrated in Propo-
sition 13, implies a substitution of effective control between the two stakeholders. This
substitution has the same direction as the substitution of effort.

Corollary 2 (Monetary Incentives, Pro-social Preferences, and Effective Control). A change
in the owner’s or manager’s monetary incentives or pro-social preferences leads to a substi-
tution of effective control between the owner and the manager in line with their changes in
effort. That is, for θ ∈ {βO, γO, βM , γM},

∂eO(d)

∂θ

∂eM(d)

∂θ
≤ 0 and

∂eO(d)

∂θ

∂qO(d)

∂θ
≥ 0 and

∂eM(d)

∂θ

∂qM(d)

∂θ
≥ 0.

Proposition 13 and Corollary 2 highlight a key force that arises in our model. In addition
to changing the preferred project, altering a stakeholder’s monetary incentives or pro-social
preferences also leads to a substitution of effort from one stakeholder to the other and thus
to a substitution of effective control. In particular, making a stakeholder more pro-social not
only shifts the stakeholder’s preferred project towards the social payoff, but also changes the
allocation of effective control—the extent to which the stakeholder can actually influence the
project the organization eventually implements.

To understand the effect a more pro-social stakeholder has on the organization’s payoffs,
we need to analyze how altering pro-social preferences affects effective control. To this end,
we first study the effect of changing the manager’s pro-social preferences γM . We then discuss
the comparative statics with respect to the owner’s pro-social preferences γO as well as the
stakeholders’ monetary incentives βO and βM .29

28Note that ∂uO(π̃M ,s̃M )
∂απ

> 0 at απ = 0, such that an optimal contract satisfies απ > 0.
29Note that the comparative statics with respect to the owner’s and manager’s effort costs can be directly
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Proposition 14 (Pro-social Preferences and Effort when Owner Holds Control Rights).
When the owner holds the control rights, d = O, then the owner exerts less effort and the
manager exerts more effort when the manager’s pro-social preferences γM increase, that is,

∂qO(O)

∂γM
≤ 0 and

∂qM(O)

∂γM
≥ 0.

0 1
0

1

γ′M |RO < RM

γ′M |RO > RM

γM

Manager’s effort

O
w
n
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Owner’s best response

Manager’s best response

Figure A.1: Manager’s pro-social preferences and equilibrium effort when the
owner holds the control rights. The figure plots the owner’s best response function
BO(qM , O) and the manager’s best response function BM(qO, O). The solid lines are the
best response functions for some initial level of the manager’s pro-social preferences γM
and the dashed lines for a marginally higher level of the manager’s pro-social preferences
γ′
M > γM . The figure distinguishes between two cases of the owner’s best response function,

one in which the initial γM satisfies RO > RM and one in which it satisfies RO < RM .

Strengthening the manager’s pro-social preferences unambiguously increases the man-
ager’s incentives to exert effort. Figure A.1 illustrates this by showing that the manager’s
best response function BM(qM , O) shifts outwards as γM increases. This happens because
the manager’s utility when having effective control, uM(πM , sM), increases. Intuitively, be-
cause the manager cares more about the organization’s social payoff, the utility when having
effective control increases, which in turn increases the incentives to exert effort.

Importantly, the owner’s best response function and therefore incentives to exert effort

determined from their impact on the best response functions. A higher effort cost ϕO of the owner decreases
the incentives to exert effort and therefore lowers the owner’s best response function, while the best response
function of the manager remains unaffected. Therefore, the owner’s effort decreases while the manager’s
effort increases. A similar argument can be made when increasing the manager’s effort cost ϕM .
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are also affected by a change in the manager’s pro-social preferences, that is,

∂BO(qM , O)

∂γM
= −qM

∂uO(πM ,sM )
∂γM

ϕO

< 0 ⇔ RO > RM .

This happens because the manager’s project choice, and therefore the owner’s utility, changes
when the manager has effective control. If the owner has stronger relative pro-social prefer-
ences than the manager, that is, if RO > RM , then the owner’s utility when the manager’s
preferred project (πM , sM) is implemented increases in response to a higher γM as it brings
the manager’s preferred project closer to the owner’s. Thus, losing effective control to the
manager becomes less costly, which in turn reduces the owner’s incentives to exert effort. Put
differently, the manager’s effective control provides a better hedge for the owner in this case.
In contrast, if an increase in the manager’s pro-social preferences aggravates the conflict of
interest between the stakeholders, that is, if RO < RM , the owner’s incentives to exert effort
increase.

The two cases are illustrated in Figure A.1. It turns out that in our model, the direct
effect on the manager’s utility always dominates the indirect effect on the owner’s utility.
As such, a higher γM increases the manager’s effort and decreases the owner’s effort in
equilibrium. For example, even if the manager of a firm controls the firm’s decision making,
employees becoming more pro-social causes them to gain more effective control and therefore
more influence on the firm’s outcomes.

Proposition 15 (Pro-social Preferences and Effort when Manager Holds Control Rights).
When the manager holds the control rights, d = M , then there exists a threshold γ̃M such that
when γM < γ̃M , an increase in the manager’s pro-social preferences increases the owner’s
effort and decreases the manager’s effort, that is,

∂qO(M)

∂γM
≥ 0 and

∂qM(M)

∂γM
≤ 0,

and vice verse when γM > γ̃M , that is,

∂qO(M)

∂γM
≤ 0 and

∂qM(M)

∂γM
≥ 0.

Proposition 15 highlights that the effect of strengthening a stakeholder’s pro-social pref-
erences on the allocation of effective control critically depends on whether that stakeholder
holds the control rights. As is clear from the owner’s best response function, BO(qM ,M), the
incentives to exert effort do not directly depend on the manager’s preferred project (πM , sM)
and therefore on γM . Intuitively, because the manager holds the control rights, the owner
cannot directly reduce the probability that the manager has effective control and therefore
the manager’s preferred project does not directly affect the owner’s effort incentives.

In contrast, the manager’s best response function, and therefore incentives to exert effort,
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depends on pro-social preferences γM . In particular, we have

∂BM(qO,M)

∂γM
= (1− qO)

∂uM (πM ,sM )
∂γM

ϕM

+ qO

∂∆uM

∂γM

ϕM

= (1− qO)
sM
ϕM︸ ︷︷ ︸

Direct Utility Effect

+ qO
(sM − sO)

ϕM︸ ︷︷ ︸
Hedging Effect

.

The first term captures the direct effect on the manager’s utility, which is always positive
because increasing the manager’s pro-social preferences results in a higher utility level. The
second—hedging—effect arises as the manager can delegate project choice to the owner if
failing to generate information. If γM is sufficiently low, such that RM < RO ⇔ sM < sO, the
hedging effect is negative because the conflict of interest between the stakeholders becomes
less severe as γM increases, which makes the hedge more valuable and therefore lowers the
manager’s incentives to exert effort. On the other hand, if γM is sufficiently high, such that
RM > RO ⇔ sM > sO, the hedging effect is positive. Taken together, when γM is low,
the hedging effect dominates and therefore the manager’s effort decreases and the owner’s
increases as the manager becomes more pro-social. At γM = γ̃M , the direct utility effect
starts to dominate.30 A further increase in γM thus leads to the manager exerting more
effort and to the owner exerting less effort.

The comparative statics with respect to the owner’s pro-social preferences γO as well as
the stakeholders’ monetary incentives βO and βM follow from the results obtained above due
to the symmetry of our model. Specifically, we can relabel the social payoff as the monetary
payoff and therefore the comparative statics with respect to βM and γM are qualitatively
identical. Furthermore, we can interchange the role of the owner and the manager conditional
on the delegation decision. As a result, the comparative statics with respect to γM and βM

when d = M (d = O) are qualitatively identical to those with respect to γO and βO when
d = O (d = M).

D Continuous Delegation of Control Rights

In this section, we show that our result in Proposition 5 that an increase in the manager’s
pro-social preferences can reduce the organization’s sustainability due to a withdrawal of
the control rights does not rely on the fact that the change in the control rights is discrete.
As we show below in a simple extension of our model, what we need is that strengthening
the manager’s pro-social preferences leads to a significant reduction in the manager’s control
rights.

In the baseline model, the organization has a single task, namely it needs to decide which
project to undertake, if any at all. Assume now that the organization has N > 1 tasks
indexed by i ∈ {1, ..., N} instead of a single one. Each task i consists of a project choice
similar to the one in the baseline model. The payoffs from task i are 1

N
times the payoffs of

a project from the baseline model and zero if no project is undertaken, that is, the payoffs

30The condition (1 − qO(M))sM + qO(M)(sM − sO) = 0 implicitly characterizes γ̃M when it is positive.
Observe that at RO = RM , the hedging effect turns from negative to positive. This in combination with the
fact that the direct utility effect always gives the manager stronger incentives to exert effort implies that the
threshold γ̃M must be below the level at which RO = RM . Thus, the threshold γ̃M satisfies RM < RO.
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for task i from the owner’s and manager’s preferred projects are given by 1
N
(πO, sO) and

1
N
(πM , sM), respectively, and the effort cost to learn about the project payoffs for task i is 1

N

times the effort cost in the baseline model, that is, 1
N

ϕj

2
q2j , where j ∈ {O,M}. In addition,

the owner receives an extra utility ϵi
N

from retaining the control rights for task i, where the
random variables ϵi, i ∈ {1, ..., N}, are independently drawn from a uniform distribution
with support [−σ, σ] with σ ≥ 0. This setup implies that for each task i, the owner delegates
the control rights to the manager when ∆U i

O = 1
N
(∆UO + ϵi) < 0 and retains the control

rights when ∆U i
O > 0.

As a result, when N → ∞, because of the law of large numbers, the fraction of tasks
for which the owner delegates control rights to the manager is one when ∆UO < −σ, σ−∆UO

2σ

when ∆UO ∈ [−σ, σ], and zero when ∆UO > σ. If σ = 0, then we are back to our baseline
model. For σ > 0, the fraction of the control rights delegated to the manager changes
continuously as γM changes.

For N finite, the organization’s sustainability is the sum over the tasks i ∈ {1, ..., N} of
the expected social payoff conditional on a project being undertaken for that task. Observe
that when σ > 0 and N → ∞, the organization’s sustainability is continuous in γM . Fur-
thermore, when σ gets sufficiently small, there exist two thresholds γ′

M and γ′′
M satisfying

γ′
M < γ̂M < γ′′

M , where γ̂M is defined in Proposition 5, such that:

i) For γ′
M , the owner delegates authority for all tasks while for γ′′

M the owner retains
authority for all tasks. Thus, for γ′

M and γ′′
M , the organization’s sustainability is the

same as in the baseline model.

ii) For γ′
M and γ′′

M , the organization’s sustainability, which is the same as in the baseline
model, satisfies

E[s̃|π̃ > 0, γ′
M ] > E[s̃|π̃ > 0, γ′′

M ].

Continuity of the organization’s sustainability in γM then implies that there exists a γM ∈
[γ′

M , γ′′
M ] such that ∂E[s̃|π̃>0]

∂γM
< 0.

E Proofs

We organize the proofs into three sections. The first section contains the proofs for the
baseline model related to the effort results taking the delegation of the control rights as given
(Section II.B and Appendix C). The second section contains the proofs for the baseline model
related to the delegation of the control rights (Section II.C). The third section contains the
proofs for the model extensions (Section III).

I Proofs for Section II.B and Appendix C

Lemma 4 (Equilibrium Effort Choices). Given the delegation decision d, there exists a
unique Nash equilibrium in effort choices (qO(d), qM(d)) ∈ (0, 1)2 at time one, which is
the solution to the first-order conditions of the owner’s expected utility and the manager’s
expected utility with respect to their effort levels.
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Proof of Lemma 4. First, we want to show that the lower bounds for ϕO and ϕM ensure that
qO < 1 and qM < 1. If qO = qM = 1 then the manager without the control rights would be
better off setting the effort to zero. Therefore, either qO < 1 or qM < 1. Assume, without
loss of generality, that qO < 1, then the lower bound for ϕM implies that qM < 1. Therefore,
qO < 1 and qM < 1. Second, from the first-order conditions it directly follows that qM > 0
and qO > 0. As a consequence, the two first-order conditions define the optimal effort levels.

Finally, the first-order conditions define a system of two linear equations with two un-
knowns (qO, qM). Direct calculations allow us to show that this system has a unique solution
(qO(d), qM(d)).

Proof of Proposition 13. Given d = O, we need to sign the product of four different pairs of
derivatives. We start by signing two after which the other two follow from symmetry within
the model.

1. Observe that

∂qO(O)

∂γM
=

γOϕM

(√
β2
O + γ2

O − ϕO

)
(βMβO + γMγO − ϕMϕO)2

≤ 0,

∂qM(O)

∂γM
=

(√
β2
O + γ2

O − ϕO

)
(βM(βOγM − βMγO)− γMϕMϕO)√

β2
M + γ2

M(βMβO + γMγO − ϕMϕO)2
≥ 0.

The first inequality follows from

(βMβO + γMγO) = uO(πO, sO)uM(πO, sO)

≤ uO(πO, sO)uM(πM , sM)

=
√

β2
O + γ2

O

√
β2
M + γ2

M

< ϕOϕM , (A.1)

and the fact that √
β2
O + γ2

O = uO(πO, sO) < ϕO. (A.2)

While the second inequality follows from equation (A.1), equation (A.2), and the fact
that

βM(βOγM − βMγO)− γMϕMϕO ≤ βM(βOγM − βMγO)− γM(βMβO + γMγO)

= −(β2
M + γ2

M)γO ≤ 0.

2. Observe that

∂qO(O)

∂γO

∂qM(O)

∂γO
=

−
ϕM

√
β2
M + γ2

M

(
−βMβOγO − γMϕO

√
β2
O + γ2

O + β2
OγM + γOϕMϕO

)2
(β2

O + γ2
O) (βMβO + γMγO − ϕMϕO)4

≤ 0.
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The denominator is positive because of equation (A.1), which proves the inequality.

The comparative statics with respect stakeholders’ monetary incentives βM and βO follow
from the results obtained above due to the symmetry in our model. Specifically, we can
relabel the social payoff as the monetary payoff and therefore the comparative statics with
respect to βM (βO) and γM (γO) are qualitatively identical.

Furthermore, we can interchange the role of the owner and the manager conditional on
the delegation decision to obtain the results when d = M .

Proof of Corollary 2. The first result follows directly from that fact that eO(d) = 1− eM(d)
and therefore

∂eO(d)

∂θ

∂eM(d)

∂θ
≤ 0.

Observe that

e−1
O (O) =

qO(O) + (1− qO(O))qM(O)

qO(O)
= 1 +

1− qO(O)

qO(O)
qM(O).

If qO(O) increases then qM(O) decreases and therefore 1−qO(O)
qO(O)

qM(O) decreases and eO(O)
increases. Therefore,

∂eO(O)

∂θ

∂qO(O)

∂θ
≥ 0.

Similar arguments show that
∂eO(M)

∂θ

∂qO(M)

∂θ
≥ 0.

The final result follows from the symmetry in the model and can be obtained by inter-
changing the owner and the manager in the steps above.

Proof of Proposition 14. The result follows directly from the derivations in the proof of
Proposition 13.

Proof of Proposition 15. Given that the manager holds the control rights, d = M , the
owner’s best response function BO(qM ,M) does not change when varying γM . The man-
ager’s best response function is given by

BM(qO,M) =
(1− qO)uM(πM , sM) + qO∆uM

ϕM

.

From the envelope theorem it then follows that

∂BM(qO,M)

∂γM
=

sM − qOsO
ϕM

.

Therefore, if sM − qOsO > 0, then ∂qM (M)
∂γM

> 0 and, as implied by Proposition 13, ∂qO(M)
∂γM

≤ 0.

Similarly, if sM − qOsO < 0, then ∂qM (M)
∂γM

< 0 and, as implied by Proposition 13, ∂qO(M)
∂γM

≥ 0.
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Finally, if sM −qOsO = 0, then ∂BM (qO,M)
∂γM

= ∂BO(qM ,M)
∂γM

= 0, and therefore ∂qM (M)
∂γM

= ∂qO(M)
∂γM

=
0.

Assume that sM − qOsO ≥ 0, then sM is increasing in γM while qO is weakly decreasing
in γM and sO remains unchanged. Therefore, if there exists a γM such that sM − qOsO ≥ 0,
then sM − qOsO > 0 for any γ′

M > γM . Furthermore, we know that when RM > RO, then
sM − qOsO > sM − sO > 0. Taken together, this proves that there exists a unique γ̃M such
that sM − qOsO = 0. For γ′

M > γ̃M , we have sM − qOsO > 0, and for γ′
M < γ̃M , we have

sM − qOsO < 0, which proves the result.

Proof of Lemma 1. When d = O, the result follows directly from Proposition 14 and Corol-
lary 2.

When d = M and γO = 0, then γ̃M = 0 because

sM − qOsO = sM ≥ 0.

The result then follows from Proposition 15 and Corollary 2.

Proof of Proposition 1. The result follows from Lemma 1 and the fact that

E [s̃|π̃ > 0, d] = eM(d)sM .

II Proofs for Section II.C

Proof of Lemma 2. Direct calculations imply that

qO(O)− qO(M) = qM(M)− qM(O) =
−
√
(β2

M + γ2
M) (β2

O + γ2
O) + βMβO + γMγO

βMβO + γMγO − ϕMϕO

≥ 0.

The inequality follows from equation (A.1), which shows that the numerator and denominator
are nonpositive and negative, respectively.

Proof of Proposition 2. Since RO = RM , it follows that (πO, sO) = (πM , sM) and therefore
∆uO = ∆uM = 0. The first-order conditions that determine the effort levels are therefore
independent of d and as a result

(qO(O), qM(O)) = (qO(M), qM(M)).

These observations then imply that

UO(qO(O), qM(O), O) = UO(qO(M), qM(M),M),

which completes the proof.

Proof of Proposition 3. We first prove the result for when the wedge is small after which we
prove the result for when the wedge is large.
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Consider a set of parameters (β′
O, γ

′
O, β

′
M , γ′

M). Define (β′
O, γ

′
O, β

′
M , γ′′

M), where γ′′
M =

β′
Mγ′

O/β
′
O ≥ 0. For this set of parameters, the relative pro-social preferences are the same

and from Proposition 2 it then follows that ∆UO(β
′
O, γ

′
O, β

′
M , γ′′

M) = 0. As a consequence,

∆UO(β
′
O, γ

′
O, β

′
M , γ′

M) =

∫ γ′
M

γ′′
M

∂∆UO(β
′
O, γ

′
O, β

′
M , γM)

∂γM
dγM .

Observe that

∂∆UO(β
′
O, γ

′
O, β

′
M , γM)

∂γM

∣∣∣∣
γM=γ′′

M

= 0,

∂2∆UO(β
′
O, γ

′
O, β

′
M , γM)

∂γ2
M

∣∣∣∣
γM=γ′′

M

=

(β′
O)

4

((
β

′
O

)2
+ (γ′

O)
2 −

√(
β

′
O

)2
+ (γ′

O)
2ϕO

)
√(

β
′
O

)2
+ (γ′

O)
2
(
β′
M

((
β

′
O

)2
+ (γ′

O)
2
)
− β′

OϕMϕO

)2 < 0,

because of equation (A.2) and the fact that when the relative pro-social preferences are
aligned (i.e., RO = RM), then

uO(πO, sO)uM(πO, sO) =
βM

βO

(β2
O + γ2

O) < ϕMϕO.

Note that

|R′
O −R′

M | =

∣∣∣∣∣∣∣
(

γ′
O

β′
O

)2
(

γ′
O

β′
O

)2
+ 1

−

(
γ′
M

β′
M

)2
(

γ′
M

β′
M

)2
+ 1

∣∣∣∣∣∣∣ =
∣∣∣∣ (r′O)

2

(r′O)
2 + 1

− (r′M)2

(r′M)2 + 1

∣∣∣∣ ,
where r′O :=

γ′
O

β′
O
and r′M :=

γ′
M

β′
M
, and

|γ′′
M − γ′

M | =
∣∣∣∣β′

M

β′
O

γ′
O − γ′

M

∣∣∣∣ = β′
M |r′O − r′M | ≤ ϕM |r′O − r′M | ,

because β′
M ≤

√
(β′

M)2 + (γ′
M)2 < ϕM . As a result, for given parameters γ′

O and β′
O, as

|R′
O −R′

M | → 0, we have that |r′O − r′M | → 0 because the function f(r) = r2

r2+1
is continuous

and strictly increasing for r > 0. Thus, if |R′
O −R′

M | is sufficiently small, then γ′
M is

sufficiently close to γ′′
M .

Continuity of ∆UO and its first- and second-order derivative with respect to γM then
implies that for γ′

M > γ′′
M sufficiently close to γ′′

M ,

∆UO(β
′
O, γ

′
O, β

′
M , γ′

M) =

∫ γ′
M

γ′′
M

∂∆UO(β
′
O, γ

′
O, β

′
M , γM)

∂γM
dγM < 0,
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while when γ′
M < γ′′

M sufficiently close to γ′′
M ,

∆UO(β
′
O, γ

′
O, β

′
M , γ′

M) = −
∫ γ′′

M

γ′
M

∂∆UO(β
′
O, γ

′
O, β

′
M , γM)

∂γM
dγM < 0,

which proves the result when |RO −RM | > 0 is sufficiently small.

For |RO −RM | → 1, we have

lim
|RO−RM |→1

UO(qO(O), qM(O), O) = q̃O(O)ũO(πO, sO)−
ϕO

2
(q̃O(O))2

= max
q

{
qũO(πO, sO)−

ϕO

2
q2
}

> max
q

{
(1− q̃M(M))qũO(πO, sO)−

ϕO

2
q2
}

= (1− q̃M(M))q̃O(M)ũO(πO, sO)−
ϕO

2
(q̃O(M))2

= lim
|RO−RM |→1

UO(qO(M), qM(M),M),

where the variables and functions with a tilde are the limits of their respective variables and
functions as |RO − RM | → 1. The first and last equalities follow from the product rule for
limits using the fact that ũO(πM , sM) = 0. The second and third equalities follow from the
fact that the limits of the first-order conditions that define q̃O(d) solve these optimization
problems. While the inequality follows from the fact that q̃M(M) > 0.

Continuity of the owner’s expected utility in the model parameters, taking as given the
delegation decision, then proves the result for the case when the wedge in relative pro-social
preferences is large.

Proof of Proposition 4. Observe that ∆UO has the same sign as

∆̂UO = ∆UO

(
2
√
β2
M + γ2

M(βMβO − ϕMϕO)
2

)
.

Furthermore, when γO = 0, then

∂∆̂UO

∂γM
=

β2
OγM

(
2β2

M(βO − ϕO) + 4ϕMϕO

√
β2
M + γ2

M − 4βMϕMϕO − 3γ2
MϕO

)
√

β2
M + γ2

M

,

which is zero for at most two γM > 0. To show this, replace γ2
M by C2 − β2

M and notice that
the term in the brackets in the numerator yields a quadratic equation in C.

At γM = 0, we get that

∆̂UO = 0 and
∂∆̂UO

∂γM
= 0 and

∂2∆̂UO

∂γ2
M

= 2βMβ2
O(βO − ϕO) < 0.
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Therefore, in a neighbourhood above γM = 0 we have that ∂∆̂UO

∂γM
< 0 and ∆̂UO < 0.

Furthermore, for γM →
√

ϕ2
M − β2

M , we have that

lim
γM→

√
ϕ2
M−β2

M

∆̂UO = −β2
O(βM − ϕM)(2β2

MβO − 3βMϕMϕO + ϕ2
MϕO),

which is positive if 8βO > 9ϕO, in which case ϕ̂M = 0, or if

ϕM > ϕ̂M =
1

2
βM

(
3 +

√
9− 8βO

ϕO

)
.

We thus have that: i) as γM → 0, ∆̂UO is negative and decreasing in γM , ii) ∂∆̂UO

∂γM
= 0

has at most two solutions for γM > 0, and iii) if ϕM > ϕ̂M , then lim
γM→

√
ϕ2
M−β2

M

∆̂UO > 0.

Therefore, ∆̂UO crosses zero once and we define γ̂M ∈
(
0,
√
ϕ2
M − β2

M

)
as this point of

crossing.

For γM ∈ (0, γ̂M), the owner delegates the control rights because ∆̂UO < 0 and therefore
∆UO < 0. For γM > γ̂M , the owner retains the control rights because ∆̂UO > 0 and therefore
∆UO > 0.

Proof of Proposition 5. First, from Proposition 4 it follows that the manager follows a thresh-
old delegation strategy where below γ̂M , the owner delegates the control rights while above
it the owner retains the control rights. From Proposition 1 it then follows that, in each of
these two regions, the organization’s sustainability is weakly increasing. Furthermore, from
the proof of Lemma 2 it follows that qM(O) < qM(M) at γ̂M > 0 because RO = 0 < RM .
Therefore, the organization’s sustainability jumps downwards at γ̂M .

Proof of Proposition 6. Recall that we assume that the delegation set is convex, that is,
{γM |d = M} = [γ

M
, γM ], where 0 ≤ γ

M
≤ γM . Denote γ∗

M = {γM |RO = RM}. From
Proposition 2 and the fact that if indifferent, the owner delegates the control rights to the
manager, it follows that γ∗

M ∈ [γ
M
, γM ]. We first show that γ∗

M < γM . Assume that
γ∗
M = γM . We know that there exists an ϵ > 0 such that any γM ∈ (γM , γM + ϵ) is a

feasible parameter value in that γM ≥ 0 and ϕM > max(π,s)∈P uM(π, s). Therefore, γ∗
M =

γM contradicts Proposition 3, which shows that in a neighborhood around γ∗
M , the owner

delegates the control rights. As consequence, we must have γ∗
M < γM .

In the following, we distinguish between two cases. First, assume that γ∗
M = γ

M
. From

the previous argument we know that γ
M

= γ∗
M < γM . If γ∗

M = γ
M

> 0, then any γM ∈
[0, γ

M
) is feasible. Therefore, γ∗

M = γ
M

> 0 contradicts Proposition 3, which shows that
in a neighborhood around γ∗

M , the owner delegates the control rights. As a result, when
γ∗
M = γ

M
, then γ

M
= 0, and the only shift in the control rights takes place at γM . At γM ,

RM > RO and the control rights are withdrawn from the manager. According to the proof
of Lemma 2, this shift in the control rights leads to a reduction in the manager’s effort,
qM(O) < qM(M), and increase in the owner’s effort, qO(O) > qO(M). These effort changes
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result in a drop in the manager’s effective control, eM(O) < eM(M), and therefore in a drop
in the organization’s sustainability.

Second, assume that γ∗
M ∈ (γ

M
, γM). The same arguments as in the first case show that

at γM , the shift in the control rights leads to a decrease in the organization’s sustainability.
Similar arguments show that if γ

M
> 0, then at γ

M
, the shift in the control rights leads to

a decrease in the organization’s sustainability.

Proof of Proposition 7. Observe ∆UO has the same sign as

∆̂UO = ∆UO
2(βMβO − ϕMϕO)

2

βM

.

Furthermore, when γM = 0, then

∂∆̂UO

∂γO
= 2γO

(
βMβ2

O√
β2
O + γ2

O

− βMϕO − 2βOϕMϕO√
β2
O + γ2

O

+ 2ϕMϕO

)
,

which is zero for at most one γO > 0 because the function in brackets is monotonic in γO.

At γO = 0, we get that

∆̂UO = 0 and
∂∆̂UO

∂γO
= 0 and

∂2∆̂UO

∂γ2
O

= 2βM(βO − ϕO) < 0.

Therefore, in a neighbourhood above γO = 0, we have that ∂∆̂UO

∂γO
< 0 and ∆̂UO < 0.

Furthermore, as γO →
√

ϕ2
O − β2

O, we have that

lim
γO→

√
ϕ2
O−β2

O

∆̂UO = −(βO − ϕO)
2(−2ϕMϕO + βM(2βO + ϕO)),

which is positive if ϕO > ϕ̂O = −((2βMβO)/(βM − 2ϕM)).

We thus have that: i) as γO → 0, ∆̂UO is negative and decreasing in γO, ii)
∂∆̂UO

∂γO
= 0

has at most one solution for γO > 0, and iii) if ϕO > ϕ̂O, then lim
γO→

√
ϕ2
O−β2

O

∆̂UO > 0.

Therefore, ∆̂UO crosses zero once and we define γ̂O ∈
(
0,
√

ϕ2
O − β2

O

)
as this point of

crossing.

For γO ∈ (0, γ̂O), the owner delegates the control rights because ∆̂UO < 0 and therefore
∆UO < 0. For γO > γ̂O, the owner retains the control rights because ∆̂UO > 0 and therefore
∆UO > 0.

Proof of Proposition 8. First, from Proposition 7 it follows that the manager follows a thresh-
old delegation strategy where below γ̂O, the owner delegates the control rights, while above
it the owner retains the control rights. From the symmetry in the model and Proposition 14
it follows that eO(M) is increasing in γO. Furthermore, from the symmetry in the model and
Proposition 15 it follows that when d = O and γM = 0, then γ̃O = 0 and therefore eO(O) is
increasing in γO. As a result, in each of these two regions, the organization’s sustainability
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is increasing. Furthermore, from the proof of Lemma 2 it follows that qO(M) < qO(O) at
γ̂O > 0 because RM = 0 < RO. Therefore, the organization’s sustainability jumps upwards
at γ̂O.

Proof of Proposition 9. The proof works analogous to the proof of Proposition 6.

III Proofs for Section III

Proof of Corollary 1. We need to find an α ≥ −γM such that

Rα
M =

(γM + α)2

β2
M + (γM + α)2

= RO, (A.3)

where RO ∈ [0, 1). Observe that Rα
M is strictly increasing in α, for α = −γM we have that

Rα
M = 0, and limα→∞ Rα

M = 1. Therefore, there exists a unique α such that equation (A.3) is
satisfied, meaning that the manager’s effective relative pro-social preferences are the same as
the owner’s relative pro-social preferences and therefore the stakeholders’ preferred projects
are the same.

Proof of Proposition 10. From Corollary 1, we know that there exists an α̃ ∈ [−γM ,∞) such
that Rα

M = RO. Given that changing α in the extended model is equivalent to changing the
manager’s pro-social preferences γM in the baseline model, it follows from Proposition 3 that
for α slightly below α̃, the owner delegates the control rights.

Furthermore, for γM = 0 (i.e., α = −γM in the extended model), we have

lim
βO→0

∆UO = −βMγ2
O(βM − 2ϕM)

2ϕ2
MϕO

> 0,

and therefore the owner retains the control rights when α and βO are sufficiently small.

Therefore, there exists an α̂ < α̃ where for α̂, Rα
M < RO, such that delegation switches

from the owner to the manager as α increases. At this threshold, as discussed in the proof
of Lemma 2, the organization’s sustainability drops because of the strictly increased effort
by the manager.

Proof of Proposition 11. From Proposition 4 it follows that for γM ∈ (0, γ̂M), the owner

delegates the control rights while for γM ∈
(
γ̂M ,

√
ϕ2
M − β2

M

)
the owner retains the control

rights.

When γO = 0, then
∂UO(qO(O), qM(O), O)

∂γM
= 0.

Furthermore, when γO = 0, then

∂UO(qO(M), qM(M),M)

∂γM
=

β2
OγM

(
−β3

MβO + γ2
MϕO

(√
β2
M + γ2

M − ϕM

)
+ β2

MϕO

√
β2
M + γ2

M

)
(β2

M + γ2
M)

3/2
(βMβO − ϕMϕO)2

.
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For γM > 0, this function has the same sign as

g(γM) = −β3
MβO + γ2

MϕO

(√
β2
M + γ2

M − ϕM

)
+ β2

MϕO

√
β2
M + γ2

M .

Substituting γM =
√
C2 − β2

M , we get

g̃(C) = −β3
MβO + C2(C − ϕM)ϕO + β2

MϕMϕO.

This function has at most three C for which it is zero (because it is a third-order polynomial).
The same is then true for g(γM).

Furthermore, g(0) > 0 and g(ϕM) > 0, and therefore g(γM) has at most two solutions

such that g(γM) = 0 for γM ∈
[
0,
√
ϕ2
M − β2

M

]
. A third is not possible because it contradicts

the fact that g(0) > 0 and g(ϕM) > 0. A single solution that crosses zero is not possible since
g(0) > 0 and g(ϕM) > 0. No solution or a single solution that reaches zero but does not cross

it is not possible because this would imply that ∂UO(qO(M),qM (M),M)
∂γM

> 0 for (almost all) γM ∈(
0,
√
ϕ2
M − β2

M

)
, which contradicts the fact that for γM > γ̂M , we have ∆UO > 0 and the

owner retains the control rights (see Proposition 4). Therefore, g(γM) = 0 has two solutions

in the interval
[
0,
√
ϕ2
M − β2

M

]
, which we denote by γ̃M and γ′

M > γ̃M . As a consequence,

∂UO(qO(M),qM (M),M)
∂γM

is strictly positive for γM ∈ (0, γ̃M) and γM ∈
(
γ′
M ,
√
ϕ2
M − β2

M

)
, and

strictly negative for γM ∈ (γ̃M , γ′
M).

Observe, that the threshold above which the owner delegates the control rights, γ̂M ,
must satisfy γ̂M ∈ (γ̃M , γ′

M). It cannot be the case that γ̂M ≤ γ̃M . The reason is that for

γM ∈ (0, γ̃M ], we have ∆UO < 0 because ∂UO(qO(O),qM (O),O)
∂γM

= 0 and ∂UO(qO(M),qM (M),M)
∂γM

> 0.

Furthermore, it cannot be the case that γ̂M ≥ γ′
M because for γM =

√
ϕ2
M − β2

M , we have

∆UO > 0 (see Proposition 4) and for γM ∈
(
γ′
M ,
√

ϕ2
M − β2

M

]
, we have ∂UO(qO(O),qM (O),O)

∂γM
= 0

while ∂UO(qO(M),qM (M),M)
∂γM

> 0, which implies that ∆UO > 0 for γM ∈
(
γ′
M ,
√

ϕ2
M − β2

M

]
.

Therefore, γ̂M ∈ (γ̃M , γ′
M).

For γA ∈ (0, γ̃M), the owner delegates the control rights because γ̂M ∈ (γ̃M , γ′
M) and

therefore
∂maxd∈{O,M} UO(qO(d),qM (d),d)

∂γM
= ∂UO(qO(M),qM (M),M)

∂γM
> 0. For γM ∈ [γ̃M , γ̂M), the

owner still delegates the control rights but
∂maxd∈{O,M} UO(qO(d),qM (d),d)

∂γM
= ∂UO(qO(M),qM (M),M)

∂γM
≤

0. At γ̂M , the owner is indifferent between delegating or retaining the control rights and
∂UO(qO(M),qM (M),M)

∂γM
≤ 0 and ∂UO(qO(O),qM (O),O)

∂γM
= 0. For γM > γ̂M , the owner retains the

control rights and therefore
∂maxd∈{O,M} UO(qO(d),qM (d),d)

∂γM
= ∂UO(qO(O),qM (O),O)

∂γM
= 0, which proves

the first result of the proposition.

The result that the organization’s sustainability improves for γA ∈ (0, γ̃M) follows directly
from Proposition 1 and the fact that γ̃M ≤ γ̂M .
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F Project Implementation Effect

Proposition 16 (Project Implementation Effect and Manager’s Pro-Social Preferences).
Fix (βO, γO, βM) then there exists a threshold γ̌M such that for γM > γ̌M the project imple-
mentation effect is positive

P(π̃ > 0|d = M) > P(π̃ > 0|d = O).

Proof of Proposition 16. Observe that the following inequalities are equivalent

P(π̃ > 0|d = M) > P(π̃ > 0|d = O),

1− P(π̃ > 0|d = M) < 1− P(π̃ > 0|d = O),

(1− qO(M))(1− qM(M)) < (1− qO(O))(1− qM(O)),

(1− qO(M))(1− qM(M))

(1− qO(O))(1− qM(O))
< 1.

We can rewrite

(1− qO(M))(1− qM(M))

(1− qO(O))(1− qM(O))

=
ϕO

(
ϕM −

√
β2
M + γ2

M

)(
βMβO + γMγO −

√
β2
M + γ2

M

√
β2
O + γ2

O + ϕM

√
β2
O + γ2

O − ϕMϕO

)
ϕM

(
ϕO −

√
β2
O + γ2

O

)(
βMβO + γMγO −

√
β2
M + γ2

M

√
β2
O + γ2

O + ϕO

√
β2
M + γ2

M − ϕMϕO

) .

As γM increases such that
√

β2
M + γ2

M = uM(πM , sM) → ϕM then the numerator goes to
zero while the denominator converges to a non-zero number. As a result

lim
γM→

√
ϕ2
M−β2

M

(1− qO(M))(1− qM(M))

(1− qO(O))(1− qM(O))
= 0.

Given that (1−qO(M))(1−qM (M))
(1−qO(O))(1−qM (O))

> 0 is sufficiently well-behaved and continuous in γM there

exists a threshold γ̌M such that for γM > γ̌M , (1−qO(M))(1−qM (M))
(1−qO(O))(1−qM (O))

< 1 and the project imple-
mentation effect is positive.

Proposition 17 (Project Implementation Effect and Owner’s Pro-Social Preferences). Fix
(βO, βM , γM) then there exists a threshold γ̌O such that for γO > γ̌O the project implementa-
tion effect is negative

P(π̃ < 0|d = M) < P(π̃ > 0|d = O).

Proof of Proposition 17. The proof is the same as in Proposition 16 when one interchanges
the owner and manager.
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