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Abstract
This theoretical analysis provides a mechanism to make a profit maximizing owner able to
commit to a prosocial policy. In this model the commitment to a prosocial policy is crucial to
motivate the prosocially motivated employee in the organization. From the analysis follows that
adopting a prosocial policy can be of high value for the owner from an ex-ante perspective.
However, the owner has ex-post incentives to deviate from the prosocial policy which is
harmful for the motivation of the employee. This is the case because the employee anticipates
the deviation, and therefore will be demotivated or even refuses to participate in the
organization. To tackle this problem, a manager with social motivations is introduced to the
organization and made residual claimant. The owner delegates the decision rights about the
implementation of projects to the manager. By providing the manager with financial incentives,
the owner is able to make that the manager balance the financial and social interests optimally
from the owner’s ex-ante perspective. Consequently, the owner is able earn more profits and

conduct business in settings where this was previously impossible.
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“There is one and only one social responsibility of business to use its resources and engage in

activities designed to increase its profits so long as it stays within the rules of the game”

Milton Friedman in Capitalism and Freedom (1962)

“That responsibility [of the manager] is to conduct business in accordance with their [the
shareholders] desires, which generally will be to make as much money as possible while

conforming to their basic rules of the society”

Milton Friedman in The social responsibility of business is to increase its profits (1970)

l. Introduction

Following the reasoning of Milton Friedman one would expect that businesses are reluctant to
undertake costly actions that serve a greater goal than maximizing profits alone. However, there
exist numerous examples where businesses position themselves as being “social responsible”
or “sustainable entrepreneurs” creating the impression that Friedman’s way of thinking might
be too narrow. Take the financial services company Wells Fargo for example, it donates up to
1.5% of its revenue to non-profit organizations and its staff volunteered 2 million hours in 2017
alone (Business Wire, 2018).1 In 2008 Coca Cola committed to reduce emissions with 25% in
2020 (The Coca Cola Company, 2018). Many more similar initiatives quickly pop up in mind.

Are these companies that irresponsible and forgetting about their primary goal: making profits?

The activities of Wells Fargo and Coca Cola are most often labelled as Corporate Social
Responsibility. Companies give up on some profits in order to serve society (Bénabou & Tirole,
Individual and corporate social responsibility, 2010), for example by introducing an
environmental friendly mission. However, Bénabou & Tirole make an important notion here;
the social focus may well increase profits because it is likely to shift the manager’s horizon
from short to long-term. Furthermore Baron (2001) notes that corporate social responsibility is
appealing for some organizations because it can be of high strategic value. The competitiveness

of an organization might increase because there exists a demand in the market for products

1 Ironically Wells Fargo is recently fined $185 million for a fraudulent account openings
(Levine, 2016). Former Wells Fargo employees stated that they were drove to behave fraudulent

because of the high-pressure sales culture (Arnold, 2016).
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produced by social responsible firms. However, the introduction of corporate social
responsibility comes with an important challenge for the organization; it should convince the
consumers that the corporate social responsible initiatives arise from intrinsic motivations,
rather than from an extrinsic motivation to increase profits (Du, Bhattacharya, & Sen, 2007).
The high strategic value of the prosocial initiatives alone may well disprove Friedman’s
reasoning that these businesses are “preaching pure and unadulterated socialism” (Friedman,
1970, p. 1).

Aside from the strategic value, the organizations may well truthfully act prosocially in the
market because of the altruistic desires from within the organization. There could be prosocially
motivated entities within the organization who feel the desire to undertake actions that benefit
others (Batson, 1987). The nature or quality of the good produced can be of high importance
for the overall effect on social welfare (Francois & Vlassopoulos, 2008). Therefore, it is not
surprising that organizations that produce a good or service that comes with considerable
positive externalities attract employees that are prosocially motivated (Leete, 2001). Tonin &
Vlassopoulos (2010) disentangle action-oriented altruism from output-oriented altruism, which
they both consider as the two main sources of prosocial motivation. The employees that are
characterized by output-oriented altruism exert significantly more effort in case they work for

an organization that is mission-oriented (Fehrler & Kosfeld, 2014).

Whether an organization prioritizes the impact on its environment or not is long considered to
be one of the key differences between for-profit and non-profit organizations. However, Besley
& Ghatak (2017) underline that organizations can benefit from having hybrid missions in
competitive markets. In their theoretical analysis they focus on the organizations that balance
profits and the social impact by having flexible missions. Besley and Ghatak label these kind
of organizations as social enterprises. Prosocial managers play a key role in facilitating the
demand to adopt a hybrid mission. Kajackaite & Sliwka (2018) analyse the facilitating role of
the manager with decision rights in the process of arranging a mutual concession between
prosocially motivated employees and a profit maximizing owner. From their lab experiment
followed that a commitment to the prosocial mission will increase effort. Murdock (2002)
analyses the role of commitment to optimally incentivize intrinsically motivated employees by

introducing implicit contracts.
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Most analyses about the conflict between the prosocially motivated employees and the interests
of a profit-maximizing owner are characterized by a two-tier principal-agent approach. This
work will be attempt to combine the implications of the models of Murdock (2002) and Besley
& Ghatak (2017). This will result in a three-tier principal-agent analysis where the importance
of commitment will be analysed for flexible missions. Flexible missions, or prosocial
undertakings per se, can be beneficial for an owner with only financial motivations. This is also
obtained in this analysis. However, the prosocially motivated employees require a commitment
from the owner since they anticipate ex-post deviation on the owner’s side. Even though an
owner would acknowledge the benefits of acting prosocially, he could be trapped in a situation
where he is unable to convince the employee that he truthfully will act prosocially. Therefore,
a manager with social motivations is introduced and provided with financial incentives who is
delegated to determine which projects with the associated financial and social payoffs should
be implemented. With this particular design, the owner can tweak the decision making of the
manager with the financial incentives to end up with the most profitable outcome. Important to
note here is that the owner does not provide financial incentives for the social outcomes itself.
Rather it provides the manager with financial incentives to make him more concerned about the
financial payoff compared to the social payoff. More generally, this analysis contributes to the
greater objective whether, and how, profit-maximizing owners should credibly change their

perspective from ex-post to ex-ante.

Furthermore, this analysis has some resemblance with the research of Kajackaite & Sliwka
(2018). They also introduce a manager that functions as a commitment device to incentivize
prosocial motivated employees. However, the manager in their model is merely allowed to
divide generated resources, whereas in this model the manager is entitled to select the right
projects in order to pursue flexible missions. Moreover, with this analysis the prosocial
motivation of the employee relates to the externalities generated by the projects instead of
simple donations to a charity. Therefore, the employee can also suffer from the economic
activity of the organization since a project can yield negative externalities. This was not the
case in the model of Kajackaite & Sliwka (2018).

The remainder of this work is structured as follows. In section two, | provide an overview of
the related literature with a specific focus on prosocial motivation, delegation and social

enterprises. Next, in section three, | introduce the two-tier principal-agent model as a
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benchmark. Thereafter, | extend this model to a three-tier principal-agent analysis. In section

four, 1 will conclude and provide recommendations for future research.

1. Related Literature

This work mostly relates to the economic literature that deals with prosocial motivations, social
enterprises with hybrid missions and the delegation of authority in organizations. First, | present
an overview of the existing literature on prosocial motivation. Thereafter, | will discuss the
literature related to the delegation of decision rights in organizations. This eventually leads to
a discussion about the existence of social enterprises. To finish the theoretical framework, 1 will

provide a short overview about organizational design, sorting and incentives.

1. Prosocial Motivation

Employees, or human beings in general, have various reasons to perform different kinds of
tasks. Generally, in economics the drive that individuals have to execute tasks is referred to as
motivation. Motivation can be best described as the inner process that directs, energizes and
sustains action originating from an interaction with the individual’s environment (Latham &
Pinder, 2005). The willingness to exert effort can originate from different motivational sources.

Three types of motivation will be discussed, being extrinsic, intrinsic and prosocial motivation.

Extrinsic motivation is the drive of employees to engage in a certain task in order to obtain a
certain goal that is separated from the task itself (Amabile, 1993), which could be both
pecuniary and nonpecuniary. Studies show that the introduction of extrinsic incentives in
organizations could result in considerable productivity increases (e.g. Lazear (2000),
Pendergast (1999)). Formerly, rewards and punishments were assumed to be the most important
elements to motivate the workforce, however, this extrinsic incentives bias can make principals

blind for other, powerful sources of motivation (Heath, 1999).

In the literature, intrinsic motivation is often contrasted with extrinsic motivation. Intrinsic
motivation can be best described as “the doing of an activity for its inherent satisfactions rather
than for some separable consequence” (Ryan & Deci, 2000, p. 56). The intrinsic motivation
originates from a natural tendency and not from the rewards or punishments associated with a

certain action, as was the case with extrinsic motivation. The traditional assumption that
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employees dislike work appears to be invalid because individuals can be interested in and derive
joy from their work aside from the extrinsic incentives (Amabile, Hill, Hennessey, & Tighe,
1994).

In the psychological, organizational and economic literature, the potential drawbacks of
incentive schemes gained attention in the last couple of decades. Managers should be careful
with offering extrinsic rewards because it may well have negative effects in certain settings or
it can be ineffective for specific groups of workers (Kohn, 1993). For example, extrinsic
incentives are known to potentially crowd out the intrinsic motivations of agents to fulfil a
certain task (Frey, 1994), leaving the manager worse off in the long run (Gneezy, Meier, &
Rey-Biel, 2011).

Another important driver of human actions is prosocial motivation. Prosocial motivation is the
inner desire to undertake costly actions in order to benefit other people (Batson, 1987),
originating from various personality traits. Agreeableness, one of the five major dimensions of
personality structure (Rothmann & Coetzer, 2003), is one of the traits that make an employee
prosocial motivated (Graziano, Mabashi, Sheese, & Tobin, 2007). Furthermore, an empathic
concern for others is another important trait that drives the prosocial motivation to undertake
action (Penner, Dovidio, Piliavin, & Schroeder (2005), Twenge, Baumeister, DeWall,
Ciarocco, & Bartels (2007). When motivated to make a prosocial difference, employees are
taking into account the impact on beneficiaries and feel the need to maintain or increase the
welfare of others (Grant, 2007).

In order to form a solid foundation for this research, it is important to highlight the differences
between intrinsic and prosocial motivations. Grant (2008) underlines the three major
differences between intrinsic and prosocial motivation. First of all, with intrinsic motivation,
employees feel themselves naturally drawn to exert effort and is therefore based on self-
determination and autonomous choice (Kehr, 2004). On the other hand, with prosocial
motivation, employees are inclined to exert effort based on conscious self-regulation and self-
control to accomplish a goal (Gagné & Deci, 2005). Second, in contrast to intrinsic motivation,
where employees care about the current joy of the task itself (Amabile, et al., 1994), prosocial
motivation is all about the outcomes of an action in the future period. Lastly, employees are
outcome focussed when motivated by prosocial motives (Grant, 2007). With intrinsic

motivation, employees are motivated by the process of completing the task (Amabile, 1993).
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Furthermore, where extrinsic incentives might crowd out intrinsic motivation, the effects of
extrinsic rewards could be higher in case these are offered to prosocial motivated employees
(Ashraf, Bandiera, & Jack, 2014).

In the paper by Tonin & Vlassopoulos (2010) action-oriented altruism and output-oriented
altruism are contrasted and the separate effects on the motivation of individuals are assessed.
Action-oriented altruism is what Grant (2008) considers as intrinsic motivation: “the worker
derives directly nonpecuniary benefits from the act of contributing to a cause she cares about”
(p. 1). Grant’s (2008) prosocial motivation is mostly related to Tonin & Vlassopoulos’ (2010)
definition of output-oriented altruism: “the worker is concerned about the actual impact of her

actions on the well-being of others” (p. 1).

2. Delegation

Organizations are characterized by a certain form of hierarchy where authority is, to a various
extent, divided across individuals and business units. The entities with the legal, enforceable
authority face the difficult task to decide to what extent it is beneficial and efficient to transfer
decision rights in the organization. The entities in the organization that own the assets of the
organization, are considered to have the formal authority (Grossman & Hart, 1986). Even
though the owners of an organization have the formal authority, it is very common that other
entities in the organization receive decision rights to make important decisions on behalf of the

owner.

The transfer of decision rights, regularly termed as delegation, can come with considerable
advantages and, in some specific situations, can be essential for the existence of the
organization. Holmstrom (1984) underlined in his work on delegation that there exist two
important advantages of transferring the decision rights within the organization. First,
administrative costs are saved and conditional on the fact that information coordination does
not yield relative large benefits, delegation is cost efficient. Second, by delegating the decision
rights, the principal can pre-commit itself to a certain mechanism. Aghion & Tirole (1997)
elaborate on this and conclude that the credible transfer of formal authority to an agent can
increase the agent’s incentive to acquire information, or exerting effort in general, because the
principal pre-commits itself from overruling the preferred decisions of the agent. Delegation

comes with a loss of control, which is costly. Essentially, in some cases unprofitable decisions
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will be made by the agent which hurts the principal. Therefore, the owner has to trade off the

loss of control with the gains in motivation of the agents.

Rotemberg & Saloner (2000) analyse the delegation of decision rights to visionary CEOs. These
CEOs are biased towards certain kinds of projects and against others. In the process of
implementing a new direction of the organization, the visionary CEO functions as an important
commitment device. As a result, employees are more motivated to work hard on the projects,
especially in case the employees are rewarded based on the implementation of a project. Bester
(2009) adopts a model that exhibits the opportunity to delegate decision rights in order to deal
with the heterogeneity of preferences of different stakeholders in organizations. Authorized
entities often fail to take the externalities generated by the production of a service or product
into consideration. In case the interests of various stakeholders in the organization diverge, the
manager with the preferences that are closest aligned to the maximization of the total surplus

should have the decision rights. Essentially, the manager has the perfect ‘bias’.

3. Social Enterprises

Roughly a decade ago Martin and Osberg (2007) noticed that social entrepreneurship was
gaining interests of many researchers, but that there was still little understood about the exact
positioning and role of it in the market. The goal of social entrepreneurship, or alternatively
described as the hybrid mission of social enterprises (e.g. Katz and Page (2010), Light (2011)),
boils down to balancing profits with a positive social impact. In fact, this makes that prosocial
motivation is of high importance in this type of organizations. The social enterprises have the
characteristics of both for-profit and non-profit organizations in that vein. However, Besley and
Ghatak (2017) recognize that these two types of organizations are characterized by rigid
missions. Social enterprises distinguishes from for-profit and non-profit organizations because

these can adopt flexible missions, instead of rigid ones.

Porter and Kramer (2011) take it even one step further and argue that the purpose of the existing
organizations, the for-profit and non-profits, should be redefined. Generating profit should not
be the main, driving objective, rather it should be to create shared value, focussing on
connecting social and economic progress. Capitalism will be reshaped and innovation will be
driven by the pursuit to create shared value in the future, they argue in their paper. According

to them CSV organizations fill a gap that the conventional organizations may be unable to fill.
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Important here is to take into consideration the difference between Corporate Social
Responsibility (CSR) and Creating Shared Value (CSV). Bénabou and Tirole (2010) argue that
CSR is about “sacrificing profits in the social interest”. Baron (2001) makes an important
distinction between genuine and strategic CSR, where the latter is introduced to increase
competitiveness and consequently, profitability. This is to some extent related to what Porter
and Kramer (2010) perceive as CSV; “CSV is integral to a company’s profitability and
competitive position” (p. 16). In other words, they argue that economic and social benefits are
connected and that it is not about doing good per se.

Social enterprises have to overcome an important problem that may arise in the market that is
characterized by a competitive environment. The reputational value of the prosocial handling
can become diluted by incentivizing the prosocial act, causing the stakeholders to doubt whether
the initiators in the organization are genuine concerned with increasing the overall welfare
(Ariely, Bracha, & Meier (2009), Bénabou & Tirole (2006)). This may leave the customers,
investors and employees with distrust and could possible make them reluctant to enter the
economic transaction. However, as was discussed by Bester (2009), delegating the decision
rights to a manager that naturally makes the appropriate trade-off would take away the need to

incentivize prosocial handling.

4. Organizational Design, Sorting and Incentives

In the economic literature it is often assumed that individuals respond to incentives. Bénabou
& Tirole (2003) show in their work on intrinsic and extrinsic motivation that the effect of
incentives on the behaviour of individuals depends on many factors. Extrinsic incentives may
have an impact in the short run, however this may not outweigh the loss in motivation in the
long run. The exact effect of incentives depends on the motivations of the employees. Francois
(2007) obtains that the introduction of performance related compensation can result in lower
output and damage profits if the employees are motivated by the mission or the specific output
the organization produces. In their model, Besley & Ghatak (2005) analyse the heterogeneous
mission preferences of employees. A good match between a mission oriented principal and an
intrinsically motivated agent can take away the need of having incentives to achieve the second
best effort level. Furthermore, employees self-select themselves into organizations with a
mission that suits best with their personal preferences. Sorting and self-selection based on the

heterogeneous motivations of employees is also studied by Delfgaauw & Dur (2007). In their
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work they show that the different characteristics of organizations and employees in the public
sector make the contract design and recruitment process distinctive from the private sector.
Whether an employee is motivated by action oriented altruism or output oriented altruism is of
great importance for the contract and organizational design (Francois & Vlassopoulos, 2008).
An excess supply of motivated agents makes a non-profit form more appealing than a for-profit
form for the principal because it can extract more rents from the employees (Ghatak & Mueller,
2011). Therefore, organizational choice may not always depend on the prosocial motivations
of the principal alone. It may well be the most efficient option (Glaeser & Shleifer, 2001).

-11-
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1. Analysis

This section develops a stylized model of motivations, incentives and delegation of decision
making in a three-tier principal-agent structure. The three-tier structure in the hypothetical
organization consists of an owner, a manager and an employee. The model discussed has three
elements. First, the product or service produced by the organization is characterized by a
monetary payoff and a nonpecuniary social payoff. By including the social payoffs for the
environment of the organization in the model, the positive or negative externalities for third
parties are captured. Second, the employee derives either a positive or negative utility from the
produced good, depending on whether it causes positive or negative externalities. The same
holds for the manager selected by the owner. Third, the introduction of a manager will make

the owner able to commit to a prosocial mission.

1. Two Tier Setting

This section is devoted to a two tier principal-agent structure where the principal, from now on
labelled as owner, is concerned with maximizing the profits of the organization. The agent,
which will be labelled as employee, is meant to undertake costly actions to generate profits for
the organization. The most important feature of this analysis is that the employee is only
motivated by the social impact of the organization. Therefore, the owner and the employee have
contrasting objectives. Since the owner is concerned with maximizing profits, spending
resources on social initiatives or implementing unprofitable projects would initially seem
counterintuitive. However, with this analysis | will show that the owner actually can have valid
reasons to implement a prosocial policy in certain circumstances. To be able to benefit from the
prosocial interests of the employee, the owner should be willing to undertake prosocial actions
that are costly from an ex-post perspective. Nonetheless, these actions can be of high value

from an ex-ante perspective because the employee will be more inclined to exert effort.

In this two tier principal-agent analysis it is assumed that the owner can credibly commit to a
certain policy. Would this not be the case, the employee would anticipate deviation because the
owner is known to purely care about the financial aspects of a certain economic activity. This
two-tier analysis will function as a benchmark. Later, in the three-tier principal-agent analysis,
this assumption will be relaxed and a manager will be introduced which will function as a

commitment device in the organization.
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1.1. Projects

Consider an organization that is dedicated to generate a good or service with a monetary and a
nonpecuniary social payoff. The organization is directed by the owner. The owner hires an
employee who is supposed to exert effort in order to generate projects. The process of
generating a project is uncertain, the outcome of the project is not specified ex-ante. However,
the more effort the employee exerts, the higher the probability that it will actually create a
project idea. In essence, the employee can choose the probability of generating a project.
Therefore the effort level meets the following requirement:
e €[0,1]

In order to implement a project that is created by the employee, the assets of the organization
are needed. The decision rights of these assets are allocated at the owner. Therefore, the owner’s
preferences about the outcome of the project are of great importance in this setting. It is assumed
that the owner does merely value the monetary payoff associated with the implementation of
the project. The externalities related to the project do not benefit or harm the owner directly and

the employee is aware of this.

Provided that the employee succeeded in creating an implementable project, it can have a
positive monetary payoff = with probability q. In a similar vein, & represents the potential
negative monetary payoff that comes with the implementation of the project. This occurs with
probability 1 — g. Furthermore, in case a project is implemented, a nonpecuniary social payoff
is realized. The social payoff can either be classified as a positive externality s or as a negative
externality s. The probability that the externality is positive is denoted by p and a negative
externality occurs with probability 1 — p. The pecuniary and nonpecuniary payoffs satisfy the
following conditions:

-I<0<Tm

—-s<0<s
Both the monetary and the social payoff can be negative and positive?. As a result, there exist
four potential outcomes of the implementation of the project. The four cases are summarized in
Table 1.

2 Note that parameters m and s are defined as positive numbers.
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Case Payoffs Probability
1. T;Ss qp
2. TS q(1—p)
3. ;s (1-qp
4. ;s 1-q9)1-p)

Table 1: The potential outcomes of a project.

Immediately it can be derived that in the fourth case, where both the monetary payoff and the
social payoff are negative, that neither the owner nor the employee will be able to obtain a
positive utility. Therefore, projects yielding a negative monetary and social payoff will never
be implemented since it is not appealing for either of the parties involved in the transaction.

1.2. Utilities

Employee. In line with the literature on contract design in principal-agent relationships, the
employee faces an utility function which depends on the amount of effort exerted, the
compensation received from the principal and the nonpecuniary benefits from working at the
organization. The utility of the employee is positively related to the wage received and the
positive externalities s associated with the successful implementation of a project. However, it
could also be the case that the owner implements a project that causes negative externalities
resulting in a negative utility for the employee. Furthermore, the utility of the employee
decreases with the level of effort exerted to come up with a project idea. The utility derived
from the implementation of project i is given by:
Ut =s;—c(e) +w,

where s; reflects the externality, which can be positive or negative. The fixed wage the
employee receives is denoted by w,. It is assumed that the fixed wage paid is equal to w,,
irrespective of the outcome of the project. The employee has a limited liability constraint
because its financial resources are assumed to be zero. As a result, the owner is not able to

extract rents from the employee. Generally speaking, the wage paid to the employee is assumed
to be nonnegative (w, > 0). The costs of exerting effort are denoted by c(e) and equal %ez.

Furthermore, it is assumed that the employee is risk neutral.
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Owner. It is assumed that the owner does purely care about the financial payoff that is
generated by the implementation of a project. Since the employee does merely value the social
impact, the preferences of the employee and the owner might mismatch in some cases.
Formally, the utility of the owner is positively related to a positive monetary payoff and
negative associated with a negative monetary payoff. Additionally, the owner’s utility is
negatively affected by the fixed wage paid to the employee. The utility of the owner in case
project i is implemented can be represented by the following:
Uy = m; — we

Hence, the owner is concerned with maximizing expected profits, and therefore does not
directly take into account the externalities that come with the implementation of the project.
The owner is, as is the case with the employee, assumed to be a risk neutral entity.

1.3. Policies

The owner of the firm is legally entitled to decide whether to implement a project proposed by
the employee because it owns the assets needed for the completion of a project. Therefore, the
owner is concerned with the choice for an implementation policy that maximizes the expected
profit of the organization. The policy states for every unique case whether the project will be
implemented or not. Since the employee does care about the externalities related to a given
project, the owner could take this into consideration when deciding which implementation
policy to follow. From an ex-ante perspective, it may be beneficial to propose an
implementation policy with more attention for the externalities related to a given project. The
employee may well be more willing to exert effort in case it can rely on the implementation of
projects that generate considerable positive externalities, increasing the probability that the
employee actually comes up with a project idea. This hinges on the logic that an employee
could become more motivated when the owner commits to a policy where the positive and
negative externalities are balanced more evenly with the financial payoffs. The owner could
choose to turn a blind eye to situations where the project yields a positive monetary payoff and
considerable negative externalities. Or alternatively, choose to implement a project that comes
with a negative financial payoff and substantial positive externalities. Therefore, the
motivational effects of a given policy may convince the owner to act more prosocial by

balancing the pecuniary and nonpecuniary payoffs more evenly.
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As mentioned earlier, there are four potential cases that could occur. For each of these cases it
is assumed that ex-ante the owner could commit to an implementation policy that states in
which cases the project will be implemented. Since in the fourth case both the financial and the
nonpecuniary social payoff are negative, the analysis will mainly focus on the remaining three
cases where the total expected utility can be positive. In the first case both payoffs are positive.
In the second case the monetary payoff is positive and the externalities are negative. Lastly, in
the third case the financial payoff is negative and externalities are positive.

Given the three relevant cases, four policies the owner can commit to will be formed. Table 2
provides an overview under which conditions a project will be implemented for all four policies.
The policies differ in how the financial and social interests are balanced. To compare the four
unique policies, the optimal effort levels from the perspective of the employee will be
determined. By analysing the expected utility functions of the employee, the optimal effort level
and the corresponding payoff for the owner can be computed for all policies. To start the

analysis, the probability that a project yields a positive monetary outcome will be normalized
tog=(1-¢q)= % The same holds for the social payoff, p = (1 —p) = % Basically this
implies that the corresponding payoffs are assigned randomly to each generated project. The

expected utility for each policy will be denoted by E[UL°"“” /] where j € {4, B, C, D}.

Policy Conditions
A T
B s
C m and/or s
D mands

Table 2: Overview of the conditions of the four policies.

Policy A: Implement if . With this policy the owner chooses to exclusively implement
projects that yield a positive monetary payoff. Whether the project generates negative or
positive externalities is not taken into consideration by the owner of the organization. To begin
with, the expected utility of the employee will be computed for this policy. The expected utility

can be denoted by the following:

) 2
E[Ul°" 4] = w, + eq[qp5 — q(1 — p)s] - %A
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As can be obtained from the utility function, the employee will receive a positive payoff when
the project generates positive externalities, but the opposite holds when the project is associated
with negative externalities. Given this prospect, the employee will choose a corresponding
effort level that maximizes its expected total payoff. The optimal effort level e, is given by:
ex=qps—q(1—-p)s

s—s

. S
Immediately it is obtained that the effort level of the employee increases with the probability

*

ey =

that the externality is positive and the corresponding magnitude of that externality.
Furthermore, a negative externality lowers the effort level of the employee. Additionally, the
higher the probability that the project yields a positive monetary return, the higher the effort
level. This is intuitive because the owner of the organization actually needs to be willing to
implement the project in order to generate a payoff for the employee. Moreover, note that the
willingness to exert effort crucially depends on the magnitude of the positive and negative
externalities. Given that the negative externalities are relatively large compared to the positive
externalities, the employee might choose to exert no effort at all. Actually, this is the case if the
absolute value of the negative externalities is weakly larger than the positive externalities:

s—=s
er =11 for

0 for

“l

>s
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Policy B: Implement if s. With this particular policy, the projects that generate positive
externalities will be selected by the owner, regardless of the financial payoffs attached to the
project. Put differently, the owner puts large weight on the prosocial motivations of the
employee. The expected utility of the employee for this specific policy is given by the
following:

eZ

E[U" ] = w, + eplqps + (1~ )ps] - =

What follows from the employee’s utility function is that policy B is optimal from his
viewpoint. This is the case because negative externalities will never occur in this setting. With
this prospect, the employee will decide how much effort to exert to come up with fruitful project

ideas. The optimal level of effort (ez) is as follows:
eg =qps+ (1 —q)ps =ps

eg == fors>0

N «l
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The effort level of the employee does merely increase with the probability to find a project with
a positive externality and is not hurt by potential negative externalities. Whether the project is
financially profitable is unimportant, therefore the probability to find a project with a certain
monetary outcome (q) does cancel out. Furthermore, the magnitude of the positive externality
is of high importance for the determination of the effort level of the employee. Higher upwards
potential will make that the employee is more motivated to exert effort in order to find projects
which can be implemented by the organization. Additionally, the demotivating impact of
negative externalities are absent with this policy making this the optimal policy considering the
motivation of the employee alone.

Policy C: Implement if r and/or s. Provided that the owner introduces this policy, the projects
that generate positive externalities, monetary benefits or both, will be implemented. Essentially,
only the projects where both the nonpecuniary and the monetary payoffs are negative will not
be implemented by the owner. This policy is a combination of the previously discussed policies
A and B. For both parties involved in the economic activity, in two out of the three cases the

payoff is positive. The expected utility of this specific policy can be formally denoted by:

E[U7°" ] = we + eclaps —q(1 = p)s + (1 — @)ps] — =

The optimal level of effort from the perspective of the employee is as follows:

et =qps+ (1 —q)ps—q(1—-p)s=ps—q(1—p)s
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As was the case with the previously discussed policies, the employee is more motivated if the
probability to end up with positive externalities increases and provided that the magnitude of
the positive externalities raises. However, in contradiction to the outcome of policy B, as long
as there exists a probability to generate a project with positive financial benefits, the employee

will lower his level of effort the larger the potential downside is, i.e. the negative externalities.

Policy D: Implement if T and s. With this policy the owner chooses to only implement in one
case. To be precise, when both the monetary and social payoff of the project are positive, the
owner will implement the project. This implies that in the remaining cases the projects will be
declined. Thus, with policy D the employee and the owner will never face a negative payoff ex-

post. The expected utility for the employee is given by the following:
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€p

2
The employee will maximize its expected utility with respect to e, which will result in the

E[UZ”"®] = w, + ep[qp5] -

following optimal effort level:

ep = qps
.S
eD—4

With this policy the employee is somewhat motivated to exert effort. This is in contrast with
policies A and C where the negative social payoff could make the employee reluctant from
exerting effort. Nevertheless, with policy D the employee is less motivated to exert effort
compared to policy B because the probability to end up with a project that yields a positive

social payoff is lower.

To summarize, all available policies have unique effects on the motivation level of the
employee to exert effort in order to generate new projects. The choice for the optimal policy
depends on the parameters included in this model. In case the owner is concerned with
maximizing the probability to find a project, policy B is superior compared to the other three
policies. Additionally, the motivation level of the employee is strictly higher for policy C
compared to policy A. However, policy C is not always preferred over policy D. Provided that
the negative externalities are relatively large (s < s), the employee is more motivated with
policy D. Lastly, The employee is always more motivated with policy D compared to policy A.
The findings can be summarized as follows:

eg>ep>ec>e, for0<s<s

eg>ec->ep>e, for0<s<s
So, the policies with room for a more prosocial handling make that the employee is willing to
exert more effort. Therefore, it could be beneficial for the owner to introduce either of the
prosocial policies in order to end up with a higher probability of actually being able to

implement a project.

1.4. Optimal Policy

To what extent it is preferable to neglect profitable projects or to implement unprofitable ones
to increase the effort of the employee depends on the exact social and monetary payoffs. In
deciding which policy to follow, the owner considers the expected utilities for the four policies

with the different motivation levels in consideration. Since the owner is purely interested in the
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monetary payoff, the best policy yields the highest expected profit. The owner faces an
important trade-off here. First, the owner could choose to motivate the employee more
intensively by pursuing a more prosocial policy and giving up on some profitable projects
and/or implementing some unprofitable projects proposed by the employee. The alternative
approach would be that the owner only implements the projects that yield positive monetary
payoffs and accept that the employee is less motivated to exert effort in order to come up with
fruitful projects. Essentially, the owner should decide to what degree it is desirable to act
prosocial in the market.

To gain more insightful intuitions about the optimal policy from the viewpoint of the profit
maximizing owner, the obtained optimal effort levels of the employees will be used to contrast
the utilities obtained with each of the three considered policies. To do so, the probability that a

project yields a positive monetary payoff will maintain to be normalized to equal % The same

holds for the probability that a project yields a positive externality. Furthermore, the fixed wage
paid to the employee will be normalized to zero (w, = 0). The effort level of the employee, nor
his participation choice are affected by the fixed wage, therefore the lower the fixed wage is,

the better it is for the owner. This holds for all four policies.

Policy A: Implement if 7r. With this policy the employee is always least motivated to exert
effort to find an implementable project. However, the projects that will get implemented are the
projects that generate positive benefits for the owner at all times. The expected utility function
of the owner that comes with this policy can presented as follows:
E[U;°" ] = eslqpm + q(1 — p)T — w, = e[qm] — w,
To find the exact expected utility of the owner in the hypothesized situation, the optimal effort
level of the employee in case policy A is chosen (e,) will be substituted into the function which
results in the following:
n(s-s) . _
E[U:olicyA] =5 fors >
0 fors<s
Given that the positive externalities are relatively large compared to the negative externalities,
the expected utility of policy A will increase with the magnitude of the positive social payoff
and the profit generated for the organization. Furthermore, as anticipated, the expected utility

of the owner decreases with the negative externalities attached to a potential project. In extreme
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situations, the expected negative externalities might make it impossible to have a positive

expected utility for the owner because the employee is unwilling to exert effort.

Policy B: Implement if s. By pursuing this policy the owner endeavours to maximize the
motivation of the employee to exert effort. As a consequence, more projects will be proposed.
However, the owner selects the projects that generate positive externalities which might imply
that the owner has to relinquish some projects that are profitable from an ex-post perspective.
The expected utility function that can be assigned to this policy is as follows:

E[U;°" ] = eplqpm — (1 — @)pm] — e
By substituting the optimal effort level (ej) of the employee, the expected utility of the owner

can be formally written as:

_ @ forF>x

E[U(I;olicy B] _
0 forr<m
In contradiction with the results of the analysis of policy A, the expected utility function is
constrained by the monetary payoffs instead of the nonpecuniary payoffs. The owner of the
organization will require that the monetary gain is larger than the loss. Therefore, it is assumed
that the owner will not participate in the transaction provided that the expected monetary gain
is equal to, or smaller than the monetary loss. Nonetheless, given that the restriction is met, the
expected utility of the owner will increase with the magnitude of both the positive externalities
and the positive monetary payoff. The expected utility and the potential monetary loss have a
negative relationship, as anticipated. Furthermore, this policy is interesting from the perspective
of the owner in case the negative externalities are relatively large compared to the positive
externalities. The optimal effort choice of the employee is not affected by the negative
externalities. Therefore, the expected utility of the owner is not affected by an increase in the

absolute value of the negative externalities.

Policy C: Implement if = and/or s. The previously policies can both be labelled as extreme
policies. Either there is a pure focus on implementing projects that yield positive monetary
payoffs or the owner attempts to authorize only the projects that yield positive externalities.
However, with policy C the owner settles with a mutual concession. Both subjects are hurt in
one of the three cases, however, both will be ensured that in two out of the three cases the payoff
is beneficial for that subject. In contrast, with the other two policies, either the owner or the

employee will have to internalize a negative payoff in one out of two cases. Obviously, this
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makes the expected utility function of the profit maximizing owner distinctive from the other
two cases. The expected utility function will be as follows:

E[U5°" €] = ec[qpm + (1 — p)T — (1 — @)pz] — w,
Again, by substituting the optimal effort level of the employee (ez) into the expected utility

function, one will end up with the following:

(25 -s)(2m — ) for>E ands > L

. orTt>=ands>=
E[U;’ollcy C] — 16 7% %
0 forﬁS? or §S§

The ability to pursuit this policy in the organization depends on the proportion between the
positive and negative externalities on the one hand, and the proportion between the positive and
negative monetary payoffs of each project on the other hand. One of both parties can be tempted
to cancel the economic interaction, contrary to what is the case with the other two policies
where only one subject, either the employee or the owner, may be inclined to withdraw from
the interaction. Furthermore, when comparing the constraints, the individual constraints are less
stringent than was the case with the extreme policies A and B. As before, the magnitude of the
positive payoff, either the monetary or nonpecuniary, will increase the expected payoff of the

owner. Likewise, the downside potential is negatively related to the expected utility.

Policy D: Implement if T and s. All alternative policies come with restrictions for either the
monetary payoff, the social payoff, or for both. It is not unthinkable that neither of these
restrictions are satisfied. This is the case if the negative payoff is relatively large compared to
the positive payoff. With this policy the owner commits to merely implement the projects that
yields a positive monetary and positive social payoff. This would imply that only one out of
four proposed projects will be implemented. Still, as was obtained from his expected utility
function, the employee is willing to exert effort. So, at least there will be projects proposed.
The owner’s expected utility function of this policy is as follows:

E[U;°" ] = eplapT] — w,
By substituting the optimal effort level of the employee (ep) into this expected utility function,
the following function can be obtained:
ST
16
So, when the implementation of a project could harm either the owner or the employee

E [UPolicy D] —

o

disproportionally, policy D would be a valuable alternative. Irrespective of the negative payoffs,
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policy D is always feasible since the employee is willing to exert effort and the owner is never

harmed by the implementation of an unprofitable project.

1.5. Results

Now the exact composition of the expected utility of the owner is clear for every single policy,
the optimal policy for each setting can be obtained. By comparing the expected utilities, it is
possible to come up with conditions that make the owner able to make the optimal decisions.
To start the search for the profit maximizing policy, a complete overview of the options at hand
in each situation is needed. Figure 1 provides this overview graphically.
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Figure 1: Graphical overview of available policies
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Policy D is always feasible since neither the owner nor the employee bear the risk to end up
with a negative utility. This makes the employee always somewhat motivated to exert effort
and the owner is ensured of a positive financial payoff ex-post. Furthermore, provided that the

relative monetary (g) and social G) payoffs are relatively small, policy D is the only policy

that will generate a positive profit for the owner. Policy C is attainable when both the relative
monetary and social payoffs are not too small. For policy A and B holds that either the relative
monetary or social payoffs need to be strictly larger than one. However, as can be obtained from
the graph, the analysis of the restrictions alone does not provide the owner with a satisfying
overview of the optimal policy for all economic circumstances. Therefore, all intervals that
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Figure 2: Graphical representation of the optimal policy
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have at least two feasible policies have to be evaluated to find the optimal policies. Figure 2
provides an overview of the optimal policies from the viewpoint of the profit-maximizing

owner of the organization.

To begin with, the interval where policy A is optimal will be discussed. Recall from the effort
level analysis that the employee is only willing to exert effort in case the positive social payoff
outweighs the negative social payoff in expected terms. Therefore, policy A is feasible in case

g > 1. However, policy D is preferred over policy A in case the § < 2. The employee is strictly

higher motivated with policy D compared to policy A. This will result in the fact that more
projects will be proposed and even though the negative externalities are relatively large the
employee is still willing to search for new project ideas. However, the choice for policy D over
A comes with a cost for the owner. With policy D the owner has to decide to not implement the
projects that yield a positive monetary payoff but a negative social payoff. Therefore, only when
the negative externalities are sufficiently low, the owner will be better off by accepting a lower
level of effort in order to be able to implement all projects that yield a positive monetary payoff.
Where the boundary between policy D and A is characterized by a linear restriction, the

comparison between policy C and A results in a nonlinear dividing line. This condition can be

T, 1/(35\"
T 2\s

The higher the relative social payoff is, the more likely it will be that policy A is preferred over

formally written as follows:

policy C. This effect is driven by a combination of the increase in the motivation level of the
employee and the strictly higher expected monetary payoff of a project with policy A. However,
provided that the relative monetary payoff is larger than one, policy C is always preferred over
policy A. The strictly higher motivation level of the employee with policy C outweighs the fact

that the owner has to implement an unprofitable project in one out of three cases.

As was obtained previously, policy B is always the most appealing policy for the employee.

However, as Figure 2 shows, policy B is only favoured under two conditions. First, policy D is
preferred over policy B in case g < 2. On the interval 1 < g < 2 the high motivation level of
the employee does not outweigh the risk the owner faces of having to implement an unprofitable

project. Nonetheless, when the positive monetary payoff is sufficiently large compared to the

negative monetary payoff, the owner is better off with policy B compared to D. Furthermore,
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as was the case with policy A, the dividing line between policy C and B is nonlinear. The

following condition states when policy C is preferred over policy B.

§>1 1/m\ "
s 2\z
s

For the interval o< 1 holds that for a given relative social payoff, the larger the relative

monetary payoff is, the more likely it will be that the owner will prefer policy B over C. The
higher motivation level of the employee outweighs the fact that the owner cannot implement
the project that yields a positive monetary, but negative social payoff. Thus, policy B is
appealing when the negative social payoff is relatively large and the positive monetary payoff

2]

is reasonably large. In case - > 1 the owner will always be better of by implementing policy C

1%]

rather than policy B.

Lastly, policy C and D have to be contrasted in order to obtain a complete overview of the
optimal policies. The dividing line between policy C and D is characterized by the following
nonlinear function:

1
1

From Figure 2 it can be obtained that for a given relative social payoff, policy C will be more

N
v

likely to be favoured as the relative monetary payoff increases. This does also hold the other

way around; for a given relative monetary payoff, the higher the relative social payoff is, the

more likely it will be that policy C will be favoured. It should be noted that whenever

v |«

1
<-or
2

ERE]

< % policy D will always yield a higher payoff because either the employee is unwilling to

exert effort or the owner will refrain from participating because the expected monetary payoff

is negative. This has also been illustrated in Figure 1.

To summarize, the analysis of the interaction between the employee and the owner shows that
there are valid reasons to introduce a prosocial mission in the organization, conditional on the
fact that the owner can commit to the prosocial policies. Generally speaking, the introduction
of the prosocial policies makes the organization more efficient in two ways. To begin with, the

owner is able to conduct business whenever the expected positive social payoff of the
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implementation of a given project is relatively small compared to the expected negative social
payoff. By being able to commit to either of the prosocial policies, the employee will be
motivated to exert effort where beforehand he would not. Secondly, the policy A is proven to
be suboptimal in many economic settings. Therefore, the owner can increase the organization’s
profits by credible deviating from the suboptimal policy A to either one of the three other

policies and benefit from an increase in the employee’s motivation.
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2. Three-tier Setting

In the two tier setting the owner was entitled to choose the policy that would maximize the
profits for the organization. Essentially this implies that the owner is maximizing his own
expected utility. Even though it was assumed that the owner is purely driven by his ambition to
maximize profits, it was obtained that in various economic circumstances the owner preferred
to introduce a prosocial policy. However, to be able to introduce prosocial policies, the owner
has to overcome a commitment problem. From an ex-ante perspective it can be beneficial for
the owner to mention the intention to follow one of the prosocial policies. When the employee
would trust the claim of the owner it would increase the probability that a project will be
proposed. However, since the owner is publicly known to be driven by his ambition to
maximize profits, it is assumed that the employee will anticipate that he will deviate ex-post in
order to overcome a financial loss or to obtain a positive monetary payoff. As a result, in specific
economic circumstances the employee refrains from exerting effort because it expect the owner
to deviate ex-post. This would be inefficient since the interaction between the owner of the
organization and the employee could generate projects that yield a positive surplus in expected
terms. As long as the owner is unable to credible commit to the prosocial policies, the options

are limited to policy A as is graphically shown in Figure 3.

For both the owner and the employee it would be beneficial in most settings to be able to
successfully implement a prosocial policy. Murdock (2002), for example, introduces implicit
contracts in a two-tier setting with an intrinsically motivated employee to overcome the
commitment problem of the owner. By relying on long term interactions, the owner can commit
ex-ante to the preferred policy. Furthermore, the projects that yield a positive total surplus are
more often implemented. This is especially interesting for projects that yield a relatively small
negative financial payoff and substantial positive externalities. However, the discount factors
in this model are of high importance for the final outcome. In some settings the owner and the
employee will not be able to come up with an enforceable implicit contract that ensures that
some projects with a positive total surplus will be implemented. The introduction of an
intrinsically motivated manager can be a solution to overcome the commitment problem in the
organization. Besley & Ghatak (2017), for example, analyses a two-tier principal-agent setting
where the manager was delegated to decide whether to implement a project or not based on the

monetary and the nonpecuniary characteristics of the project. From their analysis follows that
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there actually is room for, what they label as, social enterprises, besides for-profit and non-

profit organizations.
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Figure 3: Limited options without credible commitment

2.1. The Manager

To make the owner able to credibly commit to a predetermined prosocial policy, a manager
with prosocial interests will enter the organization. The introduction of the manager is similar
to the approach of Besley & Ghatak’s (2017) model. The manager will purchase a part of the
organization and becomes a residual claimant. With this particular approach, the owner tackles

the agency problem and, in addition to that, the owner will be able to recover part of the
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expected monetary payoff of the manager. Furthermore, the fact that the manager is able to
purchase part of the organization, makes him distinct from the employee. The employee has no

financial resources, as mentioned before.

To begin with, it is assumed that the owner is able to attract a suitable type of manager by
making the manager able to purchase a part of the organization in any given situation. Put,
differently, the owner is able to pick a manager from a pool of candidates with the right
characteristics concerning the valuation of the social payoffs. As will become clear, the part
that the owner is able to purchase and the corresponding share the manager receives will make
the owner able to direct the manager’s choice for certain projects in a predetermined direction.
As a result, the owner can delegate the decision rights to the manager and rely on the fact that
the manager will select the right projects ex-post. Aside from the introduction of the manager,
the model will remain unchanged compared to the two-tier analysis. The characteristics of the
projects are the same, the owner is still concerned with maximizing the profits and the employee

benefits from positive externalities, and vice versa.

The manager of the organization values the nonpecuniary payoff generated by the
implementation of the proposed project. In that perspective, the manager closely resembles the
employee. Furthermore, the manager is a residual claimant and derives utility from the
monetary payoff, as is the case with the owner. So, once a profitable project is implemented,
the manager receives a predetermined share of the monetary payoff. The share the manager
receives is denoted by b; € [0; 1]. Since the manager owns a share of the organization, he is
harmed by the implementation of unprofitable projects. The key departure here is that by
making the manager a residual claimant, the manager will naturally balance the pecuniary and
nonpecuniary interests in the organization ex-post, simply by maximizing its own utility. The
manager is not able to credibly commit to a random policy ex-ante. In that sense, the manager
does not differ from the owner. Furthermore, as was the case with the employee and the owner,

the manager is assumed to be risk neutral.

In addition to the fact that the manager does differ from the employee in the rewarding system,
it is assumed that the manager may values negative and positive externalities differently. The
negative externalities (s) are corrected by the parameter § € [0, 1]. The positive externalities

(s) are corrected by the parameter « € [0, 1]. The exact composition of a and S will define the
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type of the manager in this model which is observed by all entities in the organization. Given
the preferences of the manager and the residual claimant design, the utility derived from the
implementation of project i is given by:
Uy, = bjmr; + as; — Bs; — T;

T; denotes the amount the manager pays to the owner to acquire a share in the organization.
Since the social impact takes the form of externalities, the manager does also feel the impact of
the implementation of a project outside the firm. In case the owner would attempt to internalize
part of the expected utility derived from the social impact in addition to the monetary payoff,
the manger will not be willing to become part of the organization. The outside option, not
working for the organization, would leave him with a higher utility in that case. Therefore, it is
assumed that the manager is at most willing to transfer the total expected utility derived from

the monetary payoff; E[b;m;].

Owner. As discussed before, the owner of the organization makes the manager the residual
claimant and delegates the implementation decision to him. This is what makes the two-tier
approach different from this three-tier design. The manager purchases a share from the owner
the owner of the organization. This implies that the owner has to transfer part of the profits
according to the share the owner sells. In case a profitable project is implemented, this would
imply that the monetary gain for the owner is lower in the three-tier setting compared to the
two-tier setting. This reasoning does also hold the other way around; the owner shares the costs
of implementing an unprofitable project with the manager. This will make him less worse off
in case an unprofitable project is implemented. The utility of the owner in case project i is
implemented can be formally represented by:
UL =(1-bj)m —w, +T;

As can be obtained from the utility function of the owner, the attempt to overcome the
commitment problem comes with a cost in case a profitable project is implemented. However,
in case a project with a negative monetary payoff is implemented, the loss will be smaller for
the owner because the loss is shared with the manager. The amount paid for the share in the
organization increases the utility of the owner. Therefore, the higher the upfront transfer from
the manger to the owner is, the higher the utility of the owner will be. Since it was assumed that

the manager was maximally willing to transfer E[bjnj], the owner will be best off by demanding

that exact amount for the share in the organization.
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The analysis of the optimal policy for the owner in the three-tier structure is similar to the
analysis in the two-tier structure. To be precise, the expected utility for the owner returns to be
exactly equal to the expected utility in the two-tier structure. Therefore, the analysis is provided
in the appendix.

2.2. Results

So far it was assumed that the owner was able to attract a suitable manager that would stick to
the optimal policy. However, the exact type of the manager does matter for the feasibility of a
given policy. Essentially, the manager should have no incentives to deviate from the desired,
optimal policy. When the valuation of the social payoff and his monetary interests in the
outcome of the project are wrongly balanced, the owner may well be worse off by introducing
a manager or it will end up with a suboptimal policy. Therefore, for each of the policies, the
optimal share in the organization will be computed. Furthermore, this analysis will shed light
on the requirements of a and B, the valuation of the positive and negative externalities
respectively. To begin with, the three alternative policies will be assessed individually to obtain
the optimal sharing rule for each policy. Later, the optimal sharing rules will be compared in
order to obtain a complete overview and to assess whether the manager will select the right

projects ex-post.

Policy B: Implement if s. In the first place, the manager should be willing to implement a
project that yields a relatively small monetary loss and a positive social payoff. Second, the
manager should also be willing to reject some specific projects that yield a positive monetary
payoff and negative externalities. The rejection of a project that yields a positive monetary
payoff directly harms the manager since he has the bear a share of the loss. Table 3 gives an
overview of the conditions that have to be satisfied to take away the incentives of the manager

to deviate ex-post:

Case Equation
1. bgT+as >0
2. bgT —Bs <0
3. as — bgm = 0

Table 3: Conditions for policy B
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The condition of the first case does always hold since the financial and the social payoff are
both positive. In the second case, the loss the manager bears from implementing should
outweigh the monetary payoff (b < Bs) in order to make policy B a credible policy from the
perspective of the employee. So, the monetary incentive for the manager should be relatively
small compared to the potential negative externalities. Additionally, the third condition must
hold in order to take away the incentive to refrain from implementing the project. The
manager’s valuation of the positive externalities should have a larger impact, in absolute terms,
on the utility compared to the monetary loss (bt < as). From both conditions follows that the
optimal bonus should be relatively low. This originates from the fact that if the manager is
heavily, monetary incentivized, the manager will be inclined to deviate to policy A ex-post. To
summarize, the following two restrictions for the share in the organization are crucial for policy
B:

by < —=
B T

Both restrictions show that the smaller the share in the organization is, the more likely it is that

the manager will stick to policy B ex-post.

Policy C: Implement if T and/or s. With policy C the manager is supposed to implement all
projects that either yield a positive monetary or social payoff. Hence, the only project that the
manager should decline is the one that yields a negative financial payoff and negative

externalities. The conditions in Table 4 need to hold in order to make policy C a feasible option:

Case Restriction
1. bt +as =0
2. bt —Bs =0
3. as —bet =0

Table 4: Conditions for policy C

As before, the first equation does always hold. In the second case, where a positive financial
payoff comes with a negative social payoff, the monetary payoff for the manager should
outweigh the negative impact of the externalities on the manager (b.m = fs). Here an increase

in the monetary incentive for the manager would make it more likely that the manager will
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actually implement the project. However, the situation becomes more complicated when the
manager has at the same time have to implement the projects that generates positive
externalities and a negative financial payoff for the organization. ldeally, the monetary
component in the manager’s utility should be smaller compared to the manager’s utility derived
from the positive externalities (b.m < as). In contrast to the second condition, an absolute
decrease in the financial incentive makes it more likely that the manager will implement a
project with positive externalities and a negative monetary payoff. To summarize, the
following has to hold to make that the manager will select the right projects according to policy
C ex-post:

Bs as
T_S bcs_
T n

In contrary to policy B, the share the owner has to transfer to the manager cannot be zero. In

fact, the share should neither be too small nor too large.

Policy D: Implement if  and s. With policy D the manager should merely implement one out
of the four potential types of projects. To be precise, the manager should only implement the
project that yields a positive monetary and positive social payoff. The conditions that are

summarized in Table 5 need to be satisfied to make policy D feasible.

Case Restriction
1. bpr+as >0
2. bpm — s <0
3. as—bpr <0

Table 5: Conditions for policy D

The first condition is always satisfied. However, this does not necessarily hold for the other two
conditions. For the other two conditions holds that the positive payoff of a given project should
not outweigh the negative payoff. Would this be the case, the manager will deviate to one of

the other three policies. The following has to hold to make the policy D attainable:

as S
T T

So, as was the case with policy C, the share the manager acquires in the organization should

neither be too small nor too large.
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The relevant shares are summarized in Figure 4 and Figure 5.

| ° | C |~
Bs as

0 — — 1
T 15

Figure 4: Required share (b;) in the organization to make policies B and C feasible

| ° | ° |~
as Bs

0 — — 1
T T

Figure 5: Required share (b;) in the organization to make policies B and D feasible

Two interesting insights can be obtained from the figures above. First, the incentive pay
provided to the manager can increase with its prosocial preferences. For policy C holds that the
higher the valuation of the negative externalities (f) is, the higher the share in the organization
should be to prevent him from deviating from policy C to B. For policy D the owner should
increase the share of the manager with the valuation of the positive externalities («) to take
away the incentives to move from policy D to B. Nevertheless, generally speaking the more
prosocial the policy itself is, the lower the incentive pay should be for a given manager. Second,
whenever the conditions for either policy C or D are satisfied, the other policy is not attainable.

So, if “; > % there exists a set of shares for which the manager will commit to policy C. On
the other hand, in case “; < %, there exists a set of shares for which the manager will commit

to policy D. This can be summarized by the following:

E 4( Policy C
a |
\

T
s
s
s

Policy D
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Essentially, the larger either the relative monetary or relative social payoff is, the more weight
the manager should put on the negative externalities to make policy D the most appealing
instead of policy C.

The share the manager acquires in the organization will partly determine to what extent the
manager with prosocial preferences will act prosocially. The most important is the fine-tuning
between the share and the manager’s valuation of the social impact. For each type of manager,
there exist a different set of optimal shares. Furthermore, the type of the manager will determine
whether it will stick to the preferred policy ex-post. Policy C and D require the most attention

because there exist situations where the manager does not always stick to right policy ex-post.

To begin with, it will be assumed that the manager’s valuation of the negative and positive

externalities is equal (a¢ = B). This will imply that gz 1. Consequently, whenever 1 < g
holds, policy C can be obtained. However, policy D will not be feasible. In case 1 > g the

opposite will be true. The dashed line in represents the function g = 1. Below the dashed line

the condition for policy D is satisfied and the owner will be able to commit to policy D by

selling share af < bp < %ﬁ of the organization. Above the dashed line, the owner is able to

commit to policy C by transferring share %ﬁ < b; < “fto the manager.

However, as can be obtained from the graph, with a = g there exist circumstances where the
owner would be best of with policy D, however, there is no manager that can credibly commit
to that policy. This area is labelled with g > a. The manager should put higher weight on the
negative externalities compared to the positive externalities to make policy D to make him stick

to this policy ex-post. But, since a = f is assumed, the owner has to settle with the second best

policy.
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Figure 6. Graphical representation of the required valuation of the social payoffs (o. and )

Provided with the assumption that there is no manager that values positive social payoffs
differently than the negative payoffs, policy A, B and C will be the best option in more
occasions. Figure 7 provides an overview of the best attainable policies for the owner,
Nevertheless, the fact that policy D is not always feasible does not imply that the owner will
stop handling prosocially. Policy B is in some cases the second best achievable policy for the
owner, and hence the owner will act more prosocially. Nevertheless, policy A is in some
circumstances the second best achievable policy which implies that the owner will refrain from

acting prosocially.
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Figure 7: Graphical representation of the optimal policies with @ = 8

Aside from the fact whether the owner will be inclined to act more or less prosocially, the
supply of types of prosocial managers is of high importance for the profitability of the
organization. Since the right types of managers do not exist, or are at least hard to attract, the
owner will have to settle with the second best policy. Essentially, the owner misses out on some

profits because there are no managers that are able to commit to the prosocial policy.
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IV. Conclusion and Discussion

The owner in the organization faces the difficult task to balance his own financial interests with
the social preferences of the employee. On the one hand the owner benefits from acting more
prosocially since the employee will be more motivated. However, this implies that the owner
should undertake actions that are costly from his point of view. Nevertheless, | obtained that
the owner can be better off in numerous situations by ex-ante committing to a prosocial mission.
The increase in the profitability of the organization is purely driven by the increase in the

employee’s motivation to exert effort to find valuable projects.

The reasoning that the more prosocial the organization acts, the more profits it will make does
not always hold; policy B is not always the best option. A mutual concession between the owner
and the employee could be the most profitable option. Policy D is one of the policies where the
employee and the owner settle with a compromise. Only whenever both the financial and social
aspect of the project is positive, the project will be implemented. Furthermore, with policy D
the organization can conduct business in settings where this is not possible with either of the
other policies. The second policy that can be labelled as a mutual concession between the owner
and the employee is policy C. Where with policy D both subjects never have to deal with a
negative payoff, with policy C there does exist a risk for both that the project will leave them
with a negative utility. However, all projects that yield a positive payoff for either the owner or
employee will be implemented. Nevertheless, there are situations where the owner actually
should always implement the projects that yields positive externalities, irrespective of the
financial aspect, to obtain the highest possible profit. In addition to that, there are also
circumstances where the owner is best off by implementing all projects that yield a positive
monetary payoff, irrespective of whether the externalities are positive or negative. Hence, a

compromise between the owner and the employee is not necessarily the best path to follow.

The fact that a profit maximizing owner can, in some situations, be best off by acting prosocially
is delightful result. Nonetheless, showing that this is actually the case was not the main
objective of this research. The owner faces a difficult challenge to credibly commit to a given
prosocial policy. | showed that from an ex-ante perspective it can indeed be fruitful to propose
a prosocial policy since this would motivate the employees. However, this proposal can only
be beneficial if the employee believes that the owner will actually stick to the prosocial policy.

Since it is common knowledge that the owner is only concerned with maximizing the profits of
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the organization, the employee will anticipate ex-post deviation on the owner’s side®. Whenever
the employee succeeded to come up with a project, the owner has an incentive to neglect the
prosocial policy and implement the project whenever it yields a positive monetary payoff. In
essence, the owner has always an incentive to deviate to policy A, the conservative policy. As
a result, the employee will adopt its effort choice to this expectancy. Consequently, the owner

ends up with a suboptimal profit or is not able to conduct business at all.

To make the owner able to actually credibly commit to a given prosocial strategy, | introduced
a manager with social motivations in the organization. The decision rights about whether to use
the organization’s resources to implement a project is delegated to the manager. The capability
to increase the employee’s effort by having flexible mission, however, does come with a loss
of control for the owner. To tweak the decision-making process of the manager, the owner does
provide the manager with financial incentives. In fact the manager becomes a residual claimant
since the manager purchases a share in the organization. This does also imply that the manager
is hurt when unprofitable projects are implemented. With this approach the owner is able to
select a manager and provide him with financial incentives to make him act in accordance with
the desired policy ex-post. The exact social preferences are observable for all entities in the
organization. This is especially important to make the employee believe that the manager will
actually stick to the policy ex-post. In case the employee would be unable to perfectly access
the preferences of the manager, he would need to form expectations about the average

preferences of the pool of managers in the market.

From the three-tier analysis follows that the introduction of a manager in the organization can
be rewarding in most circumstances and can be costless. The introduction can be costless
because the owner is able to internalize the expected financial payoff of the manager with the
upfront transfer from the manager to the owner. It was assumed that the owner is not able to
withdraw the expected utility of the social payoff from the manager since the externalities are
also felt outside the organization by him. Nevertheless, introducing a prosocial policy could be

beneficial without the fact that the owner requires the maximum expected financial payoff from

% Note that the owner should not be a profit maximizer by definition to make the prosocial policies infeasible.
Whenever the employee thinks that the owner does merely value the financial payoff generated, the employee
will be demotivated. This could be the case in a market where the all other owners are known to be profit
maximizers. In that case the owner will suffer from this status quo.
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the manager. Essentially, in case the supply of the manager’s is scarce, the manager may well

be able to require a lower upfront transfer and internalize a part of the owner’s surplus.

In the three-tier setting it was assumed that the values the positive and negative externalities
equally. As a result, the owner might have to settle with an inferior policy in some
circumstances because the manager will not be able to act in accordance with the preferred
policy ex-post. Irrespective of the financial incentive provided to the manager, the personal
interests will make that manager would act accordingly other policies ex-post in certain settings.
However, this does not entail that the manager will necessarily deviate to the most conservative
policy A. In some settings the owner will even start to act more prosocial in the market because
that is the second best option regarding profits. Nevertheless, in case the organization is not
able to attract the right type of managers, the owner has to settle with second best policies. In
general, the profitability of the organization depends on the supply of prosocially motivated
managers. When the assumption that the manager values the externalities equally is dropped,

the right manager can be able to stick to the preferred policy ex-post.

Another interesting implication of the model is that the more prosocially motivated a manager
is, the higher the financial incentives should be to prevent the manager from deviating from the
medium prosocial policies (C and D) to the most prosocial policy (B). Therefore, the prosocial

motivation and the extrinsic motivation of the manager are not necessarily substitutes.

In this model only one employee was included. However, in organizations are often more
employees employed and they are likely to differ their prosocial motivations. The production
process is important for the implications of this model. Would all employees work on their own
projects, the manager should make a perfect balance between all the preferences of the
employees. This could imply that the most prosocially motivated employees will not be
motivated to exert effort because their expected utility is negative with a medium prosocial
policy. Nevertheless, this could be optimal from the viewpoint of the profit-maximizing owner.
This would also imply that when the number of prosocial motivated employees increase in the
market, the optimal policy will likely to be more prosocial. Furthermore, when the employees
are entitled to work together on a certain project, the owner will only be able to complete
projects in case the most prosocially motivated employee is willing to exert effort. Therefore,
with a group of prosocially motivated workers the organization may start to act more prosocial

compared to the situation where there was only one employee.
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Whether this approach, where a manager uses the resources of the organization to act
prosocially in order to maximize its own utility, conflicts with the vision of Friedman (1962,
1970) is questionable. On the one hand the manager uses the resources of the owner to fulfil its
own social preferences. However, on the other hand this natural behaviour of the manager,
which is subtle tweaked by the owner, does eventually make the organization more profitable.
Therefore | argue that the introduction of a prosocial manager in an organization can be of high
value in case the employee and the owner have conflicting preferences about the social impact
of the organization.

The delegation of the decision rights to the manager with contrasting preferences does increase
the efficiency in the organization in several settings. Overall, this finding is in line with the
findings of Aghion & Tirole (1997) where the delegation to an agent will motivate the agent
more since the principal takes away the opportunity to overrule his decision, i.e. the owner is
able to credible commit to a given policy. In this model the motivational effect runs through the
introduction of the manager which receives the decision rights. The owner is inclined to
overrule the manager ex-post, however the owner is assumed to be unable to do that now the
manager has the decision rights. Murdock (2000) also assessed the importance of commitment
for the motivation of employees with intrinsic motivations. However, he used an implicit
contract design instead of a manager to obtain a self-enforcing mechanism. Besley & Ghatak
(2017) show that a manager can play a pivotal role in implementing hybrid missions. These two
models are characterized by two-tier settings. Either there is an interaction between an owner
and an employee, or between an owner and a manager. This model combines the implications
of the two models. The introduction of a manager facilitates the feasibility of a flexible,

prosocial policy and the employee is as a result more motivated to exert effort.

In line with the model of Bester (2009), the three-tier approach does not require incentivize the
prosocial handling. The manager naturally makes the most efficient decision. Instead, the
manager with social interests is financially incentivized to put his personal preferences aside
and act in accordance with the desires profit maximizing owner, i.e. in some occasions the
manager has to prefer a project that yields a negative social impact because it comes with
considerable financial gains. Bénabou & Tirole (2006) pointed out that financial incentives for
prosocial handling could backfire since it changes the value attached to the prosocial handling.

Therefore, in case there would be a need to financially incentivize prosocial handling, this may
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imply that the owner will not be able to attract a manager because the manager has reputational

concerns.

Furthermore, the results predict that social enterprises with flexible missions can be owned by
profit maximizing owners. The prosocial handling, however, is in that case likely to be initiated
from the inside of the organization or, alternatively, introduced to increase competitiveness as
Baron (2001) argues. To answer the question whether the market is dominated by social
enterprises that are owned by profit maximizing owners or by owners with truthfully social
motives empirical research is needed. Moreover, it would be interesting to gain more insights

about which yields the highest total surplus.

Kajackaite & Sliwka (2018) assess the implications the introduction of a manager with social
motives on the motivation of prosocially motivated employees. However, their analysis
focusses on the donations to charities. This research focussed on the implications of the
externalities that an organization produces. Therefore, it would be interesting to perform a
similar lab experiment as Kajackaite & Sliwka did with an employee, manager and owner,
however, now with externalities instead of donations to a predetermined charity. The fact that
employees also can be harmed by a decision of the owner may make that the owner has to

undertake more prosocial actions to achieve the most efficient outcome.

In future theoretical research it would be interesting to see what would happen if the owner
decides to appoint a manager and provide him with a contract instead of making him the residual
claimant. Whether managers are also financially harmed in case unprofitable projects are
implemented is debatable. This may be the case with stock options or when one would take the
effects on the manager’s future career into consideration. Nevertheless, a regular contract with
only financial rewards could make the commitment to certain prosocial policies more difficult
or even impossible. Furthermore, in this analysis it is assumed that all subjects are risk neutral.
However, this is not representative for the real world. The employee and manager bear
considerable risks and this will likely affect their participation decision and their decision-
making. Hence, a possible extension would be to introduce risk aversion into the model to make

the outcomes more representative for real-world situations.
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VI. Appendix

The two-tier and three-tier analysis differ in the fact that in the latter a manager is introduced
to make the commitment to a certain policy credible. The steps to obtain the optimal policy for
the owner does not differ substantially between the two-tier and three-tier setting. Therefore,
the sections below are included in the appendix instead.

Policies

Previously the owner was entitled to determine the exact policy for the organization. Now the
owner decides to delegate the decision rights about the implementation of two policies to the
manager. To be precise, policy B, C and D are delegated since policy A does not come with a
commitment problem. To understand the mechanism design, the preferences of the manager
are pivotal since these determine the future direction of the organization. As before, there are
four unique cases that could occur. Now, instead of that the owner communicates ex-ante which
cases will be implemented and which will not be realized in the future, the employees will infer

from the type of the manager which policy will be implemented.

Each policy comes with a set of restrictions that have to be satisfied in order to make the
commitment through delegation to a certain policy feasible. The expected utility of a given
policy should be positive to make the employee willing to exert effort to come up with projects.
The optimal choice of effort remains unchanged from the two-tier setting, therefore, the
willingness to exert effort should be the same as before. Consequently, the conditions regarding
the prosocial payoffs that have to hold to make the employee willing to exert effort are the same
as before. In addition to the two-tier setting, for each policy the manager should never have an
incentive to deviate from it ex-post. The incentive to deviate ex-post depends on the share the
manager owns of the organization. This will be assessed in the next section. For now it is
assumed that the provided financial incentives are sufficient to make the manager stick to the

desired policy.

Policy A: Implement if . The owner is not in need to delegate the decision rights to the
manager to be able to commit to policy A. In fact, policy A is the policy the owner will always
deviate to ex-post. Therefore, the mechanism to find the optimal level of effort and the

corresponding expected utility for the owner does not differ from the two-tier analysis.
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Policy B: Implement if s. For policy B the owner is required to appoint a manager since the
policy includes moves that are inefficient from the owner’s ex-post perspective. The share the
manager will obtain in the organization is denoted by bg. The share the manager owns of the
company and the effort level of the employee are used to compute his expected utility of policy
B. The expected utility function of the manager can be presented as follows:

E[Ur?" | = eplqp(bpT + a5) + (1 — )p(a5 — bym| — Ty
As before, all potential cases have the same probability to occur (p = q = %). By substituting

the optimal effort level (ez), the expected utility of the manager will be as follows:

; s\bglTt—1) + 2as
E[UAF/’Iollcy B] — ( B( 8_) ) _ TB
With the expected utility function of the manager, the amount the risk neutral manager is willing
to transfer at most can be computed. The amount the manager is willing to pay for the share bg
in the organization is:
b (5 —
_sho(7 1)
8
The optimal transfer from the perspective of the owner is equal to the maximum amount the
manager is willing to pay. The maximum transfer increases with the manager’s monetary payoff

and decreases with the negative payoff. Furthermore, the higher the prosocial payoff is, the

higher the maximum transfer can be.

Policy C: Implement if T and/or s. To make this policy that is formed by a mutual concession
of the employee and owner achievable, the manager must be incentivized to accept all projects
that yield either a nonpecuniary or monetary benefit. The monetary incentive that will be used
in policy C to guide the manager towards the right direction will be denoted by b.. The expected
utility the manager obtains from the policy C can be written as follows:
E[Uy?" €] = eclqp(beT + %) + q(1 = p) (b — Bs) — (1 — @)p(as — bex] - T

By substituting the optimal effort level chosen by the employee (e;) into the expected utility
function of the manager, the following can be obtained:

E[UI\F/’Iolicy c] _ (2E - E)(bC(ZE - E) + 2as — ﬁi)

16

Provided with the expected utility function of the manager, the owner is able to compute the

_TC

maximum amount the manager is willing to pay to receive share b, of the organization:
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(25 - 5) (be (27 - )
T, <
16
As was the case with the transfer with policy B, the amount increases with the magnitude of the
positive externalities. The maximum transfer increases because the employee is more motivated
to exert effort, therefore there is a higher likelihood that positive externalities will be obtained.
In contrast to the transfer with policy B, the maximum amount the manager is willing to pay

decreases with the negative externalities attached to one of the three cases.

Policy D: Implement if r and s. From the two-tier analysis it was obtained that in case either
one of the negative payoffs is relatively large, policy D would be favoured. This would imply
that the manager should be reluctant to implement in any of the cases where either the social or
the monetary payoff is negative. To incentivize the manager to act accordingly this policy, the
owner will transfer share by, to the owner. The expected utility of the manager that comes with
policy D is as follows:
E[Uy" ®] = eplap(bcT + a)] = T

By substituting the optimal effort level of the employee (ef) that was obtained in the two-tier

setting in the expected utility function of the manager, the function can be written as follows:

16 b
From this expected utility function it can be derived that the amount the manager is willing to

; s(bp + as
E[UI\IjlollcyD] — ( D )

transfer is as follows:
sbpT
<
b= 16
What follows is that the manager maximum transfer increases with the prosocial payoff and the

monetary payoff in case a project is implemented.

Optimal Policy

There exist opportunities to introduce a manager into the organization which will be entitled to
access every unique project and decide about whether it should be implemented or not. Still,
whether the owner will have an incentive to appoint a manager to take the implementation
decision depends on how the expected utilities compare. A complete overview of the best
options will be obtained for all economic circumstances by comparing the expected utilities for
policy A without the manager and policy B, C and D with the manger. As before, the owner

still faces a trade-off between increasing the incentives for the employees and minimizing the
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probability to end up with an unprofitable project. The owner can increase the incentives for
the employee by introducing a manager in the organization which will be able to credible
commit to either policy B, C or D. To begin with, the effects of the introduction of the manager
will be analysed. This mainly boils down to assessing the effects of the upfront monetary
transfer from the manager to the owner and the sharing rule. The expected utility for the owner
with policy A remains unchanged because this policy does not require a manager to commit to
credibly commit to it. Furthermore, as was assumed in the two-tier setting, the fixed wage of
the employee (w,) will again be normalized to zero since this is optimal from the perspective

of the owner.

Policy B: Implement if s. By introducing a manager with the right prosocial preferences, the
owner can commit to policy B and motivate the employees optimally. In the expected utility
function of the owner the share of the manager will be implemented, as well as the transfer paid
by the manager:

(1-bgp)m (1 —bp)
4 4

E[U(I;olicy B] = e, <

Provided with the optimal effort level of the employee (ez) and the maximum amount the

>—We+TB

manager is willing to pay to the owner (T), the expected utility of the owner can be formally

presented as follows:

@ forE>x

E[Ugolicy B] _

0 forr<m
Immediately it is obtained that the introduction of the manager is costless for the owner. The
expected utility with a manager is equal to the expected utility without a manager. The upfront
transfer is in expected terms sufficient to compensate for the fact that the owner has to hand
over a part of the monetary payoff. In addition to that, the restriction obtained in the two-tier

setting remains unchanged.

Policy C: Implement if = and/or s. In the two-tier setting it was obtained that the owner can
be better off by committing to policy C in some circumstances. This policy is a mutual
concession between the owner and employee which are assumed to have contrasting
preferences. The role of the manager is pivotal to be able to commit to this policy ex-post. The
introduction of the manager requires that the owner sells a share of the company to the manager.

The expected utility will be as follows:

-52-



Master’s Thesis Bobby de Meulder

; 1-bc)r (A1 —-b)r (1-0b
E[UgolleC] = e, (( 4C)7T+( 46)77_( 4B)E>_W6+TC

Provided with the share the manager acquires, the amount paid transferred from the manager to

the owner (T;) and the optimal level of effort (e;), the expected utility of the owner in this
three-tier setting can be found:

(25 —s)(27 —n) forE>E ands > L

. orm>=ands >=
E[Ugollcy C] — 16 7% %
0 forﬁS? or §S§

As was the case with policy C, the expected utility for the owner in a three-tier setting does not
differ from the two-tier setting where the owner was assumed to be able to commit to a given
policy. Furthermore, the restriction that have to be satisfied remained unchanged.

Policy D: Implement if = and s. Policy D was interesting for the owner and employee in
settings where the negative monetary or social payoff is relatively large. This resulted in the
fact that with the commitment to policy D, the owner would be able to conduct business in
economic settings where this would not have been possible with either of the other policies.
But, to make this policy feasible, the owner has to introduce a manager to commit to this policy.
As before, the owner sells a share of the organization to the manager. The resulting expected
utility is as follows:

; 1—by)m
E[UgollcyD] =ep, <( 7 D) >_ w, + TD

The effort level of the employee (e;,) remains unchanged from the two-tier setting. This will be
substituted in the expected utility function as well as the obtained maximum transfer from the
manager to the owner (Tj). This will result in the following expected utility:

ST

16

Again, the upfront transfer from the manager to the owner cancels out the share of the monetary

E [Ugolicy D] —

payoff the owner has to give up on the manager. As a result, the expected utility of the two-tier
setting where the owner is assumed to be able to credibly commit to policy D is equal to the
expected utility of the three-tier setting. Furthermore, the introduction does not come with any

restriction. Therefore, policy D is always feasible.

All expected utilities have been calculated for the owner. In three out of the four different

policies the owner delegates the decision making rights to a manager. The manager functions
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as a commitment device to ensure the employee that there will not be ex-post deviation to a
policy that neglects the social impact. By comparing the expected utility levels of the owner of
all three policies, the owner will is able to make the right trade-off in all economic
circumstances. Thus, the same approach as in the two-tier setting will be used.

Results

In the two-tier analysis it was obtained that in some situations the owner would be better off by
committing to a more prosocial mission. However, the employees would anticipate ex-post
deviation of the owner, which resulted in the fact that the owner would always have to settle
with policy A, as illustrated in Figure 3. In this three-tier analysis a manager is introduced to
tackle this commitment problem. By tweaking the incentives of the manager, the owner is be

able to balance the objectives of the owner and the employee correctly.

From the three-tier analysis follows that the owner is able to introduce the manager in the
organization at zero costs. The amount the manager pays for the share in the company will be
perfectly balanced with the monetary value the owner has to give up in expected terms. This
crucially depends on the fact that the manager is not financially restricted. The fact that the
manager has financial resources makes him different from the employee in the organization.
So, since the introduction of the manager is costless, the owner is better off compared to the

two-tier setting where the owner is not able to credibly commit to one of the alternative policies.

Furthermore, from the analysis follows that the owner’s expected utility for each policy remains
unchanged compared to the two-tier setting where the owner was assumed to be able to credibly
commit to a given strategy. As a result, the optimal policy analysis from the two-tier setting is
still valid. Hence, the results that are presented in Figure 2 are also applicable to the three-tier

setting.

-54-



