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1 Introduction

Concerns that public policy and regulation have been ineffective in addressing societal
challenges such as climate change, due in part to political system shortcomings, have led
financial markets to become more involved. Investor activism promoting socially responsi-
ble corporate practices, the rise in environmental and social (E&S) shareholder proposals,
and the expansion of impact investing, all demonstrate how “shareholder democracy” is
pushing companies to consider broader societal interests alongside profit maximization.

While the literature has made substantial progress in understanding the effects of
such shareholder engagement taking the limitations of the political system as given, it is
important not to overlook how it interacts with the political process itself. The increased
investor involvement in E&S issues feeds back into the political system, prompting it to
respond to these developments. A notable example is the growing politicization of ESG
matters and the resulting backlash, evident in the introduction of anti-ESG bills in 37
states and the adoption of some form of anti-ESG legislation in 22 states.!

In this paper, we analyze the interplay between political democracy and shareholder
democracy in the provision of public goods. How do political outcomes respond to the
developments in financial markets? Do such responses enhance or diminish the effective-
ness of shareholder democracy compared to a governance regime that prioritizes profit
maximization by firms, as advocated by Friedman?? What is the role of wealth inequality
and the divergent voting rules of political and shareholder democracy — “one person-one
vote” vs. “one share-one vote”? And how are these dynamics affected by innovations in
investor diversification technologies and pass-through corporate voting systems?

Our analysis reveals a nuanced interaction between political and shareholder democ-
racy. We show that in a frictionless economy, shareholder democracy is irrelevant: voting
in political elections leads to policies that fully offset firm-level decisions. However, if

there are frictions that make public policy socially costly, shareholder democracy and the

1See, e.g., “Wave of ‘Anti-ESG’ Investing Legislation, New Study Found,” Forbes, Aug 29, 2023, and
the 2023 report by Pleiades Strategy, a climate risk consulting firm.

2See “A Friedman doctrine: The social responsibility of business is to increase its profits” by Milton
Friedman, The New York Times Magazine, September 13, 1970.


https://www.pleiadesstrategy.com/state-house-report-bill-tracker-republican-anti-esg-attacks-on-freedom-to-invest-responsibly-earns-business-labor-and-environmental-opposition

Friedman doctrine are no longer equivalent. Shareholder democracy can reduce the social
costs of public policy, but may favor the preferences of the wealthy, who have outsized
influence in shareholder elections. Greater investor diversification and the emergence
of “universal owners” can further exacerbate the preference representation problem of
shareholder democracy, resulting in strong ESG backlash.

We derive these insights using a model of public good provision (e.g., green investment)
by firms. There is a large number of firms and households, who do not fully internalize
the effect of their actions on aggregate outcomes. In the first stage, households vote
in political elections on a Pigouvian subsidy to incentivize public good investments by
firms. In the second stage, firms decide how much to invest in a public good. While we
frame the problem as one of public good provision, it can equivalently be interpreted as
discouraging firms from investing in a public bad (e.g., pollution) through a Pigouvian
tax, such as a carbon tax.

We compare two different firm mandates: (i) profit maximization, following Friedman,
where firms exclusively focus on maximizing financial profits, and (ii) shareholder democ-
racy, where each firm’s shareholders vote on the firm’s public good investment. Under
profit maximization, firms’ investments in public goods are driven by financial incentives
from subsidies, whereas under shareholder democracy, warm-glow preferences and share-
holders’ direct utility from the public good may motivate them to support public good
investments by the firms they own, even absent financial incentives.

In the model, there are two key sources of household heterogeneity. First, house-
holds are endowed with heterogeneous ownership shares in firms, which reflects wealth
inequality. Wealth inequality implies that some households may hold outsized influence
under the “one share-one vote” rule of shareholder democracy. Second, households have
heterogeneous preferences regarding public good provision, including varying degrees of
warm-glow utility, reflecting disagreements about social issues. As we show, both sources
of heterogeneity imply that the median shareholder’s preferred level of public good in-

vestments may differ from the median citizen’s preference.?

3The preferences of citizens and shareholders are such that we can apply the median voter theorem
to both political and shareholder voting, which implies that in each case, the outcome of the vote is



Our first result shows that when the subsidy is set through a political process, share-
holder democracy is irrelevant: the equilibrium level of public good provision under
shareholder democracy is the same as under profit maximization. The central force be-
hind the irrelevance result is that, through political elections, the equilibrium subsidy
endogenously responds to the expected choices by firms. For example, if the median
shareholder is very pro-social (e.g., because of high warm-glow utility), then shareholder
democracy prompts firms to adopt a high level of public good investment. Anticipating
this, the median citizen supports a smaller Pigouvian subsidy, thereby fully offsetting the
shareholders’ pro-social stance. This mechanism resembles “ESG backlash:” the political
system counteracts the pro-ESG efforts of the financial market. In fact, if the median
shareholder is much more pro-social than the median citizen, the equilibrium public pol-
icy may even feature a tax on the public good to correct for what the median citizen
views as excessive public good investment.

The irrelevance of shareholder democracy crucially relies on the absence of frictions in
public policy provision. To capture the imperfection in public policy, we assume that firms
can engage in costly diversion activities (e.g., green-washing) to secure a larger subsidy.
Such diversion reflects a moral hazard problem between firms and policy makers, and the
associated costs of diversion present a deadweight loss.*

With public policy imperfections, political voting does not fully offset the effects of
shareholder influence, so shareholder democracy and profit maximization are no longer
equivalent. We show that either of these systems can be optimal from a typical citizen’s
perspective, and the comparison between them depends on two key characteristics of
ownership distribution across firms. The first is the extent to which some citizens hold
more weight in firms’ ownership compared to others (wealth inequality). The second
is the proportion of firms in the economy owned by each citizen (the level of investor
diversification).

The key benefit of shareholder democracy is that if shareholders are pro-social, it

determined by the preferences of the median voter within the respective group.

40ur main results remain unchanged if we capture the imperfection of public policy in a more reduced
form way: as a deadweight loss increasing in the total level of the subsidy (which could reflect the costs
of bureaucracy and other inefficiencies of public policy).



can achieve a given level of public good provision with a smaller Pigouvian subsidy. As
a result, shareholder democracy can reduce the deadweight loss of incentivizing pub-
lic goods compared to profit maximization. Intuitively, the subsidy and shareholders’
pro-socialness are not perfect substitutes in promoting public goods: while the subsidy
encourages diversion, pro-social preferences motivate genuine public good investments.

This benefit does not necessarily mean that shareholder democracy makes a typical
citizen better off. The equilibrium level of public good provision is skewed toward what
shareholders prefer, rather than what a typical citizen prefers. This disparity arises due
to the “one share-one vote” rule, representing a potential cost of shareholder democracy.
We show that a citizen is better off under shareholder democracy than under profit
maximization only if the median shareholder’s pro-social preferences are not significantly
stronger than those of the citizen.

Wealth inequality can thus create a preference representation problem: if wealthier
citizens prefer a higher level of public good provision than typical citizens do, then share-
holder democracy—favoring wealthier citizens due to their larger ownership stakes—can
make citizens worse off than profit maximization. However, wealth inequality also has a
counteracting effect that may limit the representation problem of shareholder democracy.
Very wealthy investors, who own substantial ownership stakes, internalize a larger share
of the costs of public good provision by the firms they own, which limits their incentives
to be overly pro-social. Therefore, the net impact of wealth inequality on the costs and
benefits of shareholder democracy depends on the balance between these opposing effects.

The degree of investor diversification plays an important role in these dynamics. We
show that as shareholders’ portfolios become more diversified, the level of public good
provision under shareholder democracy increases. Essentially, diversified shareholders are
endogenously more pro-social. This is because when investors’ wealth is spread across
more firms, they hold smaller stakes in individual firms, thus internalizing a lower share
of the cost of public good provision while still reaping its benefits. Furthermore, firms
owned by diversified shareholders are less prone to diversion: with investments spread

across multiple firms, diversified shareholders internalize a greater share of the associated



deadweight losses. In fact, if shareholders are perfectly diversified, no wasteful diversion
occurs under shareholder democracy, whereas it always occurs under profit maximiza-

® These conclusions underscore the potential of “universal owners” — diversified

tion.
investors with a stake in the entire economy — to play a significant role in addressing
issues like climate change.

The benefits of investor diversification notwithstanding, it can also exacerbate the
preference representation problem of shareholder democracy, leaving a typical citizen at a
further disadvantage. The political system then endogenously responds by implementing
even deeper subsidy cuts. Thus, greater investor diversification can intensify the ESG
backlash. This result is consistent with the rise of index investing preceding the growth
of ESG backlash as a political phenomenon, and with index funds often being the targets
of anti-ESG regulation.5

Our framework is flexible and suitable for studying various extensions relevant in
the context of political and corporate democracy. Our baseline model assumes that all
shareholders directly participate in voting. In the current environment, where house-
holds typically own shares in companies through funds, households do not vote directly
but delegate their votes to fund managers. In an extension, we show that if a subset of
investors holds their shares through a fund that votes on their behalf, this can exacer-
bate the preference representation problem of shareholder democracy. In such a scenario,
a “pass-through voting” system, which gives back the voting power to the underlying
investors (Fisch and Schwartz, 2023), can limit the preference representation problem.
An implication of this result is that the move from profit maximization to shareholder
democracy should be accompanied by enabling “pass-through voting,” in line with recent
developments in the industry (Blackrock, 2022; Malenko and Malenko, 2024).

Given our focus on the interplay between politics and business, it is natural to explore
the effects of corporate lobbying within our model. We conceptualize lobbying as a costly

activity that increases subsidies to firms beyond public policy decisions made at the

5For this reason, if shareholders are perfectly diversified, the first best could be attained under share-
holder democracy, but can never be attained under profit maximization.

6See, for example, “BlackRock and State Street Grilled by Texas Lawmakers in ESG Debate,”
Bloomberg, December 15, 2022. See Section 4.2.2 for additional examples.



political stage. In equilibrium, lobbying precipitates its own form of backlash: citizens
cut subsidies in an effort to counteract the distorting impact of lobbying. Despite this, the
distorting impact of lobbying persists, leading to decreased welfare for the median citizen
and lower profitability for all firms. We also show that firms lobby less under shareholder
democracy, since shareholders internalize the inevitable increase in the tax burden induced
by lobbying. Thus, compared to the profit-maximizing regime, shareholder democracy

mitigates the adverse effects of lobbying and is more likely to yield welfare improvements.

Related Literature. Our paper contributes to the growing literature on socially re-
sponsible investing.” This literature highlights two key mechanisms of investor influence:
exit (i.e., exclusion and divestment) and voice (i.e., engagement and voting). Our paper
focuses on voice, and shareholder voting in particular. Within this literature, our work is
more closely related to studies that explore the interaction between regulation and finan-
cial markets (Bensoussan et al., 2023; Biais and Landier, 2022; Déttling and Rola-Janicka,
2023; Huang and Kopytov, 2023; Inderst and Opp, 2024; Oehmke and Opp, 2022; Piatti
et al., 2023). Differently from these studies, our paper concentrates on the political dy-
namics that influence regulatory outcomes. Allen et al. (2024) and Carlson et al. (2023)
also examine the relation between political processes and financial markets. Allen et al.
(2024) study how the availability of sustainability-linked debt instruments affects agents’
political support for Pigouvian taxes. Carlson et al. (2023) examine an institution’s deci-
sion to divest brown assets and show how divestment can increase stakeholders’ political
support to strand the asset through government regulation. Our paper studies different
questions and mechanisms, focusing on how various corporate governance regimes shape
political preferences in the presence of wealth inequality.

We also contribute to the literature on shareholder voting,® including studies of voting

on socially responsible policies (Broccardo et al., 2022; Gollier and Pouget, 2022; Hart

See, e.g., Barbalau and Zeni (2023), Bisceglia et al. (2023), Chowdhry et al. (2019), Green and Roth
(2024), Edmans et al. (2023), Goldstein et al. (2022), Gupta et al. (2024), Heinkel et al. (2001), Landier
and Lovo (2023), Oehmke and Opp (2024), and Péstor et al. (2021). See Matos (2020) and Gillan et al.
(2021) for reviews.

8See, e.g., Bar-Isaac and Shapiro (2020), Dhillon and Rossetto (2015), Levit and Malenko (2011),
Levit et al. (2024a,b), Maug (1999), Van Wesep (2014), Zachariadis et al. (2020), Zwiebel (1995).



and Zingales, 2017). This literature does not examine the interaction between share-
holder voting and the political system, which is the focus of our paper. In addition, we
add to this literature by studying very general ownership structures in a unified frame-
work, both within firms (by analyzing shareholders with heterogeneous ownership stakes
and heterogeneous preferences) and across firms (by studying investor diversification and
shareholders’ holdings across multiple firms). This allows us to examine how the distri-
bution of ownership and wealth inequality affect corporate outcomes and, in turn, feed
back into the political process.

Early contributions in the political economy of finance literature study how political
regimes and the balance of power between various firm stakeholders shape equilibrium
rules on corporate governance (Bebchuk and Neeman, 2010; Pagano and Volpin, 2005;
Perotti and Von Thadden, 2006; Sevéik, 2012) and other institutional features of financial
markets (Biais and Mariotti, 2009; Biais and Perotti, 2002; Rajan and Zingales, 2003). We
relate to this work by exploring the interplay between shareholders, corporate governance
regimes, and politics, but stand out by focusing on the implications for public good
provision, which allows us to contribute to the debate on the role of corporations in
addressing social challenges.

We also relate to the literature on public and “private politics,” which studies how
profit-oriented firms may choose to self-regulate when they face government regulation,
activist groups and NGOs, or customers who value sustainable products (Baron, 2003,
2014; Besley and Ghatak, 2007; Besley and Persson, 2023; Egorov and Harstad, 2017;
Maxwell et al., 2000). In contrast to this literature, we study the interaction between
public politics and the firm’s corporate governance regime, focusing on the role of firms’

ownership structures and the effects of shareholder democracy.

2 Model Setup

Consider an economy with m firms indexed by 7 and n households indexed by ¢. There

are two stages. In the first stage, households vote in political elections as citizens. In the



second stage, firms decide how much to invest in a public good.

Firm Ownership. Households have heterogeneous ownership stakes a;; € [0,1] in
firms. To be able to analyze different ownership distributions in a unified framework, we
assume there are K > 1 distinct types of households per firm indexed by k, so that the
total number of households is n = K x m. We denote by k(i) the type of household i.
Households of the same type have the same wealth and same benefits from investment in
the public good, as described below. Therefore, they share identical preferences over firm
policies, as shown in Section 3. We assume that shareholder types are equally distributed
across firms, so that firms are symmetric in their ownership structures.

We capture the degree of investor diversification by the parameter ;. Specifically, each

household owns shares in a fraction p of firms, where p can take any value in {X, 2 .. 1}

m’m’

as long as i is an integer.” A higher p corresponds to greater diversification. Each

household divides his wealth equally among the mu firms in his portfolio. To preserve

the symmetry in ownership structures across firms, we assume that all households of

a given type are evenly split into l% groups, where each group has mu households and

holds its own set of firms, which does not overlap with the firms held by other groups.

Specifically, we define w; € [0,1] as the combined stake owned by household i across all

firms, and assume a;; = ;jﬂ > 0 if firm j is in the portfolio of household ¢, and «;; = 0

otherwise, so that Z;’;l a;; = w;. In addition, since households of the same type have

the same wealth, w; is also the share of each firm that is collectively owned by households

of the same type as 7.'°

This setup allows us to cleanly isolate the effects of diversification because, irrespective

of p: (i) household types are equally distributed across firms; and (ii) household i’s

average ownership share in all firms is a; = + Doy iy = %m,u(z—;) = Lw;. Given that

households have no other assets, differences in w; essentially reflect wealth inequality

across types.

9The assumption that % is an integer implies that p cannot take values 1/2 < p < 1. Otherwise, it
is not restrictive for large m.

0Tn other words, Zr:k(r):k(i) or; = w;. We formally show this in the Appendix, where we also
illustrate it using the example in Figure 1.



Figure 1 illustrates how our setup can capture different ownership distributions using
the following example. Suppose there are m = 6 firms and K = 2 types of households,
B(lue) and R(ed), with w; = 0.4 for blue types and w; = 0.6 for red types. Then there
are n = 12 households, of which ¢ € {1,...,6} are of type B, and ¢ € {7,...,12} of
type R. If p = %, as in the second row of the figure, then households are split into

% = 3 groups of 2 households each. The first two households of type B hold a share

Y. = (.2 in firms j = 1,2, and no shares in firms j = 3,4,5,6

Qrp = Q2 = Q21 = Q22 = 51T =
3

(aq; = ag; = 0 for j = 3,4,5,6). The next two households of type B hold a share 0.2 in
firms 7 = 3,4, and no shares in firms 7 = 1,2, 5,6, and so on. Similarly, with pu = % each
household of type R holds exactly two firms, with a stake 0.3 in each.

Overall, this setup allows us to study very general ownership structures, both within
and across firms. There are two notable limit cases. The first is when each shareholder
holds only one firm, u = % (as in the first row of Figure 1), and there are infinitely
many firms, m — oo, so that x — 0. This is an economy with undiversified, atomistic
shareholders. The second important limit case is ¢ = 1, where shareholders are fully

diversified universal owners who hold a stake in every firm in the economy. This case is

illustrated in the last row of Figure 1.

Firm Technology. Each firm can invest x; in a public good at a convex cost ®(z;) =
%x? Individual firms’ investments in the public good aggregate to X = Z;”:l xj.
Households get a positive utility benefit from the aggregate public good X. Addition-
ally, they receive warm-glow utility g; > 0 from public good investments by the firms they
own. Differences in warm glow capture disagreements about corporate social responsi-
bility due to moral convictions, e.g., how much profit the firm should sacrifice in order
to reduce pollution. As common in the literature on socially responsible investing (e.g.,
Pastor et al., 2021), we assume that this warm-glow utility is proportional to households’
ownership stake in the firm. This assumption captures the idea that shareholders feel

good about aligning their portfolio companies with their moral convictions, and implies

that the total warm-glow utility of household i is Z;"’:l g;x;0;. Denoting ¢’s consumption

10



by C;, the household’s utility function is defined as

U, = %X + ; gizjo; + Cj. (1)
The parameter 7; > 0 measures i’s marginal utility from the public good. We scale it by
n to ensure that the aggregate marginal value of the public good does not explode when
we consider the limit n — co. Otherwise, it would be socially optimal in the model to
provide an infinite amount of the public good. Scaling by n ensures that the aggregate
marginal utility is equal to the average value of v;, irrespective of n.!!
Overall, households can differ in their wealth w; and preferences v; and g;, but all
households of a given type have the same (w;,v;,¢;). Given our assumption that types

are equally distributed across firms, firms’ equilibrium decisions will be symmetric.

First Stage: Public Policy. In the first stage, households participate in political
elections to determine public policy, which involves a per-unit Pigouvian subsidy o to
incentivize public good provision by firms. In particular, two politicians compete in a
majoritarian election by proposing specific subsidy levels, and households cast their votes
for one of the two politicians.'?

We assume that there is a moral hazard problem in the provision of public policy:
firms’ true public good investments are not observed. In particular, only z; + y; is
observed, so that firm j receives a subsidy of o(x; 4 y;), where y; is the effort it puts into
diverting the subsidy (e.g., greenwashing activities). Diversion comes at a quadratic cost
U(y) = Q%yQ to the firm. The parameter § governs the ease with which firms can divert.
Setting 0 = 0 would rule out diversion by making it infinitely costly.

The total tax burden to fund the subsidy is 7' = o > 7| (z; +y;), and we denote by 7;

the share of the total tax burden paid by household 7. A balanced budget requires that

1Tn Online Appendix B.4, we analyze the model with marginal utility not scaled by n, and show that
the main results are similar but that we cannot consider the limit case.

12In practice, political voting is sometimes directly linked to climate policy, as in the 2010 California
referendum, the 2016 and 2018 Washington carbon tax referendums, or the 2023 Swiss referendum (Heeb
et al., 2024). In other instances, climate issues are very salient in political elections, even if they are not
directly on the agenda (Ramelli et al., 2021; Burgess et al., 2024).

11



Z?Zl 7,7 =T. As a benchmark, we consider 7; = &;. This can be interpreted as a wealth
tax and ensures that there are no redistributional effects from the subsidy or taxes.'®
While we model the problem as incentivizing public good provision, it can equivalently

be interpreted as implementing a Pigouvian tax (e.g., a carbon tax) to discourage firms

from creating a public bad such as pollution.

Second Stage: Firm Investment. In the second stage, each firm decides how much

to invest in the public good (x;) and in diversion (y;). Firm j’s profits are given by

W(zj,y;) = 7+ o(x; +y;) — P(x;) — U(y;), (2)

where 7 denotes a firm’s revenue from business operations and is large enough to ensure

that profits are positive. We consider two different corporate governance regimes:

1. Profit Maximization: The firm’s manager picks (z;,y;) to maximize financial

profits of the firm, II(z;,y;), as advocated by the Friedman doctrine.

2. Shareholder Democracy: The firm’s policies (x;, y;) are determined by a share-
holder vote. Shareholders’ voting decisions are driven not only by financial motives

but also by their warm-glow utility and concern about the public good itself.

To ensure consistency in the way we model political elections and shareholder vot-
ing, we assume that two candidates — the firm’s manager and an activist investor —
compete in a majoritarian election by committing to a policy (x;,y;). Households
vote as shareholders in firms they own, choosing between the two candidates.!* The
key difference from the political stage is that a shareholder’s voting power is pro-
portional to his ownership stake «;;, whereas in political elections, each household

has one vote.?

13We assume that politicians take as given the distribution of 7;, reflecting pre-determined and sticky
rules on redistribution.

14For example, in a proxy fight at Exxon, shareholders were picking between the incumbent manage-
ment and an activist (Engine No. 1), who was proposing more environmentally-friendly policies. See
“Exxon’s Board Defeat Signals the Rise of Social-Good Activists,” The New York Times, June 9, 2021.

15Qur analysis focuses on voting as the governance mechanism through which shareholders exert in-
fluence. Engagement and the threat of exit are alternative mechanisms that could have similar effects

12



Household Budget. Profits are paid out to shareholders as dividends. Thus, house-

hold ¢’s consumption is
m

Ci = Z H(:Bj,yj)ozij — TiT.

j=1
2.1 First Best

As a benchmark, we establish the first-best investments, defined as those that achieve
the highest level of utilitarian welfare. In particular, we solve the problem of a planner

choosing x; and y; directly:

maxZU Z %X + ng]aw + C;

:E,
Y i=1

n

Z +ZZ7T+915UJ D(z;) — W(y;)]ev,

=1 j=1

where 7 = % > i 7i- The second equality follows because the planner chooses x; and y;
directly without using Pigouvian subsidies, so that ¢ = 7; = 0. In the first best, yI'” =0
for all 7 because diversion is socially costly. The first-order condition for public good

provision yields the first-best level of x;:

o
Sy
2l
+
QI

. = : (3)

where g = > | giv; is the weighted average g; of shareholders in firm j. It is the same

for all firms because, by assumption, shareholder types are evenly distributed across firms.

3 Analysis

We solve the model by backward induction. We start with firms’ investment decisions
given subsidy o, and then analyze political voting on the subsidy, taking into account

firms’ expected reactions in the second stage.

(McCahery et al., 2016). Our key assumption is that a shareholder’s influence is positively related to his
stake in the firm.

13



3.1 Second Stage: Firms’ Public Good Investments

This section derives the equilibrium x; and y; chosen by each firm in the second stage

for a given subsidy o, under both profit maximization and shareholder democracy.

3.1.1 Profit Maximization

Under profit maximization, shareholders have no say on E&S issues and managers pick
(x;,y;) to maximize financial profits II(x;,y;) given by (2). The first order conditions for

x; and y; imply optimal levels of, respectively,

(4)

y'(o) = —. ()

The superscript p stands for “profit maximization.” Under this mandate, firms only
provide the public good if they are incentivized to do so by the subsidy. However, the

subsidy also encourages firms to divert, whenever the cost of doing so is not prohibitive,

do2

%% which increases in o.

6 > 0. Such diversion results in a deadweight loss W(y¥) =

3.1.2 Shareholder Democracy

Under shareholder democracy, households vote on firms’ public good investments as share-

holders. To find shareholder ¢’s policy preference, we solve the following problem:

max U; = —l’g -7+ Z m]? y] + gzx]] Q- (6)
j=1

Z5-:Y35

A balanced government budget implies an aggregate tax burden 7' = o > 7 | (z; + y;),
of which household 7 pays a fraction 7;. The first order conditions for x; and y; are,

respectively,

Vi
®'(aj)ayy = -+ gicj + 0 (@ — i), (7)

‘I’/(yj)az‘j =0 (Oéz'j - 7). (8)

14



The household’s preferred level of public good investment is determined both by financial
considerations related to the subsidies (the last term in (7)) and by the household’s
intrinsic motives (the first two terms in (7)). The subsidy provides a financial incentive
for investing in public goods, but also motivates diversion. At the same time, shareholders
internalize the impact of a higher subsidy on the tax bill 7. Shareholder ¢ benefits from a
fraction «;; of the subsidy and pays for a fraction 7; of the tax bill. Therefore, the marginal
benefit of providing public goods (and diversion) related to the subsidy is o(a;; — 7).
As noted in the setup, to abstract from the distributional effects of taxes, we assume

Wi Wi

7, = &;. Also recall that a;; = i and @; = *. Taking this into account and using

the quadratic cost functions, we can derive shareholder i’s preferred level of public good

investment and diversion by firm j as, respectively,

PR+ gi+o(1—p)
¢ b)

5 _

v (o) = W (10)

(9)

xs(gv 9is Vis wl) =

where the superscript s stands for “shareholder democracy.” Warm-glow preferences and
the utility benefit of the public good provide shareholders with intrinsic incentives to
invest in public goods. The marginal benefit per ownership share that is attributable to
. o : sq Wi/m o _vifn i
warm glow is g;, and that due to the utility from the public good is on = wifmE = ,ul—;%

To collect these intrinsic incentive effects, we define shareholder ¢’s overall effective pro-

socialness as

s i

and the shareholder’s preferred public good investment (9) as z*(o, GY).

The role of diversification. Examining (9)-(11) allows us to understand the effects
of diversification u. As p increases, households spread their wealth across a larger num-
ber of firms in the economy and thus own smaller ownership stakes in individual firms.
Shareholders with smaller stakes have higher incentives to invest in public goods due to

the utility benefit ~;, as they internalize a lower share of the cost of public good provision
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but fully enjoy its benefits. Thus, keeping a household’s wealth fixed, higher diversifi-
cation makes shareholders endogenously more pro-social, increasing G5.!5 For example,
if shareholders are fully undiversified (u = %), then in the limit with a large number of
firms and shareholders (m — oo), their intrinsic motive to invest in public goods comes
exclusively from their warm-glow utility: G = g;.

At the same time, diversification reduces the financial incentive effect of the subsidy
because diversified shareholders internalize to a greater extent that a higher subsidy
results in a larger tax bill: o(a;; — 7;)/a;; = o(1 — p) declines as p increases. In fact,
when shareholders are perfectly diversified, 1 = 1, they do not respond to subsidies
at all. Finally, (10) shows that more diversified shareholders more fully internalize the

deadweight loss from diversion, leading them to prefer a lower level of diversion.

Shareholder Voting. Note that all shareholders have the same preferred level of di-
version y®(o) and that we can rank the preferred z°(o, Gf) along shareholders’ effective
pro-socialness G%. Furthermore, (6) implies that shareholders’ preferences are single-
peaked in x. As we show in the proof of Lemma 1, these properties imply that the
median voter theorem applies, i.e., both competing candidates offer the policies preferred
by the median shareholder. Since the share of votes owned by agents of the same type as i
is w;, the firm adopts policies z*(o, G*) and (o), where G* denotes the weighted-median
G? among shareholders weighted by w;. We refer to the corresponding shareholder as
the “median shareholder”, and denote the median shareholder’s wealth and preference
parameters by @, 4%, and §*, such that G* = M[?_;s + g5

Given our assumption that households of a particular type have the same wealth and
preferences and that types are equally distributed among firms, the weighted-median G*

is the same across firms. Thus, all firms adopt identical policies.

6For the same reason, G decreases in household wealth w;: households with higher w; hold larger
stakes and thus internalize a larger share of the cost of public good provision.

1"For example, suppose that there are five types of households, with Gy < ... < Gf5), where Gfk)
denotes the pro-socialness of type k, and let w) denote the combined stake of households of type £ in
each firm. Then, if w;) = we) = wE) = 0.10 and wy) = w(s) = 0.35, the median shareholder has type
k = 4, whereas if w1) = w(z) = 0.35 and w3y = wy) = wi) = 0.10, the median shareholder has type
k = 2. Note also that since the median shareholder is determined based on G7, it follows that w?, ¥°,
and §° do not generally correspond to the weighted medians of w;, 7;, and g;, respectively.
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The following lemma summarizes these arguments and compares the outcomes under

shareholder democracy and profit maximization.

Lemma 1 (Public Good Provision).
1. For a given subsidy o, each firm’s public good investment and diversion are xP(o),

y? (o) under profit mazimization, and x*(c,G®), y*(c) under shareholder democracy, as

defined in Eqs. (4), (5), (9), and (10).

2. For any given level of public good x, if oP and o® are the subsidies required to implement
x under profit maximization and shareholder democracy, respectively, then the difference

in diversion is y?(o?) — y*(0®) = gés.

Shareholder democracy can implement a given level of public good provision with a
smaller level of diversion because shareholders are pro-social, G* > 0. This highlights a

key benefit of shareholder democracy: less diversion implies lower deadweight costs.

3.2 First Stage: Political Elections

In the first stage, households choose between two politicians who commit to a subsidy o.
To establish the equilibrium of this political game, we solve for the subsidy preferred by
household 7. A subsidy o implies an aggregate tax burden T'= o 3 7" | (z; +y;), of which

household i pays a fraction 7;. Therefore, i’s problem solves:
i «
X n T +j§:1:[ (@5, y5) + gizs] (12)

where z;, y; are the expected policies of firm j given subsidy o. Note that voters anticipate
that the provision of public good by the firms they own will bring them warm-glow utility
in the future. That is, Z;n:l a;;g;w; enters their utility function in the first stage and
affects their preferred level of the subsidy. We choose this as our baseline setting because
it is consistent with standard expected utility theory. In Online Appendix B.3, we relax
this assumption and instead allow for warm glow to be partially (or fully) ignored when

forming preferences about the subsidy. The main results are qualitatively the same in
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such a setting, but the definition of social welfare is not straightforward, making it harder
to evaluate the efficiency of the equilibrium outcomes.

Recall that firms have symmetric ownership structures and hence symmetric policies
for any given governance regime (profit maximization or shareholder democracy): z; =
x(o) and y; = y(o) for all j. In Appendix A.2, we solve the optimization problem (12)
for general firms’ strategies z(o),y(o) and derive the following first order condition for

citizens’ policy preference over the subsidy o:

65— @/(@(0)) 227wy (o) ) g, (13)
where
Ge = Kvw + g; (14)

is citizen i’s effective pro-socialness. The key difference between shareholders’ G7 in
Eq. (11) and citizens’ G in Eq. (14) is that G does not depend on the extent of investor
diversification p. Intuitively, when voting as shareholders in a given firm, households act
more pro-socially when their stake in that firm is smaller (as they internalize less of the
cost of public good provision), which happens when households are more diversified and
spread their wealth across multiple firms. By contrast, when voting in political elections,
households internalize the cost of public good provision for all firms in their portfolios.
This cost is proportional to the average stake a; = w;/m, which does not depend on p.
For example, recall that in the limit case with undiversified shareholders and m — oo, so
that u = W% — 0, shareholders’ pro-socialness collapses to their warm glow, G = ¢;. In
contrast, citizens’ G remains a function of ; in this limit case as well.

Next, we combine Eq. (13) and the expressions for z(¢), y(o) under profit maximiza-
tion and shareholder democracy characterized by Lemma 1, to derive citizens’ preferred

subsidies and the equilibrium public good provision in these two cases.

18



3.2.1 Profit Maximization

Egs. (4), (5), and (13) imply that household i’s preferred subsidy is

Gi

(15)

We can rank citizens’ preferred subsidy o?(G¢) along their effective pro-socialness G§.
Appendix A.2 shows that preferences are single-peaked in o, so that the median voter
theorem applies. Thus, the equilibrium subsidy is o? = o? (GC), i.e., the subsidy preferred
by the citizen with the median level of G¢, denoted G°¢. Eqs. (4) and (5) imply that the

)

equilibrium level of public good provision and diversion are given by

P(~P) — éc
oo 0GE

3.2.2 Shareholder Democracy

Egs. (9), (10), and (13) imply that, for any p < 1, household i’s preferred subsidy is

s/r¥e\ Gzc_és
A ) 1)

If 4 =1, i.e., shareholders are perfectly diversified, firms’ policies do not respond to the
subsidy, so citizens are indifferent with respect to the level of the subsidy.'® We discuss
this case in Section 4.1 and focus on p < 1 here. With p < 1, citizens’ preferences can
be ranked by Gf and are single-peaked. Thus, the median voter theorem again applies,

and the equilibrium subsidy is 0° = 0*(G¢). Egs. (9) and (10) imply that the equilibrium

18Tn this case, the citizen’s preferred subsidy is indeterminate because 6;27(:) = a%—(:) =0, and thus U;

in Eq. (12) does not depend on o. The equilibrium firm policies are solely determined by shareholders’
pro-social preferences and given by z° = % and y® = 0.
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public good investment and diversion under shareholder democracy are

o o GO OGE
S/ s _5(@0_@5)
R (20

In contrast to profit maximization, the subsidy and public good provision under share-
holder democracy are not only a function of the median citizen’s preferences represented

by G¢, but also of the median shareholder’s preferences represented by Gs.

4 Main Results

4.1 ESG Backlash and Irrelevance of Shareholder Democracy

How does the political system respond to shareholder democracy? To answer this ques-
tion, we compare the equilibrium subsidy under shareholder democracy as(éc) to the

equilibrium subsidy o?(G¢) under profit maximization.

Proposition 1 (ESG backlash). If the median shareholder is sufficiently pro-social, such
that G* > ,uéc, shareholder democracy results in “ESG backlash,” defined as a reduction
in the equilibrium subsidy relative to the level under profit mazximization

G — uéc

T T) )

which increases in G*. If the median shareholder’s pro-social preferences are sufficiently

strong, G* > G¢, then the public good is tazed under shareholder democracy: o® < 0.

Proposition 1 highlights the two-way feedback between the political and corporate
governance systems: the subsidy set by the political system affects shareholder voting
and firms’ investments in public goods, while firms’ anticipated investment decisions, in
turn, shape the political choices made by citizens. In particular, the political system en-
dogenously responds to shareholders’ pro-social stance by taking a less pro-social stance,

resembling ESG backlash. If the median citizen perceives shareholders as excessively pro-
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social, public good provision may even be taxed rather than subsidized in equilibrium.

While in our model ESG backlash occurs in the form of reduced Pigouvian subsidies,
in reality, it may manifest through other policy responses such as anti-ESG state-level leg-
islation targeting public retirement plans providers or banks (Garrett and Ivanov (2024),
Rajgopal et al. (2024); see Section 4.2.2 for a discussion). We capture the key essense
of ESG backlash: the political system endogenously responds to shareholders’ pro-social
initiatives by taking a less pro-social stance.

Given the endogenous response by the political system, an important question is

whether shareholder democracy has an effect on equilibrium allocations at all.

Proposition 2 (Irrelevance of Shareholder Democracy). If § =0 and p < 1, the equilib-
rium firm policies (x,y) under shareholder democracy are equivalent to those under profit

maximaization.

Proposition 2 follows from comparing Eq. (19) to (16), and Eq. (20) to (17). If § = 0,
the effects of shareholder democracy are perfectly offset by the endogenous public policy
response. In contrast, if 6 > 0, public policy does not fully offset shareholder democracy
because citizens trade-off implementing their preferred level of public good provision
against the deadweight losses induced by the policy.

Thus, with 6 > 0, the equilibrium public good provision under shareholder democracy
is tilted towards the preference of shareholders represented by G, and reflects to a smaller
extent the median citizen’s preference G¢. This captures the representation problem of
shareholder democracy and is a result of the “one share-one vote” vs. ”one person-one
vote” rule distinction.

While we derive the irrelevance result for a specific political process and a specific
corporate governance process (majority voting at both stages), it holds more generally.
To see this, consider a different governance process (e.g., shareholder engagement), which
results in firm investments x(o),y(o) given subsidy o. Suppose § = 0, so that it is

infinitely costly for the firm to divert. Then, the subsidy does not result in diversion,

oy(o)
do

ie., = 0 for any corporate governance process. The first-order condition (13) then

implies that as long as public good investments respond to subsidies (i.e., az—(:) #0), the
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subsidy preferred by household i satisfies G = ®'(z(0)) irrespective of the functional
form of z(¢). Thus, given majoritarian elections at the political stage, the equilibrium
public good investment 2* by each firm will satisfy G¢ = ®'(z*), regardless of the firm’s
governance process (profit maximization, shareholder voting, engagement, or others).
This is the essence of the irrelevance result. The same logic extends to other decision-
making processes at the political stage, as long as they aggregate the policy preferences of
individual citizens who solve (12). For instance, the irrelevance also holds when enacting
a policy requires support by supermajority or if the political sway of different citizen
types is uneven. Moreover, this logic implies that the irrelevance result holds for general
cost functions ®(z) and V(z), provided that W(x) makes it infinitely costly for the firm

to divert and ®'(x*(0)) crosses the pivotal voter’s G§.'

The requirement that public good investments respond to the subsidy, agg’) £ 0,
explains why the second condition for the irrelevance result in Proposition 2 is u = 1.
If © = 1, shareholders are universal owners who own a share in each and every firm in
the economy. Universal owners do not divert because they fully internalize the resulting
deadweight loss. At the same time, they do not respond to subsidies because they fully in-
ternalize that a higher subsidy implies higher taxes (see Eq. (9)). This implies that voting
in the political stage cannot undo the policies implemented by shareholders, in contrast

to the case of not-perfectly-diversified shareholders. Consequently, the irrelevance result

does not hold if shareholders are perfectly diversified universal owners, even if § = 0.

4.2 Costs and Benefits of Shareholder Democracy

We now evaluate welfare under profit maximization and shareholder democracy. First, we
derive the welfare of a given household ¢ and utilitarian welfare. This helps us understand
who benefits from shareholder democracy and whether it makes a “typical citizen” better

off. Next, we study the conditions under which first-best outcomes can be achieved.

19Tn addition, the irrelevance result relies on the assumption that a uniform Pigouvian subsidy can
implement the first best (defined as the allocation that maximizes utilitarian social welfare in the ab-
sence of frictions). While this assumption effectively requires firms to be symmetric in their ownership
structures, it still allows asymmetries in their production technologies, i.e. it permits ®;(z;) and ¥, (y;).
If the first best could not be implemented by a uniform public policy, shareholder democracy could have
an advantage of being able to tailor public good provision to firm-specific characteristics.
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4.2.1 Citizens’ Welfare Under Shareholder Democracy

A typical citizen may be better or worse off under shareholder democracy compared to
profit maximization. The benefit of shareholder democracy is that the equilibrium subsidy
and therefore deadweight losses are smaller (Lemma 1). The cost is the representation
problem: the equilibrium level of public good provision is tilted towards the median
shareholder’s preference. The following result specifies the conditions under which a

given household is better off and compares utilitarian welfare under the two regimes.

Proposition 3 (Welfare). Let U (W*®) and U} (WP) be household i’s utility (utilitarian

welfare) under shareholder democracy and profit mazimization, respectively. Then

s o 0GE . G
R e
WE WP = —¢(1+5><7—|—g 2). (23)

Household i benefits from shareholder democracy as long as shareholders’ social pref-
erences, captured by G, are not too strong relative to those of the household, % < Gf.
The reason is that shareholder democracy is more efficient in incentivizing public good
provision because it reduces diversion. However, if G* is very large, shareholders are too
pro-social from household #’s point of view, and the equilibrium public good provision is
too high from his perspective. As a result of this representation problem, household 7 is
better off under profit maximization. The comparison of utilitarian welfare between the
two regimes follows a similar logic: shareholder democracy increases welfare if % <A7+g,
i.e., the median shareholder is not too pro-social relative to the average citizen.

Proposition 3 implies that the net benefits of shareholder democracy depend on two
key characteristics of ownership distribution across firms: the extent of wealth inequality,

reflected in the heterogeneity of households’ ownership stakes w;, and the level of investor

diversification . We discuss the role of each characteristic next.

The role of wealth inequality. To understand the effects of wealth inequality, we

discuss several different scenarios. For simplicity, in all these scenarios, we assume that
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there is no heterogeneity in warm-glow utility across households: g; = ¢ for all 7.2°

First, suppose that households also have the same utility from the public good: ~; =~
for all 7. As we show in the Appendix, in this scenario, both utilitarian welfare and
the median citizen’s welfare are always higher under shareholder democracy, regardless
of wealth distribution. Intuitively, households then have similar preferences regarding
public good provision, so the representation problem is limited.?!

In contrast, suppose that wealthier households have a higher utility from the public
good: ~; is higher for households with higher w;. The reason could be that wealthier
individuals have more assets whose value is exposed to the public good, or that they can
afford to care relatively more about social issues, making social responsibility a “luxury
good” (Andersen et al., 2024; Bansal et al., 2022; Déttling and Kim, 2024). In this
scenario, the median shareholder, who tends to be among the wealthy, is likely to be
excessively pro-social from a typical citizen’s perspective.

To see this, consider the following example. Denote by w) the wealth of households
of type k (i.e., w; = w for all i : k(i) = k), and recall that wy is also the share of each
firm collectively owned by households of type k. Suppose household types are ordered
by wealth: wi) < ... <w), and ZkK:k Wk > %, where k > % In other words, less than
half of the citizens (those with types k > l%) collectively own more than a majority of
the shares in each firm, reflecting wealth inequality. Suppose also that the more wealthy
citizens, whose type is k > /%, have utility benefit of the public good vy, whereas the less
wealthy citizens, whose type is £ < l%, have utility benefit v, < vg. In the Appendix,
we show that if % is large enough, then the median shareholder has utility benefit vy,
whereas the median citizen—who has utility benefit v, and is less pro-social than the

median shareholder—is worse off under shareholder democracy. For example, if g; = 0

2w°
pwe’

for all 7, then shareholder democracy makes the median citizen worse off if ”,;—’L’ >

2ONote that utilitarian welfare depends on the weighted average warm glow g = > | g;v;;: wealthier
households hold larger ownership stakes and thus receive higher warm-glow utility. As a result, utilitarian
welfare tends to favor shareholder democracy over profit maximization: it both saves on deadweight costs
and leads to policies that better align with the weighted average warm-glow. Assuming homogeneous g;
allows us to focus on conclusions that are independent of the impact of warm glow utility on welfare.

21The representation problem is not completely eliminated because a household’s pro-socialness de-
pends on his wealth w;, which differs across household types. However, as we explain below, the extent
of this force is limited.
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Effectively, wealth inequality, combined with heterogeneity in the degree of pro-socialness,
creates a strong representation problem.

Interestingly, wealth inequality also has a second effect, which acts in the opposite
direction and limits the representation problem. If the median shareholder is richer and
has a larger weight in the ownership structure, the term G* in Eq. (22) in Eq. becomes
smaller. Intuitively, shareholders with larger ownership stakes are effectively less pro-
social because they internalize a greater portion of the costs of public good provision (see
footnote 16). In the example above, the median citizen is better off under shareholder
democracy than under profit maximization if the median shareholder’s wealth is suffi-
ciently large relative to that of the median citizen’s, f:— > %1—? (see the Appendix), i.e.,
if wealth inequality is high enough. Therefore, while wealth inequality creates the repre-
sentation problem to begin with, high wealth inequality can also limit the representation

problem by reducing the effective pro-socialness of the median shareholder.

The role of diversification. The second characteristic of firms’ ownership structures
that influences the net benefits of shareholder democracy is the degree of investor diversi-
fication. Recall that as shareholders become more diversified, their effective pro-socialness
G* increases, whereas citizens’ pro-socialness G° remains unchanged. This implies that
diversification may exacerbate the representation problem of shareholder democracy.
Denoting by és(u) the pro-socialness of the median shareholder for a given level of

diversification p, we obtain the following result.
Proposition 4 (Effect of Diversification). An increase in diversification from p to ' > p:
e increases the effective pro-socialness of the median shareholder: és(u’) > és(u);
e increases household v’s utility under shareholder democracy if and only if G§ >
|G () + G

e increases “ESG backlash” defined by (21) if the median citizen is hurt by shareholder

G )

democracy, G¢ < =,

This result presents a nuanced view of how investor diversification affects welfare. On
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the one hand, diversification leads to greater public good provision and a lower deadweight
loss because diversified shareholders are effectively more pro-social. On the other hand,
diversification can exacerbate the representation problem of shareholder democracy. In
particular, Proposition 4 implies that if the equilibrium level of public good provision is
already excessive from a typical citizen’s perspective, this citizen becomes even more worse
off when diversification increases.?? The political system then endogenously responds by
implementing deeper subsidy cuts. Thus, greater investor diversification can intensify the
ESG backlash. This conclusion is consistent with the rise of index investing preceding
the growth of ESG backlash as a political phenomenon, and with index funds often being

the targets of anti-ESG bills (see footnote 6 and Section 4.2.2).

Negative warm glow. We have so far assumed that warm glow utility g; is non-
negative. Given the increased polarization and politicization of corporate social respon-
sibility, some individuals may oppose environmentally-friendly investments (i.e., have
g; < 0), despite benefiting from reduced pollution (7; > 0). Our analysis remains un-
changed for any values of g;, including negative ones. With negative warm glow, and espe-
cially if shareholders are undiversified, the median shareholder’s effective pro-socialness
may turn negative as well, G < 0. In such cases, shareholder democracy makes it
harder to incentivize public good provision and increases diversion compared to profit
maximization (Egs. (9)—(10) and (16)—(17)). Proposition 3 then implies that sharcholder
democracy decreases welfare (we assume that 4+ g > 0 even if some g; are negative). In

our paper, we focus on the empirically more relevant case where G* > 0.

4.2.2 First Best and the Role of Universal Owners

We now ask whether the equilibrium can implement the first best, i.e, the outcomes

preferred by the utilitarian social planner, as derived in Section 2.1: '8 = %, y'B =

To simplify the formulation of these results, we introduce the notation G°F = 4 + g,

which is the average marginal social benefit of the public good. We will say that citizen

#2This immediately follows from Propositions 3 and 4: if household i is worse off under shareholder
democracy, i.e., if G*(u) > 2G¢ so that (22) is negative, then it must be that G*(u) > G¢, and hence
1[G () + G* ()] > G5 as well.
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(shareholder) i is “aligned” with the planner if G¢ = G°F (G$ = G°T), which ensures
that ¢ values the marginal benefit of public good provision as the planner. The following

result summarizes the conditions under which the first-best can be achieved.

Lemma 2 (First Best).

1. Under profit mazimization, the first best can be attained only if 6 = 0. If 6 = 0, it is
attained if the median citizen is aligned with the social planner (éc = GoP).

2. Under shareholder democracy, the first best is attained:

(i) if § = 0, u < 1, and the median citizen is aligned with the social planner (G¢ = GSF)
(ii) or for any & if the median shareholder is aligned with the social planner (G* = G5F)

and either =1 or G° = G*.

Under profit maximization, firms do not invest in the public good unless they are
incentivized by the subsidy, but the subsidy, in turn, triggers diversion whenever § > 0.
Hence, the first-best allocation can only be achieved if § = 0.

Shareholder democracy can achieve the first-best if § = 0 as well: given the irrelevance
result, if 6 = 0 and p < 1, the political system fully offsets any effects of shareholder
voting, and the condition for attaining the first-best is the same as under profit maxi-
mization — the median citizen needs to be aligned with the social planner. In this case,
both systems achieve the first-best, but with different subsidies: ¢” = 4 + g under profit
maximization, and o® = ﬁ[ﬁ + § — G*] under shareholder democracy. In addition,
since shareholders are pro-social, shareholder democracy can achieve first-best even when
0 > 0: if the median shareholder is aligned with the social planner, his pro-social prefer-
ences represented by G* induce him to vote for the first-best level of public good provision.
To ensure that the subsidy does not induce the shareholder to divert, two conditions are
sufficient: either shareholders are perfectly diversified (41 = 1), so that they fully inter-
nalize the deadweight loss from diversion and do not react to the subsidy; or the median
citizen is aligned with the median shareholder (G* = G°) and thus sets a subsidy of zero,
realizing that shareholder democracy will implement his preferred policies.

This result highlights the potential benefit of perfectly diversified universal owners: if

they represent the average citizen (GS = G°P), their involvement in corporate governance
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can help achieve efficiency. However, there are potential downsides as well: if universal
owners do not represent the average citizen and thus induce suboptimal public good
provision, this inefficiency cannot be corrected by the subsidy (82—(;) =0ifp=1). In
that case, other types of interventions (e.g., quantity-based regulations or restrictions on
universal owners’ size and voting power) may be needed to correct the inefficiencies. In
practice, ESG backlash against large diversified asset managers has indeed manifested
itself through other types of interventions: politicians have proposed restricting index
funds’ voting power and have withdrawn state funds’ assets from certain fund managers.??

When does a universal owner represent the average citizen? This happens if (i) their
benefits from the public good match the average, 4° = %4 and ¢° = g, and (ii) they hold
a proportional share, @® = +. The second condition is important due to the impact
of wealth on shareholders’ pro-socialness discussed earlier. For example, if @w® > %7 the
universal owner has a large stake in firms in the economy, and through that ownership
pays for public good provision more than proportionally. As a result, they prefer a lower

level of public good provision compared to the planner. Hence, under significant wealth

inequality, universal owners are less likely to accurately represent the average citizen.

5 Extensions

Our framework is tractable and flexible to allow studying various extensions relevant in
the context of political and corporate democracy. Section 5.1 introduces an extension in

which shares are held and voted through funds, and Section 5.2 studies lobbying.

5.1 Ownership through Funds and Pass-Through Voting

Until now, we have abstracted from the delegated nature of shareholder voting and as-
sumed that shareholders cast their votes directly. In reality, most households hold shares

through fund managers and, by default, delegate their voting rights to them. Fund man-

23For proposals restricting index funds’ voting power see the 2023 House Committee on Financial
Services bill and the 2022 INDEX Act. For an example of state funds’ withdrawals, see “Texas schools
fund pulls $8.5 billion from BlackRock over ESG investing,” Reuters, March 19, 2024.
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agers typically vote all the shares they manage as a single block and may not necessarily
do so in a way that maximizes the interests of fund investors. Recently, due to disagree-
ments over E&S issues, this system has come under pressure, generating a push towards
“pass-through voting.” Under pass-through voting, shares are voted in line with fund in-
vestors’ preferences, rather than those of the fund manager. While there are different ways
to implement pass-though voting (e.g., Blackrock, 2022; Malenko and Malenko, 2024),
one proposed system involves the fund surveying investors about their preferences and
voting each share in line with the underlying investor’s preference (Fisch and Schwartz,
2023). Our baseline model is equivalent to such a system. In this section, we compare
this pass-through voting system with the traditional system of vote delegation.

In particular, instead of assuming that each shareholder votes directly (as in the pass-
through voting system), suppose that in each firm, shareholders with ownership stakes
a;; below some threshold & do not vote directly, but instead invest through a fund, which
votes all shares as a block, according to a single policy. We assume that the fund manager
maximizes a weighted average of her own and fund investors’ preferences, and may put

a higher weight on wealthier investors’ preferences:

max vU™ + (1 —v)UF!,
Y5

where UM is the fund manager’s utility and U is the weighted average of fund investors’

utilities with weights (;:

UFl — Z GU; = Z {i@;ﬁ

i€ fund i€ fund \ j=1

v — G+ [z, y5) + giry) Ciaij} :
j=1
Using general weights ¢; allows us to consider both equal weights (; = 1/npgy, where ngy

is the number of fund investors, and wealth-dependent weights, (; proportional to &;.

We assume that the fund manager’s utility is given by
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where ¢gf™ is the fund manager’s warm-glow utility from managing the fund in line with
her moral convictions. As we show in Online Appendix B.1, the level of x; preferred by

the fund manager is

GFI+O.(1_M)+ vgt™M
s o1 —v)al”

xfund(U’ GFI,gFM) —

(25)

while the preferred y; is the same as in the baseline model and given by Eq. (10), and

where we defined, analogous to shareholders’ G¢ in Eq. (11),

GFI = Y i gFI’ (26)

where Hf1 = Ziefund Gy, 0Ff = Ziefund Ciw;, and @ff = Ziefund (o denote the

weighted average 7;, w;, and «;; among fund investors (weighted by ¢;), and gf! =

Doic fund $i9iWi

SR is the weighted average g; among fund investors (weighted by (; and w;).
i€ fun v

The fund’s preferred x/%" (o, GF1, g¥™) consists of two components. The first term is
analogous to shareholders’ z%(o, G3), with G taking the place of G¢. The second term
reflects the fund manager’s own preferences represented by ¢gf. This term drops out if
v =0, i.e., if the fund manager disregards her own preferences and simply maximizes the

weighted average utility of fund investors.

Case v = 0. Even with v = 0, the presence of the fund can change equilibrium out-
comes. If the fund is the median shareholder, firms will implement a level of public good
investments equal to 2°(o, GI'T) and y*(o). Therefore, the outcome of the first-stage po-
litical elections is the one derived in Section 3.2.2, but with G replacing shareholders’
weighted-median G*. This implies that the presence of the fund can result in a higher
level of public good investment and higher ESG backlash than under pass-through voting
if and only if GFI > G*. Moreover, Proposition 3 implies that in this case, citizen i
may be better off under shareholder democracy if shares are voted directly, but better off
under profit maximization if shares are voted by the fund.

To evaluate under what circumstances G*1 > és, suppose there is no heterogeneity

30



in the utility parameters v; and g;. Then, GF? > G* if and only if @7 < @*, consistent
with our assumption that investors below a threshold &, i.e., the less wealthy households,
invest through the fund and do not directly vote their shares. G¥' is large in this case
because, as discussed earlier, less wealthy investors are effectively more pro-social, as they

internalize a smaller portion of the costs of public good provision.

Case v > 0. With v > 0, the fund manager’s preference also affects outcomes. As
we show in Online Appendix B.1, the level of public good provision under shareholder

democracy exceeds that under profit maximization by

(6P 4 )

(1-v)a;

o(1+9) ’

xfund — P =

(27)

which increases in the fund manager’s warm glow ¢ . In contrast, in the baseline model,
i.e., under the pass-through voting system, the difference is
5G*

=P = 010 (28)

Comparing (27) and (28), we see that delegated voting can exacerbate the representa-
tion problem of shareholder democracy due to two effects. First, G can be larger than
G*, as discussed in the case v = 0. Second, the fund manager’s pro-social preference g©™
can directly increase the level of public good provision, shifting it even further away from
the level preferred by a typical citizen. In this scenario, a move from profit maximization
to shareholder democracy should be accompanied by the introduction of a pass-through

voting system, in order to limit the representation problem.

5.2 Lobbying

The interplay between politics and business, which is the core focus of our paper, naturally
gives rise to the possibility of lobbying, where corporations use their resources to influence
politicians and tilt public policies in their favor. Lobbying efforts may either aim to alter

the overall policy or to seek special treatment after the baseline policy stance is set.
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If lobbying aims to change the overall policy (i.e., in the context of our model, the
subsidy faced by all firms), it can allow wealthier individuals to have their preferences
more represented at the political stage. This would limit the political system’s ability to
shift the level of public good provision toward the median citizen’s preference and imply
that there is a representation problem even under profit maximization.?*

To explore lobbying that seeks special treatment by politicians, we consider the fol-
lowing extension of the baseline model.

After the political system determines subsidy o, but before firms make investment
decisions (x;,y;), each firm j can lobby the government and increase the subsidy, to firm

j only, from o to o 4 I;. The cost of lobbying to the firm is A (I) = 3{%, and we assume

144
A> 29
> =5 (29)

to ensure a finite lobbying effort in equilibrium. The cost of lobbying captures direct
payments to lobbying consultants, political donations, or the time spent by senior man-
agement on engagement with legislators and bureaucrats. Similar to its investment policy,

the firm decides on the lobbying intensity based on the mandate it has.

Lobbying under profit-maximization. Given subsidy ¢ and lobbying [, a profit-
maximizing firm chooses 2? (¢ + 1) and y* (o + 1), where 2”(-) and y” (-) are given by (4)
and (5), respectively. Firms receive larger subsidies due to their lobbying effort and thus

invest more in the public good, but also engage in more diversion. The firm’s profit is

[(o,l) =7+

24In our model, we can capture this in a reduced-form way as follows. Suppose households have het-
erogeneous political influence, so that their effective voting power in political elections is not one-person-
one-vote, but rather increases with wealth, similar to shareholder democracy. Then, the equilibrium
outcome would be as derived in Section 3.2, but with G¢ representing a weighted median rather than a
simple median. This shifts the political outcome towards the preference of the wealthy.
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Anticipating the effect of lobbying on its own choice of public good investment and

diversion, the firm chooses lobbying intensity that maximizes II (o, ():

1+0

Mol =157

(30)

Notice that the incentives to lobby, captured by I? (¢), increase in o. Intuitively, a larger
o implies larger investments in the public good, and such larger investments increase the
marginal profitability of additional subsidies. Thus, profit maximizing firms are expected
to lobby more intensively under aggressive government intervention.

Under the optimal lobbying policy [? (o), the firm’s investment in the public good and
diversion are z? (o + [P (0)) = @ and y? (o + 17 (0)) = 5@, respectively. These
terms are identical to those in the baseline model, with the exception that ¢ is replaced
by ¢ — l—jé. That is, lobbying has the same effect as reducing the firm’s marginal cost of
investment in the public good.

When voting on the subsidy at the political stage, citizens anticipate how it will affect
future lobbying activity. Lemma 3 in the Online Appendix shows that the equilibrium
subsidy under profit-maximization is given by

Ge 26

P _ _ 1
7 T155 AN+ 1+ (31)

which increases in A, the cost of lobbying. Intuitively, since firms have stronger incentives
to lobby when subsidies are larger, households mitigate the anticipated impact of lobbying
by cutting subsidies up-front. In this respect, lobbying triggers a response similar to a
backlash in political elections. Note also that while in the absence of lobbying, the
Pigouvian subsidy does not depend on the cost of public good investment (see Eq. (15)),
this is no longer true with lobbying: the subsidy is increasing in ¢. Intuitively, since
expected lobbying ? (o) decreases with ¢, households can cut subsidies to a lesser extent
when the costs of public good provision are high.

Lemma 3 also shows that the possibility of lobbying reduces firms’ profits and the

median citizen’s welfare. Intuitively, citizens’ response to the prospect of lobbying ul-
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timately leaves firms with lower subsides than what they would have had if lobbying
was prohibited, and therefore, with lower profits. Median citizen’s welfare is harmed by

lobbying because of its deadweight costs and the reduction in firms’ profits.?

Lobbying under shareholder democracy. Under shareholder democracy, firms pick
investment, diversion, and lobbying levels preferred by the median shareholder.?® In par-

ticular, Lemma 4 in the Online Appendix shows that the firm chooses lobbying intensity

G +o(1406)(1—p)
A — (140) (1 —p)*’

(o) =1 —p) (32)

and investment and diversion levels * (o + I* (o), G*) and y* (0 + I* (0)), where 2°(-, G*)
and y° (-) are given by (9) and (10), respectively. Similar to I” (¢), lobbying activity
I* (o) increases with o. Unlike [P (¢), it also increases with the pro-socialness of share-
holders, G*: lobbying implies a larger subsidy and investment in the public good, which
is valued more by shareholders with stronger pro-social preferences. In addition, hold-
ing shareholders’ pro-socialness constant,?” lobbying activity decreases with shareholder
diversification p and completely vanishes under perfect diversification. Intuitively, more
diversified shareholders hold smaller stakes in a larger number of firms, and hence, benefit
less from the lobbying of each firm and better internalize the increased tax burden.

Lemma 4 also shows that the equilibrium subsidy under shareholder democracy is

Ge-G* 20— p)Ge
1+0)1—n) M+ (1+0)(1-p)

o® =

(33)

Similarly to oP, the subsidy ¢° is increasing in A. Moreover, Lemma 4 also shows that,
similarly to the profit-maximizing regime, the possibility of lobbying reduces firms’ profits

and the median citizen’s welfare.

25Corporate lobbying in our model does not present any benefits, such as providing legislators with
information or tailoring the public policy to the firm’s specific characteristics (indeed, firms are symmetric
in our model).

26Formally, we assume that the firm first picks its lobbying intensity. Then, once the subsidy o + l;is
set, the firm picks z; and y;. Thus, the median voter theorem applies at each of these two stages.

27Recall that G* increases with 1, which is an effect we shut down by keeping G* constant.
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Comparison between the two regimes. We now compare the effects of lobbying
between the two governance regimes. As we show in the Online Appendix, the irrele-
vance result no longer holds with lobbying: the equilibrium public good provision under
shareholder democracy differs from that under profit maximization even if diversion is
prohibitively costly (6 = 0). Intuitively, lobbying involves a deadweight loss that cannot
be remedied by households’ political activities.

The following result compares equilibrium outcomes under the two regimes.

Proposition 5 (Lobbying).

1. The equilibrium lobbying activity is lower under shareholder democracy than under
profit maximization.

2. ESG backlash, defined by (21), is smaller with lobbying.

3. The difference between the median citizen’s welfare under shareholder democracy and

that under profit maximization is higher with lobbying.

Proposition 5 shows that more lobbying is expected under profit maximization. Intu-
itively, shareholders internalize the effect of lobbying on the tax burden when expressing
their preferences in a shareholder democracy, and hence support lower lobbying efforts
than the one chosen by a profit-maximizing firm. Thus, shareholder democracy can par-
tially safeguard against the adverse effects of corporate lobbying. Part 2 shows that
lobbying reduces the extent of ESG backlash. Intuitively, since higher lobbying is ex-
pected under profit maximization, citizens support deeper cuts in the subsidy under
profit maximization than under shareholder democracy to mitigate the negative effects of
lobbying, effectively shrinking ESG backlash. Part 3 establishes that a typical citizen’s
net benefit from shareholder democracy relative to profit maximization is higher (i.e.,
more positive or less negative) when corporations engage in lobbying. This is because,

according to part 1, lobbying creates larger distortions under profit maximization.
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6 Conclusion

This paper studies the two-way interaction between political and shareholder democracy
in the provision of public goods. When shareholder pressure prompts firms to consider
broader societal interests alongside profit maximization, the political system responds as
well. The resulting ESG backlash reduces the effects of shareholder democracy and may
undo or tax corporate social responsibility measures. In fact, in the absence of frictions in
public policy provision, the political system fully offsets any ramifications of shareholder
influence, and shareholder democracy becomes irrelevant.

With public policy imperfections, the costs and benefits of shareholder democracy cru-
cially depend on the distribution of ownership across firms. While shareholder democracy
can bolster public goods provision and reduce the social costs of public policy, it may
also prioritize the preferences of the wealthy due to the “one share-one vote” system, con-
trasting with the “one person-one vote” principle of political democracy. The preference
representation problem can be exacerbated by greater investor diversification and the
rise of universal owners: Diversified shareholders prompt firms to increase their provision
of public goods, but in the presence of wealth inequality, this could potentially disad-
vantage the typical citizen and amplify the ESG backlash. Implementing pass-through
voting alongside shareholder democracy may partly mitigate this issue, ensuring broader

representation of citizens’ interests.
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Figure 1. Illustration of Ownership Structure

This figure illustrates how our setup captures different ownership structures using an
example with m = 6 firms and K = 2 types of households, B(lue) and R(ed), with
w; = 0.4 for blue types and w; = 0.6 for red types. There are n = mK = 12 households,
of which 7 € {1,...,6} are of type B, and i € {7,...,12} of type R. The figure illustrates
how ownership shares are allocated for the four possible values that p can take in this case.
The first row describes the case p = 1/6, such that households are fully undiversified.
The second and third rows illustrate the cases p = 1/3 and p = 1/2 respectively. The
last row illustrates the case p = 1, in which shareholders are perfectly diversified. The
pie charts plot the individual ownership shares «;; of each household ¢ in firm j. The
numbers in the pie chart are the index ¢ of the respective household. The color represents
the household’s type.
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A Derivations and Proofs

We start by showing that the combined stake of household 7 in all firms, w;, also equals
the share of each firm that is collectively owned by households of the same type as i. To

see this, note that the combined ownership stake of all households of type k in firm 75 is

ZZ:; Ly)=rai; = % ; ; 1i)=rai; = % ; Lki)=r ; G = % ZZ:; Tk(o)=kws,
where the first equality follows from the fact that types are equally distributed across
firms, the second follows from switching the summation order, and the third follows from
the definition of w;. Because, among n households, there are m households of type k,
Y oiq Lky=kws = mwy, and hence Y7 | 14—k = W) Thus, for any household i, the
combined ownership stake of all households of type k(i) in firm j is w;, as required.
This is illustrated in the example in Figure 1. In each row, the ownership shares
across firms of a given blue household (e.g., i = 1) sum to > 7" oy = w; = 0.4. At

the same type, within a given firm, the ownership shares of all blue types also sum to

> ik(=p ¥ij = wi = 0.4.

A.1 Proof of Lemma 1

From Eq. (4), implementing a given level Z requires a subsidy o = ¢&, which results
in diversion y?(o?) = 02 under profit maximization. Under shareholder democracy, from

Eq. (9), implementing & requires a subsidy

IR ()
ol d)

This implies

(his +9°)
e

Taking the difference between y?(o?) and y*(o®) yields the condition in Lemma 1.

Yy’ (o) =0z —9¢

A.2 Political Stage

Use that z; = 2*(0) and y; = y*(o) for all j, so that X = ma*(¢) and T' = mo(z*(0) +
y*(0)), where x*(0) denotes the equilibrium level implemented in the first stage. Also

use that we focus on 7; = &; = w;/m, and that a;; = w;/mp for the mu firms a household
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owns and «a;; = 0 otherwise, to write the problem (12) as

Vi -
n)( T, —i—jE:l[ (x,95) + gixj] o

Vi

- me*(a) —wio(x*(0) +y* (o))
+[7 + 9:2"(0) + 0(2”(0) + 7 (0)) — W(y'(0)) — B(a*(0))] w
= L(0) + [+ 950 (0) — Uy (0)) — @& (0))] (34

FOC with respect to o:

200 () [ 00 o) . Or(@)]
R R e R L | PR
Collecting terms yields (13) in the main text:
Vi (o 61:*(0)_ 1ok ay*(U)_
a2 o)] D w2 o (35)

We can now use the different z*(0) and y*(o) under profit maximization and shareholder

democracy.

A.2.1 Profit Maximization

Under profit maximization, 27(¢) = § and y*(0) = %", see Egs. (4) and (5). Thus, the
general FOC (13) becomes
Y 1 Jdo
i —o| ———=0. 36

a5 (36)
Re-arranging yields Eq. (15) in the main text.
A.2.2 Shareholder Democracy
Under shareholder democracy,

o e GOl - s do 1 —
w(o. ) = ST gy = 2B

Thus, the FOC (13) becomes:

i Ns _
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Re-arranging yields Eq. (18) in the main text.

A.2.3 Single-peaked Preferences

Notice that the left-hand side of (36) monotonically increases in G¢ and decreases in o.
The same is true in (37) if p < 1 (if 4 = 1, the expression is independent of o). This
implies that citizen’s preferences are single-peaked under profit maximization for all p,

and under shareholder democracy if p < 1.

A.3 Proofs or Propositions 1 and 2

A.3.1 Proof of Proposition 1

Comparing (15) and (18) yields the condition for ¢? > ¢* in Proposition 1. The second
condition follows from evaluating when ¢* < 0.

A.3.2 Proof of Proposition 2

Proposition 2 follows from comparing Eq. (19) to (16), and Eq. (20) to (17).

A.4 Proof of Proposition 3

Since firms are symmetric, all firms choose the same investments (z,y) under both man-

dates. Household i's utility is

U, = - +mp T+ gzt + o (x +y)—¢( S _ W) — ——0o (" +y")m
n 2 26 mu m
= %CL’*—’— 7r+gi$*—¢<:;) —¢(2y§) ]wn

where we used n = mK. Under shareholder democracy, we have (z*,y*) = (2, y°) and

under profit maximization, we have (z*,y*) = (2P, y?). Therefore,

Uus > Ul &

K3 3

i s . 0@ o(y) % s 0@ o)

Ea:%— ™+ g;x” — 5 EDY; g > ?x%— T+ g;x" — 5 Y P =
¢ D 8\ (4P s Vi , D __ .8 _? D _ .8\ (8 p
G- +r) > (F )@ =) - S - ) e
2% W =y) W +y’) > Gi(@a"—2%)— % (2P — 2°) (2° + aP)
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Using the expressions for the equilibrium (z*, y*, 2P, y?), U > U} is equivalent to

61 0 ~,02G°—G* 16 =\ o 16 =)\ [12G°+6G"

woitol o 130 - CiloreY) 2ot ) o1 )
1 1 02G°—G* 5 12G°+6G* .G
- e & G > —
21+0¢ 1+

| =

1 9
6146 721460 140 i
as required, where the pen-ultimate step uses the fact that we focus on G > 0.

Utilitarian Welfare. Next, we analyze utilitarian welfare. Using the arguments above,

2 2 2 2
s P _ P)/’L s 5_¢($s) _¢(ys) _l P p_¢(xp) _¢(yp) .
U —-U; = Kw + | giT 5 % wW; Kx gix 5 % Wi
c y4 ¢ D v ¢ s D
= |Gila® —a?) = 5 (&° —27)(2° +x)—%(y ")y + ") | w
_l_ﬁ_@s c_lﬂ?+ﬁ@8+l2GV—Gs |
S T2 14s T2 140 |©
5G* e
o(1+90) ! 2

and hence, the difference between utilitarian welfare under shareholder democracy, W?,

and that under under profit maximization, WP, is

56 & Gs
|/]/‘5_|/]/‘P:—§ c_ __ .
¢ (1+0) = (Gl 2 >wk(z)' (38)

We can rewrite

Gs ; G* i G
Z (Gc _ 7) w; = Z ([gwl +g; — 7) w; = Z Kwiwi + Zgiwi - 72001

% 7

Simplifying,
D R

Next, recall that households within the same type have the same g;. Let’s denote g,
and w(;) the warm glow and wealth of a household of type k. Then

K
Zgiwz‘ = Z Z (k)W (k)-

k=1 i:k(i)=k
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Since there are K types and n = K'm households, there are m households in each type,

S0 Zi:k(i):k Jk)W(k) = G(k)TMW(k), and hence

K K
Z giw; = Z k)W) = M Z J(k)W(k)-
i k=1 k=1

Recall that within a given firm j, the combined stake of households of type k is w). It
follows that Zle 9Wik) = g, where g was introduced in Section 4.2.2. Indeed,

n K
g - Z gitij = Z Z giti; = Z 9(k) Z Q5 = Z (kYW (k)- (39)
i=1 k=1

k=1 i:k(i)=k i:k(i)=

Also note that 27 w; = SO0, <Zi:k(i):k w(k)>. Since there are m households of each
tYDe, 3 ip(i)=k Wik) = Mw(), and hence Yo wi=m Zle w(k) = m. Hence,

(5@5 [ Yi és
s _ WP — ) g — — ,
We —W S(1590) : Ko )+ ;g@wz 5 ;wz (40)
omG* _7 G
AR KR (41)

which proves the second part of the proposition.

We next provide derivations for the two examples discussed after the proposition.

Example 1. First, consider the example with ~; = « for all 7. In this case, the identity
of the median shareholder only depends on ownership stakes, w; = w) for ¢ of type
k(i) = k. Suppose types are ordered by wealth, i.e., wq) < ... < w). Two cases are
possible. If wx) > 0.5, then type K is the median shareholder, so @* > 0.5. If w(x) < 0.5,

then the median shareholder is among the remaining K —1 types, and the lowest stake he

can possibly hold is if all remaining types have equal stakes (w) = ... = w(k_1)), which
implies @* > 0.5/(K — 1). In both cases, @ > 0.5/K. Therefore, G° = s

2uy + g < 2(y + g), so utilitarian welfare is higher under shareholder democracy.

Note also that both shareholders’ pro-social preferences G° and citizens’ pro-social
preferences G¢ are ordered by wealth. Hence, the wealth of the median shareholder (@®)
and the wealth of the median citizen (w°) are, respectively, the weighted-median and the
median among w(y), ..., w(k). Since the weighted-median is higher than the median, we

have w® > @°. This implies
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= tg=6"2~,

~ Kar

+g> +g >

et
Ko Ko

and hence, given (22), the median citizen is better off under shareholder democracy.

Example 2. Second, consider the example with 7, and 7vg. Denote 7y the utility
benefit parameter of type k. Then vy = 71 for k < k and Yy = vu for k > k,
where k > % Note that both citizens’ and shareholders’ pro-social preferences, G¢ and
s 2 i L H_ 8 jadCi9]
G?, are ordered by e Then, for any given w) and wk), o < poys & D > o)
Suppose this condition is satisfied, i.e., 7y—’L’ is large enough. Then, for k < k, we have
0 — L < JL o i whereas for k > k, we have 18 = 22 > 94 Since types
Wik @) way T W) W) W) W)
k < k collectively own less than half of the shares, it follows that the median shareholder
(based on G?) has type k > k and utility benefit vy, whereas the median citizen has type
k < k and utility benefit v,. Denote @® the wealth of the median shareholder, and @¢

the wealth of the median citizen.

2vr
Ko

Using (22), the median citizen’s utility is lower under shareholder democracy if

290°K - g w°
YL YL WS’

29 < puL 4 g, which is equivalent to % + and is thus satisfied for large

Kos

enough % At the same time, for any given ::—IZ, the median shareholder cannot be too

wealthy for the representation problem to dominate. In particular, the median citizen’s

utility is higher under shareholder democracy if

271 YH 271 K Lo wym Ko
29 > p—— & > — S W' > .
Koe 79 7 Pre 79 (K@c ) o T 5 TY T K 2y, gKer

A sufficient condition for this to hold is @* > ’%’% o & pam
YL w 2L

&1

For example, suppose there are two types, K = 2 and k =1. Then £ = 10—%—5()2)’

&

the median citizen is better off under shareholder democracy if

©LyH

wW(2) HYH wYr M YH 2.
> S W) > — ——W(9) & W) > ———,
I—we ~ 2y D72y 2y T T a1

i.e., if wealth inequality is strong enough.

A.5 Proof of Proposition 4

First, consider the effect of an increase in p on shareholder i’s preferences for public good

provision and diversion. Recall that they are given by (9) and (10), and the ranking of

xj preferred by each shareholder is driven by the ranking of G§ = u—= + g;.
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Let 40 W and g5 denote the private benefit of the public good, wealth, and

warm glow of a median shareholder when diversification is equal to y, and let G*(u) =

K&S(l> + §° . An increase in diversification to i/ > p changes the median shareholder’s

pro-social preferences by:

Ss(n) . .
~ ~ (1" — 1) 7=y if the median is unchanged,
Nge =G (1) = G*(p) = " (42)

5s(u') 7s(1) N .
. — + g5 — gs(w)
Kosk) lqus(#) g g Othel" wise.

We next prove that As. > 0. There are three cases. First, if the identity of the median

55 s(p)

7ssc0 > 0. Second, if the identity of

shareholder remains the same, Ag = (' — p)
the median shareholder changes to a shareholder who was previously ranked below the

median, it must be that:

79(#) ~s(u')

=s(w) v =s(i')

Weme T 9™ > b T (43)
S s(u') ~s(w)

1 7 =) < 0 ~s(n)

Wamsgn T3 > W=y + 97 (44)
Combining (44) and g/ > u, we get
~s(u) I ~s(1)
' 7 =s(1') 7 ~s() 7 ~s(1)

which, combined with (42), implies Az, > 0.
Third, if the identity of the median shareholder changes to a shareholder who was

previously ranked above the median, it must be that:

= s(1) ~s()
v s(u) i =s(u')
Weomgn T <tg=m +97 (45)
~s(u') ~5()
' 7 sy g7 ~s(1)
Haemn T9 <MW o 97 (46)
Combining (45) and p/ > u, we get
~s(1) ~s(u') 5s(u')
v s() APy —— )
Froem 79 <tpman 19 <Hoan T

which, combined with (42), implies that As. > 0 in this case as well. This proves the
first statement of the proposition.
Note also that since Gf does not depend on i, the identity of the median citizen does

not change with p. Using these insights and Eqs. (19) and (20), the change in equilibrium
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public good provision and diversion following an increase in p is, respectively,

JAVER
(1100

0Azs

Ber = +09

> 0, Ays —_ < 0 (47)

Next, we study the change in household i’s utility. Using (34) and (47),

Ui (1) = Ui (1)

(Y 0B S\ _ gy (50 NN Y
= (3 o) [ygig e [P 0W) 0 4 @ () — @)

(48)

where z° and y**) denote the level of public good investment and diversion when

diversification is equal to u. Note that

s sy (b s s(p s s(p!

W () w0y = <y W) _y (u)) <y ) 1y (u)) (49)

¢ ’ A~5 /
N ( s(n) S(u)> _ _G< s(n) S(u)) 50
TG 2(1+9) vy (50)

and

& () — B(a0)) — g (209 — 200 (209 1 30) (51)

¢ / (JAVER )
_ ——Axs( s(1) s(u)) _ __G< s(n) s(u))_ 9
5 W+ 301+ 0) W+ (52)

Combining (50), (52), and plugging in (19) and (20), we get

/ / A s ’ /
U (yS(u)) — Uy ) + @ (xS(u)) — O(z*W)) = 2(1—% [yS(u) 4+ oW — ) — gy )}
0A &
- Gs Gs / ’

which together with (48), gives

U (1) — Ui (1) = wi

AVe [Gg GS(M)W;GS(M’)]_

(14+0)¢ | ¢

Thus, an increase in y increases household’s welfare if and only if G§ > w This
proves the second statement of the proposition. Additionally, since G*(1/) > G*(1), we
obtain the following sufficient conditions. As pu increases to p’, household i’s welfare: (i)
increases if G > G*(1'); and (i) decreases if G¢ < G*(1).

Finally, consider the impact of changes in p on o°(u). Recall that the subsidy is set
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at the level preferred by the median citizen. From (18), citizen i’s preferred subsidy is:

Ge — G5(p)

TS

Notice that the ranking of o; depends only on the ranking of G¢, which does not depend
on pu. Thus, changes in the level of diversification affect the equilibrium subsidy through
changes in the median shareholder’s pro-socialness és(,u) and scaling of the preference
wedge 1/[(1 4 6)(1 — p)]. An increase to p’' changes o® by:
Ce _ s (4 Ce _ (s
) =) = (e~ TR ) %)
Age (1= 1) + (' = 1) |G () — G|

B TR T RY) R (54

Suppose that the median citizen is hurt by shareholder democracy. From (22), this hap-

@, which in turn implies G*(u) —G¢ > 0. Combined with Az, > 0 (as

pens when G¢ <
shown above), (54) implies that the increase from p to p’ reduces the equilibrium subsidy.
Since o” is independent of u, ESG backlash, defined as o” — ¢*, increases whenever o*

decreases. This proves the third statement of the proposition.

The proofs for all the extensions, including those discussed in Section 5, are provided

in the Online Appendix.

49



Online Appendix for
“Voting on Public Goods: Citizens vs. Shareholders”

B Extensions

B.1 Voting Through Funds

This appendix presents derivations for the extension in Section 5.1. We first derive the
fund manager’s preferred z; given in Eq. (25) and show that her preferred y; is still given

by Eq. (10). The partial derivatives are

I ; Vi
ou _ Zzefundgﬁy + Z Cz‘giaij"i_o-( Z Ciaij— Z Csz) —(I),(I'j) Z Ciaij7

6xj n . . . .
i€ fund i€ fund i€ fund i€ fund
aUFI
/
S =0 D) Gog— Y G | =) Y Gou
Y i€ fund i€ fund i€ fund

Rearranging and using that a;; = w;/(mp) and 7, = &; = w;/m, we get:

aUFI/axj ZinUTId Cz’Yz Ziéfund Cigiaij Ziefund CZ&l ,
= + t+ol|ll-=———7—|—9(z))
2icsund Gi%i  2iefuna 6% Qe fund % 2 ie fund Gi%j

Eie fund G E@'e fund Gigiwi

= p
Ziéfund ngwl Ziefund Wi
~FI

=H Kol

+o(1—p)—P'(z;)

£ g o (1— ) — () = G o (1— 1) — B(x;).
Using df T=3%"c funa Gi®ij in the fund manager’s first-order condition, we get Eq. (25):

aUFM
(9xj

-0 Y GaylGT o (1 - ) - ¥ (@) =0

i€ fund

14

v outrM

(I -v)al’ Ox;
_GFI+U(1—M)+ vgtM
=T o —v)al”

(I)/(l’j) = GFI +0o (]. — /L) +

Ly



Analogously, for y; we get Eq. (10):

aUFM ,
. +(1=v) Y Goglo(l—p) = V()] =0s
Y 1€ fund
, v outrM
‘Ij(yj)zo-<1_u)+ (1—V)O_ZF[ ay
j j
'_60(1—u)+ ov oU™ oo (1 —p)
v ¢ o(1—v)aj" Oy, ¢

Suppose the fund manager is the median voter. Using the fund manager’s preferred z;
and y;, the FOC (13) in the first stage becomes:
vg™ 1(1—p) do(1—p)’

GS— G — (1 —p) — T-vafl| o 5 = 0. (55)

Rearranging, we get citizen i’s preferred subsidy:

olund(Gey = — % 56
N [T 0

As before, the median voter theorem applies. This implies an equilibrium subsidy level

of “”d(éc), and equilibrium public good provision and diversion of

e AFT vg™
Ge 46 (G +

fund( fundy _ J
0 ((}C -G - VgFN—_IFI>
Jfund( _fundy _ (17V)aj 58
gl r g (53)

The fund manager tilts the equilibrium public good investment towards g™



B.2 Lobbying

Consider general firm-level quantities z* (o +I* (0)), y* (0 +1* (0)), and I* (o). The ex-

pected utility of household i can be written as

o @) - ) e () 4 (o ()
+1+ (0 +1"(0) (@ (o + 1" (o)) +y* (o + 1" (0)))
—® (2" (0 +1"(0)) =¥ (y (o +1"(0)) — A" (0)) + gix" (0 + 1" (0))

= Gix*(c+ 1" (0)+7m—@(x"(c+1"(0)) =V (y* (c+1"(0)) — A" (0)).

Thus, J’ = 0 if and only if

cOx* (o ol* (o * * ox* (o+1* (o or* ]
Ge2rletlo) (14 2O ) - @ (3 (g + 1 (0))) 2L (14 2520) ] e
U (o 4 T Oy o+ @) (1 L @ _ A7 (1* (o)) 2L -
¢ . ¥ 92" (041" (0)) ]
G5 = @ (a7 (o + 1 (o)) 225 ) .
_\I/,( * [* Oy*(o+l* (o)) N (I* 61657) - ’
y (o +1"(0))) =%, (" (o)) e |

which gives expression (61).

Lemma 3. The equilibrium subsidy under profit-mazimization is given by (31). More-

over, firms’ profits and the median citizen’s utility increase in \.

Proof. Notice that

P
O G p o) - L 4 P - Sl o+ P @) - S P o)
w; 2 2 P
= G = (14 0) D (o + P @) - S [P (o))
é N[ 1446 72
c P12 | _2|_T°
G L 115 +7— (1+5)2 qb_l_ié] 5 {A¢_1_501
A &1 ¢A+1+5202+W'
"o — (149) 2 (oA —(1+40))
Thus, the first order condition implies o? = % ¢/\2+Glc+ 5> and applying the median voter

theorem gives (31). Next, firm’s profit can be written as

(4P (0)*1+6 N ()’

2 ¢ 2 2

(o,lP(0)) = 7+ MN—1-¢

=T



Using (31),

AP —1-9) [@]27

1 1
I (oP. 1P (5P)) = Z

and therefore,

Tl (o?, 17 (oP)) 1 GC} (20X — 1= &) (PA+ 1+ 6)> — [N (@A — 1 — 8)] 2 (dA + 1 + 8)
13D 21446 (PN + 1+ )"

G* 30A—1-0 _
2 (pA+1+0)°

as required. Next,

U (o?,1? (o?)) . Ad? L+dA(Ap+1+9)
Wi Ap—1—6 2 (Np—1-90)

B GC_Q Ge A
N T 1t serr1rs

which is increasing in A if and only if G > % Therefore, U} (0?,17 (07)) increases in A

[o”]?

if G¢ = G (i.e., for the median citizen), as required. O

Lemma 4. For a given o, the optimal lobbying under shareholder democracy is given by
(32). The equilibrium subsidy is given by (33). Moreover, firms’ profits and the median

citizen’s utility increase in \.

Proof. The first order conditions of (6) with respect to (z;,y;,l;) are:

Vi
dxjauy = -+ g+ (0 +1) (e — 7)),

¢
sYicy = (041 (0 —7),

Mjoi; = (zj+y;) (0 — 7).

Recall that a;; = %/% and 7; = . Thus, we have

Git(o+1)(A—p

(0 +1°) = 5 :
yS(O'—i-lS) _ 5(U+l8)(1_ﬂ)7
¢
F = (z°+v°) 1=n ; ay

The solution of I* = (2° (0 +1°) + y* (o + 1*)) 5 gives (32). Notice that Assumption
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(29) implies pA — (1 + ) (1 —

U7 (o)

Wi

= Giz*(c+1° (o

G+ (o +1°(0)) (1 — p) ¢

Dt — 2t o+ (o) -

2

— G

)

G [Se+ (o) (1= p)

¢

G+

¢
Tl

1)? >0 and I* (0) > 0. Overall,

(o +1° (o))" =

(0 +1(0) (1 —p)

+7T—2

20

¢

2

The first order condition with respect to o is

Gf =G = (1+6) (0 +1(0) (1 p) -

Gs - G

(1+4)(1

— 0 —

— 1)

Ge—G Np—(1+6

O\

| 3o

I (

7)

¢

als(

o)

do

L—p

Ge — G*

(1+9)(1

—p)
2G° (1 — ) + 20 (1+0) (1

1 + 8(0)
o—=2°(c) =

— )’

PA—(1+9)(1

(1—p)’

— p)?
2G° (1 - p)

L+ (L—mAp+ (1+06)(1—p)?® Io+(1+06)(1

eAg—(148)(1-p)?® X

Ge —

Iag+(146) (1—p)

— )’

S

(1+9)(1
— 1) Gf

Gs

2(1

— 1)

(1+0)(1—p) A+ (1+

8) (1 —p)’

2

= 0&

0

0=

0 <=

o <=

o)

The median voter theorem implies that the equilibrium subsidy is given by (33). Next,

notice that

o’ +1°(0%) =

G* (1 — ) + PAo®

¢A — (1
G (1—

+0) (1 —u)2
1) + pAFE

GS

(1+5 1 —u)

— P

2(1—

wG*

Ap+ 1+6)( )2

1

PA—(1+0)(1

O

— )’

(1+9)(1

— 1) (A¢+(

1+6) (1

and that o® + [° (0°) increases with A. Also notice that

I°(0°) =

(1 —p)

Ao+ (1+0)(1—

2GC

— 1)

2GC—GS),

(59)

(60)



and

0 [\I° (0°)°] ) ol* (0®)
— = [’ (0’ 2\° (of
) (o) 4 2M) =5
o o+ 2
= lS(O.s) (1_M) 2~c_2)\ (1—M)¢ 22@6
Ag+ (1+6)(L—p) (Ao + (1+6) (1 —p)?
-1 1— )2 -
Ao+ (1+6)(1—p)°]
Since ) )
s s sy, @ F1(0%)"1+6 AN (0%)
(0", 1 (%) = 7+ -2 : =)
we have w > 0. Next,
OV (0*)] _ 1-pofo +1 (%)) [ GG EETC =)
- a~x - a5 (o5
oA o oA s
PR ETRCE S N Cal)
Ge—Gs— 1 ( @A éc—és) (1—p)(1+0)
1—pdlo®+1°(0°)] ‘ =)\t (1+8)(1—)? K
9 O\ 1 o 8[”58(55) ]
_EEW
c __ (22 e
L= pdfo* + 1 (o) [ © A¢+(1+6)S(1—S;L2)2G
p X s 8[M@(; ) ]
2 T—p A+
oA

Since w > (0 and 8[/\l;(js) ) < 0, then 8[U§§\03)] > 0if G§ = Ge (i.e., for the median

citizen), as required.

]

Proof of Proposition 5. We start by generalizing the first order condition for household

1’s policy preference over the subsidy o

G (" (o + 1 0)))] 2L LL)
* o * o ol* (o) (61)
SV (o + 1 (o)) 2 ;fl @) _ e (o) T =
oo
If § =0, Eq. (61) simplifies to
iy 0T (G (0) .
(G = @' (2" (o + " (0)))] 50 — N (I (0)) o 0. (62)
oo



In particular, it implies that the irrelevance result no longer holds as long as 81;((7”) ls=0 > 0:
even if 6 = 0, the equilibrium public good provision under shareholder democracy differs

from that under profit maximization. Notice that

P (AP — P _ —
(0" ? 1+0 o +1+6) or+1+0

1+6 1496 Ge 2G* Ge
Xp—1—6  Xp—1—9§

and

G+ 0* (1+68)(1—p)
oA = (14+0) (1 - p)°

s Ge—G® 2(1—p)G°
G+ [(1+5)(1—u) C AGH(148)(1—p)? (14+0)(1—p)

A — (140) (1 —p)”

(oY) = (1-p)

= (1—p)

Thus, I (0®) < P (oP) if and only if (14 6) (1 —p) < @A, which always holds given
Assumption (29). This establishes part 1. of the proposition. Consider part 2. - ESG
backlash is given by

g Ge 26 G-Gf L 206
1+6 Ap+14+6 (1+0)(1—p) Ao+ (1+0)(1—p)
R i GNP bt VS ) [( St ) B N
1+6 (1481 —p) Xp+A+08)(1—p)?ro+1+0
Ge Ge—G*

V

1+6 (A+6)(1—p)

Noting that the last row is the same as in the absence of lobbying establishes the result.

Finally, consider part 3. Substituting (60) and (59) into U? (o) gives

S S o l 1 c QZS)\ ~c s
Ui = S e [A¢+(1+6)(1—M)2G +5G}
1 1 ) P

- = G+ 6G*

(140)%2¢ {A¢+(1+6) (1—p)? - ]

2

1 ~ 1— ~
Kl PA & (1—p) Gl 4n

| -a] -3
(1406)*20 [N+ (1+6) (1 — p)? 2 [N+ (140) (1 — p)?




which implies

11 GC[ o))
¢(1+0) " [N+ (1+0)(1—p)

1o [ (W@Z 2 (sratar &) ) 6G" + (555)2 2
20 | 5 () 28 (e ) &+ ()

U? (0%) =

e 4 5@5]

_é (1—,&) ~02 T
2 [A¢+(1+5>(1—M>QG] "

and

11 3 L
- G¢ G+ 0G?
51 19) Z{A¢+(1+5)(1—u)2 * }

1 1 O\ ~. 2 ~\2
+0)2¢ <A¢+(1+5)(1—M)2G> +5<G)

0y
_é (1—,&) ~e ’ T
2 [A¢+<1+6>< m?G} "

11 ) ~ ~
- G° G+ 6G?
¢ (1+9) Z{A¢+(1+5)(1—u)2 i }

1 1 A 1 ~\2
_2(1+5)55< ) 2140 Ap+ (1+0) (1 —p) <G> o

Recall from the proof of Lemma 3 that U} (o7) = (Gf — é—) G A . Thus,

7 )it T
Us (0%) > U? (oP) if and only if

Ui (o%) = U7 (0") =

]' 1 Cc Qb)\ ~c s o 1 l s 2
5<1+6)Gi{A¢+(1+5>(1—u)2G +5G} 2(1+5)¢>5<G>

A 1 ~\2 . G\ G A
C2(1+0) N (1+5)(1—M)Q<G> _<Gi 2>1+6¢>\+1+5

+
Ge 1
N P G ( A _ A )
2 Ao+ (146) (1 — p) P X+1+06) 140
. G 10
B AN sy
Notice that /\¢+(1+2)(1_#)2 — QMJ;\H(; > 0, is decreasing in A, and converges to zero as
A — 00. Indeed,
0 A B A ]_ 1+61-pw* 149
Ao+ (1+0)(1—p)  AFTIH] Do+ (1+6)(1—p?" [DA+1+0]"



which is negative if and only if A¢ > (1 +6) (1 — p), which holds by Assumption (29).
Therefore, if G¢ = G¢, then Us (6°) — UP (0®) decreases in A, as required. O

B.3 Partially Internalized Warm Glow

In this appendix, we analyze a variation of the model in which households do not fully
internalize the warm glow benefit of owning a public-good producing firm when forming
their preferences for the subsidy. In particular, we assume that while the public good
provision x; by firm j provides household ¢ with a warm-glow benefit of a;;¢;x; (which
the household fully internalizes at the shareholder voting stage), the household only
internalizes a fraction n € [0,1] of this benefit when forming the preference for the
subsidy at the political stage. The case n = 1 corresponds to the baseline model.

Then, the subsidy preferred by household i solves:

maxUila) = X = nT+ 3 [+ gy + oy + 35) — W(o5) — By o
=1
=Sy 0 3y )+ 3 bt gy + ol 1) — W) — ()
=1 =1 =1
The corresponding FOC is:
= 0a(0)| S - Ly 2D (63

Under profit-maximization, (63) yields:

Ro T 09 G —(1—n)g;

7 (s girwi) = = 64
70 gt) = 0 110 (64)
Under shareholder democracy, if p < 1, (63) yields:
- 7;—1-7]‘%—@5 Ge— (1 — i_és
3 (Gis Yir Wir §°) = _ G- —-n)g 5)

I+0)(1—p)  (1+0)(1—p)

The median citizen’s preferred subsidy pins down the equilibrium. This analysis implies
that when 1 < 1, the warm glow utility of the median citizen has a weaker impact on
the optimal subsidy, under both profit maximization and shareholder voting. Moreover,
Proposition 1 can then be restated as:

If the median shareholder is sufficiently pro-social, such that G* > uG¢ — pu(l —

C

1)g¢, shareholder democracy results in “ESG backlash,” defined as a reduction in the
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equilibrium subsidy realtive to the level under profit maximization

b e G =G+ p(1 =)y
i e i

If the median shareholder’s pro-social preferences are sufficiently strong, G* > G¢ — (1—
7)g°, then the public good is taxed under shareholder democracy, o® < 0.

Intuitively, with n < 1, citizens favor a lower level of public good provision when voting
on the subsidy than when n = 1. Hence, they prefer taxing rather than subsidizing the
public good at lower levels of G* (pro-social preferences of the median shareholder).

Under profit maximization, the equilibrium public good investment and diversion are

G~ (1—-n)g°

P (o) = T (67)
o 5@0—(1—77)@0)

Under shareholder democracy, if u < 1, they are

Ge = (1= n)gF +3G°

z*(0®) = 0+ 0)0 : (69)
(G-
PO = = (70

Hence, Proposition 2 continues to hold for n < 1.
To obtain the analog of Proposition 3, we start by comparing the utility of household
1 under profit maximization and shareholder democracy:

Uz = U7 = (65 = (L= M)l = %) = S0 =)+ 07) = ol =) +07)|

[\CI RSN

s D
] R I

G
(1 +0)

é«s
G§_<1_77)gi—7

6G*
o(1+9)

Kwi 2

i G
-G
Aggregating over all i yields the difference in welfare:

s » - s » omG*

K3 3

2

G
7+n9——]-

i
Hence, if warm glow is only partially internalized ex-ante, shareholder democracy is more
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likely to hurt a typical citizen and reduce aggregate welfare.

B.4 Scaling Utility From Public Goods

In the main text, in the utility function (1), we scale v; by n. Suppose instead that ~; is
not scaled, so that
j=1

In this case, the first best would solve

n

maxi U; = Z vX + igﬂjaij +C;
1 j=1

T,y
3oYi -
1= =1

=07y ity D [+ g — ;) = Wyl
Jj=1 i=1 j=1

1 n

where 7 = =~ > ", 7. The first-order condition for public good provision now yields the

following first-best level of z;:

ny+g
with lim,_. 2f® = oco. This contrasts with the first-order condition in the baseline

j
model (3), which does not explode as n — oo. Intuitively, with utility defined as in (71),

the marginal benefit of the public good explodes as n — oo. As a result, it is optimal
to provide an infinite amount of public goods. This makes it difficult to conduct welfare
analysis, as more public good provision is always better from a societal perspective.

Otherwise, our main results would be similar, with ny; taking the place of ;. Notably,
G? and G¢ would be replaced by, respectively,

s i mo;
G} = poe—t g = pu

+ 7y
Kwi W; g
i moi
GS = + g, = =+ Gi-
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