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Can finance help with the green transition?

Over the past few years, financial markets have sought to foster the green transition by

directing companies toward environmental objectives using

1 Passive strategies that rely on the cost of capital channel by investing in “green”

firms and divesting from “dirty” firms

2 Active strategies that involve direct engagement by activist investors

Evidence: Despite their popularity, passive strategies may have little impact (Pedersen

2024). May even have adverse environmental effects (Hartzmark and Shue 2023)

This paper: Can activism help with the green transition?
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A model of impact activism — Overview

Address question by studying a model of activism with endogenous entry and engagement

Activist entry −→ Engagement −→ Green transition

• Engagement Rate of green transition depends on the efforts of activist and man-

agement, which are subject to moral hazard

• Entry Activist cannot fully capture the gains of activism due to free-rider problem

• Sustainability preferences The activist (and passive investors) can have preferences

for impact

• Environmental regulation Carbon taxes and green investment subsidies
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A model of impact activism — Key results

Similar to passive strategies, active strategies may have little impact on the green tran-

sition and, in some instances, could even obstruct it

• Free-rider problem tilts activists’ investments towards “greener" firms that can

transition at low cost and, thus, benefit less from activist engagement

• Moral hazard together with fact that activists’ goals do not fully align with maxi-

mizing green transition rate, implies that activism may hamper the green transition

Carbon taxation and investment subsidies limit effectiveness of impact activism

Investor activism may be more effective in private capital markets
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Model setting

Three dates t = 0, 1, 2 and no discounting

Three types of risk-neutral agents: Activist investor, continuum of passive shareholders,

and manager

Single firm run by the manager

Firm is all equity-financed. Number of outstanding shares normalized to one

Firm initially owned by dispersed passive investors. At t = 0, the activist decides
whether to enter and acquire a controlling stake θ0 = θ; with no entry θ0 = 0
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Technology and transition

Firm operates a dirty production technology but can transition to a clean one

At t = 2, the transition succeeds (G) with prob. λ or fails (B) with prob. 1− λ

Transition rate λ, depends on the manager’s and the activist’s efforts, m and a

λ = a +m

At t = 2, firm cash flows XG and XB depending on transition outcome. XG − XB ≷ 0
captures non-tax effects of transition. In state B, the firm pays carbon taxes T

(Gross) Financial benefits of transitioning given by ∆ = XG −XB + T
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Preferences and contracting

Efforts a and m are hidden, and come at private costs 12φaa
2 and 12φmm

2

→ Controlling shareholder sets an incentive contract with the manager

Activist derives a non-pecuniary benefit θπ ≥ 0 from owning firm’s stock after transition

↔ Activist derives a non-pecuniary benefit from owning stocks in companies with a

business model in line with its values

→ Activist may push for a green transition, even when ∆ = 0 and the green transition

has a negative financial payoff due to the cost of effort

Investor Activism and the Green Transition 7/34



Preferences and contracting

Efforts a and m are hidden, and come at private costs 12φaa
2 and 12φmm

2

→ Controlling shareholder sets an incentive contract with the manager

Activist derives a non-pecuniary benefit θπ ≥ 0 from owning firm’s stock after transition

↔ Activist derives a non-pecuniary benefit from owning stocks in companies with a

business model in line with its values

→ Activist may push for a green transition, even when ∆ = 0 and the green transition

has a negative financial payoff due to the cost of effort

Investor Activism and the Green Transition 7/34



Timeline

t = 0

t = 1

t = 2

Activist decides whether to buy

a controlling stake θ0 = θ ∈ (0, 1];
Writes managerial contract if θ0 = θ

Manager and activist

choose effort levels

Transition outcome realizes;

Firm pays out realized cash

flows net of managerial

compensation as dividend
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Transition and moral hazard

Contract (C,R) stipulates a payment C in state B and a payment C + R in state G

Given (C,R) and anticipating activist effort â, the manager maximizes

max
m∈[0,m]

(
C + (â +m)R −

1

2
φmm

2

)
,

leading to the incentive constraint
m =

R

φm
(ICm)

Manager has an outside option W ≥ 0. The binding participation constraint is

W = C + (â +m)R −
1

2
φmm

2 (PCm)
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Activist objective

Conditional on entering, the activist solves at the beginning of t = 1:

V = max
a≥0,(C,R)

{(
1− (a +m)

)
θ(XG − ∆− C) + (a +m)θ

(
XG − C − R + π

)
−
φaa

2

2

}
,

subject to (ICm) and (PCm).

Objective ̸= maximizing transition rate

Activist and passive shareholders differ in two ways:

1 Activist exerts private effort

2 Activist has (non-consequentialist) sustainability preferences
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Entry and the free-rider problem

Conditional on activist entry and on a andm, stock price (firm value for passive investors)

at t = 1 equals

P =
(
1− (a +m)

)(
XG − ∆− C

)
+ (a +m)

(
XG − C − R

)

Activist acquires shares at the fair post-entry price P reflecting gains from activism and

enters if and only if

V − θP = (a +m)θπ −
φaa

2

2
≥ 0

Payoff equals expected non-pecuniary payoff from transitioning minus cost of effort
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Model solution: First best

Activist owns a fraction θ of the firm’s equity, but there is no moral hazard

Efforts chosen to maximize surplus generated from the green transition from the activist’s

perspective so that

(aFB, mFB) = arg max
(a,m)

{
θ(∆ + π)(a +m)−

φaa
2 + θφmm

2

2

}
,

where ∆+π is the activist’s payoff per unit of ownership in case of a successful transition
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Model solution: Passive ownership benchmark

No activist entry and managerial effort solves mP = argmaxm
{
∆m − φmm

2

2

}
Proposition (Benchmarks)

Under first-best active ownership, activist and manager efforts are given by

aFB =
θ(∆ + π)

φa
and mFB =

∆+ π

φm
.

The manager’s effort under passive ownership satisfies

m = mP =
∆

φm
< aFB +mFB.
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Model solution: Effort incentives

Define the activist’s relative cost of effort or "activist skill":

ξ :=
φa
θφm

Optimal efforts with activist entry lie below first-best levels and satisfy:

a =
θ(∆ + π)

φa

(
1

1 + ξ

)
and m =

∆+ π

φm

(
ξ

1 + ξ

)
(1)

The activist’s and manager’s efforts, a and m, endogenously arise as substitutes
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Model solution: Effort incentives

Incentives for both the activist and management to exert effort are intertwined through

a double-sided moral hazard problem

• Effort is unobservable → Activist cannot commit to specific effort level. Instead

responds to incentives shaped by equity stake and sustainability preferences

• Incentives are tied to the sensitivity of equity to transition outcome. This sensitivity
is not independent of management’s incentives, as equity is a residual claim

• Because effort incentives are interconnected, they generally cannot be set efficiently

⇒ Efforts of the activist and management fall below their first-best levels

Investor Activism and the Green Transition 15/34



Model solution: Activist entry

Activist enters if and only if the ratio of non-pecuniary and pecuniary benefits to transi-

tioning satisfies
π

∆
≥

1

1 + 2ξ(1 + ξ + ξ2)

Whenever ∆ > 0, sustainability preferences π > 0 are necessary for impact

∆ = 0 (“transition has negative NPV") is sufficient for entry ⇔ No free rider problem

Incentives to enter decrease with skills of activist (i.e. increase with ξ)
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Activist skill and impact: Intensive margin (1)

The intensive margin effect of activism on the green transition relative to passive
ownership is characterized by

Green transition rate with activism
Green transition rate without activism

=
λ(θ)

λ(0)
=
a +m

mP
=
1 + ξ2

ξ + ξ2

(
1 +
π

∆

)

• When λ(θ)λ(0) > 1, activism fosters the green transition: “good activism"

• When λ(θ)λ(0) < 1, activism hinders the green transition: “bad activism"
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Activist skill and impact: Intensive margin (2)

Activism hinders transition relative to passive ownership iff ξ ∈ (ξ−, ξ+), where

ξ± =
∆±

√
∆2 − 4(∆ + π)π
2π

• Activism introduces additional moral hazard problem not present with passive owners

• Moral hazard problem is most severe when ξ takes intermediate values, i.e. when

both the activist and management are key to the transition
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Activist skill and impact: Extensive margin

The activist’s incentives to enter increase as its relative skills worsen (as ξ increases)

and there exists unique ξE such that the activist enters iff ξ ≥ ξE

• Less skilled activist enter

• As ξ = φa
θφm

, activist entry is easier for low θ and low φm: Activists invest in firms

that can well transition on their own

The activist’s payoff from entering a firm V − θP decreases in φm

Endogenous exclusion mechanism: Activists tilt their portfolio towards “greener" firms

that can transition on their own
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Pecuniary vs. non-pecuniary benefits of transition and impact

An increase in the ratio of the non-pecuniary to pecuniary benefits of transitioning π
∆

facilitates impact activism on the:

1 Extensive margin, i.e., the activist enters iff π
∆ ≥ ΓE :=

1
1+2ξ(1+ξ+ξ2)

2 Intensive margin, i.e., λ(θ)λ(0) increases in π∆ , with λ(θ)λ(0) ≷ 1 iff π
∆ ≷ ΓG :=

ξ−1
1+ξ2

.

Three regions:

• π
∆ < ΓE : No entry

• π
∆ ∈ (ΓE ,ΓG): Entry and bad activism

• π
∆ ≥ max{ΓE ,ΓG}: Entry and good activism
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Figure: Preferences, carbon taxes, skills, and impact
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Pecuniary vs. non-pecuniary benefits of transition

Sustainability preferences π improve impact activism both on the

• extensive margin by facilitating entry

• intensive margin by increasing activist engagement and manager effort post-entry

Larger financial benefits of transitioning ∆ have the opposite effect

• Activism aids the transition only if financial benefits ∆ are small or activists’ sus-

tainability preferences π are strong
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Moral hazard and the free-rider problem

Double moral hazard problem implies that only sufficiently skilled activists aid the green

transition, while the free-rider problem deters entry by these high-skill activists.

⇒ Activism fails to materialize when most needed due to the free-rider problem,

resulting in activists only getting involved when their impact is minimal

Effects can be overturned if activist’s sustainability preferences are sufficiently strong

In contrast, larger financial gains of transitioning exacerbate these effects and steer

activists’ investments towards firms that can transition independently at low cost
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Carbon taxation and crowding-out of sustainable finance (1)

Carbon taxation and sustainable finance are two potential ways to facilitate the green

transition. Are they substitutes or complements in fostering the green transition?

Higher carbon taxes T , leading to an increase in ∆ and decrease in π
∆ , hinder activism

both on extensive and intensive margins

• Extensive margin: Higher carbon taxes → pecuniary benefits of transition → the

activist’s efforts are reflected in the stock price → a stronger free-rider problem

• Intensive margin: Higher carbon taxes → increase the transition rate, both with

and without activism → less useful is the activist bringing additional frictions
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Carbon taxation and crowding-out of sustainable finance (2)

∃ a cutoff level TG for carbon taxes above which activism, if it arises, always reduces the

green transition rate

∃ a cutoff level TE for carbon taxes above which there is no activist entry

When carbon taxes are sufficiently low and T ≤ min{TE , TG}, the activist enters and

fosters transition, relative to passive ownership

=⇒ Carbon taxes crowd out active sustainable financing, making carbon taxes and active

sustainable finance substitutes
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Further results

1 Exogenous complementarity in efforts

2 Consequentialist preferences

3 Green investment subsidies

4 Managerial contract set by passive investors

5 Endogenous ownership stake
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Exogenous complementarity in efforts

Baseline: Efforts affect the transition probability a+m symmetrically and independently

Suppose transition probability is given by a + m + ωam where ω ≷ 0 captures the

interactions of efforts in the transition process

• Exogenously assumed complementarity of efforts lead higher managerial effort to

incentivize activist effort when ω > 0

• Because an increase in ω raises the transition rate under active ownership, it also

exacerbates the free-rider problem at entry
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Effects of increasing complementarity
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Consequentialist preferences

Activists account for the level of externalities relative to a counterfactual scenario in

which they do not invest in the firm

• Consequentialist preferences hamper activist entry

• Consequentialist preferences have no direct effect on activist effort conditional on

entry, but they generate a selection of activist skills

• Consequentialist preferences increase the skill and impact of activism
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α measures consequentialism
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Further results
• Green investment subsidies

◦ Subsidies crowd out activism on the intensive margin, they crowd in activism on the

extensive margin

• Managerial contract set by passive investors

◦ When managerial contracts are established by passive investors rather than activists,

impact activism is negatively affected on the extensive and intensive margins

◦ For activists to have impact, it is crucial that they have the authority to affect man-

agerial contract terms

• Endogenous ownership stake θ

◦ Endogenous θ can result in bad activism (when a larger θ could foster the transition)

◦ Endogenous θ decreases in activist skill and increases in manager skill
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Contract set by passive investors
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Contract set by passive investors
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Conclusions

A model of investor activism with endogenous entry and engagement

• Activists endogenously select firms that are capable of transitioning by themselves

• Activism can decrease the green transition rate

• Carbon taxes crowd out good activism

• When activists could have high impact, they acquire low stakes and exert low effort

Investor activism may be more effective in private capital markets
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