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ABSTRACT

In this paper, we investigate how competition among NGOs to attract donations shapes the incentives that NGOs provide to their
employees. NGOs hire workers to undertake development projects, which are horizontally and vertically differentiated. Workers
perform constructive activities that enhance project quality, but can also engage in non-observable destructive activities that harm

the employing organization. NGOs offer monetary incentives to encourage constructive effort, but also need monitoring to curb

destructive behavior. Our analysis yields the following results: (i) a high mission orientation on the part of NGOs makes workers’

misconduct harder to eliminate; (ii) increased competition in the market for donations leads to higher constructive effort and
project quality, but also to greater destructive effort; (iii) relative to the social optimum, the market outcome entails inadequate

monitoring and excessive destructive behavior.
JEL Classification: D43, D86, L13, L31

1 | Introduction

Since the late 20th century, nongovernmental organizations
(NGOs) have emerged worldwide as a valuable alternative to gov-
ernments in the provision of public goods and services (see Alda-
shev and Navarra; and Salamon et al. [1, 2], among others). This
is particularly true for international NGOs delivering health and
human services in developing countries. The World Bank esti-
mates these organizations channel over 15 percent of total over-
seas development aid, approximately $15-$20 billion annually.!

Despite the importance of their role, development NGOs are not
immune to scandals. The 2018 Oxfam Haiti sex scandal serves
as a stark example. It broke out on the 9th of February 2018,
when The Times accused Oxfam GB (one of the leading UK
charities that fights global poverty and works in 67 countries)
of covering up an internal investigation into the exploitation

of prostitutes, presumably minors, by its senior staff working
in Haiti after the 2010 earthquake. After the investigation, the
charity allowed three men, including the country director, to
resign and dismissed four more of its workers for gross mis-
conduct. However, The Times claimed that the organization did
not do enough to report the allegations and treated senior staff
leniently.?

The scandal had immediate effects on the reputation of the orga-
nization and a tremendous impact on its finances. Many public
figures resigned as ambassadors for Oxfam GB, and the Haitian
government announced it was withdrawing Oxfam’s right to
operate in the country. Most importantly, about 7000 people
stopped making regular donations to Oxfam GB, including some
celebrity patrons who withdrew their support for Oxfam. More-
over, both the UK government and the European Commission
suspended their funding to the charity. In sum, Oxfam GB lost
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approximately 16 million pounds within a few months since the
scandal outbreak.’

The ensuing public debate insisted on the fact that the Oxfam
scandal might have been the tip of the iceberg because both the
misconduct by aid workers and its covering up by the employ-
ing organizations were perceived to be widespread.* Indeed,
the highly competitive nature of the aid sector, where NGOs
expected donors to fund only those organizations with the best
performance, put NGOs under pressure to demonstrate value for
money. This competitive pressure acted as the crucial transmis-
sion mechanism that shifted NGOs’ incentives towards providing
an immaculate account of success, which in turn reinforced prac-
tices of concealment. The Oxfam scandal thus revealed the need
for systemic change from all charities working in development
aid, urging them to significantly improve their monitoring and
safeguarding practices, becoming more accountable and trans-
parent. The scandal also called for a cultural change on the part
of donors, who should acknowledge that organizations that dis-
close wrongdoing are probably the most trustworthy, provided
they make a genuine attempt to rectify errors.®

Inspired by these considerations, our paper provides a formal
economic explanation for why intense competition in the mar-
ket for donations can have detrimental effects on the integrity of
the aid sector. In particular, we develop a model to explore the
extent of workers’ deviant behavior within development NGOs
and show that competition for donations erodes NGO’s incen-
tives to invest in costly monitoring, thus paving the way for scan-
dals to occur. Despite its relevance, this topic has rarely been
analyzed in the economics literature. A notable exception is rep-
resented by Auriol and Brilon [8], who study the provision of
incentives by non-profit and for-profit organizations in the pres-
ence of “bad workers”. They find that bad workers, attracted by
higher monetary incentives, enter the for-profit sector, where
they refrain from any destructive activity.’”

Development NGOs are fundamentally mission-driven organiza-
tions dedicated to achieving altruistic goals while simultaneously
depending on external funding secured from donors. Although
donors provide essential financial resources, they typically lack
detailed information regarding the NGOs’ internal operations,
which limits their ability to effectively differentiate between
good and bad NGOs. On their part, NGOs are complex struc-
tures characterized by intrinsic principal-agent conflicts. They
are governed by altruistic principals who delegate the actual
execution of development projects to on-the-ground workers.
These agents, however, may not always operate in full align-
ment with the organization’s core mission. Specifically, NGO
employees might take advantage of their position of power vis
a vis the beneficiaries of NGOs’ aid. Moreover, due to their
reliance on funding, NGOs actively compete against each other
for donations. To dilute competition, NGOs seek to differentiate
themselves both horizontally and vertically. Most NGOs special-
ize in a specific project, such as fighting child malnutrition or
providing disaster relief, and the success of their development
projects can vary significantly depending on the effort exerted by
their staff.?

Our model captures these key features of the environment. To
represent the horizontal dimension of competition among NGOs,

we use a Salop framework, while the vertical dimension is mod-
eled by assuming that project quality depends on employees’
constructive effort. Being mission-driven organizations, NGOs
value project quality and offer monetary incentives to moti-
vate employees to exert constructive effort. Nonetheless, workers
might also engage in anti-social behavior by exerting destruc-
tive effort, which is unobservable to both the employing NGO
and its donors. To limit misconduct and prevent scandals, NGOs
can monitor their employees. Through monitoring, NGOs reas-
sure donors that project quality is not compromised by destruc-
tive behavior within the organization. As a result, the monitoring
intensity chosen by each NGO positively influences the amount
of donations it receives.

Within this framework, our research addresses three main ques-
tions. First, how does an NGO solve the incentive problem arising
from the non-observability of (some of) its workers’ actions? In
particular, can sufficiently high monitoring fully deter destruc-
tive behavior? Second, how does competition in the market
for donations affect the monitoring intensity and the incentive
pay set by NGOs, as well as workers’ provision of construc-
tive and destructive effort? Because this relationship depends
on market structure, we consider both the case of exogenous
market structure, with a fixed number of NGOs, and the case
of endogenous market structure, where the number of NGOs
is determined by free entry. Third, how do these market out-
comes compare with those obtained when a social planner maxi-
mizes total welfare? Specifically, are equilibrium levels of mon-
itoring and bonus pay insufficient or excessive relative to the
social optimum?

Our analysis reveals a critical trade-off between NGOs’ mis-
sion orientation and their ability to deter misconduct when con-
structive and destructive efforts are complements. This scenario
reflects real-world dynamics where “doing good” inadvertently
creates the conditions for “doing bad”. For example, in the Oxfam
Haiti sex scandal, the senior staff accused of exploiting prosti-
tutes were settled in the country for some time to provide aid after
the 2010 earthquake. Their legitimate work provided the oppor-
tunity, access, and trust necessary for their destructive behav-
ior. We find that more mission-oriented NGOs provide higher
bonus pay to their workers to encourage constructive effort.
However, when efforts are complementary, a higher mission ori-
entation simultaneously reduces the NGO’s incentive to invest
in monitoring, which ultimately results in higher destructive
effort.

Another key result of our analysis is that an increase in the degree
of competition in the market for donations increases project qual-
ity, through higher incentive pay offered to NGOs’ employees,
but it also increases workers’ destructive effort. When market
structure is exogenous, and competition increases, NGOs’ devel-
opment projects become less horizontally differentiated. This
makes vertical differentiation more relevant to NGOs, which try
to attract donors by increasing the quality of their projects and
offering their workers higher incentive pay. However, at equilib-
rium, all NGOs ultimately supply the same project quality, so that
an increase in competition decreases the payoffs of each NGO and
reduces NGOs’ incentives to monitor their employees, resulting
in higher destructive effort. Furthermore, an increase in competi-
tion decreases donations both directly, because the total amount

The Journal of Industrial Economics, 2026

85L8017 SUOWWOD BA 1.0 3(cedt dde ayp Aq peusenob afe 9ol e O !8sn 4O Sa|nJ 10} ArIq1T8UIIUO A8]IM UO (SUOHIPUD-pUR-SLLBI WD A3 | 1M Afeiq)| U1 |UO;/:SHL) SUORIPUOD PuUe SWLB | 8Y} 88S *[9202/50/2T] Uo Ateiq)Tauliuo A8|Im eifelieueiyooD Ad 22002 @10 [/TTTT OT/10p/wo0 A8 |1m Arelqijeul|uo//Sdny woij papeojumoq ‘0 ‘TSY9.9rT



of funds received by each NGO is reduced, but also indirectly,
because the decrease in monitoring causes a drop in donors’
willingness to donate. These results are valid when effort levels
are independent, and are strengthened under complementarity
because an increase in bonus pay, while aimed at boosting con-
structive effort, also induces a higher level of destructive behav-
ior. The result that workers’ destructive behavior is intensified
in more competitive aid markets continues to hold when market
structure is endogenous.

Our results uncover an unintended effect of competition in the
market for development aid: When workers’ effort levels are
either complementary or independent, and the market is highly
competitive, NGOs find it more difficult to maintain their reputa-
tion for doing good, and scandals are more likely to occur. Given
these findings, we conclude our analysis by comparing the mar-
ket equilibrium outcomes with the optimal level of monitoring
and bonus pay that a social planner, aiming to maximize total wel-
fare, would set for each NGO. Relative to the social optimum, we
find that NGOs provide an insufficient level of monitoring, which
induces an excessive amount of destructive effort by workers.
Moreover, incentive pay and constructive effort can also be exces-
sive, provided that NGOs’ mission orientation is sufficiently low.

Our analysis suggests that NGOs’ internal incentives and
traditional top-down oversight may be insufficient to fully erad-
icate misconduct. This calls for some policy recommendations
aimed at improving NGOs’ governance. First, since destructive
effort is higher in markets where competition for donations
is more intense, governments should aim to reduce the com-
petitive pressures that distort NGOs’ incentives. Instruments
like multi-year pooled funding, collaborative grant schemes, or
coordinated donor platforms can effectively mitigate this race
for raising funds, which, in our model, results in lower moni-
toring effort. Second, because mission-oriented organizations
are more inclined to enhance quality through bonus pay rather
than investing in monitoring, governments should develop
sector-wide standards for safeguarding and appropriate conduct,
making compliance a prerequisite for accreditation or funding
eligibility. Finally, our model shows that NGOs cannot fully
internalize the social benefit of reducing destructive behavior.
Encouraging community-based or beneficiary-driven reporting
mechanisms increases the probability that destructive behavior
is detected, raising the expected cost of misconduct and restoring
incentives closer to the social optimum. Together, these policy
measures address the key vulnerabilities identified in our model,
aiming to enhance NGOs’ reputation and the overall success of
development projects.

The rest of the paper proceeds as follows. In the next subsec-
tion, we review the related literature. In Section 2, we set up the
model, and in Section 3, we analyze the market equilibrium, dis-
tinguishing between exogenous and endogenous market struc-
ture. In Section 4, we compare our results with those obtained
when a social planner chooses monitoring and bonus pay to maxi-
mize total welfare. In Section 5, we offer concluding remarks, dis-
cuss potential extensions, and examine the policy implications of
some of our main results. All the proofs are provided in Appendix
A, while in Appendix B, we consider the interplay between work-
ers’ efforts, and we show how our results change when activities
are either independent or substitutable.

1.1 | Related Literature

Our paper contributes to a growing body of theoretical literature
that examines the relationship between incentives and employee
motivation in mission-oriented organizations. The focus has
been primarily put on prosocial motivation, where employees
are intrinsically driven by their personal contribution to the
organization’s mission (as in Besley and Ghatak [14-16], or
in Barigozzi and Burani [17, 18]).° These studies highlight the
effectiveness of matching the preferences of mission-oriented
organizations and motivated workers to reduce the need for
high monetary incentives. In contrast, our research addresses
a different challenge: The potential for destructive behavior by
bad workers within these same organizations. Mission-oriented
organizations, particularly those operating in remote locations
with limited external oversight, are susceptible to attracting
workers who derive pleasure from harmful activities. This
framework is similar to that of Auriol and Brilon [8], who ana-
lyze the sorting of workers (categorized as good, regular, or bad)
between profit-oriented and mission-oriented organizations. In
equilibrium, both types of organizations use monitoring to deter
bad behavior; good workers only enter the mission-oriented
sector, whereas bad workers are attracted by the higher bonus
pay prevailing in the profit-oriented sector, where they behave
like regular workers. Consequently, no scandals arise in the
mission-oriented sector. We share with Auriol and Brilon [8] the
emphasis on bad workers and their motivations, but our model
differs by not considering workers’ self-selection or heterogene-
ity. This allows us to specifically focus on the interplay between
constructive and destructive worker activities and to demon-
strate how and under what circumstances deviant behavior can
occur within development NGOs.!°

Our paper is also related to the economics literature that studies
NGOs’ competition to attract donations. Aldashev and Verdier
[11] examine how horizontally differentiated NGOs compete for
donations through fundraising.!! NGOs can divert donations for
private use, and each NGO’s fundraising effort increases with
both the number of competing NGOs and the amount of diverted
funds. With free entry, this leads to multiple possible equilibria
with either no diversion or high diversion of funds. Aldashev
etal. [12] further develop this idea that good or bad equilibria can
emerge, showing that, depending on the entrepreneur’s motiva-
tion, donations can be allocated either to accomplish the organi-
zation’s mission or to cover the organization’s expenses. With this
line of research, we share the view that decentralized competition
for donations can be detrimental;'> Nonetheless, we depart from
this literature because we do not examine the problem of fund
misappropriation and rather analyze a very different channel
through which increased competition can affect the market out-
come. In another paper, Aldashev et al. [13] examine the impact
of transparency policies on decentralized public good provision,
showing that increased monitoring, while potentially curbing
rent-seeking, can also reduce diversity, leading some NGOs to
abandon their missions. In our model, instead, monitoring dis-
courages destructive worker behavior and has a positive impact
on donations. Recently, Kopel and Marini [30] investigate the
effects that mandatory disclosure of NGOs’ executive compensa-
tion has on fundraising competition and social welfare. They find
that transparency has ambiguous effects: It reduces competition,
potentially increasing NGOs’ outputs and social welfare, but it
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also leads to socially inefficient project clustering. Kopel [31],
instead, considers the optimal disclosure policies that NGOs
competing for donations can adopt relative to their fixed costs.

In spirit, our results are similar to those of Heyes and Martin [32,
33], which examine competition among NGOs that provide label-
ing services. They find that competition can be detrimental, lead-
ing to an inefficient proliferation of labels. Similarly, we find that
increased competition can have an unintended negative effect by
encouraging destructive behavior among workers.

Finally, our paper contributes to the extensive literature on mul-
titasking. The main idea of this literature is that when workers
are tasked with multiple activities, a firm’s incentive pay structure
can lead them to reallocate effort towards more easily measurable
tasks (see, among others, Holmstrom and Milgrom; Itoh; Baker
et al.; Dewatripont et al.; Fehr and Schmidt [34-38]). Building
on these insights, Bénabou and Tirole [39] analyzes the screening
problem of firms competing for workers’ talent, when prospective
employees are required to engage in two different activities. They
show that when tasks are substitutes, intense labor market com-
petition increases performance pay for the most talented workers,
which undermines work ethics and ultimately reduces social wel-
fare. In this paper, we abstract from screening for talent to focus
specifically on the interplay between constructive and destruc-
tive efforts within mission-oriented organizations that compete
to attract donations. Importantly, we focus on the case of com-
plementary efforts as it generates a double multitasking problem:
Bonus pay designed to encourage constructive effort also crowds
in destructive behavior, while monitoring intended to curb mis-
conduct also crowds out constructive effort and project qual-
ity. We then analyze how these unintended effects vary when
competition becomes more intense, showing that it is particu-
larly difficult for mission-oriented organizations to deter workers’
misconduct.

2 | The Model

There are n NGOs that compete to attract donations and are posi-
tioned equidistantly around a circle, whose circumference is nor-
malized to 1 (see Salop [40]).1* As in Aldashev and Verdier [11,
27], NGOs engage in development projects that are horizontally
differentiated: The location of each NGO represents the particular
social problem targeted by the NGO, such as disaster relief, pro-
moting access to health care, fighting child malnutrition or child
labor, providing education, and so on.

21 | Social Entrepreneurs and Employees

Each NGO i is structured as a principal-agent pair, with the
principal being a risk-neutral social entrepreneur (she) and the
agent being a risk-neutral employee (he). The social entrepreneur
decides whether to enter the aid market paying a fixed cost, F.
Upon entry, she hires a single employee and delegates to him the
actual realization of the development project, offering monetary
compensation.

On behalf of NGO i, the employee exerts constructive effort
e; > 0, which is measurable and contractable. This effort directly
determines the quality of the NGO’s project, ¢; = ¢;, so that NGOs

provide vertically differentiated projects. To incentivize this effort,
the social entrepreneur offers a linear contract, w; = z; + e;b;,
consisting of a fixed payment z;, and a bonus pay b, for each
unit of constructive effort.'* Furthermore, the employee may
exert destructive effort d; > 0, which represents an unobservable,
antisocial behavior (such as sexual misconduct) driven by the
employee’s intrinsic motivation v > 0. Although beneficial for
the employee, destructive effort harms the NGO. To mitigate this
undesirable behavior, the social entrepreneur chooses a monitor-
ing level, m; € [0, 1], that represents the probability with which
destructive behavior can be detected. If the employee is caught,
he incurs an exogenous punishment, k& € (0, 1), which is propor-
tional to the severity of misbehavior and can range, for example,
from a fine to a prison term.!® Therefore, an employee working
for NGO i obtains the following utility:

I}

V(e d;) = z; + e;b; + (v — km)d;, — C(e;, d,). 1)

The total cost of effort C(e;, d,) is strictly increasing and strictly
convex in both effort levels, as in Auriol and Brilon [8]. Beyond
the direct organizational costs incurred to avoid detection,
destructive effort also entails psychological costs, which include
guilt, shame, and other negative emotions associated with uneth-
ical behavior (see the celebrated paper by Becker [43], and the
literature in psychology on moral emotions, e.g., Tangney et al.;
Cohen et al. [44, 45]). To obtain explicit analytical solutions, we
assume that such effort cost takes the quadratic specification, as
exemplified by Bénabou and Tirole [39]:
e? +d?
C(e;,d;) = — 5 ~ — e,

where A determines the nature of the interplay between the
two effort levels. Effort levels are complements when 4 € (0, 1),
substitutes when 4 € (—1,0), and independent when A = 0. Note
that the restriction A4 € (—1, 1) ensures that the worker’s problem
is concave.

As for social entrepreneurs, we follow Rose-Ackerman; Andreoni
and Payne [46, 47], who assume that the managers of charities
maximize their net revenues, which is the donors’ contributions
net of costs. Accordingly, social entrepreneur i has the following
payoff function:
2
”i(bismi)=yi+(E_bi)ei_Zi_Ddi_7I_F’ @

which includes the donations y; received by NGO i, labor costs,
a quadratic cost of monitoring, and the fixed entry cost. It
also incorporates two elements that will play a key role in the
decision problem of the social entrepreneur: (i) a reputational
damage from worker’s misconduct, D > 0, which is propor-
tional to destructive effort d;; and (ii) a non-monetary benefit
E > 0, which is proportional to project quality g; = e;. This lat-
ter parameter represents the social entrepreneur’s altruism or
mission-oriented motivation that is typical of NGOs. A higher
value of E means that the entrepreneur derives greater intrinsic
satisfaction from the quality of the project itself, independently
of the donations that the project attracts.

2.2 | Donors

NGOs receive donations from a continuum of small donors, who
have mass 1, are uniformly located on the circumference, and
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have a fixed budget of 1 to donate. Each donor obtains a posi-
tive exogenous utility, or “warm glow”, from giving, u > 0, which
captures the intrinsic satisfaction of contributing to a good cause.
We take u to be sufficiently high so that each donor enjoys a
positive total utility and the market is fully covered (see, for
instance, Aldashev and Verdier; Manna [11, 24]).!6 Moreover,
each donor’s payoff increases with project quality and decreases
with the distance between the ideal development project (the one
corresponding to the donor’s location) and the projects proposed
by the neighboring NGOs. In particular, donor j funding NGO i

enjoys utility:
U,-,(qi, le-) =u+gq;,— tsz»,-s

where parameter t+ measures the degree of horizontal differenti-
ation among development projects, and x;; denotes the distance
between donor j and NGO i. This will result in potential dona-
tions destined to NGO i, denoted by Y;, which depend on the
project quality of NGO i relative to the neighboring NGOs, and
whose actual expression will be determined in Section 3.1.

Building on empirical evidence showing a positive relationship
between internal monitoring and donor intentions (see Becker
[48]), we assume that donors weigh or discount potential dona-
tions Y; according to the monitoring intensity of NGO i, which
serves as a proxy for its reputation and commitment. While
employees’ destructive effort is unobservable to both donors and
social entrepreneurs, monitoring generates public signals, such
as audit results or third-party ratings, that inform donors’ percep-
tions of NGOs’ integrity. Accordingly, actual or effective donations
received by NGO i are given by y, = m;Y;, while the remaining
fraction of resources is retained by donors for consumption, yield-
ing zero utility.!” A high level of monitoring signals to donors that
the NGO is diligently adhering to its mission and actively min-
imizing the potential for internal misconduct. Although we do
not explicitly model reputational concerns, the idea here is that
donors are likely to penalize NGOs harshly if a scandal occurs.!8
Moreover, by tying effective donations to monitoring effort, our
model also analytically captures the strategic interaction among
NGOs to attract donor funding.

2.3 | Beneficiaries

Finally, it is important to stress that, although the market for
donations exists to aid disadvantaged populations, our model
does not explicitly include the well-being of beneficiaries. This
simplification allows us to focus on the interplay between
competition and incentives, given that the beneficiaries do
not make any relevant decision. Nevertheless, their welfare is
implicitly captured in two ways: Through the altruism of social
entrepreneurs, who receive a non-monetary benefit E tied to
project quality, and through the utility of donors, who receive
both a warm-glow benefit u from donating and satisfaction from
the final project quality g;.

24 | Timing and Solution of the Game

The timing of the model is as follows. In stage 1, each social
entrepreneur decides whether to enter the market for develop-
ment aid, incurring the cost F, or stay out. In stage 2, each NGO

hires an employee, offering him a contract (b;, z;), and exerts
monitoring m,. In stage 3, each employee accepts any contract
that yields an expected utility of at least his reservation utility.
Each hired worker undertakes effort e;, so that project quality g,
is realized, and eventually exerts destructive effort d,. In stage 4,
donors decide which NGOs to finance based on NGOs’ observed
project congruence, project quality, and monitoring activity.

The solution concept is a subgame perfect Nash equilibrium and
the game is solved by backward induction. Only symmetric equi-
libria are considered, and all the proofs of the main results are
provided in Appendix A.

3 | Market Equilibrium

In this section, we first consider (backwards) all stages of the
game, but the first one. More specifically, we will take the number
of active NGOs n as given and characterize the equilibrium with
exogenous market structure. In Section 3.2, we will endogenize
the market structure by letting n be determined by the simulta-
neous entry decisions of all NGOs in the market for donations.

3.1 | Exogenous Market Structure

We start examining the last stage of the game in which donors
take their funding decisions. Potential donations received by
NGO i amount to:

Y= -4 ——— 3)

Potential donations to NGO i increase with the quality of its
project relative to the symmetric quality g of competitors. This
implies that, by improving its project quality, an NGO attracts
donors away from its rivals. Furthermore, potential donations
decrease as the number of NGOs n increases, reflecting intensi-
fied competition. This holds true as long as the quality differential
favoring NGO i is not too large. Finally, a higher transportation
cost t reduces donations, provided NGO i has a quality advantage,
as donors become less sensitive to quality differences between
NGOs.?

In stage 3, all workers simultaneously choose their effort levels.
Given the monitoring level m; and the incentive scheme (b;, z;)
offered by NGO i, an employee chooses the effort levels that max-
imize his utility (1). The interior solutions to this problem are:

b+ A(v — km;)
1- 22

v — km; + Ab,

1-2

€
Workers’ decision to engage in constructive and destructive effort
hinges on the interplay between monitoring and bonus pay and
on the magnitude of employees’ net utility from misconduct
v—km;. When efforts are substitutes, 4 € (—1,0), bonus pay
incentivizes constructive effort while simultaneously decreasing
destructive effort. Meanwhile, monitoring is effective in reduc-
ing destructive behavior and also increases constructive effort.
In this scenario, the condition v — km; < 0 is sufficient to guar-
antee that constructive effort is strictly positive and destruc-
tive effort is eliminated. When efforts are independent, 4 = 0,

e (b,m,) = and d,(b,m;) =
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bonus pay only affects constructive effort, while monitoring only
affects destructive effort, and the condition v — km; > 0 is both
necessary and sufficient to have a strictly positive destructive
effort. When efforts are complements, 4 € (0, 1), a multitasking
problem emerges because the two instruments have conflicting
effects: Increasing bonus pay to stimulate constructive effort also
increases destructive effort, while monitoring intended to deter
destructive behavior, inadvertently reduces constructive effort. In
this scenario, the condition v — km; > 0 is sufficient to guarantee
that both efforts are strictly positive. Therefore, fully eradicating
destructive behavior not only requires a negative net utility from
misconduct, but also a small enough bonus pay.?® We summarize
these observations in Remark 1.

Remark 1. When 1 € (0,1), bonus pay crowds in destructive
behavior, and monitoring crowds out constructive effort. When
A € (-1,0), the effects of bonus pay and monitoring reinforce
each other. When 4 =0, bonus pay only affects constructive
effort, while monitoring only affects destructive effort.

The worker accepts any bonus pay b, and monitoring level m;
that guarantees him at least his reservation utility, which is
normalized to zero for simplicity. Therefore, in stage 2, social
entrepreneur i can offer to her worker the fixed payment z;
(which will depend on her decision variables b; and m;,):?!

z;(bym;) = =bye; (b, m;) = (v = kmy)d; (b, m;)
+ C(ei(bi’mi)’di(bi’mi))' ®)

Destructive behavior provides a private benefit to the employee,
and so it relaxes his participation constraint. This allows the
social entrepreneur to lower the fixed payment, z;. She then
sets the optimal bonus pay and monitoring level to maximize
her payoffs, recognizing that all other variables (effective dona-
tions, salary, and both effort levels) depend on these two strategic
choices:

(b.,m,) — e(b,
max ”i(bpmi) =m, %+ n(e,( - m,z « m))
MM

+ (E = b;)e;(b;,m;) — z;(b;,m;)
m?
1
- Dd;(b;,m;) — - - F (P1)

Computing the first-order conditions associated with program
(P1), we can highlight the trade-offs between the marginal bene-
fits and the marginal costs of increasing monitoring and bonus
pay (see expressions (Al) and (A2) in Appendix A.1 section
Proof of Proposition 1). An increase in monitoring is beneficial
to the social entrepreneur as it boosts effective donations and
reduces the harm caused by destructive efforts. However, it also
imposes direct monitoring expenses and increases the fixed salary
component.?? In addition to that, when efforts are complements,
monitoring negatively impacts constructive effort and therefore
project quality. This reduces donations and puts the NGO at a
disadvantage compared to its rivals. Bonus pay affects NGO’s pay-
offs only indirectly through its impact on workers’ effort levels.
An increase in bonus pay has a positive effect on NGO’s project
quality (via constructive effort) and can have either a positive
or a negative effect on destructive effort, depending on whether
efforts are complements or substitutes.

To ensure that the solution to the first-order conditions corre-
sponds to a global maximum, we require the following conditions
to hold.

Assumption 1. The second-order conditions are satisfied:

1-A-k*>0 and 1[r(1- A% =K*) + Akn] — n(n — Akt) > 0.

We also assume that the incentive mechanisms have their
intended effects, even when efforts are complementary: Bonus
pay has a positive impact on constructive effort, whereas moni-
toring has a negative impact on destructive effort (as shown in
Appendix A.1 section Proof of Proposition 1, this requires the fol-
lowing conditions).

Assumption2. n—kr>0 and kf— An> 0.

Assumption 2 is always satisfied when efforts are substitutes or
independent; when efforts are complementary, it holds provided
that 4 is below a threshold strictly between 0 and 1. Further-
more, both Assumptions 1 and 2 are satisfied when k belongs to
a non-empty and sufficiently large interval that we characterize
in Appendix A.1 section Proof of Proposition 1.

Solving the system of first-order conditions, we determine the
equilibrium levels of bonus pay and monitoring. Substitut-
ing these back into the worker’s effort choice equations, we
can also find the equilibrium effort levels for both construc-
tive and destructive activities. These solutions are reported in
Proposition 1 below, where we define:

(1-42) + kn(D — v — AE)

A=
1(1— 22— k?) + kan

Note that Assumption 1 guarantees that the denominator of A is
positive.
Assumption3. D-v-AE >0.

The above assumption provides a sufficient condition for
the numerator of A to be positive. While this condition is
more easily satisfied when efforts are substitutes, in the

case of complementarity, it is equivalent to requiring that
D>v and E<2L=E.

Proposition1 (Equilibrium with exogenous market
structure).  For a given humber of NGOs, there exists a unique
symmetric and interior equilibrium in which each NGO i optimally
sets monitoring and incentive pay equal to:

m* =LA, b*=E—AD+ A,
1 n 1

and each worker provides effort levels:

, _E—MD-v)  (n—AkDA
o (1-2) n(1-22)"

4o _ VX AE=AD) _ (ki—AmA
: (1-42) n(1-22)°
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In Appendix A.1 section Proof of Proposition 1, we provide
the conditions for the existence of this interior solution. In
Appendix A.2 section Proof of Proposition 2, we also fully charac-
terize the possible corner solutions that arise in our model, given
that monitoring intensity cannot exceed one, and that bonus pay
and effort levels cannot be negative.?®

In doing so, we focus on the case in which constructive and
destructive efforts are complements (4 > 0). This is done for
two reasons. First, real-world observations from the aid sec-
tor provide evidence that engaging in legitimate work often
provides the opportunity and means for misconduct. In the
Oxfam Haiti scandal, for instance, a worker involved in the
post-earthquake reconstruction had already become familiar
with the environment and had gained the trust and confidence
of the beneficiaries. This made it much easier for him to carry
out destructive activities. The model therefore captures how
“doing good” can inadvertently create the conditions for “doing
bad”. Second, effort complementarity is the most interesting case
to analyze, because it generates a double multitasking problem
for social entrepreneurs, whereby encouraging constructive
behavior stands in conflict with preventing destructive activities
(see Remark 1 and the discussion that precedes it). In the next
sections, we show that some of our key findings remain robust
when effort levels are independent.?*

The interplay between NGOs’ mission orientation and effort com-
plementarity is a crucial determinant of equilibrium outcomes.
Specifically, a higher value of E leads to lower monitoring and,
surprisingly, higher destructive effort. This is driven by two mutu-
ally reinforcing factors. First, a mission-oriented entrepreneur
places more intrinsic value on project quality, which reduces her
incentive to invest in monitoring. Second, a higher E leads to a
higher bonus pay to encourage constructive effort. When efforts
are complements, this increase in constructive effort inadver-
tently boosts destructive effort as well.2>

The finding that a high level of mission orientation E increases
destructive effort provides important insights into the deterrence
of harmful behavior. To illustrate this, consider two types of
organizations—those with and without a mission focus. When
an organization has no interest in project quality, that is, E = 0,
its primary objective is to maximize donations. In this case, mon-
itoring becomes a powerful tool to prevent destructive behav-
ior that could damage the reputation of the NGO. Our analy-
sis shows that when E =0, choosing a sufficiently high level
of monitoring can fully eliminate destructive effort. This is no
longer the case when E > 0, thus revealing a unique challenge
for mission-driven organizations. In particular, when E exceeds
a certain threshold E (defined in Appendix A.2 section Proof
of Proposition 2), monitoring alone is no longer sufficient to
eliminate misconduct. Proposition 2 highlights that when con-
structive and destructive efforts are complements, the effective-
ness of monitoring depends on the entrepreneur’s degree of
altruism.

Proposition 2 (Deterrence of destructive effort). Letv <
k. There exists a threshold value E such that: (i) If 0 < E < E, then
the equilibrium monitoring level m? always guarantees that d} = 0,
(D)IfE<E < E, then m is not sufficient to deter workers’ destruc-
tive behavior.

It is worth noting that if the condition v < k does not hold, the
outcome d; = 0 is not achievable. This relates to the discussion
following Equation (4), where we note that a worker’s decision
to engage in destructive effort depends on whether their net util-
ity from misconduct, v — km;, is positive. We also find that the
threshold value E is increasing in D and decreasing in v. As a
result, destructive behavior is fully deterred, that is, d; = 0, when
the reputational damage from wrongdoing D is high enough
and/or the employee’s intrinsic motivation for destructive behav-
ior v is sufficiently low.

The tension between mission orientation and the effectiveness
of monitoring does not arise when effort levels are independent.
When A =0, the entrepreneur’s mission orientation E has no
effect on monitoring or on destructive behavior. Nevertheless,
even with independent efforts, destructive effort remains positive
whenever the reputational damage D is not too high relative to
the employee’s intrinsic motivation to misbehave v.

3.1.1 | Impactof Market Competitiveness

In this subsection, we consider the interior solutions displayed in
Proposition 1, which are such that both m} < 1 and b} > 0 hold,
together with e > 0 and d; > 0. We analyze how these equilib-
rium outcomes change in response to a change in the degree of
competitiveness of the relevant market. In particular, competi-
tion increases because of: (i) a reduction in market concentra-
tion, namely an increase in the number » of active NGOs; or (ii)
an increase in the substitutability across development projects,
namely a reduction in transportation or mismatch cost z.

Our key result is that monitoring decreases and destructive effort
increases in more competitive markets. This finding holds true
when effort levels are either complementary or independent.
The intuition behind this result is as follows: When competi-
tion intensifies, that is, n increases and/or ¢ decreases, NGOs
have fewer horizontally differentiated projects. To attract donors,
each NGO attempts to boost its project quality by increasing its
employees’ bonus pay. However, in equilibrium, all NGOs ulti-
mately choose the same quality level. Consequently, an increase
in the number of competitors simply results in a smaller donor
base for each NGO. This fragmentation reduces the marginal
benefit of monitoring, since its value lies in raising the contribu-
tion of each donor, thereby weakening the social entrepreneur’s
incentive to invest in costly monitoring. The decline in monitor-
ing leads to a subsequent rise in destructive effort. These results
are strengthened under complementarity because an increase
in bonus pay, while aimed at boosting constructive effort, also
induces a higher level of destructive behavior. These findings are
summarized in Proposition 3.

Proposition 3 (Effect of competition with exogenous mar-
ket structure). With an exogenous market structure, monitor-
ing is lower, but constructive and destructive efforts are higher in
more competitive markets.

Proposition 3 also highlights that increased market competitive-
ness drives up project quality. However, this does not translate
into more donations per NGO. Because all NGOs raise their qual-
ity equally in equilibrium, the amount of effective donations that
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each NGO receives decreases. This is due to two factors: Competi-
tion reduces each NGO’s monitoring effort, which in turn lowers
donors’ willingness to donate, and an increase in the number of
NGOs fragments the total pool of potential donations. These find-
ings are summarized in the following corollary.

Corollary 1 (Effective donations and exogenous market
structure). When market structure is exogenous, effective dona-
tions to individual NGOs, as well as the total amount of donations,
are lower in more competitive markets.

We conclude this section by studying the impact of competition
on donors’ overall surplus, which is given by:

= '
S=m"|2 +q" —tx*)dx| = T<+T*——), 6
m’[n/O (u q; x) x} m;|u+ e o (6)

where the term inside parentheses is positive, as the market is
assumed to be covered.

Market concentration » has an ambiguous effect on donor sur-
plus. On the one hand, an increase in n has a positive effect
on donor surplus because it increases project quality and, at the
same time, reduces the distance between donors and their clos-
est NGOs. On the other hand, an increase in » has a negative
impact on monitoring, leading to a decrease in effective donations
and in donors’ well-being. Which effect dominates depends on
the degree of differentiation of development projects and on the
relative importance of the vertical versus horizontal dimension
of project differentiation. When NGOs have highly differentiated
missions, that is, 7 is high, donors are less interested in the wel-
fare loss resulting from a reduction in monitoring and effective
donations. Therefore, they choose to donate to an NGO that is
closer to their location. When this is the case, an increase in the
number of NGOs has a positive impact on donor surplus. A sim-
ilar reasoning can be applied to show that the impact of project
substitutability # on donor surplus is also ambiguous.

3.1.2 | NGOSs’ Payoffs

Once we substitute the equilibrium values of monitoring, bonus,
and effort levels into the objective function in problem (P1), we
get the maximal payoffs obtained by each NGO, denoted as z*.2
In the next lemma, we study how competition affects 7}

Lemma 1 (NGOs’ payoffs). When market structure is exoge-
nous, NGOs’ payoffs are lower in less concentrated markets and

in markets with less differentiated products, that is, % <0 and
on?

- 0.

Lemma 1 shows that NGO payoffs decrease in markets that are
more competitive because of a larger number of active NGOs
n or a lower transportation cost ¢ (greater project substitutabil-
ity). This stems from two distinct channels. First, as shown in
Corollary 1, an increase in competition decreases the amount
of effective donations each NGO receives, due to the decline in
monitoring and to the increased fragmentation of total donations.
Second, an increase in the number of NGOs and a decrease in
transportation costs both reduce horizontal differentiation. This

forces rivals to compete more fiercely along the vertical dimen-
sion, that is, in project quality, leading to higher bonus pay and
increased costs to induce constructive effort. This competitive
pressure imposes a negative externality on NGO i, further reduc-
ing its payoffs.

3.2 | Endogenous Market Structure

In the first stage of the game, all social entrepreneurs simultane-
ously decide whether to enter the market for development aid,
incurring the fixed cost F. Markets with lower entry costs F are
more competitive since, ceteris paribus, they attract a larger num-
ber of NGOs. Given that payoffs z; are always decreasing in n,
there exists an equilibrium number »n* of active NGOs, which
drives the payoffs of each NGO to zero and makes further entry
unprofitable. Even ifit is not possible to obtain a closed-form solu-
tion for such an equilibrium number of NGOs, Lemma 1 and the
implicit function theorem can be used to study how »* reacts to a
change in the competitiveness of the market for development aid.

Lemma 2 (Equilibrium number of NGOs).  The equilib-
rium number of NGOs n* is lower in markets with more substi-
tutable projects, that is, "dit > 0, and is higher in markets with lower
entry costs, that is, ii; <0.

With endogenous market structure, a change in transportation
cost t has two effects on the equilibrium outcome: A direct effect,
as under exogenous market structure, but also an indirect effect,
because a decrease in ¢ affects the equilibrium number of NGOs,
and the decrease in market concentration affects NGOs’ optimal
choices. Notice that a reduction in entry costs F does not directly
influence the equilibrium outcome, but it increases the equilib-
rium number of NGOs in the market. Therefore, the long-term
impact of entry costs F on NGOs’ optimal choices is the opposite
of the short-term impact of » when this number is exogenously
fixed.

The next proposition is the counterpart to Proposition 3 and
describes how effort levels are affected by a change in the
degree of market competitiveness when the number of NGOs is
endogenous.

Proposition 4 (Effect of competition with endogenous
market structure).  With an endogenous market structure, con-
structive and destructive efforts are higher in more competitive mar-
kets.

Proposition 4 highlights that the unintended effect of more
intense competition on destructive behavior is not confined to
the short run, when the number of active NGOs is exogenous, but
carries over to the long run, when the number of active NGOs is
determined by free entry.

In Appendix A.8 section Proof of Proposition 4, it is shown that
monitoring is lower in markets with lower entry costs, but is
higher in markets with more substitutable projects. An increase
in project substitutability has two opposing effects on monitoring.
In the short run, it reduces monitoring; in the long run, it reduces
the payoffs of each NGO, leading to a lower equilibrium number
of NGOs. But this means that NGO i can count on a greater share
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of total donations, and this induces NGO i to increase monitoring.
This long-run effect dominates the short-run effect. Moreover,
bonus pay is higher in markets with lower entry costs if and only if
it increases with the number of NGOs under an exogenous mar-
ket structure. The bonus rate is always higher in markets with
more substitutable projects, confirming a positive relationship
between incentive pay and the intensity of competition in the
market.?’

Proposition 4 also shows that project quality increases as com-
petition in the market for donations becomes more intense. The
impact of competition on effective donations is instead described
in the following corollary.

Corollary 2 (Effective donations and endogenous market
structure).  With endogenous market structure, effective dona-
tions are higher in markets with more substitutable projects, that is,
% < 0, but they are lower in markets with lower entry costs, that

. dyr
is, — > 0.
’dF>

Relative to the short run, an increase in the substitutability of
development projects leads to an increase, rather than a decrease,
in effective donations. This depends on the varying effect of t on
monitoring, which is positive when market structure is exoge-
nous but negative when it is endogenous. Lower entry costs F,
instead, reduce the donations received by each NGO.

When market structure is endogenous, NGOs’ payoffs and work-
ers’ utility are both equal to zero. As a result, total welfare W
coincides with donor surplus .S, whose expression is given by
Equation (6). The next remark summarizes our results relative to
the effect of competition on total welfare (the relative computa-
tions are provided in Appendix A.10 section Proof of Remark 2).

Remark 2 (Effect of competition on total welfare). With
an endogenous market structure, total welfare is higher in mar-
kets with more substitutable projects, that is, % < 0, and lower

in markets with lower entry costs, that is, % > 0, if and only
if, when market structure is exogenous, donor surplus increases
with market concentration, that is, % <0.

Remark 2 highlights that competition has an ambiguous effect on
total welfare in the long run. While a reduction in ¢ always has a
positive impact on total welfare, a reduction in F can have a neg-
ative impact on it. This negative effect arises because a lower F
leads to increased NGO entry, and this rise in » can reduce donor
surplus due to the resulting decline in monitoring intensity. Bene-
ficiaries are positively affected by workers’ constructive activities,
but they are also severely damaged by workers’ destructive behav-
ior. Therefore, including explicitly the well-being of beneficiaries
in total welfare (as in [11]) would likely strengthen the negative
effects of competition on total welfare.

4 | Social Planner Solution

To assess the welfare implications of our analysis, we compare the
market equilibrium with the social planner solution. The social
planner maximizes total welfare, which is the sum of donor
surplus and NGOs’ overall payoffs, choosing the monitoring

intensity and the bonus pay for each NGO i. The program is:

max W’ = m,-<u +e; (b m;) —

m;,b;

12’n2 ) +nz,  (P2)
where superscript P stands for planner and where 7, is the objec-
tive function in program (P1), with the difference that effective
donations now exclude any strategic interaction among NGOs
and are simply given by y, = '"7 Notice that workers’ utility is
not included in the social planner program as the worker’s par-
ticipation constraint binds. The next proposition highlights that
the market equilibrium produces a socially suboptimal outcome.

Proposition 5 (Comparison between social planner solu-
tion and market equilibrium).  The comparison between the
social planner solution and the market equilibrium is such that: (i)
mP > m?* and d¥ < d* always hold; (ii) b” < b} and e’ < e’ also
hold provided that donors’ warm-glow utility u is sufficiently low.

By internalizing the total welfare of donors and NGOs, the social
planner sets a higher monitoring intensity to mitigate the nega-
tive externalities created by workers’ destructive behavior. Fur-
thermore, we find that the market equilibrium can result in both
excessive monetary incentives and constructive effort. This inef-
ficiency arises when donors’ warm-glow utility from giving u
falls below a certain threshold, which is decreasing in the NGOs’
mission orientation E. Consequently, these upward distortions
in bonus pay and project quality are more likely to occur when
NGOs are less focused on their mission. A full comparison of
the market equilibrium and the social planner solution, along
with the detailed mathematical derivations, is available in the
Appendix S1.

5 | Conclusions

In this paper, we explore how competition among NGOs for
donations creates a unique trade-off between project quality and
employee misconduct. Our model shows that while intensified
competition encourages NGOs to boost project quality to attract
funding, it simultaneously weakens their incentive to monitor
employees. This decline in monitoring increases the likelihood
of workers engaging in destructive activities, ultimately jeopar-
dizing NGOs’ integrity. These findings highlight a critical, yet
often overlooked, side effect of competition in the international
aid sector: An increase in market competitiveness can severely
undermine a project’s integrity and harm its beneficiaries.

Our analysis links this result to the mission orientation of NGOs.
A more mission-oriented NGO is more prone to incentivize con-
structive effort, increasing bonus pay rather than investing in
costly monitoring, which consequently leads to higher destruc-
tive effort. This conflict is absent in organizations that do not have
altruistic motives, whereas it is particularly relevant when con-
structive and destructive efforts are complementary.

Our findings imply that policies aimed at boosting competition
among NGOs can inadvertently lead to detrimental outcomes.
Instead, fostering transparency and safeguarding practices within
these organizations appears more promising. The dilemma fac-
ing policymakers is starkly illustrated by the different approaches
taken by different national governments. Some nations, such
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as Ethiopia, with its 2009 legislation, have implemented strict
administrative restrictions to limit the access of foreign NGOs,
creating a difficult operational environment for these organiza-
tions. In contrast, countries such as Kenya have actively encour-
aged the entry of foreign NGOs, experiencing a significant growth
in their aid sector, now home to over 12,000 organizations.?
Our model, however, suggests that a large number of NGOs,
as observed in Kenya, increases the potential for scandals
compared to countries with more rigorous regulatory frame-
works. This highlights the delicate balance policymakers must
strike between encouraging NGO activity and ensuring robust
oversight.

In our analysis, we assume that the workers’ incentive pay
is directly tied to their constructive effort. This compensation
scheme, which links incentives to internal activities, like com-
pleting projects on time or managing a specific number of vol-
unteers, is often adopted by large humanitarian organizations
such as UNICEF. An alternative compensation scheme would
link bonus pay to the total donations received by each NGO.* By
considering this alternative compensation, we find that competi-
tion has a direct and positive impact on constructive effort. Since
competition for limited funds creates a direct link between work-
ers’ observable actions and the final outcome, a more competitive
environment incentivizes workers to increase their constructive
effort to secure a larger share of the donations. As a consequence,
when constructive and destructive efforts are complements, we
conclude that destructive effort also increases in more competi-
tive markets. Therefore, our conclusions remain robust, and our
results only change quantitatively.>

While our analysis primarily focuses on competition for donors,
another important avenue for future research is to consider the
possibility that NGOs also compete for a finite pool of honest
and competent workers. Under this scenario, an increase in the
number of NGOs would likely worsen the problem of workers’
misconduct for a second reason. As NGOs exhaust the limited
supply of high-quality workers, they may be forced to hire indi-
viduals with less reputable backgrounds. Investigating the inter-
play between competition for donors and competition for honest
workers in the labor market represents an important and promis-
ing direction for future research.
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Endnotes

1See World Bank [3], “Civil Society Engagement”, Review of Fiscal Years
2010-2012. See also Atkinson et al. [4].

2Shortly after, the UK Charity Commission launched a statutory inquiry
into Oxfam GB amid concerns it might not have disclosed all details
about the Haiti allegations. During a hearing in front of members of
the UK Parliament, Helen Stephenson, chief executive of the Char-
ity Commission, concluded: “Our inquiry demonstrated that, over a
period of years, Oxfam’s internal culture tolerated poor behavior, and
at times lost sight of the values it stands for”. She added that the char-
ity should have been “fuller and franker in its reports to donors and
regulators” and that its handling of allegations “was influenced by
a desire to protect the reputation of Oxfam GB and donor relation-
ships”. See Roderick, L. [5], “How the Oxfam sex scandal unfolded”,
The Times.

3See Elgot, J. and McVeigh, K. [6], “Oxfam loses 7000 donors since sexual
exploitation scandal”, The Guardian.

“See the 2006 report by Save the Children, which showed that aid work-
ers were systematically abusing minors in a refugee camp in Liberia,
selling food for sex. In 2008, there was another report finding similar
cases in Southern Sudan, Burundi, the Ivory Coast, East Timor, Congo,
Cambodia, Bosnia, and Haiti.

SSee A. Crack [7]: “The Oxfam scandal has taught us there is no reward
for honest charities”, The Guardian.

®As Winnie Byanyima, executive director of Oxfam International from
2013 to 2019, pointed out, the number of reported cases of abuse in
Oxfam rose after the Haiti scandal because a stronger safeguarding pol-
icy was adopted. For more recent developments, see Oxfam GB chief
executive Sriskandarajah D. (2022): “Doing good can’t be an excuse for
tolerating harm”, Financial Times.

’Gibelman and Gelman [9] and Nair and Bhatnagar [10] also talk
about workers’ deviant behavior in non-profit organizations, but nei-
ther paper develops a formal model to account for these issues. Alda-
shev and Verdier [11] and Aldashev et al. [12, 13] focus on a specific
aspect of wrongdoing in non-profit organizations, namely diversion of
funds. Different from these papers, we analyze the design of optimal
incentives provided by NGOs and their impact on workers’ destructive
behavior in the presence of multitasking.

8For an exhaustive discussion of how NGOs differ from for-profit firms
and why they merit a distinct analysis, see Aldashev et al. [13].

9See also Francois [19, 20], and Delfgaauw and Dur [21, 22] that focus

mainly on intrinsically motivated workers within the public sector.
Additionally, Barigozzi and Manna [23] consider workers who obtain
satisfaction from contributing to the output of a mission-oriented firm,
while Manna; De Chiara and Manna [24, 25] study an environment
where employees care about customers’ well-being.

190ur work also draws a connection to Macchiavello [26], which explores
similar selection issues within government bureaucracies in developing
countries.

H Aldashev and Verdier [27] considers a similar framework to understand
why many large NGOs become multi-national entities and what the
welfare implications of this trend are.

12 Aldashev et al. [28, 29] start from this premise and analyze sustainable
cooperation agreements among NGOs and clustering of different NGOs
on similar projects, respectively.

13For simplicity, n will be treated as a continuous rather than a discrete
variable (see Raith [41]).

14Carroll [42] shows that the optimal contract is linear, and this result
is robust for several extensions and variations of a basic moral hazard
model.

15Mathematically, for each unit of destructive effort, the employee gets
m;(v — k) + (1 — m;)v: With probability m; the employee is detected and
obtains his intrinsic reward minus the punishment, and with probabil-
ity 1 — m, the employee is not caught and enjoys the entire v. Simplify-
ing, we get v — km; that we define as the net utility from misconduct,
which is proportional to d,.
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16While this parameter is essential for donor participation, it does not
affect donor’s choice between competing NGOs.

17Such a distinction between potential and actual funding is reminiscent
of Aldashev and Verdier [11], section 3. In their model, fundraising
efforts serve the same purpose as monitoring intensity in ours, namely,
it induces potential donors to give.

18This punitive response can be partially explained by the principle of
reciprocity, according to which individuals reward or punish others
who have treated them well or unfairly, respectively, even when this
implies a cost. Theoretical models of reciprocity are those by Rabin;
Dufwenberg and Kirchsteiger; Falk and Fischbacher [49-51]. There is
extensive empirical evidence showing how rife negative reciprocity is
(see, e.g., Dohmen et al. [52]), and several experiments have shown that
shortchanged agents are willing to incur costs to punish counterparties,
even those not directly responsible for the negative outcome (e.g., see
Bartling and Fischbacher [53], and Oexl and Grossman [54]).

YThe expression for potential donations Y; is derived from the standard
Salop [40] model. A donor located at distance x from NGO i and distance
(}‘ — x) from NGO i + 1is indifferent between the two NGOs if and only

2
ifutqg —1x*=u+gq;, —t(% —x) . Solving for x, we find: x = % +
% In a symmetric equilibrium, where all NGOs but i choose the
same project quality ¢, potential donations received by NGO i are simply
equal to 2x, yielding expression (3).
2In this case, a corner solution exists such thatd, = 0Oand e, = b, < kmzy
ZINote that the fixed salary z; (b;, m; ) is likely to be negative. To avoid this,

one could set a sufficiently high reservation utility for the worker.

22The net effect of monitoring on total salary is ambiguous and depends
on whether the worker’s net utility from destructive behavior is pos-
itive or negative. In particular, we obtain that % > 0 if and only if

(v—km,) > 0. ’

BFigure A2, in Appendix A.2 section Proof of Proposition 2, graphically
illustrates all interior and corner solutions in the space (v, D, E).

2In Appendix B, we discuss the case of effort substitutability. However,
this scenario appears less plausible in our setting. Unlike scenarios
where employees are tasked with two distinct activities competing for a
fixed amount of working time, destructive actions often occur outside of
regular work hours or even off-duty. This suggests that destructive activ-
ities do not necessarily displace constructive effort, but rather represent
a separate dimension of employee behavior. Moreover, substitutability
does not generate multitasking problems.

%In Appendix A.2 section Proof of Proposition 2, we also provide a
numerical example that satisfies the conditions of our model. Figure A1
graphically illustrates how monitoring, bonus pay, and effort levels are
affected by the NGO’s mission orientation.

26The payoffs of NGO i are given by the sum of the worker’s utility V;
and the payoffs obtained by the social entrepreneur z;. As the worker’s
participation constraint binds, each worker enjoys zero utility, and
the payoffs of NGO i coincide with r;. The actual expression for z;
is provided in Appendix A.6 section Characterization of the Interior
Solution.

?7In this regard, our paper is related to Benabou and Tirole [39], where it is
shown that increased competition for the most productive workers esca-
lates their performance pay, creating severe distortions and long-run
welfare losses in the market. This theoretical result is supported by the
large evidence on managerial compensation showing that competition
for the best workers increases incentive pay (see, among others, Fabbri
and Marin [55], and Frydman [56]). In our model, there is no competi-
tion in the labor market, but rather to attract donations.

28The number of aid organizations based in Kenya grew by more than
400% between 1997 and 2006, and has continued to grow over the
last few years. Kenya is now home to more than 12,000 NGOs that
work in healthcare, education, human rights, and civic engagement.

See the article “NGOs: Blessing or curse?” by Mark Anderson posted
on Wednesday, November 29, 2017, in the African Report.

2Within any large NGO, fundraising departments often use a form of this
incentive scheme. For example, a major gifts officer may have a portion
of their annual bonus tied directly to the total amount of money they
personally raise from donors.

30The detailed computations are provided in the Appendix S1.

3INotably, condition At — kn > 0 affects the impact of worker’s intrinsic
motivation for misconduct v and of reputational damage D on construc-
tive effort. Specifically, we find that % > 0 and ‘;i[’) < 0 if and only if
At > kn.

32Note that when m; =1, the equilibrium effort levels change relative
to those in Proposition 1; consequently, the threshold values of E
change as well. While our calculations and figures fully account for
this, we retain the labels E;, E,, and E; for these adjusted thresholds to
maintain notational simplicity. Furthermore, when d,.* = 0, the worker’s
first-order conditions imply that e} = b}. In this case, the cutoff E, isno
longer relevant, and only E; matters.

3Note that the thresholds of k that satisfy Assumptions 1 and 2 only
depend on the_parameters A,n,t. When t =4, n = 3, A = 0.5, we have
k =0.375and k = 0.866.

34All the proofs for the results of this section are not reported for brevity,
but they are available upon request.

35Given that dn*/d F < 0, the effect of entry costs F on the equilibrium
outcomes in the long run is again opposite to the effect that an exoge-
nous number n of active NGOs would have on the outcomes in the
short run.
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Appendix A

Proofs

Proof of Proposition 1

Let us differentiate the payoffs of NGO i in problem (P1) with respect
to both m; and b,. Setting these derivatives equal to zero and using the
envelope theorem for the worker, yielding ;% = kd,(b;,m;) and 3—; =
—e;(b;,m;), we obtain:

om, (1 n(e[(b[,m[) —e(b,m))
am \n" t

1
b (M o) 220m)

om;
_Dad,.gl;-,im,-) = kd,(b,.m,) =0, (A1)
and
= (s -a) MM o

i i

These expressions highlight the trade-offs faced by social entrepreneur
i when maximizing her payoff. Substituting for the quality differential
(e[ - e) and computing the actual derivatives of effort levels relative to
both monitoring and bonus pay, we get:

n(b; — b) + kt(D — v — AE)

or. —tm;(1—k? = A%) — knA(2m, —m
om _ 1, ( ) ( )=0 (A3)
om; n 1(1-22)

and

i

ob; 1(1-22)

or; t(E — AD)—tb, + nm;
— ( ) 1 1 =0' (A4)

Solving (A4) for b, reveals that the bonus pay set by NGO i moves in the
same direction as its monitoring level. Instead, Equation (A3) highlights
the strategic interactions among NGOs. Imposing symmetry, we find m;
and b7 displayed in Proposition 1. Once we get the equilibrium monitor-
ing level and bonus pay, we easily obtain the worker’s effort choices e}
and d;" from the incentive compatibility conditions in Equation (4).

The objective function , (b;, m;) of each NGO i must be strictly concave
to have a global maximum. The second-order conditions to problem (P1)
are satisfied when the following Hessian matrix

Px, Px 1(1-A2=k*)+24kn n

om?  omob; | _ 1(1-22) 1(1-22)

R n 1
ob,om;  ob? 1(1-42) (1-22)

is negative definite. This occurs if and only if all the leading principal
minors have alternate signs. According to Assumption 1, we require that:

L (1-2-k)>0ek<y/1-12)=k;

ih. 1[t(1= 2% = k2) + kan] = n(n — Akt) > 0 & k < “VE=D0) =
k,and t > n.

Finally, the interior solutions for the equilibrium effort levels in
Equation (4) can be rewritten as follows:

by +alv -4 (8 - E+ D))
el = 3

' 1-2

o=t +A(E = 4D+ )
d’ = .
' 1-2

‘We can then compute the impact of bonus pay on constructive effort and
the effect of monitoring on destructive effort:

def  m—dkt . 947 (ki—in)

obr T n(1-22)" omi T i(1-22)

When efforts are substitutable or independent, it is always the case that
de? od;

= >0 and 5 < 0. By contrast, when efforts are complementary, we
need Assumptfon 2 to ensure that the same results hold true. Provided
that 4 > 0, we can express Assumption 2 as k > % =kand k < % = ks,

An

- Vi-g'
k = min{k,, k,, k5 }, it follows that both Assumptions 1 and 2 hold if and

only if k € (k, k).

where k < k,, k; always holds, and k < k, ifand only if7 > Setting

In what follows, we focus on the case of complementarity and assume
A>0.

Characterization of the Interior Solution

From Proposition 1, note that m; is strictly decreasing in E. Then, m} <1
if and only if:

D—U_n[t(l—/lz—kz)+ﬂkn]—t(l—/lz):

E> = E,,
A Aknt

where E, < E if and only if:

n[t(1 — A% — k) + Akn] > t(1 — 4%)

A2+ \/n[ 223 + 42(n — 1)1 — 42)]
2nt

= k< = ky, (A5)

with k, > k. We require that the above condition be satisfied; otherwise,
we would always have m; = 1 in equilibrium.

It is possible to show that bonus pay and constructive effort are both
increasing in E:

ob} (1= A% —k?)

L= >0
0E 11— A2 —k?)+ Akn

de; 11 — k?)

OE ~ 1(1— > — k) + Akn
We have that b} > 0 if and only if:

_a- A3 + knD) — nkv

E > AD = E|,
11— 22— k?) !
and e > 0 if and only if:
E> (D—v)(At—kn)  n—kit =E, <,
(1 - k)t (1 - k?)nt
where E, > 0 only if At — kn > 0 or else
k<M= ks, (A6)
n
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with ks > k. We require that Condition (A6) be satisfied. Otherwise, E, <
0 and we would always have e; > 0, which may not be true for v < k (see
the discussion related to Equation (4) in the main text).>! Finally, dris
strictly increasing in E and d; > 0 if and only if

E >

APD-—v kt—/ln(l
— 4 —+kD>zE,
A At \n 3

where E; > E, > E, if and only if:

nv—k

D >
nk?

D.

Moreover, observe that E, > E, if and only if

(n— 1)1 — A%) + kn(v — k)

D>
kn(1 — A2)

1l
,b>

and E, > E; if and only if

with D > D > Difand only if v < k.

We are now in a position to fully determine when interior solutions occur.
We can distinguish between two main cases: (i) Let v > k, then interior
solutions occur for D < D and max{0,E,} < E < E, or for D> D and
E,<EXZ E. (ii) Let v < k, then interior solutions occur for D < D and
max{0, E,} < E sf, orfor D < D <Dand E;<E sf, or else for D >
D and Ey<E< E.

Proof of Proposition 2

Let us examine whether and under what conditions destructive effort
can fully be deterred at equilibrium, so that d; = 0. Incidentally, let us
also consider the instances in which m = 1. Importantly, notice that,
when D < D, we have E; < E, < E,, in which case the requirement that
E > max{0, E, } implies E > E;, whereby d, is always strictly positive.
Therefore, we can concentrate on the instance in which D > D. We can
distinguish between two main cases:

i. Condition D > D holds together with v > k. We get E; < E, <
E; < E,. In this scenario, monitoring will be insufficient to deter
destructive effort for any value of E. In particular, we find that
d’,e’ > 0and b7 > 0 always hold, while m; =1 for E € [0, E,].

ii. Condition D > D holds together with v < k. When D < D < D, we
have E, < E, < E, < E;. Then, for max{0, E,} < E < E;, we get
by = e’ > 0,m; <landd; = 0.Below E; wewould have b, = ¢; = 0
and we discard this occurrence. When D < D < 5, we have E; <
E, < E;. Then, for max{0, E;} < E < Ej, we get b’ = e > 0,m; =
1 and dr =0, whereas for max{0, E,} < E < E;, we get br=e >
0,m: <1 and dr=0. Similarly, for D > 5, there are two possible
intervals. In the first one, E € (E;, E,], monitoring is maximal m} =
1, and br,ef,df > 0. The second interval is the one in which E €
(E,, E;], where b} = e} > 0,m; = 1and d; = 0. Below E;, we would
have b; = ¢; = 0 and we discard this case.

Finally, observe that, because D > v by Assumption 3, we have D > v if

and only if v > m = v. Moreover, observe that E; > 0 if and only if:

t(nv— k) + An =D
n[A2t + k(kt — An)] — ¥
and E, < E if and only if:
kt — An =D,.

> =
n[t(1 — A2 — k2) + kni)

di7 m;

1

€4, b;

FIGURE A1 | Monitoring, bonus pay, and effort levels as functions
of NGO’s mission-orientation. The parameter values are t =4, n =3,

A=k=0.5 v=0.1, D=0.7. Notes: [Colour figure can be viewed at
wileyonlinelibrary.com]

kt—in
nlt(1=A2=k?)+knA] =
min{v, k}. So, to have d; = 0 we actually need to impose that0 < E; < E
or else that D > max{D, max{D,, D,}}.

where D; > v > D, if and only if v > = vy, with v, <

In the Proposition, we define E; = E.*

In Figure Al, we illustrate how monitoring, bonus pay and effort levels
change with E, considering the following parameter values that satisfy all
our assumptions: t = 4,n =3,k =0.5,A=0.5,D = 0.7,0 = 0.1.33

Figure A2 graphically illustrates all possible interior and corner solutions
in the space where we represent v, D, and E. The other parameters are the
same as in Figure A1. The green region denotes interior solutions, that is,
m! <landb;,e,d’ > 0,anditis characterized by max {0, Ey E,|, E3} <
E < E.The yellow area is such that mi<1,d’=0 and br =e! >0, and
it is characterized by max {0, E,} < E < E;. The red area is such that
m? =1, b" >0 and e,d’ >0, and is limited by max {0, E;, E;} < E <
E,. Finally, the blue area is such that m; = 1,d] = 0 and b = e} > 0, and
is limited by max {O, El} < E < E;. Note that Figure Al spans both the
green and yellow regions.

Proof of Proposition 3

‘We will now examine how changes in the number of active NGOs and the
substitutability between projects affect monitoring, bonus pay, and effort
levels.

14
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FIGURE A2 | Interior and corner solutions for parameter values t =4, n=3, A=0.5, k =0.5. Notes: [Colour figure can be viewed at
wileyonlinelibrary.com]
More intense competition decreases monitoring m; as: Proof of Corollary 1

om? [1(1=A2=K?) + knA] (1-22) + knA[(1 = 22) + kn(D — v — AE)|
=—1 <0,
on w2[1(1 = 22 = k2) + kni]’

i

om (1= 22) +kn(D - v — AE)
=ka

ot [1(1 = 22 = k2) + kni]?

A decrease in  increases bonus pay, while an increase in » has an ambigu-
ous effect:

by (1= A2 —k?)[(1=2%) +kn(D —v— AE)|
—L <

- 0
ot [t(1 - 22 — k2) + knA]

b; _, 1(1-22—k*)(D—v—AE) - A(1-1?)
on [1(1= 42 = k2) + kni]®

where aain > 0if and only if:

_ 1- A2 _
E<P-v_ ( ) <E. (A7)
A t(1-2-k2)

An increase in competition has a positive impact on both effort levels. To
see this, note that:

de* Ar]t(1 = 22 = K2) + dkn]—n(n — AkD)]+n?t(1 - k*)(D—-v—AE)
—L =k >0

dn n2[1(1 - 22 = k2) + kni]”

od* t[t(1 = 22 — k) + Akn] + An[(kt — An) + nt(D — v — AE)]
— =k >0,
on n2[1(1 - 22 = k2) + knd’

because, for both expressions, the numerator is positive, as required by
Assumption 3and E < E, and

de;  (1-k?)[(1=2%) + kn(D — v - AE)]

= >

ot [1(1 - 22 = &) + kni]?
od;  A[(1-2%) +kn(D —v - AE)]
ot [1(1 - 22 = k2) + kna]*

The impact of market competitiveness on project quality g is the same
as the impact on e}, which has been analyzed in the previous section.
Regarding effective donations, recall that y; = '"T It is straightforward to
demonstrate that an increase in competition leads to a decrease in the
effective donations to each NGO, as:

o _1fom_m\_,
== -— )<

on n\ on n

*

ay; 10m;
ot n ot
+

Total effective donations are simply y* = ny; = m; and they are decreas-
ing in n and increasing in ¢.

Donor Surplus

‘We now show that an increase in competition has an ambiguous effect on
donor surplus. Taking the derivative of donor surplus with respect to n,
one obtains

FXY . ge; t om} . t
oan "\ on Ten +W(”+ef_12n2)'

The first term in the above expression is positive, whereas the second term
is negative. Hence, the overall effect of an increase in the number of active
NGOs is ambiguous. However, the higher ¢, the lower the negative term
and the higher the positive term. Therefore, one should expect a positive
effect of n on donor surplus when ¢ is high, and development projects
are sufficiently horizontally differentiated. Donor surplus changes with
respect to f as:

FXY . de; 1 om; . t
2o - — )+ —L(ute— .
o "\ T2 )T o (" ¢ 12n2>

The overall effect of a reduction in 7 on donor surplus is again ambiguous
because the first term of the above expression is negative while the second
term is positive. Again, the higher n, the higher the positive term and the
lower the negative term. Therefore, a reduction in # is more likely to raise
donor surplus when # is sufficiently high.
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Proof of Lemma 1

NGO i’s payofts depend on the optimal values of monitoring and bonus
pay. Taking Equation (4) into account, payoffs are given by

b* — b* — kA(m* — m*
o) =i o8 (I

+ Ee, (b7, m’) + (v — km?)d, (b7, m?)
- C(ei(bf’m;)’di(b?’m%)) - Ddi(bf’m;’k)

i

where b* and m* denote the choices made by a rival NGO.

As optimal levels of monitoring and bonus do not depend on F, it isimme-
diate to see that a decrease in F has a positive impact on the payoffs of
NGO i. Moreover, by the envelope theorem, we obtain the following:

om; (b, m} nmt 0 *
(bm) ___nm <ﬂ—kﬂlt>>o.
+

Differentiating payoffs with respect to n does not deliver a clear-cut result.
Therefore, to show that an increase in »n always reduces NGO i’s payoff,
we can rewrite 7 as a function of exogenous variables only:

[t[t(1 = 42 = K2) + kan] = n(n — kan] x [(1 = 42) + kn(D — v = AE)]?

(1= 22)[r(1- 22—

K2) + kan]?

D—v— AE)?
L P-v-AE7

1.2 2
20-7) +E(E -D?)-F. (A8)

The impact of n on NGO’s payofts is given by:

oz} =_q)[(1_,12)+kn(D—u—,u;;)] <o,
on m3[t(1 = 22 = k2) + kan|
because
=7 (1-22-k)’ +kn*t(1 - k*)(D - v — AE)
+knA[3t(t(1 = * = k) + kAn) — n*] > 0.
Proof of Lemma 2

By the implicit function theorem, we have that:

on} o
dn’* = _ o and M = _E
dt on} dF or; "

“on “on

Given that < 0 and < 0,we have >0 and = <0.

Proof of Proposition 4

When market structure is endogenous, a decrease in ¢ has both a direct
and an indirect effect on equilibrium outcomes. Instead, entry costs F
only have an indirect effect through the change they induce in the equi-
librium number of active NGOs.

Regarding monitoring, the effect of a change in ¢ is such that:

dm; _om;  om} gp*
dt =~ or ' on di
(n—kt)[(1 = A2) + kn(D — v — AE)]

=- <0,
[

where n — ktA > 0 as k < k; and ® > 0. The effect of a change in F is as

follows:
dmf om; dn*
— = >0,
dF on dF

as d— < 0and "i < 0. As for bonus pay, the effect of a change in ¢ and
F, respectively, 1 1s
v 08 0b g
dt ~— ot on dt
[1(1—- A% — k) +knA] X [(1— 4%) + kn(D — v — AE)|

- _ < 0;
(0]

db: 9b* gy ob?

— = —-—<0 ifandonlyif — > 0.

dF ~ on dF on

Both constructive and destructive efforts increase with a reduction in
transportation and entry costs:
de* de*

i i

AN
dt ~ ot on dt
[(1-22) + kn(D — v - AE)]

=-1(1-#) > <0;
de;.k o€l dn* i
dF = mar ~" ® 5 70
dd* od* od’ gy
dt ~ ot on di
[(1—4%) + kn(D — v — AE)]
= —(At — kn) © <0,

where At — kn > 0 is true because of condition (A6). Finally, we find that:

ddr od} gp* od;
= — <0, as
dF on dF on

> 0.

Proof of Corollary 2

Effective donations y; = Z change in response to a decrease in trans-
n
portation costs as follows:

dy; 1(0m; om; gu* ms dp*
@ "o\t T onar ) war

Since this is the sum of two negative terms, we have '% < 0. The effect of
entry costs is such that:

dy; 0y} an* S
dF ~ on dF

because = < 0, and 2L < 0by Corollary 1.

Proof of Remark 2

The effect of an increase in transportation costs ¢ on total welfare is neg-
ative. To see this, note that:

aw _ _dm;‘ (u+e*— ! >+m* dei - (n—thn*)
dt dt o12n2 il dr 12m3 dt /|

The first term is negative because 4 < 0. The quantity % is negative
too, and it is possible to check that the whole second term is negative.

It is immediate to show that 2 < 0 if and only if 25 5 S > 0 under exoge-
nous market structure. This is because F does not affect the equilibrium
outcomes and % < 0 holds.
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Appendix B
Interplay of Workers’ Effort Levels

In the main analysis, we primarily focused on the case in which the
worker’s cost function exhibits complementarity between efforts, as we
believe this is the more plausible scenario given the real-world examples
cited in the introduction. However, we have shown that the key result that
more competitive markets are associated with higher destructive effort is
also obtained when effort levels are independent. A significant difference
is that when efforts are independent, neither monitoring nor destructive
effort depends on NGOs’ mission orientation E. In this subsection, we
present the main differences and similarities between these two scenar-
ios. Furthermore, we also consider the case of substitutability for com-
pleteness, even though this scenario poses no conflict for the NGOs.3*

Independent Effort Levels

We first analyze the situation in which efforts are independent, that is,
4 =0, and we add subscript / to denote this case. When n is fixed, there
exists a unique symmetric equilibrium in which each NGO i optimally
sets monitoring and incentive pay at:

_ . 1+kn(D—v)
mj, = min { ) 1} and
K n 14+kn(D—-v) n
by = max{E+ ; (—"(1_k2) ),E+ ; }

and each worker provides effort levels:
e, = b}, and dh = max{v - km,’.‘,,O}.

When tasks are independent, the sole purpose of monitoring is to curb
destructive effort, as monitoring has no effect on constructive effort. Sim-
ilarly, incentive pay only enhances constructive effort, leaving destructive
effort unaffected. It is also immediate to see that mission orientation E
does not impact monitoring and, consequently, destructive effort. There
are no specific requirements to impose in this case, except that D > v,
which guarantees that monitoring, bonus pay, and constructive effort are
all strictly positive, and that the second-order conditions hold, which
amounts to 2(1 — k?) — n? > 0. However, similarly to the case of comple-
mentarity, d;, = 0 is more likely to occur when the potential reputational
damage from wrongdoing D is high, and the worker’s intrinsic motivation
from misconduct v is low.

Result1. Let n(lsz) < v < k; then, there exists a threshold D such that:

(i) Ifv < D < Dthen m;, < landd], > 0; (i) if D > D, then monitoring
always deters destructive effort and d;, = 0.

Proof. Note that m?, <1 ifand only if:

—1—kn(k—
p<nzizknk=o)_
kn

with Dy, > vifand onlyifn > ﬁ ork < \/";—l,anddi*, > Oifand only if

ok _ (1= KAk = 0)
- -GSy,

with D < D,; as long as v <k, D> v if and only if v > ﬁ and

k . . n—1
m<k1fand0nly1fk<1/7. O

Let us focus on interior solutions such that m}, < 1andd;, > 0both hold.
The comparative statics analysis with respect to the competitiveness in
the market for donations is much simpler with independent efforts. It
is immediate to check that an increase in the number of active NGOs n
has the same effects as under complementarity. In addition, it unambigu-
ously increases bonus pay. A reduction in transportation costs ¢ affects
neither monitoring nor destructive effort, but it increases both bonus pay
and constructive effort, as under complementarity.

Result 2. With exogenous market structure and independent effort lev-
els, monitoring is lower, whereas bonus pay and both constructive and
destructive effort are higher in more competitive markets.

As for NGOs’ payoffs z;, the same results as under complementarity
hold: NGOs’ payoffs decrease with the number » of active NGOs, and with
an increase in project substitutability (a lower #), but they increase when
fixed costs F are lower. As a result, when the market structure is endoge-
nous, we find that destructive effort d, increases when projects are more
differentiated and when entry costs are lower.

Substitutable Effort Levels

‘We now discuss how the key results of our analysis change when effort
levels are substitutes. We do not report here the equilibrium outcomes,
as they are those provided in Proposition 1, with the difference that 1 €
(-1, 0) with substitutable efforts. We add a subscript S to distinguish this
case from the others.

Considering Equation (4), it is possible to observe that, under substi-
tutability, both monitoring and incentive pay serve the same objectives:
They enhance constructive effort and discourage workers’ anti-social
behavior. In this setting, we can say that monitoring crowds in construc-
tive efforts and bonus pay crowds out worker misconduct, thereby relax-
ing the incentive problems faced by social entrepreneurs when dealing
with their workers. As a consequence, corner solutions such that either
mi;‘s =1or dij‘s =0 or both are easier to attain. Finally, note that the
second-order conditions for a maximum of the program (P1) are more
difficult to satisfy relative to complementarity.

The comparative statics analysis with respect to the degree of competitive-
ness of the market for donations shows that, while increasing bonus pay,
an increase in the number » of active NGOs has an ambiguous effect on
monitoring and on both effort levels. Moreover, an increase in the substi-
tutability of development projects (i.e., a decrease in t) causes an increase
in monitoring and a corresponding decrease in destructive effort. We can
conclude that, when workers’ efforts are substitutable, increased competi-
tion among NGOs reduces the likelihood of worker misconduct. Notably,
these findings are in stark contrast to the results obtained when efforts
are complementary.

The results concerning NGOs’ payoffs and how they change in response
to an increase in competition are the same as those obtained for the other
cases. Therefore, when market structure is endogenous, the ambiguous
effects of n translate into ambiguous effects of F.3

Finally, we find that an increase in the degree of competition among
NGOs leads to a decrease in worker misconduct, also in the long run.
More specifically, with endogenous market structure and substitutable
effort levels, destructive effort d’ decreases with project substitutability,
and it might decrease with a reduction in entry costs.

Comparison

‘We compare the equilibrium outcomes across the different cases, focusing
attention on exogenous market structure. Before proceeding, it is neces-
sary to check that a common set of parameters supports all cases. Examin-
ing the second-order conditions and taking into account our assumptions,
it is possible to show that substitutability is a subcase of independence;
however, complementarity only partially overlaps with either indepen-
dence or substitutability. Moreover, we can state the following.

Result3. Under exogenous market structure, we find that: m;‘S >
max {m",,m* }; b} < b%, < bl el <ef <el;di, <min{d’,d}}.

These results are not surprising, given that the two instruments in the
hands of the social entrepreneurs, namely, monitoring and bonus pay,
reinforce each other under substitutability, whereas they partially off-
set each other under complementarity, and they do not affect each other
under independence.
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