April 5, 2013

The Evidence on Employee Stock Ownership and Profit Sharing

Joseph Blasi (Rutgers University School of Management and Labor Relations), Richard
Freeman (Harvard University Department of Economics), and Douglas Kruse (Rutgers
University School of Management and Labor Relations). The three co-authors are
Research Associates of the National Bureau of Economic Research in Cambridge,

Massachusetts.

Note: This is excerpted from the manuscript for our book, The Citizen’s Share, which is

forthcoming from Yale University Press in August of 2013.

Our goal is to explain the state of the evidence of the last few decades on shares.
Think of it like this: we’re going to walk you through the medical studies on shares just
like a doctor would walk you through the medical studies on health. The statistical
evidence relates not to exemplars but to averages that reflect the experience of all firms in
which employees have some property stake. The averages show that the key indicator of
economic performance, productivity, and many other measures related to firm
performance are higher for firms that operate with profit-sharing and employee stock
ownership than for otherwise comparable firms that do not follow those practices. The
averages also show that workers in firms with shares and participatory work relations

have higher compensation, stay on the job longer, and offer more suggestions for



improvement than workers in other firms. In addition, workers in these businesses try to
correct the behavior of workers who are not working as hard as they should more than do
workers without a property stake in their firm.

Studies that compare firms before and after they adopt profit-sharing or employee
stock ownership relative to firms that did not change policies also show that shares and
participatory work practices improve performance. And in the few cases in which firms
have experimented with different forms of shares or structures of work, or in which
researchers have varied modes of pay and work in social science laboratories, the data
show that workers also do better when they earn “what are usually two distinct revenues,
belonging to two distinct persons, the profits of stock, and the wages of labour,” as Adam
Smith so clearly wrote about the way the craftsman was paid in 1776 in The Wealth of
Nations. In a discussion contrasting feudalism to workers who had shares in agriculture,
Adam Smith long ago recognized that a worker could be interested in owning a piece of
the rock and having capital income in addition to wage income.! However, let’s return
back to the studies. Beneath the averages, several studies find that success with broad-
based and related work practices depends as much or more on the company building a
supportive corporate culture as on pecuniary rewards."

Most of the evidence is from observational studies that compare outcomes between
firms that have shares and participatory work relations because they believe this is the
best choice for them versus firms that chose to operate differently because they believe
that is their best choice. This type of evidence resembles medical studies where doctors
analyze health outcomes between smokers and non-smokers or between persons who take

aspirin several times a week and those who do not take aspirin regularly, rather than from



the scientific ideal where the scientist randomly assigns persons to smoking/not smoking
or to take/not take aspirin. It is always possible that some unobserved genetic or other
difference about people (or businesses in our case) induced them to make those choices
and also determined the outcomes. This muddies inferences about the causal impact of
the choice and what would happen if the person (or firm) changed their choice.

In addition, just as people differ from each other in ways that can produce different
reactions to a medicine, companies differ in ways that make a particular share approach
work for one firm but not for another. In the medical case, differences in genetic make-
up, medical history, environment, and age, among other factors, determine how a given
medicine impacts a person. In the company case, differences in organizational structure,
history, economic environment, composition of the work force, and age (think greenfield
start-ups in Silicon Valley versus mature older companies) can influence how profit-
sharing, employee stock ownership, or granting stock options or restricted stock grants to
all workers will affect performance. Just as clinical trials of new drugs test whether the
drug works on average, statistical evidence on shares test whether the practice works on
average. There is no guarantee that they work for any particular patient or firm.

In the medical sciences this is likely to change in the future. The frontier of medical
science is personalized medicine, where doctors tailor medicines to individual patients.
Building on the Human Genome Project, the National Institute of Health invests billions
of dollars on basic research to create the knowledge base for personalized medicine. The
biotechnology industry and large pharmaceutical firms also spend large sums to move
personalized medicine from lab research to patient care. The speed of scientific advance

will, the experts tell us, create personalized medicine in the foreseeable future.



In the social and business sciences, the knowledge base for predicting how specific
corporations or workers will respond to the introduction of profit sharing or employee
stock ownership is not yet on the horizon. We do not have a Firm-Employee Genome
Project to provide the scientific basis for developing share programs tailored to individual
firms. What we have is still valuable for decision-making: a substantial body of evidence
on the concomitants of employee stock ownership and profit sharing and related work
practices that can help guide judgments about the likely outcomes of increasing workers'
stake in firms on average and in society broadly. The reader can best assess the evidence
as they would evidence from medical science on healthy living styles, medicines to take,

and so on.

Starting Points

When groups like the National Civic Federation or the Special Conference
Committee or the Industrial Relations Unit at Princeton University tried to assess
employee ownership and profit sharing in the 1920s, they spent a lot of time analyzing
the detailed case histories of the companies. Now it is possible to be even more
systematic. With the advent of computerized data sets and statistical packages to analyze
the data, many social scientists have estimated the effects of profit sharing and employee
stock ownership on the productivity of firms. The standard study of firm production
relates the output of a firm to the inputs it deploys to create goods and services--capital,
labor, and in some cases materials. Most studies use linear regression techniques to

estimate the economists' workhorse “Cobb-Douglas” production function—a model that



stretches back to U.S. Senator Paul Douglas' work in the 1920s when, as a University of
Chicago professor, he sought to estimate the marginal product of additional workers and
capital on output." Some studies add statistical bells and whistles to the model that
improve standard errors of estimate or adjust for diverse statistical problems."

To assess the effects of workers having a greater property stake on output, analysts
expand the standard model with measures of the extent to which a firm has profit sharing,
employee stock ownership, or related practices. The goal is to estimate the sign and
magnitude of the coefficient of the measures of broad-based capitalism on output,
conditional on all other inputs being the same. If the coefficient is positive and
significant by standard statistical criterion, the analyst concludes that, on average,
ownership or profit-sharing is associated with greater productivity.

Several researchers, including the authors of this book, have reviewed this work.” In
1995 Christopher Doucouliagos undertook a meta-statistic analysis of the evidence.
Metastatistics is a technique widely used in medical science to put together results from
many disparate studies to assess the magnitude and significance of coefficients from
those studies in one fell swoop. It combines estimates from individual studies from
different data sets, samples of different size, and subject to different biases or data
imperfections, into a single estimate covering all studies. The notion is that the
imperfections across studies are random so that averaging gives a more accurate estimate
of reality.

The scholars who have reviewed many studies plus newer studies not covered in the

reviews—over 100 studies total--find that firms with share arrangements average better

outcomes than otherwise comparable firms without share arrangements.” The magnitude



of effects is usually on the order of 2 percent to 5 percent. Meaningful profit sharing
generally has larger effects on output than employee stock ownership. The weaker effect
of ownership than of profit sharing may reflect the fact that meaningful profit sharing is a
more immediate reward than employee stock ownership which is a more long-term
reward. It may also reflect the fact that some companies are motivated by the tax
incentives to offer shares to their employees but choose that organizational form without
changing their mode of operation to treat workers as owners or partners in the business.
They talk the talk but do not walk the walk. For example, one would not expect a bank
with 100,000 employees that offers 10 stock options to each teller and customer service
worker without otherwise changing its corporate culture to have much of a change in
performance. In many of these average studies the firms that implement the programs
with intensity like a Google (that uses broad-based stock rewards) or a ComSonics (that
uses the Employee Stock Ownership Plan) are combined with firms that implement the
program thinly.

Combinations of programs—employee stock ownership and profit-sharing or a stock
purchase plan and profit-sharing—have larger effects on output than individual programs
by themselves. Analyzing the pattern of programs at U.S. firms, Arin Dube and Richard
Freeman found that companies tend to combine different kinds of share programs more
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than would occur than if they selected them independently.”™ Combining different kinds
of shares makes a bigger difference. The higher return to combinations of programs than
to single programs and disproportionate combinations suggests that share programs have
substantial complementarity in their effects. A profit-sharing system gives fairly

immediate rewards while a stock ownership or employee stock option or restricted stock



program focuses attention on actions that improve outcomes over the longer term. So it
IS better to combine them.

Data from the General Social Survey sponsored by the National Science Foundation
indicates that a large number of citizens across the country have combinations of share
programs so managers appear to have figured this out. About a third of all workers with
shares have a combination of forms: 12 percent of all workers have profit-sharing and
employee stock ownership, 4 percent have profit sharing and stock options; 5 percent
have employee ownership and stock options, and 12 percent of all workers have all three
forms together. The General Social Survey is the most used source of Federal data for
social science research next to the U.S. Census itself and is based on a representative
sample of adults in the United States. It is carried out by the National Opinion Research

Center at the University of Chicago.*

According to the 2006 General Social Survey, 17.5 percent of adult private sector
workers own stock in the company where they work while 10.8 percent hold stock
options in the company where they work. About thirty percent received profit
sharing in the previous year while 21.3 percent received a gain-sharing payment.
According to the 2010 General Social Survey 17.4 percent percent of adult private
sector workers own stock in the company where they work while 8.7 percent hold
stock options in the company where they work. For a review of the U.S.

General Social Survey data, see “Shared Capitalism in the U.S. Economy:
Prevalence, Characteristics, and Employee Views of Financial

Participation in Enterprises,” p. 47 in Shared Capitalism at Work: Employee
Ownership, Profit and Gain-Sharing and Broad-based Stock Options. Edited by

Douglas L. Kruse, Richard B. Freeman, and Joseph R. Blasi. Chicago: University of



A historical review shows that combining profit sharing and employee stock
ownership quickly became common from the 1880s throughout the 1900s. Combining
less risky approaches such as cash profit sharing and stock options and ESOPs and
outright grants of company stock with more risky approaches such as Employee Stock
Purchase Plans and buying company stock in 401k plans may be a way to design the
share plan of the future.

To turn to specific studies, Appendix | summarizes five studies of the effects of share
approaches on outcomes. The British government sponsored the first study, arguably the
best existing study that uses standard production function methodology. The General
Accountability Office (GAOQ) of the U.S. Congress sponsored the second study. Both of
the governments wanted to know whether policies that encouraged firms to introduce
share approaches in their respective countries improved the productivity of firms, as
proponents of the policies had predicted when the legislation was debated. Government
sponsorship gave researchers access to financial and production information on firms that
was not in the public domain.

The study commissioned by the British Government’s Treasury department examined
whether programs that gave firms tax incentives to introduce individual stock ownership,
profit-sharing, and employee stock options affected the economic performance of those
firms. Because they were the government they had access to the private financial records
of the companies. The quality of the data and number of firms covered “made the study

as close as we could imagine to giving a definitive analysis of tax-advantaged modes of

Chicago Press, 2010: 41-76. The analysis of the combinations is based on the 2006

Survey from Table 1.1, p. 47.



shared capitalism on productivity”. The analysis covered a sufficiently large proportion
of the United Kingdom’s economy to suggest that broad-based employee ownership
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improved performance economy-wide.”™ A parallel study of publicly available
information of corporations with broad-based capitalism in the U.K. by Alex Bryson of
the London School of Economics and Richard Freeman of the Department of Economics
at Harvard University and the London School of Economics gave comparable results and
found that the effects were greatly influenced by management giving workers greater
autonomy in decision-making.™

The General Accounting Office study examined 414 firms that set up Employee Stock
Ownership Plans in 1976-1979 when ESOPs were just getting off the ground. The
research design matched each ESOP firm with a similarly sized non-ESOP firm in the
same industry. Again, the government had access to private financial information of the
companies. This study found that a combination of employee stock ownership with a
supportive corporate culture raised productivity whereas ESOPs by themselves had no
statistically significant effect on output. Research on employee ownership in the General
Social Survey indicates that workers with employee ownership tend to have many
elements of a supportive corporate culture more than other workers.”

The third study, by Joseph Blasi and Douglas Kruse, followed the design of the
General Accounting Office study and looked at 300 privately-held firms that set up
ESOPs between 1988 and 1994 and compared each ESOP firm to similar companies of
the same size in the same industry, but without an ESOP. It found that the ESOP firms

had significantly higher sales growth and higher sales per worker and were more likely to

have survived through 1999 than matching firms without ESOPs."



The fourth study was a field experiment in which researchers were allowed to
randomly assign profit sharing to several stores, helping overcome concerns that other
factors could be responsible for any changes in performance. The stores where profit
sharing was established had increases in productivity and profitability, and decreased
turnover, relative to a group of stores that were not assigned profit sharing, and the
improvements for the profit sharing firms were more immediate and long-lasting than for
the non-profit sharing companies.*"

The last study differs from the others by relying on management reports on quality of
output, financial performance, and worker turnover rather than on financial and
production data. It gives a similar picture: firms do better when they combine a
participatory company culture with profit sharing and employee stock ownership. "

Finding a positive relation between broad-based capitalism approaches such as
employee stock ownership and profit sharing and firm output across many studies shows
that something real is going on with corporations that adopt profit-sharing or employee
stock ownership. To get a better sense of what that real something was, in 2000 we
initiated the Shared Capitalism Research Project at the National Bureau of Economic

Xiv

Research in Cambridge, Massachusetts™. In contrast to the studies just discussed, which
obtained information from companies about their performance as firms, we sought
information from workers about what was happening at their workplaces, what their

responses were to having a property stake in the business, and what benefits flowed to

them from employment in a shared capitalist firm.

The NBER Shared Capitalism Study.
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Our study surveyed over 40,000 employees in 14 corporations. The companies
included large multinationals traded on major U.S. stock markets, important high
technology innovators large and small, medium-sized corporations and smaller factories
with ESOPs and financial service firms and other service-oriented companies spread
across over three hundred workplaces around the country and in their foreign divisions.
This meant that we have data on lots of workers but a small, almost case study sized,
sample of firms. Business school researchers call studies like this “insider
econometrics”, by which they mean a study that gathers sufficient quantitative data on
performance to test hypotheses in a small number of companies (sometimes just one) but
combines the quantitative analysis with discussions with the firm to help interpret the
data. Economists sometimes call this “pin factory” economics in honor of Adam's
Smith's famous pin factory: you go to a company, observe what goes on, talk with
management and workers, and then generalize what you learned.®' The difference
between analysis today and in Smith's time is that analysts today also gather enough data
to test statistically their interpretation of what the firm does.

Our initial plan was to pair firms that had profit sharing and employee stock
ownership with their closest competitors who paid workers solely with wages or salaries
per unit of time, but this plan did not pan out. Fourteen firms with some form of broad-
based capitalism agreed to participate in the study but their competitors were unwilling to
participate. We feared this would not give us enough contrast to reach firm conclusions
about broad-based capitalism. To use the medical science analogy we had firms that were

trying the medicine but did not have evidence on the control firms without the medicine.

11



Trouble in River City With a Capital T

A few things rescued our study from Trouble. We quickly learned that there was a
wide variation in the share programs at the different corporations and in the extent to
which workers had a property stake inside each corporation across all the businesses,
among establishments within firms, and even among workers within establishments. The
variation was sufficient to allow for detailed statistical analysis. We recognized (more
slowly than we should have, perhaps) that to the extent that broad-based capitalist
arrangements improved outcomes, the absence of firms without such programs would
likely bias downward estimates of those impacts.*" While it is always desirable to have
a representative sample, second best is to have a sample biased in a given direction since
that means that if the results are in that direction, they understate the effect and thus
provide a lower bound in what the relevant policy accomplishes. Finally, we obtained
information from the General Social Survey national survey on workers that had no
employee stock ownership or profit sharing in order to obtain a valid control group. We
asked workers in each of our 14 firms to fill out a detailed confidential survey. Over

40,000 did so, with a response rate averaging 53 percent. The survey measures can be

found in our book Shared Capitalism at Work. """

The first finding from the worker surveys was that shares and work practices varied
widely inside and across these companies. We gave each worker a score based on how
much ownership he or she had in their company and how much he or she shared in profits

and stock options. We called it their shared capitalism score. The scores varied
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substantially among workers. Some had a large ownership stake. Some had little. Some
were in establishments with a strong gain-sharing or profit-sharing programs. Others
were not. We then compared workers who had different shared capitalism scores but who
were similar in their occupation, their fixed wages, supervisory responsibilities, tenure
with the company, gender, age, disability, and so forth. Sometimes we analyzed how
economic outcomes varied among workers within the same company. Sometimes we
analyzed how economic outcomes varied among workplaces. While we had too few
companies to compare across companies, we used the General Social Survey sample of
workers, who are chosen at random from the country as a whole and thus likely to
represent single firms, to compare workers in companies with and without broad-based
capitalism. Our goal was to estimate how workers responded to the different forms of
shared equity and profits and their views of these modes of sharing and work practices.

We found that workers with higher shared capitalism scores were more committed to
their employer along a variety of dimensions than those with lower scores and that these
workers were better off in a host of important aspects of their work lives. In particular,
workers with greater property in corporations in firms are more likely to stay with the
company, are more loyal, are more willing to work hard, make more suggestions, and
have better fixed pay and working conditions. This is quite similar to the characteristics
that many of the Founders of the American Republic ascribed to the independent

proprietor of land in early American history.

More Likely to Stay With Their Firm.
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Management in most firms seeks to lower the rate of turnover. The reason is that
recruiting, training, and integrating new employees into a work force costs money, time,
and effort. ™ Our measure of turnover was whether workers intended to look for a new
job —a strong predictor of actual future turnover behavior. In the National Bureau for
Economic Research study, nine percent of workers with high levels of profit sharing,
employee stock ownership, or stock options reported that they were likely to look for a
new job compared to fifteen percent of employees with low levels of shared capitalist
compensation-a difference of six percentage points in the likelihood of staying. Among
individual forms of shares, profit or gain sharing was associated with the lowest turnover.
But the combination with employee stock ownership had an even greater impact in
reducing turnover.”™ To see if this result fit the nation we examined responses to an
similar question on the General Social Survey and found that fifteen percent of workers
with profit-sharing, stock options, or employee ownership were likely to leave their firm

compared to a fifth of workers without any form of broad-based capitalism—a difference

of five percentage points.

Have Greater Loyalty and Pride Working For the Firm

Fifty-eight percent of workers on the National Bureau for Economic Research study
with a high level of shared capitalism reported great loyalty to the firm compared to
forty-six percent of workers with low amounts of such shares. The national General
Social Survey asked a comparable question about whether workers were proud to work

for an employer. Forty-four percent of workers with a high level of shared capitalism
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reported a high level of pride compared to twenty nine percent of workers without
employee stock ownership or profit or gain sharing. Workers with profit or gain sharing
expressed the highest loyalty while those with employee stock ownership and stock
options had somewhat more modest increases in loyalty that still exceeded that of
workers without these forms of shares. Workers with the combination of the different
forms, namely, employee stock ownership and profit shares, showed the greatest loyalty

to their firm and greatest pride in working for it.

Express Greater Willingness to Work Hard

To obtain a measure of the work effort that employees give to their firm we asked: To
what extent do you agree or disagree with this statement: | am willing to work harder
than | have to in order to help the company | work for succeed. Answers to a question
like this offer potentially great insight into how workers feel about their firm and their
effort at work. On a scale of 1 (strongly disagree) to 5 (strongly agree), the average
response of workers in the fourteen Shared Capitalism firms was 4 (agree). The
proportion who strongly agreed was 36 percent for workers with high levels of broad-
based capitalism compared to 30 percent for workers with no shared capitalism.
Workers with profit sharing and gain sharing were at the top of the willingness to work
hard ladder whereas those who had just broad-based employee stock ownership and stock
options did not differ from other workers. Remember that we are only comparing
workers with stock shares versus profit shares without, for the moment in this discussion,

taking into consideration the corporate culture of their companies. Employee stock
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ownership, as many other studies done over the last forty years indicate, works mainly
with a supportive corporate culture and the types and approach to employee ownership

matter a lot.

Make More Suggestions

In 1832 Charles Babbage, famous as inventor of the programmable computer,
proposed two principles for spurring innovation: “1. That a considerable part of the
wages received by each person should depend on the profits made by the establishment;
and 2. That every person connected with it should derive more advantage from applying
any improvement he might discover than he could by any other course.”™ " We asked
workers how often they made suggestions to their firm and found that among those with
some form of broad-based capitalism, 26 percent made a suggestion at least once a
month, compared to only 18 percent among workers without shares. Employee stock
ownership had a larger impact than profit-sharing on making suggestions but the most
effective practice, here as elsewhere, is to combine employee stock ownership and profit
sharing with supportive work practices.”" Ownership gives workers a capital stake in
the company. Profit-sharing gives them short-term capital income. Employee
involvement programs of diverse sorts such as worker town meetings, open door policies,
self-directed work teams and worker problem-solving committees, encourage workers to
participate in decisions. Workers in firms with employee stock ownership and profit

sharing and supportive work practices not only make more suggestions than workers in

16



other firms but they also report that management was more likely to heed their
suggestions than did workers in other firms. xxiv

One large company especially interested in innovation asked us to add questions to
our survey of their corporation to find out whether their workers perceived a culture of
innovation, or not, at their workplace. The responses to these questions showed that
workers who had shares, a cooperative culture, and mutual monitoring were most likely
to view the firm's culture as positively inclined toward innovation. One has to look
beyond measurements of “effort” in order to really understand broad-based capitalism in
the new workplaces today because a lot of the success of work teams in the current post-
industrial economy has to do more with ingenuity and innovation rather than sheer
physical or mental effort. Citizens across the nation do a lot less heavy lifting and
pushing and pulling and shoveling and carrying and putting things on and taking things
off than they did fifty years ago. Much of this effort is now done by machines so what
happens in teams and between workers and with workers and customers is far more
important. New research by Dan Weltman indicates that the initial effect of employee
share ownership on individual workers appears to kick in at very low thresholds in
influencing the frequency with which workers make suggestions and whether they have
ideas for innovations rather than slight improvements. The effect on their overall
company loyalty and their willingness to work on innovations appears to increase as

XXV

share ownership expands.™ We will talk in a bit later about how workers with shares

interact and monitor each other and work together.

Have Better Wages and Work Conditions
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Do workers gain from a property stake in their firm? The question may strike some
readers as a clumsy set-up to an obvious answer. However, some critics of employee
stock ownership believe that when workers have a stake in ownership, this stake comes at
the cost of lower wages or other benefits so that on a net basis, workers may not be better
off with profit-sharing or employee ownership or otherwise. It is entirely possible that
this is how shares could end up. In fact, some managers believe in what they call “pay at
risk” by putting the worker under the maximum possible pressure to earn even fair
wages. AFL-CIO leader Samuel Gompers harshly criticized some profit sharing
programs in the twenties as being unfair for this reason. Other critics view the share
systems as a bit of a sham, designed to elicit greater worker effort and to shift risk to
workers without increasing their pay or the quality of their jobs or their overall take-home
compensation. Some call such a system “management by stress,” a method of sweating
the workforce and curbing worker power and influence.” ™' Our evidence dispels this
criticism and supports the “obvious answer.”

There is strong evidence that employee stock ownership and profit sharing have
meaningful impacts on workers’ wealth. Workers with profit-sharing or employee stock
ownership are higher paid and have more benefits than other workers. " This means
that the substantial profit sharing and gain sharing and ownership stakes for the typical
worker in these plans tend to come on top of (not in place of) fair fixed wages and
benefits.*“" These workers also obtain more training and have greater job security than
other workers, and enjoy better work conditions with greater participation in decisions,

better treatment by the employer, and less supervision. ™ These better conditions are
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consistently linked to profit-sharing, although some of the conditions are also better for
workers with gain sharing, stock options, and employee stock ownership. Being eligible
for profit sharing or being an employee-owner by itself is associated with better wages
and work conditions. But the size of a profit or gain share, the value of the employer
stock ownership stake, and the size of the potential stock option profit are also associated
with much better conditions for workers. Having a stake in the firm is not manna from
heaven to workers but it brings American workers closer to the vision of the Founders for
our democracy—as property owners with greater say than hired hands in their working

lives.

What About Those Free Riders?

Imagine you are part of a team of 100 workers that produces goods or services in
a business that pays workers a share of profits beyond some level, so that by sharing with
the other workers you get 1/100th of the extra profits from better performance. You may
be in a position to increase firm profits by $10 through your own extra effort, but because
any extra profits are shared with all of the other workers, you get only 10 cents of that
extra $10 (with the rest going to the other 99 workers). Let’s say you value the personal
cost of the time and energy you put into the extra effort at $1.00. Does it make sense for
you to work hard? The arithmetic says no. The payoff of 10 cents is far short of the
$1.00 cost of effort. But if every worker can increase profits by $10, does it make sense
for all workers to work hard? Yes, because then the profits would rise by $1,000 (= 100

x $10), and the payoff to each worker would be $10, which far exceeds the $1.00 cost of

19



effort. Everyone benefits if everyone works hard. But the incentive for every individual
is to shirk.

This example illustrates the classic free rider objection to broad-based capitalism-that
profit-sharing or employee stock ownership in a large group cannot succeed because each
individual has an incentive to shirk. Since all workers presumably know that everyone
thinks this way, the gist of this criticism is that ownership stakes and profit shares will
fail to motivate anyone to work hard. The free rider objection is rooted in the self-
interested rational behavior on which much of standard economics and game theory is
built. The same analysis says no one should vote, that people should always defect in
prisoner dilemma games, should never give to charity, and so on. In the free rider's world
altruism or cooperation for the good of all is as rare as hen's teeth.

For whatever reason or reasons,™

the world is not like that. People vote, give to
charity, cooperate with their neighbors, are willing to sacrifice some current consumption
for the benefit of future generations, donate to charity, and so on. Bernard Madoff is the
exception, not the rule.

What do actual corporations and actual workers in companies where workers share in
profits or hold shares or stock options in the firm do to overcome the incentive to free
ride and produce the positive outcomes that studies find enterprises with broad-based
capitalism experience?

One potentially important channel for overcoming the free rider problem is through
worker co-monitoring—the process by which workers with an ownership stake and a profit

share take on the responsibility of assuring that fellow workers do their part at work

places. Another way to think of it is mutual support, encouragement, coaching, or that
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good old-fashioned word, help. While the notion that co-monitoring can reduce free-
rider behavior is an old one in the analysis of team production, until the National Bureau
for Economic Research’s Shared Capitalism Project no major survey had documented co-
monitoring behavior, linked it to shares and the structure of work, and examined how it
affected employee performance at workplaces.

The first step in our analysis was to find out if workers could observe fellow
employees' work activity—a necessary precondition for acting against employees who
were not working up to speed. We asked each of the workers in the study: “In your job
how easy is it for you to see whether your co-workers are working well or poorly?” On a
scale of 0 (not easy at all to see) to 10 (very easy to see) the vast majority of workers
reported that they could observe their co-workers’ performance. On the General Social
Survey of workers across the United States, seventy-seven percent of workers gave
answers in the 7-10 category meaning that they too could observe their co-workers’
performance, with nearly half giving the highest possible score (10). On the National
Bureau for Economic Research’s fourteen firm survey, sixty-two percent of workers gave
a response of 7 or more to this question. Thus, workers say that they can figure out what
their fellow worker is doing.

Given that most workers could observe the effort of co-workers, we next asked how
likely it was that they would take action involving “a fellow employee not working as
hard or well as he or she should”—anti-shirking behavior, supporting the fellow worker.
Workers varied a lot in their answers to this question. Some said it was very likely they
would talk directly to the employer about their fellow shirking worker. Some said they

would speak to a supervisor or manager. And some said it was very likely they would do
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nothing. The size of an employees’ workplace was an important factor in these
differences. In a workplace with less than 10 employees, 44 percent of workers said they
would definitely respond in some fashion to seeing a fellow employee shirk whereas in a
workplace with over 100 workers, only 35 percent said they would respond. Since
getting a shirker to shape up has smaller benefits to other workers in a larger workplace,
this is free-rider behavior at work in monitoring free riding!

Having an ownership stake or a profit share in the firm is another important
determinant of anti-shirking behavior. What we discovered was that workers with
employee stock ownership or profit-sharing or gain-sharing are more likely to step
forward and take action and support the shirking fellow employee more than other
workers without shares. In the 14 firm survey of corporations with some form of broad-
based capitalism, the intensity of profit-sharing and gain-sharing was the most important
factor in whether workers would take action for cash profit sharing. For shares of stock,
workers took action against shirkers just as a result of owning any company stock or
holding any employee stock options. In the General Social Survey, where some workers
are in firms with no programs at all, the presence of profit-sharing and gain-sharing and
employee stock ownership was the most important determinant of anti-shirking behavior.
But it was the combination of the different share approaches with personnel practices that
create an ownership culture that induced the most co-monitoring behavior: being part of a
team, having a high participation in decisions, being treated with respect by their
supervisor, having formal training and job security, and being paid relatively well for
their job. By contrast, when workers were paid large individual bonuses they were less

willing to get involved with a shirking co-worker. If you and I are competing for a
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bonus, why should I help you perform better?—the worse you do, the more likely | get the
bonus. It is the team reward that generates cooperation and the willingness to take time
and effort to press other workers to produce up to speed.

At one seminar where we presented these results, a critic complained that our
question was a hypothetical one: “if you were to see someone not working as well...how
likely would you be to (do X)?” Perhaps many of the workers who said they would take
action were giving an answer they thought best fit social norms or that gave a positive
impression of themselves. Because we surveyed companies on a rolling basis—first
surveying company A, then company B, then C, and so on, we could improve the survey
as we proceeded. Taking the concern about having asked a hypothetical question very
seriously, we added questions to the survey to find out if the workers had ever actually
seen a fellow employees not working as hard as they should, and what the employee had
in fact done. The results from these questions about actual incidents correlated highly
with those from the hypothetical incidents. Workers who had seen shirking and
responded in a particular way reported that was what they would do in the hypothetical
question too. We found that workers with shares also work harder to support and monitor

free riders, and better corporate cultures magnify this effect,.

A Natural Experiment

Serendipity provided us with a “natural experiment” test of the impact of shares on

anti-shirking behavior. As we were discussing our survey with one firm the management

told us that it intended to introduce a new profit-sharing plan a few months later. To
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measure workers' behavior before and after a firm changed policy was as close as we
would get to the controlled before/after experiment that laboratory scientists regularly
conduct in their labs. Management agreed to our administering the survey before and
after the implementation of the cash profit sharing. This was already a generous
company with broad-based employee stock ownership and stock options. The new cash
profit sharing plan that they were adding increased the number of workers who had cash
profit sharing from sixty percent to ninety percent. After the profit sharing was
introduced, we discovered a significant impact on worker responses. The percent of
workers who said they were very likely to talk to a shirking worker increased from 42
percent to 55 percent. The percent who said they would take action in connection with
the shirker because poor performance would hurt their share or stock value increased
from 39 percent to 56 percent. The finding that only these responses changed identifies
the role of the monetary incentive of profit-sharing on anti-shirking behavior about as
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well as one could do in a survey.

Co-monitoring and Performance

The final step in our exploration of co-worker monitoring was to see if the anti-
shirking activities of workers improved company performance. We asked workers who
had taken action to get their co-workers to improve their performance what happened as a
result of their actions. Thirty five percent of the workers said that the employee who was
not working well resented it. But forty five percent said that the other employee

appreciated the action and forty percent said the supervisor appreciated it. Over one third
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said the employees' performance improved but nearly the same proportion said the
employees' performance did not improve, and one third did not know. This could be
viewed as a successful intervention, if the shirking employees who did not improve their
performance did not reduce it, which we unfortunately did not ask.

Going beyond particular incidents, individual workers who report greater anti-
shirking activity also report that their co-workers' effort levels are higher and that
workers encourage each other at their work place more than do workers who say they
would not intervene with a worker who was not performing up to speed. They report
higher performance of their workplace in other areas of behavior that reflect higher
productivity. One interpretation of this pattern is that having a stake in their firm leads
these workers and their peers to develop a workplace norm for hard work that worker co-
monitoring and support buttresses over time. To see if in fact co-monitoring is more
extensive at particular work places, we put together the individual worker reports on their
response to shirking at each of the 323 work sites in the National Bureau for Economic
Research survey and gave each work site a co-monitoring score. The proportion of
workers who reported engaging in anti-shirking activity to monitor and support their co-
workers differed substantially among sites, indicating that co-monitoring is extensive in
some workplaces and not in others. The key thing we found was that the measures of
worker effort and workplace behavior were higher in workplaces where a higher
proportion of workers said they would intervene against shirking.

In short, as best we can tell, the anti-shirking activity of workers co-monitoring each

other improves group effort and workplace performance. It is one way in which
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employees in a firm with profit-sharing and gain-sharing and other forms of shares keep
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the free-rider devil at bay.

The Nation's Best Employers

Every year the Great Place to Work Institute reviews the applications of major
corporations who seek a place on the list of “100 Best Companies to Work for in

America” that Fortune Magazine presents with great fanfare. Because being named one

of the hundred best is an honor that can attract additional and better job applicants and
help retain and spur current employees and bring companies lots of acclaim and attention,
every year about 400 of the largest and most successful corporations apply for
consideration and compete. The shares of half of the corporations applying are traded on
the New York Stock Exchange and the NASDAQ, where they represent twenty percent of
the market value of the public stock market and ten percent of employment and sales of
all stock market companies. Because of this, any study of shares among the applicants is
a study of a major slice of America’s corporations and the American economy.

To determine the 100 Best Companies to Work For, the Great Place to Work Institute
queries managements about their corporate culture and practices and obtains data on
turnover and other aspects of work practices and corporate culture. The Institute then
surveys a representative group of each company’s workers and asks them how they are
paid-with cash profit sharing, employee stock ownership, and broad-based stock options—
and their attitude towards the company and behavior at work. Between 2006 and 2008
over 1300 corporations applied for the 100 Best Companies to Work for in America

competition. Over 300,000 of their workers filled out the Great Place To Work Institute
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survey that ultimately helps determine whether a corporation makes the 100 Best list and
where it places on the list. The Institute uses the survey responses to develop a
comprehensive indicator of corporate culture called the Trust Index that measures
workers’ view of the credibility, respect, fairness, pride and camaraderie of their
company.

The Great Place to Work Institute gave us limited access to their data under strict
confidentiality procedures to examine the relation between employee stock ownership
and profit sharing and work practices and the performance of applicant firms. We sought
to determine whether firms that gave their workers some property stake were
disproportionately represented among applicants and whether firms with greater degrees
of shares and work practices performed better than their peer firms with weaker or no
such programs.

Since firms with exceptional human resource policies and corporate cultures self
select into the applicant pool, comparisons of outcomes within this group are likely
biased against finding any effects for broad-based capitalism approaches such as
employee stock ownership and profit sharing. A firm that believed its practices merited
recognition as among the 100 Best and that did not have profit-sharing or employee
ownership presumably had other policies to reward and motivate workers (an especially
well-designed promotion system? generous worker friendly-benefits?) that would
compensate for the absence of those programs. One can presume that many applicants
were trying very hard to be “the best” corporations.

It is interesting that a large proportion of the applicants for the 100 Best Company to

Work For competition had some form of employee stock ownership or profit sharing for
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their workers. Eighteen percent had ESOPs. Eighteen percent had cash profit or gain
sharing plans. Twenty-two percent had deferred profit sharing plans. The average ESOP
in the sample owned about 17 percent of company stock. One tenth of the companies
were even majority worker-owned. One in six companies granted stock options to a
majority of their workers. Another 17 percent of the companies granted stock options to
between a quarter and half of all the corporation’s workers. The average profit sharing or
gain sharing plan provided a worker a 7 percent bonus on top of their pay. Here is more
concrete evidence as we saw in the General Social Survey that shares are becoming quite
common in the U.S.

We discovered that corporations with more extensive employee ownership and profit
sharing had higher scores on the Trust Index. The workers in these corporations rated
their company as more credible, respectful of workers interests, fairer, and as providing
greater participation in decisions than workers than other firms. ESOPs and profit
sharing plans where profits added a lot to annual salary topped the list in the Trust Index.
Workers with stock options did not differ much on the Trust Index from workers without
those options. Corporations with more extensive broad-based capitalism, namely broad-
based employee stock ownership and profit sharing and stock options, had reduced
voluntary turnover, increased employees’ intentions to stay with the firm, and higher
return on equity for the firm. Corporations that combined shares with participative work
practices and a supportive corporate culture had the biggest payoff in reduced turnover
and higher return on equity. Finding these effects in the non-representative “100 Best
Companies to Work For” sample strengthens the likelihood that the policies have a causal
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impact on employee well-being and firm performance.
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Participative Ownership Culture

Persons are not machines so the social conditions under which democratic capitalism
operates may have a lot to do with its performance. Going back to the historical
examples, if a citizen owns an individual farm, one can imagine this person trying to be
productive with a lot of interfering rules of a tyrannical government versus trying to be
productive in a supportive social and political atmosphere. This is why the Framers of
the Constitution and the Founders were concerned about more than protecting the rights
of property. Liberty and freedom created good social conditions for wealth to prosper.
Similarly, every corporation will have a corporate culture that will encourage or
discourage the freedom of individuals to contribute to the common enterprise and create
new wealth. Perhaps, as the Social Darwinists believe, organizations are by nature
essentially hierarchical, that they perform best only when organized into tellers and doers,
when the best rewards and the best culture at are the top and the worst rewards and the
worst culture at the bottom. If this is proven to be true then the implications are
enormous. For it would clearly mean that the positive and progressive views of how
citizens participate in a representative democracy of the Founders and Framers cannot be
easily translated to many modern and post-modern economic organizations.

Every worker has the discretion to try harder, work harder, think more creatively,
cooperate with fellow workers or choose not to cooperate. Management cannot get into
workers’ minds and tap into this discretionary effort. This is a matter of free choice. It is

either given or not given by the individual person through a complex set of perceptions,
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motivations, and judgments. Corporations can observe activity but corporate supervisors
cannot control what goes on inside the head of the independent person who can grant
discretionary effort or problem-solving capacity or not out of their own mind. In the
post-industrial workplace much of what the worker has to do is not a matter of mere
effort or extra time. If a worker has ownership of the company and finds that the
corporate culture throws up barriers to his or her discretion to try harder through physical
or mental or emotional or social effort, then it is difficult to imagine how broad-based
capitalism can be tied to better performance.

Every workplace has its own culture. In some workplaces workers have considerable
leeway about how to do their job and cooperate with their peers. Those workers fit
closely with the independent farmer/citizens that the Founders of the American Republic
saw as fundamental to a successful democracy. In other workplaces, workers feel the
heavy hand of management in what they do and have little leeway to use their own
judgment in their job, much less to offer suggestions for improvement. They are more
dependent.

The statistical evidence that firms in which workers have a property stake in their
firm are more productive, induce more worker effort and responsibility, spur workers to
innovate more, and produce diverse other benefits for workers and the corporation, all of
these findings, show that this is a viable organizational form of capitalism. It pays off, at
least for those firms and workers that choose it. It is important to recognize that most
research studies show that a very thin layer of shares--a stock option or two for every
bank teller in a large publicly-traded bank—is not going to make much difference. The

impacts are larger when the programs are meaningful as they are in many closely-held
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ESOP companies and some model publicly-traded companies. But shares are not simply
about workers getting more money in the pocket from an ownership or profit stake and
firms benefiting with lower turnover, greater work effort, and higher production. It is
also about the firm and its employees developing a culture that supports employee
participation and cooperation between management and employees over the long term.
The corporations and workers that do best combine shares and workplace practices in the
context of a participative ownership culture. Our analysis found that giving workers
more responsibility, having more teams and problem-solving groups, having a less
hierarchical workplace where supervision involved more coaching than control, paying
workers at or above the market rate for their fixed wages, and providing workers with
greater training opportunities defined this culture.

This evidence sets the stage for discussing policies to significantly increase broad-
based capitalism in the United States. One fascinating question is whether firms that
adopt employee stock ownership or profit or gain sharing are likely to also adopt a
supportive corporate culture. The answer is yes. At many periods in U.S. history, the
1880s and the 1920s, and after WW!II, industry associations of corporations
implementing employee stock ownership and profit sharing and peer groups of managers
collectively explored best practices. Our national surveys show that workers in these
firms report significantly more participation in solving company problems through
employee involvement teams and self-directed work teams, and say they have more
influence, and, in some cases, more training. Managers appear to be either increasingly
inferring the better company culture or learning from each other as they compare one
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company to another.
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Extending these practices to more workers and firms, and strengthening the practices
in the workplaces where they exist, offers a road for normal workers to tap into the

wealth embodied in corporate property.
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Appendix I. Five Studies of the Relation Between Shared Capitalism and Firm Outputs
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Study 1: UK Treasury Sponsored Study of British firms (2007). This study obtained data
from confidential tax records that identified firms that had approved profit-sharing plans,
Save as You Earn plans, and company share option plans for 16,844 firms. It linked this
data to company value added, employment, profits, and capital for 7,633 businesses. The
study covered enough firms and years to permit the analysts to conduct a panel study of
firms that entered or left the programs as well as to compare firms with and without the
programs at a point in time, and to examine whether the effects differed among
industries. The conclusion: “on average, across the whole sample, the effect of tax-
advantaged share schemes is significant and increases productivity by 2.5% in the long

2

run

Study 2: General Accountability Office of the U.S. Congress (1987). This study
examined 414 corporations which established Employee Stock Ownership Plans that
were set up between 1976-1979 when ESOPs were just getting off the ground in the
United States. The companies were mostly small and medium size businesses whose
stock was not traded on a public stock market. The average company was just under ten
percent owned by its workers. The study matched the ESOP firms with non-ESOP firms
in the same industry and of the same size and compared outcomes three years after
employee ownership started to two years before. The conclusion: By itself employee
stock ownership did not change performance but the combination of employee stock

ownership with a change in corporate culture was associated with an increase in
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productivity “fifty two percentage points higher than the change for firms that did not

have such employee involvement.”

Study 3: Blasi-Kruse study of ESOPs set up between 1988 and 1994. These were small
businesses with about four hundred workers each. The study compared ESOPs to
similarly sized businesses without broad-based employee ownership in the same industry
a decade into the future. Workers in the ESOPs had a capital ownership stake of about
$15,000, were five times more likely to have a traditional pension plan, were five times
more likely to have a 401k plan, were four times more likely to have a profit sharing
plan, and seven times more likely to have another retirement plan than workers in the
non-ESOP companies. The ESOPs had significantly higher sales growth and higher sales
per worker than the companies without employee ownership. The ESOP corporations
survived longer and had fewer bankruptcies. By 1999 almost seventy percent of the
employee ownership businesses were still in existence compared to only fifty-five
percent of the non-employee ownership companies. A 2002 follow-up on all ESOPs

found similar results.

Study 4. This is a field experiment based on 21 fast-food franchises owned by one firm,
where researchers were allowed to randomly assign profit sharing to 3 franchises and
non-financial incentives (social recognition and performance feedback) to 6 franchises,
with the remaining 12 as the control group. A pre/post comparison using monthly data
found increased profitability and productivity, and decreased employee turnover, in the

profit-sharing franchises relative to the control group. In addition, profit sharing had a
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more immediate positive effect on profitability and productivity as well as a greater long-

lasting effect on employee turnover relative to the non-financial incentives.

Study 5: A 2003 survey of just over a thousand establishments in the State of California
done at the Goldman School of Public Policy at the University of California at Berkeley
came to similar conclusions. Managers’ assessments of quality, financial performance,
and the turnover of workers were best when a participatory company culture was

combined with profit sharing and employee stock ownership.
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