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Abstract

What enables some employee ownership firms to overcome the
free-rider problem and motivate employees to improve perfor-
mance? This study analyzes the role of human resource policies in
the performance of employee stock ownership plan (ESOP) firms,
using employee survey data from 13 companies. Between-firm com-
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parisons of 11 ESOP firms show that an index of human resource
policies, nominally controlled by management, is related to employ-
ee reports of coworker performance and other good workplace out-
comes. Within-firm comparisons in two firms show that workers who
participate in employee involvement committees are more likely to
exert peer pressure on shirking coworkers. We conclude that an
understanding of how and when employee ownership works success-
fully requires a three-pronged analysis of (1) the incentives that
ownership gives, (2) the participative mechanisms available to work-
ers to act on those incentives, and (3) the corporate culture that
battles against tendencies to free ride.

More than one-fifth of U.S. private-sector employees—24 million work-
ers—own stock in their own companies. Over the past 25 years employee
ownership and other compensation arrangements linking worker pay to com-
pany performance, including profit sharing, gain-sharing, and broad-based
stock options, have increased substantially (Blasi et al. 2003; Freeman and
Dube 2000). While, on average, employee ownership firms tend to match or
exceed the performance of other similar firms (Kruse and Blasi 1997), there
is considerable dispersion of outcomes among employee-owned firms, as ev-
idenced by the bankruptcy of United Airlines (Mackin 2002) contrasted with
the continued success of firms like SAIC.2

By tying pay to firm performance, employee ownership can help improve
performance by reducing workplace principal-agent problems. But group
incentive systems face the free-rider problem, highlighting the weak link be-
tween individual effort and rewards. Because standard economic analysis pro-
vides no way to resolve the free-rider problem, many researchers agree with
Weitzman and Kruse that “something more may be needed—something akin
to developing a corporate culture that emphasizes company spirit, promotes
group cooperation, encourages social enforcement mechanisms, and so forth”
(1990:100). A three-pronged combination of (1) incentives, which must be
sufficiently meaningful to workers to motivate them, (2) participation, which
must be sufficiently meaningful for workers to make critical decisions, and (3)
a workplace environment or company ethos that overcomes, or at least reduces,
the free-rider problem appears to be the key to improving performance
through employee ownership.

More than 70 large-sample studies have been done on employee own-
ership in the past two decades (Kruse 2002). Studies of both firm perfor-
mance and employee attitudes and behavior are split between neutral and
favorable findings for employee ownership, with very few negative findings.
Meta-analysis indicates that the average increase in productivity associated
with employee stock ownership plan (ESOP) adoption is 4.5 percent. But
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the wide band of outcomes around the average makes it clear that giving
employees an ownership stake does not, in itself, ensure superior employee
or firm performance.

This study links employee reports on how ownership plans actually affect
their attitudes and behavior to objective company performance measures. Such
an approach is rare in productivity studies, in part because employee surveys
lack the quantitative output data necessary for a productivity analysis. Employ-
ees in worker-owned and participative firms report that their firms perform
better than do employees in other firms (Freeman and Dube 2000), but the
workers may not have an accurate assessment of their firm’s actual perfor-
mance. It is only by combining evidence from workers and firms—using
matched employee-employer data files—that we are likely to make progress
in understanding why some ownership plans work while others fail and thus
explain the diversity of outcomes from companies with at least nominally sim-
ilar ownership structures (though, absent a true experiment, there will always
remain questions of selection bias and generalizability).

This paper uses survey data from 13 ESOP companies to examine the
factors that affect the differential impact of employee ownership on produc-
tivity and work behavior. The surveys were conducted at different periods
of time by Ownership Associates (OA), a consulting firm, and by our research
team.3 The OA survey covers employees and managers in 11 ESOP compa-
nies over the period 1996–2002, asking employees about their views and
attitudes toward various aspects of their workplace. Company managers filled
out a survey on human resource policies, firm performance, and ESOP char-
acteristics. The firms in this survey are relatively small, with an average of
396 employees. There are a total of 2,139 survey respondents from the 11
companies, giving a response rate for workers of 71 percent across all com-
panies. The second dataset contains information on employees in two firms
that the National Bureau of Economic Research’s (NBER) Shared Capital-
ism research project surveyed in 2002. Here the focus is on individual vari-
ation in how workers respond to ownership and participation and to free-
rider behavior on the part of coworkers. Although selection bias in the types
of firms that adopt ESOPs and take part in our surveys is a legitimate con-
cern, prior ESOP literature indicates that results are not much affected by
selection corrections (Kruse and Blasi 1997). Moreover, by basing our anal-
ysis on comparisons within ESOP firms, we potentially avoid errors in in-
terpretation due to selectivity. Also, a set of fairly similar firms with compa-
rable ownership structure provides just the right sample to assess variation
within the employee ownership structure.

Our samples are small and thus give results that should be viewed as sug-
gestive. The National Opinion Research Center has completed a national sur-
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vey using questions that we devised analogous to those in the current study.
This survey has both a representative sample of workers and data that match
workers with firms. Thus, this paper is a foray with limited data into an area
that will offer new and nationally representative information in the near future.

Between-Company Comparisons on Performance and
Human Resource Policies

A growing literature has documented that “innovative human resource
practices can improve business productivity,” particularly when the firm com-
bines complementary practices (Ichniowski et al. 1996:322; also see Appel-
baum et al. 2000 and Becker et al. 2001). The OA data allow us to analyze the
relationship between HR policies and performance, to see whether HR pol-
icies can help create a climate that overcomes the free-rider problem in em-
ployee ownership firms. As in Freeman and Dube (2000), we use employee-
reported performance, but one advantage we have is data on objective
company outcomes that can validate the employee reports. We construct three
measures based on six items reflecting employee assessments of coworker per-
formance (listed at the bottom of Table 1). These measures vary significantly
between firms and (as reported in our longer paper) are positively correlated
with industry-adjusted firm performance, particularly with profit margin (.582
to .630), 3–year employment growth (.481 to .621), and 3–year productivity
growth (.328 to .373).

There is also substantial dispersion in company-reported HR policies
among the 11 OA companies. For example, seven firms have employee task
forces, five have employee involvement in new hires, and three have employ-
ee representation on the board of directors. Firms also reported on nine meth-
ods of sharing information with employees (e.g., newsletters, regular employee
meetings, new employee orientations) and other policies such as non-ESOP
pension plans, grievance procedures, labor-management training, employee
surveys, and bonuses. Because the HR policies are highly correlated and there
are more policies than companies in the OA survey, we added together seven
of the policies to form an HR index (described at the bottom of Table 1), which
has a mean of 3.55 and standard deviation of 1.97.

Are the HR variables linked to performance? Table 1 reports regressions
of the three employee-reported performance measures on the HR index and
on the use of two practices that did not fit in the index, individual bonuses,
and a suggestion system. The results show that the HR index is positively re-
lated to worker-reported work effort and significantly different from 0 in five
of the six regressions. Individual bonuses are positively related to the outcome
variables, whereas suggestion systems are negatively related. We estimate that
an increase of 1 standard deviation in the HR index increases the score on
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“People at [OurCo] work hard” by about .2, and increases the scores on per-
formance indices 1 and 2 by about .8 and 1.2, respectively. These represent
increases of about 15–20 percent of a standard deviation in the performance
measures.

In the even-numbered columns, we include a variable for whether the firm
introduced the ESOP because of economic performance concerns, which
helps address questions of selection bias. Inclusion of this variable makes lit-
tle difference in the coefficients on the HR variables, though it does slightly
weaken the link between performance index 2 and the HR index.

Additional analysis of employee survey data shows that the HR index is
positively and significantly linked to perceptions of fairness, coworker relations,
good supervision, and worker input and influence. It is not, however, linked
to a sense of ownership. Although this could indicate that ownership is irrel-
evant to actual work performance, we find a strong positive correlation be-
tween the sense of ownership and our three outcome measures, both by it-
self and with the inclusion of the nearly independent HR index. Thus, it
appears that feeling of ownership is judged by employees’ actual financial stake
in their company, as indicated by positive correlations with percent of com-
pany shares owned by the ESOP and ESOP value per employee. A sense of
ownership must be backed up by practical implications for the individual
employee.

Within-Company Comparisons on Worker Effort and
Peer Pressure

In 2002, the NBER Shared Capitalism research project undertook a set
of surveys of firms with particular employee ownership structures. At this point,
we have data available from two ESOP firms in the 250–500-employee cate-
gory, with an average response rate from workers of 54 percent. One firm is
100 percent employee owned, and the other is one-third owned by employ-
ees. We concentrate on how employee participation on employee involvement
(EI) committees and involvement in group decision-making affects respons-
es to free-riding behavior. The key question on our survey relating to employee
response to free-riding behavior is:

If you were to see a fellow employee not working as hard or well as
he or she should, how likely would you be to:

Talk directly to the employee
Speak to your supervisor or management
Do nothing.
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The responses were given on a four-point scale: (1) not at all likely, (2) not
very likely, (3) somewhat likely, and (4) very likely. We break down these an-
swers by whether employees participate in EI committees (done by 58 per-
cent in company A and 29 percent in company B) and whether they have re-
ceived formal training from their employer in the past year (received by 60
percent in company A and 17 percent in company B).

The evidence in Table 2 shows that workers on EI committees are far more
likely to talk directly to the employee and much less likely to do nothing than
workers who are not on such committees. For example, the mean score for
the response of “talk directly” for workers is 0.72 higher among EI participants
compared to nonparticipants in company A and 0.50 higher in company B. The
results are consistent with the notion that the participation of workers on EI
committees leads them to intervene more than other workers when they see
someone not doing their job and, most important, to intervene directly to a
greater extent than going to a supervisor. The EI participants are also more
likely to say they are “willing to work harder than I have to in order to help
the company I work for succeed.”

To what extent can we interpret these differences as being causally relat-
ed to workers’ participation in EI as opposed to some unobserved individual
characteristic? One way in which we probe for causality is through a differ-
ence-in-differences approach, by comparing the differences based on EI to
those based on another aspect of the individual’s work life, namely, the receipt
of training. As shown at the bottom of Table 2, the differences in responses to
the question about how workers would react to someone not doing their job
by whether the worker received training are smaller and statistically weaker
than those for EI, supporting the idea that EI is playing an important role. In
addition, comparisons based on other survey measures also show smaller dif-
ferences than those for EI.

Conclusion

Economic theory suggests that by itself ownership is unlikely to greatly
affect worker effort and performance. Ownership must be combined with
employee involvement and other policies that give workers the power to act
on ownership incentives and the disposition to resist the tendency to free ride.
Our analysis of worker-reported effort across 11 ESOP firms and of workers
within two ESOP firms supports these arguments. We find significant differ-
ences in worker assessment of work effort across ESOP firms, which indicate
that, even in firms with substantial employee ownership, other factors influence
outcomes. Relating worker-reported outcomes to their sense of ownership and
an index of HR policies shows that ownership and HR policies are both pos-
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itively linked to employee reports of workplace performance, which is itself
related to company performance.

Our analysis of employee response to coworkers who perform poorly shows
that workers on employee involvement committees or who otherwise report
being involved in setting goals for their work group are more likely to talk
directly with nonperforming workers and are less likely to do nothing. Con-
ceptually, an understanding of how employee ownership works requires a
three-pronged analysis of (1) the incentives that ownership gives; (2) the par-
ticipative mechanisms available to workers to act on those incentives; and (3)
incentives/corporate culture that counteracts tendencies to free ride. All firms,
whether employee-owned or otherwise, have to combine these three elements
to motivate workers to perform as best they can. Employee ownership pro-
vides a distinct solution to the incentive problem but must still deal with the
participation and free-riding problems.

Notes
1. This paper is part of the National Bureau of Economic Research’s Shared Capitalism

Research Project, funded by the Russell Sage and Rockefeller Foundations.

2. For a description of SAIC, see http://www.fed.org/resrclib/articles/entrep.htm.

3. Ownership Associates, Inc., is a Cambridge, MA, consulting firm “providing strategic
and technical advice to groups exploring employee ownership.” See
www.ownershipassociates.com.
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