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Background:

In 2007, | conducted a literature review of research on the effects of ESOP and Employee
Ownership. The resulting working paper, Effects of ESOP Adoption and Employee Ownership:
Thirty years of Research and Experience [1], was very well received. It was selected for media
presentation at the 2007 Academy of Management; served as the basis for the successful first-
ever gathering of major Employee Ownership scholars, professionals and participants in May
2008; and has become the most downloaded paper in the history of the University of
Pennsylvania (2,343 full-text downloads as of Dec. 2009!) scholastic commons.

In that review | find overwhelming evidence that employee ownership and greater employee
participation in governance benefit individual employee-owners, compelling evidence that it
benefits firms, and indications that it benefits society at large; but that large knowledge gaps
remain and that some fundamental questions have gone largely unaddressed. These questions
include:

e How do we reconcile employee ownership research indicating great gains across the
board in productivity, profits and ROl with economic theory and contrary evidence?

Extensive, impressive research indicates that employee ownership lead to major gains in firm
productivity and profitability.[2] Yet mainstream economic theory predicts employee ownership
leads to underinvestment, inefficient decision making, inadequate supervision, or some
combination of these [3] and empirical research published outside the small group of employee
ownership researchers — mostly in finance [4-6] — emphasizes problems related to ESOP
adoption, for example, decreased R&D.[7]

¢ If employee ownership is so great, why don’t we see more of it?

Although the total dollar value of ESOP plans continues to grow, the number of firms with ESOP
plans long ago plateaued. We need to better understand empirically the reasons why ESOPs and
other forms of employee ownership are or are not adopted or are abandoned.

e Do the social benefits of employee ownership justify special tax treatment? And what
of the extant ESOP governance structure that need not provide any additional
employee participation? Are any policy changes warranted?

ESOPs are provided special tax treatment because of purported social benefits. Legislation has
been passed at least in part due to claims that broad-based ownership can ease workplace
tensions, reduce disparities of wealth, and help build a better society. But little empirical
research has been conducted to verify or otherwise test these claims.

My plan is to keep these big questions in mind as | pursue manageable research efforts.
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Proposed Research

| would use the Beyster fellowship to, first, properly publish my literature review (if it's not
already accepted). | would also try to develop for publication a quantitative analysis of the costs
and benefits employee ownership tax legislation, a draft of which has already been written and
presented to industry groups.[8] | would also like to develop thoughts and empirical research on
innovation and resilience as they relate to employee-ownership.

My primary management research area has been resilience, or the ability to cope with
unanticipated dangers.[9] Resilience as such is increasingly recognized as a critical competency
in a increasingly dynamic world.[10] | have documented an almost incredible resilience in firms
decimated by the 9/11 attacks [11, 12] and an equal lack of resilience in the automobile industry
[13-15], winning national research awards for articles on both subjects. | have also been
teaching a popular course on organizational resilience at Penn since 2003.[16]

No one has studied ESOP resilience or an ability to deal with adversity per se, but many studies
link employee ownership to firm survival.[17-19] More specifically, French worker cooperatives
were found to survive longer than their non-employee owned counterparts under a variety of
conditions.[20] US ESOPs were able to improve operating performance even when their stock
prices were falling, not only when stock prices were rising, as with matched firms.[21]

| envision writing one paper that theoretically makes the case for the value of resilience and
stability. Although enhanced organizational survival rates may seem to be a clear-cut good to
the average person, economists and political scientists have traditionally been —and continue to
be — dubious. Prevailing theory celebrates “creative destruction,” that is permitting
organizations to die a timely death, thereby allowing the market to efficiently redistribute
human and financial capital.[22-32] The outline of a continuity argument is that people need
time to fit into an organization, teams need time to coalesce and organizations take years to
develop sustainable models. In contrast, start-ups, for all their vibrancy, are generally inefficient;
markets provide only crude mechanisms for reallocating resources; and organizational breakups
result in disintegration of intellectual capital and cause disruptions to clients, communities and
other stakeholders. In short, the current model of transfer every two or three years results in
great social losses; if employee ownership, in fact, allows for resilient, organizations that can
withstand adversity and adapt to changing circumstances, they may add a greatly beneficial
stability to an all-too-rapidly changing economy and society.

| also envision a literature review and/or meta-analysis of the relationship between employee
ownership and stability for individuals, firms, and the communities in which they are located.

At some point down the road, Id also like to investigate the relationship of employee ownership
to innovation, creativity and intellectual capital. Extant research on innovation indicates that
after the implementation of an ESOP, R&D intensity decreases.[7] But this study is based on data
from firms which may have used ESOPs as a possible takeover defense. But for many reasons
related to the nature of creativity and innovation, | would expect a strong positive relationship
with employee ownership. Some of these include:
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e Ability and willingness to pursue long term goals, through incentive alignment and
reduced turnover

e Ability and willingness to pursue corporate rather than individual goals, through
incentive alignment and internalized corporate values and identity.

e Greater role in decision-making from rank and file employees, i.e., those who have
firsthand knowledge of design, production and customer relations

A positive association between employee stock ownership and R&D expenditures was found in
Taiwan.[33] A replicative study of US data with additional intervening and outcome variables
may further generalize and extend this finding, and potentially rectify the received wisdom on
the relationship between corporate governance/ownership structures and creativity/innovation.

References

1. Freeman, SF (2007) "Effects of ESOP Adoption and Employee Ownership: Thirty years of Research and Experience" University of
Pennsylvania Center for Organizational Dynamics Working Paper #07-01,

2. Blasi, JR, D Kruse and A Bernstein (2003) In the company of owners: the truth about stock options (and why every employee
should have them) (Basic Books)

3. Bonin, JP, DC Jones and L Putterman (1993) "Theoretical and empirical studies of producer cooperatives: Will ever the twain
meet?" Journal of Economic Literature. 31(3): p. 1290-1320

4. Pugh, WN, JS Jahera and S Oswald (1999) "ESOPs, takeover protection, and corporate decision-making" Journal of Economics
and Finance. 23(2): p. 170-183

5. Pugh, WN, SL Oswald and JS Jahera Jr (2000) "The effect of ESOP adoptions on corporate performance: Are there really
performance changes?" Managerial and Decision Economics. 21(5): p. 167-180

Weston, JF, KS Chung and SE Hoag (1990) Mergers, Restructuring, and Corporate Control, (Prentice-Hall)
Gamble, JE (2000) "Management commitment to innovation and ESOP stock concentration" Journal of Business Venturing.
15(5-6): p. 433-447

8. Freeman, SF and M Knoll (2008) "S Corp ESOP Legislation Benefits and Costs: Public Policy and Tax Analysis" University of
Pennsylvania Center for Organizational Dynamics Working Paper 08-04,

9. Wildavsky, AB (1988) Searching for safety (Transaction Publishers)

10. Weick, KE and KM Sutcliffe (2001) Managing the unexpected: Assuring high performance in an age of complexity (Jossey-Bass )

11. Freeman, SF, M Maltz and L Hirschorn (2003) "Moral purpose and organizational resilience: Sandler, O-Neill & Partners in the
aftermath of September 11, 2001" Acad. Mgmt. Best Papers

12. Freeman, SF, L Hirschorn and M Maltz (2004) "The power of moral purpose: Sandler O’Neill & Partners in the aftermath of
September 11, 2001" Organizational Development Journal. 22(4): p. 69-81

13. Freeman, SF (1999) "Identity maintenance and adaptation: A multilevel analysis of response to loss" Research in organizational
behavior. 21: p. 247-294

14. Freeman, SF (1998) "The problem of identity in organizational behavior and human decision processes" Massachusetts Institute
of Technology, Sloan School of Management PhD Thesis, Behavioral and Policy Sciences

15. Freeman, SF (2002) "Effects of Environmental Change On Executive Attention & Initiatives: Analysis of Auto Industry Letters To
Shareholders 1963-1987" MIT Center for Technology, Policy, and Industrial Development (CTPID)
http://dspace.mit.edu/handle/1721.1/1612

16. Freeman, SF "DYN672 - Crisis Mgmt & Organizational Resilience Public web page & discussion group",
http://tech.groups.yahoo.com/group/DYN672/

17. Park, R, D Kruse and J Sesil (2004) "Does employee ownership enhance firm survival?" Advances in the Economic Analysis of
Participatory and Self-managed Firms. 8: p. 3-33

18. Blair, MM, DL Kruse and J Blasi (2000 ) "Employee Ownership: An Unstable Form or a Stabilizing Force?" in The New
Relationship: Human Capital in the American Corporation, MM Blair and T Kochan, Eds. (Brookings Institution Press)

19. Blasi, J and DL Kruse (2007 ) "Largest Study Yet Shows ESOPs Improve Performance and Employee Benefits" National Center for
Employee Ownership http://www.nceo.org/main/article.php/id/25




Freeman Beyster/Kelso Fellowship proposal/application Page 4 of 4

20.
21.

22.
23.
24,

25.
26.

27.
28.

29.
30.

31.

32.

33.

Estrin, S and DC Jones (1992) "Viability of Emplyee-Owned Firms: Evidence from France, The" Indus. & Lab. Rel. Rev. 45: p. 323

Igbal, Z and SA Hamid (2000) "Stock price and operating performance of ESOP firms: A time-series analysis" Quarterly Journal
of Business and Economics. 39(3; SEAS SUM): p. 25-48

Friedman, M (1962) Capitalism and freedom (University of Chicago Press)
Klein, N (2007) The shock doctrine: The rise of disaster capitalism (Metropolitan Books)

Nolan, RL and DC Croson (1995) Creative destruction: A six-stage process for transforming the organization (Harvard Business
School Press)

Schumpeter, JA (1994 [1942]) Capitalism, socialism, and democracy (Routledge Press)

Aghion, P and P Howitt (1992) "A model of growth through creative destruction" Econometrica: Journal of the Econometric
Society: p. 323-351

Metcalfe, JS (1998) Evolutionary economics and creative destruction (Routledge Press)

Foster, R and S Kaplan (2001) Creative destruction: why companies that are built to last underperform the market, and how to
successfully transform them (Currency/Doubleday)

Cheung, E (2007) Baby Boomers, Generation X and Social Cycles: North American Long-Waves (Longwave Pr)

Christensen, CM (1997) The innovator's dilemma: when new technologies cause great firms to fail (Harvard Business School
Press)

Christensen, CM and ME Raynor (2003) The innovator's solution: Creating and sustaining successful growth (Harvard Business
School Press)

Reinert, H and ES Reinert (2006) "Chapter 4. Creative Destruction in Economics: Nietzsche, Sombart, Schumpeter" in Friedrich
Nietzsche (1844-1900): Economy and Society, JG Backhaus and W Drechsler, Eds. (Springer) p. 55

Chen, HL and YS Huang (2006) "Employee stock ownership and corporate R&D expenditures: evidence from Taiwan's
information-technology industry" Asia Pacific Journal of Management. 23(3): p. 369-384



