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Thinking Strategically About
Your Equity Compensation Program

Did you know most broad-based equity compensation programs
were started by someone other than the person currently
responsible for them?

In most cases, the founder is no longer at the company, the board
of directors is not involved in the development of the program or
the human resources department considers equity compensation
programs “spending” programs rather than “talent” programs.
Consequently, decisions regarding how much equity to grant

are a result of either:

e Benchmarking similar companies; or
e Responding to Institutional Shareholder Services
pressures on the basis of how much to grant.

Neither approach includes a foundation based on solid research
evidence, which often provides valuable insights into the decision-
making process. Our extensive research has identified three key
learnings for helping companies develop more comprehensive
and robust compensation plans:

e Equity compensation must be integrated into

your company's strategy and story.
e Equity plans work best when part of a supportive culture.
e The context between base wages and a company's

equity plan matters most.

The goal of this report is to share our key findings
so you can think more strategically about your own
equity compensation program.
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THINKING STRATEGICALLY ABOUT YOUR EQUITY COMP PROGRAM

The Research Evidence on Equity Compensation

Over the past 20 years, countless hours and millions of dollars have been spent on empirical research
to determine how to structure equity compensation plans so they maximize results for both the
employee and the organization. We conducted many studies to provide solutions on how to think more
objectively about equity compensation.? A few of these studies are noted here:

National Bureau of

Economic Research

Funded by the Rockefeller Foundation
and the Russell Sage Foundation,? the
National Bureau of Economic Research
(NBER) Shared Capitalism Study was a
million-dollar joint study conducted by
Rutgers and Harvard of more than 40,000
employees in 14 companies.

U.S. General Social Survey

A similar study looked at a random
sample of the entire U.S. adult working
population. The U.S. General Social
Survey (GSS) Study was funded mainly
by U.S. tax dollars with support for the
employee ownership questions from the
Employee Ownership Foundation.?

Best Places to Work

We also studied companies applying to
the Great Place to Work Institute for
participation in Fortune magazine’s 100
Best Companies to Work For competition.
This study, funded by the Alfred P. Sloan
Foundation, looks at companies that make
up 10% of total sales and employment,

as well as 20% of the market value of the

entire NYSE and NASDAQ.

KEY LEARNING #1:

Equity Compensation Must Be Integrated Into Your Company'’s Strategy

An equity compensation program that is well designed, has executive support and shows measurable
results often begins with an authentic story that fits with the company’s overall strategy.

Based on numerous interviews with
company professionals, we found the
key to developing an effective equity
compensation program is an authentic
story that aligns the program with the
company’s overall strategy.

Done well, your plan can ultimately
drive the long-term goals of the company
through highly engaged employees and a
collective focus on achieving success.
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The best strategies include the
following actions:

ENCOURAGE company leaders to talk
about the program in speeches and media
interviews. Stress the importance and
value of the program and link it to the
company’s core goals.

DIScUsSS the program with your board of
directors and help them understand how
it supports the company’s strategy.

DESCRIBE the program in SEC filings,
such as the Proxy Statement and Annual
Report. Explain how it fits into the
company strategy, who participates in the
program and why it is so important to the
overall success of the company.

MEASURE the effectiveness of the
program by including several dedicated
questions in employee surveys.

INCLUDE a clear description of how the
program fits with the company strategy
and specific employee survey data on
the effectiveness of the program, if your
company is having discussions with
Institutional Shareholder Services or
other proxy advisors about the program.
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KEY LEARNING #2:

Equity Plans Work Best When Part of a Supportive Corporate Culture

Over the past 20 years, we have spent
significant time sorting out how corporate
culture can increase the probability that

a broad-based equity share program

will benefit both the shareholders and
employees. What we found is that an
equity plan is not merely an economic or
“money” program. It can be a true value-
added benefit if it is embedded within the

organization’s culture.

For this to happen, the corporate culture
needs the following qualities:

Fair Wages

Employee wages must be at or above the
market rate. Substituting an equity plan
for competitive wages is the ultimate
“cancel button” to a successful program.
Our extensive national surveys, which
featured the General Social Survey of all
adult workers over multiple years, found
that 72.8% of employees in equity plans
reported they are paid wages at or above
the market, while 28.4% reported they
are paid below the market. You can use
these statistics to benchmark your

own employees.

Employee Empowerment

In a flat management hierarchy, it is
necessary to have a strong commitment
to job- and department-level employee
involvement, such as self-directed

work teams. We found these types of
empowerment structures encourage
employees to solve customer and
company problems at the level of their
job or department. This generates a
sense of ownership and pride among the
employee base.

Supervision

Our research found that employees excel
when they are not tightly supervised.
While this may seem counterintuitive,
employees perform best when managers
provide goals and the tools to achieve
these goals and do not micromanage.
Employees need managers with strong
facilitation skills and who involve them
in solving customer problems and give
them the skills and training to do so. This
does not mean performance reviews have
no value. In fact, regular performance
reviews are critical. They provide a
structured forum to provide constructive
feedback while tying an employee’s
personal performance to the overall
success of the company.

Training

A strong commitment to training goes
a long way. Our research compared
employees in equity programs in
companies that provide a lot of informal
and formal training with those that

do not provide such opportunities.

We found that companies offering
significant training programs had better
outcomes for the corporations and
individual employees.

Job Security

The perception that employees in an
equity program have job security over

the coming year enhances the probability
they are more committed to the company.

A system of HR practices
works best if capital or
equity shares are part of it.

&

Bringing It All Together

Equity plans thrive when they are
part of supportive HR practices
where employees:

¢ Believe they are paid fairly
and can earn wealth beyond
their base pay.

Are given the tools and training
to address customer and
company problems.

Are provided clear
performance goals on which
they receive ongoing feedback
and evaluation.

Believe they will be around
long enough to make a
difference.

This research is very consistent
with what is now called Strategic
Human Resource Management
or High Performance Work
Systems. This finding states

that a company will have better
measurable outcomes for
employees when implementing a
broad-based share plan.

MORGAN STANLEY | 2018 3



THINKING STRATEGICALLY ABOUT YOUR EQUITY COMP PROGRAM

KEY LEARNING #3:

Wage Context Matters Most

When employees report their wages are below market, virtually all intrinsic benefits of an equity
compensation program are cancelled out. This includes employee motivation, employee satisfaction
and employee commitment.* This concept in economics is called “wage substitution.” It occurs when
companies do not want to pay a fair market wage and instead challenge the employee to earn the gap

by participating in an equity compensation or profit-sharing plan.

Our research found that employees
and companies benefit from equity
compensation plans when there is an
opportunity to earn wealth on top of a
fair-market wage.

Most U.S. employees report they prefer
to have some wage increases come

from a capital share plan, such as an
equity compensation program. This is
contrary to what we often hear at equity
compensation conferences. Comments
such as “my boss believes employees want
cash in pocket” or “my millennials want
cash” have no academic evidence.

Why do most employees want some type
of capital shares? Because over the last
25 years, real wages have increased, on
average, about 1-2% a year, while the
long-term real return of equities for over
a century has been in the 4 to 6% range,
conservatively speaking’ Employees

seck opportunities to earn more over the
long term.

This is also true for those who are averse
to stock market risk. Our study divided
employees into two groups: those who

measured high in risk tolerance and those

who measured low. Surprisingly, two-
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thirds of the risk-averse employees we
surveyed wanted equity as part of their
future compensation.

So why do we hear these quotes

about employees preferring cash?

Our impression is that many of these
remarks are from people who are
misinformed, are simply generalizing or
are seeking a reason to cancel or limit
participation in an equity compensation
program. Impressions, biases or beliefs
without scientific basis are not a good
foundation for designing an equity
compensation program.

Impressions, biases

or beliefs without
scientific basis are not
a good foundation for
designing an equity
compensation program.
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How Big Is the Impact?

The impact on your company can be meaningful. This chart highlights the relationship
between equity compensation plans and employee turnover.”

The left side of the chart shows
companies with low employee
empowerment, while the right shows
companies with high employee
empowerment. The blue line represents
companies with no significant equity
program, while the black line focuses on
companies with generous programs.

As you can see, companies that combined
high employee empowerment with equity
programs showed an average voluntary
employee turnover of 6.3%, compared

to companies that had low employee
empowerment and no programs, which
had an average turnover of 15.3%.
Companies that had plans without
employee empowerment had the highest
turnover rate of 17.6%, illustrating that
an equity compensation plan without a
supportive corporate culture was unable
to hold employees at the firm.°
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*The results are based on data from the approximately 800 companies that applied for the Best Company to Work For contest by Fortune magazine
and had employee and management surveys done by the Great Place to Work Institute from 2005-2007. Of those, just 100 companies win the Hundred

Best Company designation each year.
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Conclusion

When designing an effective equity compensation plan, it's important
to collect, review and share existing research studies with the key
decision makers within your firm. This includes top executives, board
members as well as proxy advisor firms. It's also important to
conduct your own primary research with employees through surveys
and other outreach programs.

Proper research will help you develop a tailored plan that aligns
your employee’s total compensation package with your company's
corporate culture and your long-term strategy for success. Benefits
of an integrated equity plan include higher employee satisfaction,
engagement and retention rates.
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1 We co-authored this book with Professor Richard Freeman of Harvard University. It is available at online booksellers in paper and electronic version.
Chapter 5is a longer summary of the research discussed in this report.

2 The results were published in a book, Shared Capitalism at Work, by the University of Chicago Press in 2010 by D. Kruse, R. Freeman and J. Blasi.

3 The Employee Ownership Foundation supports the data collection of the General Social Survey through a separate contract with the National Opinion
Research Center of the University of Chicago that independently administers the survey on contract with the U.S. Government's National Science
Foundation. A national random sample of 1,000-2,000 adult employees is surveyed every two years in person at their homes. The data collected
represents a national random representative sample of the entire U.S. working population. Professors Blasi and Kruse analyze the data on a volunteer
basis. To see the results of the 2014 General Social Survey for share plans, see the site of the National Center for Employee Ownership at www.nber.
org at https://www.nceo.org/articles/widespread-employee-ownership-us.

* The question we have used in our employee surveys is: Do you believe that your fixed annual wages in 2004 were higher or lower than those of
employees with similar experience and job descriptions in other companies in your region? Please circle a number from 1to 5. Lower Higher 123 45
_ % higher __% lower.

5 Source: https://www.pragcap.com/u-s-equities-long-term-real-returns/.

6 The full survey is available at the National Bureau for Economic Research web site: http://www.nber.org/papers/w17745 or in the British Journal of
Industrial Relations at http://onlinelibrary.wiley.com/doi/10.1111/bjir.12135/full.
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