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Abstract

In this paper we review recent developments concerning ESOPs and present some theoretical framework for reviewing three diverging propositions for institutionalizing ESOPs in Croatia. The issues to be discussed involve rationales for ESOPs (how do ESOPs benefit employees, companies and the society), understanding diffusion of ESOPs in Croatia since 2000 and future expectations concerning ESOP performance.

1. Introduction

Employee ownership has been used in the western world as a tool of employee remuneration and participation. Generally, Employee Stock Ownership Plans (ESOPs) represent a form of employee ownership where employees acquire shares under some preferential status compared to ordinary (financial market) methods of acquiring shares. Consequently, ESOPs represent an organized, usually broad based form of employee ownership, which, according to circumstances such as time, place, and motives, may result in different proportions of employee equity to total equity, possibly providing influence in decision making.

In Croatia, during the past year, there has been a revival of interest in employee ownership. In the summer of 2006 ESOPs (or ORD - Organized Worker Share-ownership in Croatian) were announced to be included in the new Privatization Law to be passed in 2007. The announcement in the summer of 2006 was followed by a number of comments and counter-propositions that were reported in the press.

One of the motives for reviewing insider buy-out stems form the fact that the privatization process in Croatia is almost finished. Companies that remain under dominantly State holding are mainly in utilities, infrastructure, shipbuilding and a portion in the tourist industry. Companies from other industrial sectors were mostly privatized during the nineties. As already mentioned, three proposals for instituting ESOPs were formulated during the second half of 2006: the government proposal suggesting ESOPs should make up for up to 25% of a company's total equity, the proposal by opposition parties HSLS and HSS suggesting the ceiling should be at 49%, and a third proposal, which can only roughly be considered a proposal, but reflects the opinion of the World’s Bank that the ESOP share should not exceed 15% of equity. All proposals see ESOPs as a privatization tool to be applied for privatizing the remaining State holding in the real sector of Croatia. 

Despite the press coverage of ESOP discussions, the concept is the very vague in the business community and general population. Most Croatian citizens do not recognize the meaning of acronym. Not even students of economics seem to be familiar with the concept.
 In spite of half a century workers’ management (self-management) and the fact that many employees do posses shares of the companies they work for, there almost seems to be a lack of interest for the topic. Those who, at least, recognize the correlation of the abbreviation to employees are often prone to identify ESOPs as some form of employee ownership close to the one that existed in former Yugoslavia.

2. ESOP – defining the concept

Forms of employee ownership exist in a variety of forms and for a variety of purposes. ESOPs are often mixed with other forms of employee ownership. Employee ownership can be acquired on the individual basis in which case employee owners act as any other small private investor. On the other hand, employee ownership can appear in some form of coordinated (and regulated) process in which case we speak of ESOPs. In both cases, depending on the number of shares employees hold, we can speak of two aspects of their presence in the company, the simpler one involving only financial participation,
 where employee ownership basically disperses the ownership structure. Financial participation is defined as participation in profits and enterprise results that add up to employee's wage or salary and, by some, is an employee's right deriving from the standing that labor should not be treated as any other 'production factor’3. In the case of share ownership, employees benefit indirectly in company profits by receiving dividends and through capital gains (Pendleton et al., 2001, pp. 7-8). 

A more complex issue arises where employee financial participation rises to a fraction of ownership that demand participation in governance (as result of employee ownership concentration), enticing some formal or informal participation in the exertion of control rights. The distinction is important because it suggest one of the causes (goals) for employing ESOPs. According to agency theory, employees as insiders are better informed than outsiders and can thus provide for cost-effective monitoring. According to financing options though which organized forms of employee ownership are carried out, the basic distinction revolves around the source of financing: leveraged and non-leveraged forms of acquiring ownership. In correlation with financing, ownership can be acquired through a one time transfer of shares, but also through continuous transfers of funds, for example as a certain percentage of salaries, or shares may be bought from company profits.

The motives for employing ESOPs can be manifold and depending on the sides involved and their purposes for establish and participating in ESOPs. When trying to define sides involved in the process, we may talk of:

1. Employee and the employer, when discussing a compensation scheme; 

2. Present owners and future owners (employees), when discussing corporate 
governance and financial restructuring; or even 

3. Government as an involved side. Since broad ESOP schemes usually involve social 
and political motives, governments may find motives for granting more or less 
support to ESOP schemes but also to employ pro-ESOP rhetoric into political 
campaigns. 

To the point that ESOPs are viewed also as a governance participation mechanism, all forms of participative representation, regardless of actual share holding, may be yielding similar results as large ESOP holdings. Forms of enabling a voice in governance, in Europe sometimes phrased as “workplace representation”, include institutional arrangements for employee information and consultation, right of representation through works councils or by trade-union representatives.
 According to the OECD Principles of Corporate Governance (2004, p. 21), employees are seen primarily as stakeholders but with a prominent role. The Principles specify that “performance-enhancing mechanisms for employee participation should be permitted to develop”, acknowledging that stakeholders may “participate in the corporate governance process”. In the case of Europe, the issue of employee participations may have an even more important political meaning. As remarked by the European Commission for the Improvement of Living and Working Conditions (2007, p.19) employee participation has been “legally established and formally introduced in most EU countries” and is still under development, which means it may acquire more significant meaning.
 

3. Review of world-wide experience 

A paper by Steven F. Freeman (2007) summarizes research that has been carried out in the US, mostly in past few years, and represents controversies that have guided research and findings in the past 30 years in the US.
 Segmenting the present the benefits and costs ESOPs post for individuals, mainly employees, their firms and the society, Freeman concludes that most research leads to conclusion that ESOPs have worked well for employees, generally increasing their wealth (without deducting from present earnings), granting longer average tenure, mild increase in job satisfaction, organizational commitment and identification, motivation and workplace participation. At the same time the major treat that ESOPs bring to employees derives from a lack of savings diversification, where a possible bankruptcy of the firm may leave the employee both jobless (the gravity of this treat would probably vary depending on the profile of the worker, previous employer and the economy) and without part of his pension savings. Freeman sees it important to point out that some empirical studies lead to the conclusion that actual results accomplished depend on motives. 

Research done by the European Federation of Employee-share Ownership (commented by Mathieu, 12/2006) found that 89.9% of the 1000 biggest European companies have employee share ownership, 80% of all biggest European companies have share options. The value of shares held by employees is 1.72 % of these companies’ capitalization. Considering the part of capital held by employees in large groups, top 3 ranking countries are: France 3.69%, Ireland 2.8 %, Austria 2.48 %. 

Generally, European companies are perceived to be more stakeholder oriented compared to US companies. As a source focused on distinguishing particular features of different institutional settings, particularly in terms of legal rights of shareholders, ownership concentration and strong capital market activity established by the presence of high M&A activity or private pension funds, Jackson (2005a) reports that Germany and Japan, “having both implemented substantial corporate governance reforms”, did preserve a “strong ‘voice’ of employees” and in fact, had unions and work councils support company reforms. Jackson also points out to the role of the State in externalizing the cost of employment adjustment, or the costs of company restructuring leading to reducing the number of employees.
 The harmonization of the European social model may, actually, further promote employee participation. In that respect, current European research (Windbuchler, 2005; Jirjahn, Smith, 2006; Gollan et al., 2006; Hashi et al., 2006) tends to concentrate more on the wider phenomenon of employee participation rather than strictly on ESOPs.

Concerning new EU entrants, a survey carried out by Gates and Saghir (1995) under the patronage of the World Bank
 concluded that employee ownership was used as atoll intended to facilitate transition economies in developing (transition) countries where employees provide a basis for broadening the number of possibilities for conducting a massive privatization process in a short period of time. Bogetić's study of employee ownership in CEE (1993) stresses the politics of privatization and advocates minority employee ownership stakes and a free market for trading shares as the best option. To Bogetić’s opinion, minority employee ownership would act as a way to align non-employee owners' interest with insiders knowledgeable enough to exert some control over management and thus reduce agency costs. A more recent study by Druzić and Gelo (2006) confirms our concern that, even today, the discussion on issues of employee ownership still tends to revolve around privatization formulas and politics (or in the best of scenarios, on proportion of equity and wealth distribution) rather than on efficiency gains and future expectation for the development of in-firm governing mechanism and social system.

4. Incidence of ESOPs in Croatia

As agreed by most scholars, evidence on ESOP incidence is scarce in Croatia, and so is systematic research. However, according to some estimates ESOPs are not so rare. 

4.1. Previous research

A team of Croatian researchers used a questionnaire to study a representative sample of 552 companies during November and December 2003. They found that, according to collected answers, 52 companies, or 9,4% of the companies in the sample had some sort of ESOP (defined in the questionnaire itself as some “organized form of employee stock ownership”). However, many of the remaining 500 companies, which did not consider themselves as ESOPs, did demonstrate significant shares of employee ownership (Tipurić, 2004, pp.18-19). 
 Another possible interpretation of apparently high numbers of employee owners and companies with significant (even though it is not exactly clear what "significant" should mean) employee ownership may lay in the characteristics of the transition process in Croatia. Precisely, until the last decade of the 20th century, workers’ (self-management) organizations were the legal norm by the Company Law existing since 1976. After the Transformation Act in 1991 and the Privatization Law of 1993, the phrase most often used to designate employee ownership became: companies with shares owned by “present and past employees”.  

It should also be noted that a country profile of Croatia was published in 2006 in the PEPPER (Promotion of Employee Participation in Profits and Enterprise Results, Lowitzsch et al.). This report summarizes observations on legal and fiscal provisions in Croatia and existing practices. Some important points were made:

· Official support for employee participation was low during the second and third privatization cycle, causing a decline in employee ownership that continued to the present,

· ESOPs were not among models originally selected to privatize former ‘social enterprise’,

· Most cases involved a combination of MEBO and ESOP where the management “took the lead” to prevent hostile takeovers and keep control in the hands of insiders.

4.2. The CROSEC sample

Following the research done by the Tipurić team, we tried to establish the incidence of ESOPs in Croatia by studying Croatian companies listed on the Croatian Securities Exchange Commission (CROSEC).
 Somewhat contrary to his observations (made in 2003) we found out is that employee ownership in the broad meaning of the term seems to be decreasing. Explicit ESOPs, on the other hand, are increasing in number but are still very rare.

Data was gathered so that whenever an ESOP was explicitly declared to be among the top10 shareholders we considered the case as a true ESOP. The first company with an ESOP share appeared in the CROSEC database in June of 2001. Later the number of true ESOPs increased as can be seen in Table 1.

Searching further, we came up with the following sample of companies: 3 companies had ESOPs among their top 10 shareholders in 2002, 7 in 2004 and 8 in 2006. As we can see, the number of ESOPs has been growing, and once established, the ESOP persisted along the examined time period.

Table 1 Number of ESOPs in CROSEC database 2002 –2006

	Used phrasing
	2002
	2004
	9/2006

	ESOP (explicit)
	ad plastik
	ad plastik
	ad plastik

	
	jadranka
	jadranka
	jadranka

	
	kraš
	kraš
	kraš

	
	
	đakovština 
	đakovština

	
	
	atlanska plovidba
	atlanska plovidba

	
	
	pik
	pik 

	
	
	tehnika
	tehnika

	
	
	
	ppk valpovo

	"Employees and former employees"

(formulation according to Privatization Law)
	bilo
	
	

	
	geofizika
	
	

	
	igm
	
	

	
	transadria
	transadria
	

	
	vodoprivreda požega
	
	


Source: extracted by authors from the CROSEC database

It is also interesting to notice that whenever ESOPs did develop in an organized way, usually led by managers in an MEBO, ESOPs developed as separate legal entities. Those "explicit ESOPs", as we called them, persisted. Consequently, regardless of the motives that led managers and employees to adopt ESOPs at some point of company history (and each company should be studies case by case), those who understood (and in fact, introduced "standard" ESOPs to Croatia) should be regarded as pioneers.

The other form of employee ownership, also explicitly reported but this time, phrased as "employees and former employees", contrary to true ESOPs, showed a tendency to diminish. This second category of firms would therefore be the ones that did not recognize the "standard" meaning of ESOP in the western world. However, they may still find ESOP a useful governance and management tool if the Croatian legal authorities were to develop an ESOP supportive framework. This group, with employee ownership that may not be present in the CROSEC database, might still have some significant share of employee owners who might be willing to enter in a more organized (and subsidized) form of involvement with their present company. We believe those are the firms that should be taken into consideration in an attempt to further study and institutionalize ESOPs in Croatia. Their numbers vary, and, if we are to look at the CROSEC database, the incidence of employee ownership, at least when observed through explicitly stated part in first 10 owners, appears to be rapidly declining when compared to firms held by other types of owners.  (Table 2)

Table 2 Number of firms by ownership type by absolute number and percentage

	Year
	Insider ownership*
	Domestic private ownership
	Foreign private ownership
	State ownership
	Total number**

	2002
	73
	177
	38
	37
	325

	2004
	21
	131
	33
	36
	221

	2006
	17
	134
	27
	32
	210

	2002
	22,5%
	54,5%
	11,7%
	11,4%
	100,0%

	2004
	9,5%
	59,3%
	14,9%
	16,3%
	100,0%

	2006
	8,1%
	63,8%
	12,9%
	15,2%
	100,0%


* insider ownership includes ESOP, employees and former employees, MBOs but also including firms were by dispersed ownership structure ( and place of living) we could reasonably suspect insider ownership. 

** the total number of firms in the CROSEC database decreased as results of changes in listing provisions, so the proportions of firms held by different types of owner present a more conclusive information than the absolute number of firms.

Source: extracted by authors from the CROSEC database

As can be seen from Table 2, we categorized every firm included in the database by type of ownership thus forming four types:

· Private foreign ownership – block holder foreign. Above 50%

· Government ownership - over 50% of ownership share held directly by central or local government or by government funds

· Private domestic ownership - over 50% of total equity held by domestic private owner 

· Management or employee owned companies - employees or management had some detectable share in the firm's ownership structure.
 This category also includes those firms where, by our verification of the names of executive-board members, we found executive managers among top 10 owners.

In the 2004, some 20 firms in the CROSEC database had some kind of insider ownership. Among them, 16 were probably privatized trough some kind of employees ownership programs, but only 7 of them had strictly defined ESOP as a form of organized ownership transfer. Those seven are the firms that institutionalized employee ownership by establishing a fund management company through which ownership was concentrated in order to guarantee (presumably) a stronger voice in decision making. Only one firm in the sample from 2004 had the share of employee ownership below 15% (Kraš; 14,99%). Most firms had shares between 20 and 25% (4 firms: Atlantska plovidba dd, Jadranka dd, PIK dd i Tehnika dd), one firm had above 40% of employee ownership (Đakovština dd, 41,6%) and still another a little above 50% (AD Plastik dd; 50,7%). In 2006, although 9 firms in the sample had kept some kind of insider ownership, all previously defined as ESOPs are still quoted as ESOPs in, but with different ownership structure. The MBOs that were recognized in 2004 include Čakovečki mlinovi, Elektroprojekt, Jadroagent, Uljanik plovidba. In 2006, MBOs firms remained at the same level, preserving basically the same ownership structure, even though smaller proportions of ownership may have shifted to different owners in accordance to changes in executive board structure. 

The presented findings suggest a diminishing share of employee owners in Croatia. This finding contradicts developments in the rest of Europe and the US where employee ownership seems to be picking up. A possible implication for Croatian economic and social system may be that the trend of concentration of ownership and wealth observed in the early transition years is still strong. An implication relating to ESOPs is that their diffusion will depend on how fast and how precisely Croatian authorities develop ESOP legal framework. 

5. Some comments on existing propositions

The main issue behind ESOPs is whether to observe them as a compensation tool or a matter of corporate governance and decision-making. If we are to view ESOPs as a compensation tool, and part of HRM policy, we should be focusing attention to the cost-efficiency to the company employing ESOP and whether transferring part of company wealth to employee funds (as an alternative to a company pension fund called ”closed pension funds” exist under Croatian Pension Law, and are being currently employed by a small number of leading companies.). 

From the employee perspective, when ESOPs are seen as a method of profit participation, the financial gains to employees should be compared to cost and risks: 

1. Cost of additional administrative procedures at HRM departments and/or ESOP establishments (funds) and efficiency of ESOP as a HRM tool

2. Lack of portfolio diversification and lower liquidity of remuneration though share ownership (the proposal was that employees would not be allowed to trade their shares in a period shorter than 5 years 

3. Being minority holders, employee owners have limited influence in company decision making

4.  Double agency in case of separate entity being established as holder of employee equity.

Considering these points, employee preferences may shift to other forms of participation. As the liquidity and transferability of shares is lower than that of cash wages, the impact on employee motivation may vary from company to company. Also, the impact of share ownership on employee motivation may prove to be less direct than simple raises in salary and job or outcome related earnings differentiation among employees. Similar uncertainties apply to the role of discounts. The discounts to be offered to employees opting for acquiring part in the ESOP fund should then be treated as compensations for lost control over payments which now are transferred to a Fund instead of being at prompt disposal of the individual. 

6. Conclusion

The Croatian economic and social system still demonstrates a trend of concentration of ownership and wealth (observed in the early transition years). The diffusion and results of ESOPs will depend on how fast, how precise and how well aligned with world trends, particularly common EU legislation, do Croatian authorities develop the new legal framework.
The main finding of this research is that ESOPs in Croatia do not come as a clear-cut phenomenon. Employee ownership does exist, also in organized forms, but as a relict of the method used to conduct mass privatization during the nineties. The meaning of ESOPs is generally misunderstood, so that neither employees, nor companies, nor the broad society can objectively establish potential risks and benefits of ESOPs. 

Recommendations deriving from this study can be summarizes into three points:

1. It is of economic and social importance to finely establish a precise legal definition of ESOPs. 

2. Companies that now present fractions of employee ownership would be the most likely candidates for accepting new legal provisions, placing their present owners, managers and employees in a position to achieve highest potential benefits. 

A relevant point concerns the need for the analysis of the broader institutional framework relevant to instituting ESOPs, particularly developments under EU harmonization practices. A related question is should Croatia develop alternative models of employee participation: ownership schemes vs. profit sharing; and/or industry relations and on-firm employee representation and achieve same results at lower costs and higher inclusion rates.

The general drawbacks concerning research conducted in Croatia, including ours, partially stem from the problem of reliable observability of the ESOP phenomenon and the problem of separating political issues. Without a precise legal definition, there is a real problem of designing study methods, constructing samples and interpreting empirical findings. This is not to say that the issue of employee ownership has no relation to politics. It does, but the impact of new legal provisions is to be analyzed from a different time frame (long-time perspective), political and legal setting (EU trends). 
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� For a trial, we posed the question to a group of some 100 first year students of economics (considering their answers may be interpreted as the awareness of representative sample of Croatian citizens of average education) "What is the meaning of the acronym ESOP?" None of them knew the meaning of ESOP. We then tried suggesting ORD as the Croatian version of ESOP appearing recently in the daily and business press. Again not even one student knew the answer.


� Gordon (1998) also uses the term "profit participation" and "economic participation".


� The European Foundation’s Report (Pendleton et al., 2001), apart from discussing the concept, also gives a more detailed overview by country. 


� From the point of view of social system development, the role of ESOPs may be seen as providing another form of pension savings, as ESOPs are often used in the US. So, if the legal infrastructure for pension savings evolves in a direction where other forms of pension saving grant better gains at lower risk to employees, ESOPs may tend to diminish in number and participants. Or, if governments choose to grant higher tax subsidies, or as in Croatia, sell State shares at higher discounts, they would attract more employee investors into ESOP plans depending on how they structure provisions for individual exit and entry into an ESOP scheme, and how effective will supervision be.


� It is important to note that in the US, ESOPs are most often understood as retirement savings that support commitment of employee to the firm. Also, share holdings by employees are usually rather small, so that studies (Freeman 2007) take into account ESOPS where employee holdings represent as much as 4-5% of equity. As observed by Gordon (1998), employee ownership in large corporations is not significant enough to achieve controlling stakes but exists as a "tax-favored retirement trust".


� Jakson's work (2005b) is also interesting for comparative cross-country analysis of factors influencing industrial relations, which allows us to look at combinations of models of employee participation in both profit sharing and in decision making.


� Jeffrey R. Gates and Jamar Saghir: Employee Stock Ownership Plans (ESOPs): Objectives, Design Options and International Experience,  CFS Discussion paper series, The World Bank, 1995.


� Tipurić (ibid, p. 15-16) also mentions that there must be over a hundred Croatian firms with successful ESOPs, and that, according to an earlier survey of a non-representative sample of companies (55), also carried out by his research team, the number of Croatian companies employing some form of workers participation rose to 12,7 % in that sample.


� The CROSEC database includes joint stock companies that fit one of the following conditions: offer shares trough public offerings, have more than a 100 stockholders and equity above 30 million Kunas. To them, reporting to the Croatian Exchange Commission is mandatory. Data is accessible through the Public Reference Room (� HYPERLINK "http://www.crosec.hr/jik" ��www.crosec.hr/jik�).


� In fact, they implemented ESOP practices in a situation of legal vacuum, which is contrary to the situation to be encountered in countries where ESOPs are growing in number.


� We extracted and examined firms bought or privatized through any form of insider equity acquisition, like MBO, EBO or ESOP, through available years.  Those were subtracted from the previous three categories to create a special sub-sample.
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