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Feifei Alex, you're very well known for your research into topics such as executive compensation and socially
responsible investing. In 2011 you published your research on employee satisfaction and whether it
matters in terms of corporate performance and stock market returns.” Can you set up the broad frame-

work underlying your research?

Alex Sure. Employee satisfaction could matter for corporate performance, but it's not clear which direction it
matters. There are two schools of thought. One is that employee satisfaction is detrimental to firm perfor-
mance. Why might that be? Well, one way you can make your employees happy is to pay them too much
and not work them hard enough. And there are actually reasons why a manager might want to do that; for
example, it takes a lot of effort to reduce unproductive employees’ wages, or management might simply
enjoy better working relationships when workers are better paid. Nowadays, the ratio of the CEO’s pay to
workers’ pay is being disclosed. A CEO who pays workers more might be able to justify higher pay for herself.

So, that's the dark side. But there's also the bright side, which is if you treat your workers well then you'll be
able to hire better people, they'll stay longer, and they'll be more productive and motivated. And even the
result of that is not obvious. A manager might think the way to motivate workers is to count the number of
widgets they produce and pay them per widget. But in the intangibles economy we now live in, a lot of the
things managers seek from workers can’t be measured, such as mentoring subordinates. Therefore, the way
to actually motivate today’s workers is to make them happy to be part of the firm and to be inspired by the

mission of the company.

Feifei Could you dive a bit more into the details of your research findings?

Alex Yes. | wanted to look at the link between employee satisfaction and performance. So | needed to think about
two things. First is how I could measure employee satisfaction. | used the list of the “100 Best Companies to
Work For in America,” which has been available since 1984. It gave me tons of data to make sure my findings
were solid. The list doesn’t look just at quantitative factors, such as pay and benefits, but it also considers
qualitative factors, such as trust and management, pride in job, and camaraderie with colleagues.

The second thing | needed to measure was financial performance. | chose not to look at valuations or market
share or profitability because of potential reverse causality: Does employee satisfaction lead to better perfor-
mance or does better performance lead to employee satisfaction? Instead, | decided to look at future stock
returns to mitigate—but not completely eliminate—some of the causality issues. For example, let's say good
performance causes workers to be happy. If performance is already good, the stock price should be high, and
the future return shouldn't be expected to be too much higher off of an already-high stock price. So that's
one way to mitigate some of the reverse causality concerns.

TAlex Edmans. "Does the Stock Market Fully Value Intangibles? Employee Satisfaction and Equity Prices.” Journal of Financial Economics,

vol. 101 (2011): 621-640. Available at SSRN.
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Feifei What surprises me is how the market could miss that. Why didn't investors realize employee
satisfaction matters for corporations and start bidding up the prices for the firms listed in the
“100 Best Companies to Work For in America"?

Alex That's a good question. | already mentioned the two hypotheses for why employee satisfaction might either
be good for stock returns or bad for stock returns. And there’s a third option—that there is no effect. Let'’s say
even if employee satisfaction was good for stock performance, and if the market recognized that, it should
already be priced in. But why might it not be priced in? One reason is the ambiguity around the impact of
employee satisfaction: Is it positive or negative? And, indeed, some of the early research suggested that
treating workers better was related to poorer stock returns.

A well-known study by Abowd,? published in 1989, found that coincident with a pay increase, stock
returns fell dollar for dollar, suggesting a zero-sum game. Maybe, as a result, the market is fixed on
this zero-sum idea. Or perhaps the market does recognize that employee satisfaction matters, but just
doesn’t pay attention to the information because it's not very salient. A lot of research suggests that
intangible factors are not incorporated into stock prices.

Gompers, Ishii, and Metrick (2003)? showed, however, that better governance is associated with higher
stock returns. You might think it's obvious that if a firm is better governed, performance should be higher,
similar to the situation that if employees are happy, performance should be higher. But despite governance
measures being public information, the market doesn’t take them into account. The market is good at look-
ing at metrics such as earnings and profits and dividends, but less good at incorporating intangible factors
such as governance or employee satisfaction.

Feifei In your study, have you conducted any subsample analysis to examine if the magnitude of the abnormal
returns changes as the market becomes more aware of the potential benefits to socially responsible
employers?

Alex Yes. I looked at that because, as you say, the stock return performance depends not only on whether employee

satisfaction is good, but the extent to which the market recognizes it. | looked at whether things changed
after 1998. Before 1998, the Best Companies list was only published as a book. After that year, the list was
published annually in Fortune magazine, which today has 20 million readers, both online and in print. We

might expect that after 1998 the result should disappear because the information is so widely disseminated.

But interestingly, | found that the results were stronger after 1998, not weaker. This suggests that even if the
market is aware of the information, it is not being taken into account—maybe because the prevailing view is
that an employee-friendly company is just a lot of “fluff” and distracted from the bottom line. Therefore, the
market doesn't see the attribute as a positive investment criterion.

2John Abowd. “The Effect of Wage Bargains on the Stock Market Value of the Firm.” American Economic Review, vol.79 (1989): 774-800.
3Paul Gompers, Joy Ishii, and Andrew Metrick. “Corporate Governance and Equity Prices.” Quarterly Journal of Economics, vol. 118, no. 1

(February 2003): 107-155.
research’
affiliates 3



~ .
a COI’IVQI'S&UOHS Surprise! High Employee Satisfaction = More Positive Earnings Surprises

Feifei Your research is supportive of the idea that socially responsible investing can be potentially beneficial
for investors.

Alex Yes.

Feifei But we all know socially responsible investing is a very broad topic that can be overwhelming and
confusing to investors. Could you please comment on what investors should be looking for when they
are evaluating ESG strategies?

Alex One of the most challenging pieces of data for the socially responsible investing (SRI) movement is that
the average SRI fund does not outperform the market. You might think it's strange that my research finds
a dimension of social responsibility that does outperform. | think it's important to distinguish between
socially responsible funds and socially responsible criteria. Some funds may not be outperforming because
they might be using the wrong criteria. | chose employee satisfaction because employees are material to
almost every company. Employees are a key asset, so there is a good reason for a link between them and a
company's future stock performance.

Other dimensions of social responsibility, such as Catholic values or animal rights, may not actually have a
material impact on performance in some industries. If an SRI fund is engaged in a one-size-fits-all diagnosis
of whether a company is socially responsible, then they are likely not looking at the correct screens.

A paper by Khan, Serafeim, and Yoon* published in 2016 in The Accounting Review examined materiality.
The authors looked at companies which performed well on social dimensions across the board and found
these companies did not outperform the market. Then they looked at companies that outperformed on
dimensions that were material in the company’s industry. Let’s say in healthcare, that dimension might
be the environment, and in financials, it could be customer trust. These companies underperformed on
immaterial dimensions, but still outperformed the market, which suggests that “more” social responsibility
is not always better. The focus should be on the material issues in the company’s industry rather than on the
immaterial issues. An improper focus may be the reason some SRI funds are underperforming.

“Mozaffar Khan, George Serafeim, and Aaron Yoon. “Corporate Sustainaiblity: First Evidence on Materiality.” The Accounting Review, vol. 91,

no. 6 (November 2016): 1697-1724.
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Feifei Is there value in translating your research into an investible strategy?

Alex Yes. Indeed, the Parnassus Endeavor Fund is following a strategy that aligns with my findings. In 2017,
Morningstar reported that the Endeavor Fund, which used to be called the Workplace Fund, was the best
performing large-cap fund over the past 1, 3, 5, and 10 years. | believe since its inception in 2005 through
2017, it returned 12.5% per year, while the market returned 8.3%.

Understanding which SRI criteria matter is important. In terms of employee satisfaction, results are driven
by two factors: One, employee satisfaction is good for firm value; it does not represent managerial slack.
And two, employee satisfaction is not only good for firm value, but many investors do not recognize it's
good, and therefore it is the ideal criterion to invest on.

Feifei What is the magnitude of the abnormal returns for the best-to-work-for companies in your study?

Alex I compared the “100 Best Companies to Work For in America” to other companies in the same industry
or those with similar characteristics. Depending on the benchmark, | found they outperformed by 2.3% to
3.8% per year over a 28-year period for a cumulative 89% to 184% outperformance.

lreifei Thank you very much for sharing your thoughts with us, Alex.

Alex Thanks very much for your interest.
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The material contained in this document
is for general information purposes only.
It is not intended as an offer or a solic-
itation for the purchase and/or sale of any security, derivative, commod-
ity, or financial instrument, nor is it advice or a recommendation to enter
into any transaction. Research results relate only to a hypothetical model
of past performance (i.e., a simulation) and not to actual results or histori-
cal data of any asset management product. Hypothetical investor accounts
depicted are not representative of actual client accounts. No allowance has
been made for trading costs or management fees, which would reduce in-
vestment performance. Actual results may differ. Simulated data may have
under-or-over compensated for the impact, if any, of certain market factors.
Simulated returns may not reflect the impact that material economic and
market factors might have had on the advisor's decision-making if the advis-
er were actually managing clients’ money. Simulated data is subject to the
fact that it is designed with the benefit of hindsight. Simulated returns carry
the risk that the performance depicted is not due to successful predictive
modeling. Simulated returns cannot predict how an investment strategy will
perform in the future. Simulated returns should not be considered indica-
tive of the skill of the advisor. Investors may experience loss. Index returns
represent back-tested performance based on rules used in the creation of
the index, are not a guarantee of future performance, and are not indicative
of any specific investment. Indexes are not managed investment products
and cannot be invested in directly. This material is based on information
that is considered to be reliable, but Research Affiliates™ and its related
entities (collectively “Research Affiliates”) make this information available
on an “as is" basis without a duty to update, make warranties, express or
implied, regarding the accuracy of the information contained herein. Re-
search Affiliates is not responsible for any errors or omissions or for results
obtained from the use of this information. Nothing contained in this material
is intended to constitute legal, tax, securities, financial or investment ad-
vice, nor an opinion regarding the appropriateness of any investment. The
information contained in this material should not be acted upon without
obtaining advice from a licensed professional. Research Affiliates, LLC, is an
investment adviser registered under the Investment Advisors Act of 1940
with the U.S. Securities and Exchange Commission (SEC). Our registration
as an investment adviser does not imply a certain level of skill or training.

Disclosure

Investors should be aware of the risks associated with data sources and
quantitative processes used to create the content contained herein or the
investment management process. Errors may exist in data acquired from
third party vendors, the construction or coding of indices or model portfo-
lios, and the construction of the spreadsheets, results or information pro-
vided. Research Affiliates takes reasonable steps to eliminate or mitigate
errors, and to identify data and process errors so as to minimize the poten-
tial impact of such errors, however Research Affiliates cannot guarantee
that such errors will not occur. Use of this material is conditioned upon, and
evidence of, the user's full release of Research Affiliates from any liability
or responsibility for any damages that may result from any errors herein.

The trademarks Fundamental Index™, RAFI™, Research Affiliates Equity™,
RAE™, and the Research Affiliates™ trademark and corporate name and
all related logos are the exclusive intellectual property of Research Affili-
ates, LLC and in some cases are registered trademarks in the U.S. and oth-
er countries. Various features of the Fundamental Index™ methodology,
including an accounting data-based non-capitalization data processing
system and method for creating and weighting an index of securities, are
protected by various patents, and patent-pending intellectual property of
Research Affiliates, LLC. (See all applicable US Patents, Patent Publications,
Patent Pending intellectual property and protected trademarks located at
http://www.researchaffiliates.com/Pages/legal.aspx, which are fully in-
corporated herein.) Any use of these trademarks, logos, patented or patent
pending methodologies without the prior written permission of Research
Affiliates, LLC, is expressly prohibited. Research Affiliates, LLC, reserves the
right to take any and all necessary action to preserve all of its rights, title,
and interest in and to these marks, patents or pending patents.

The views and opinions expressed are those of the author and not
necessarily those of Research Affiliates, LLC. The opinions are subject to
change without notice.
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