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ABSTRACT

Profit sharing, as I stated in my introduction, is a relatively
new idea being used in businesses. It can be a very important part of
a business. I believe we will sée the day when young peoflé'seeking a
job will ask, 'do you have a profit-sharing plan?" It could very
likely be one of the personal requirements they want in a job.

In my paper I go the beginning of profit sharing to show that
it has shown a tremendous growth since it was born. Then I discuss
the types of plans there are; each plan is suited to a particular
type of business. To fully understand the value of profit sharing
one must know the two types in their entirety.

Then finally, I discussed the profit sharing plan which the
corporation I am joining uses. I included this to show a concrete
example of the plan. It is always easier to understand a problem if

one can see an actual working case.

In this paper I have tried to show the values of profit-
sharing and I believe if a proper understanding is found the average

person will also realize these values.
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CHAPTER I

INTRODUCTION

Profit sharing is a relatively new idea being used in businesses
today; it was born approximately 300 years ago in the mina of Albert
Gallatin. Before an employer ventures into a program of profit sharing
he must seriously consider tﬁe future under such a program. To con-
sider it seriously he must have a basic understanding of the factors in-
volved in starting such a plan.

My paper is a discussion of the various phases of profit shar-
ing. The second chapter deals largely with the history of profit shar-
ing. This was included since any basic understanding of a problem must
go back to its very beginnings.

The second section of this chapter deals with practice; what
provisions can be included in a plan, what cannot be included and why
it cannot be included.

The third chapter discusses the two types of profit sharing:
immediate distribution and deferred-distribution. A wage dividend
plan is also discussed in this chapter.

The corporation which I am joining after my graduation has a
profit sharing plan. To further explain what a profit sharing plan
is and to use an example from actual business, the final section or
chapter of my paper discusses the profit sharing plan of First Bank

Stock Corporation. 3
- ’



CHAPTER II

History of Profit Sharing

The term profit sharing is often appliéd to-many types of em-
ployee benefit programs which are really something quite different.
Almost any program that is paid for by the employer has been called a
profit sharing plan, therefore my first step will be to see what true
profit sharing is.

The classic definition is "A form of remuneration of employees
which is voluntary on the employer's part and is supplemental to the
regular wage, and which distributes to a representative portion of the
working force, for the purpose of securing its cooperation and loyalty,
a percentage, fixed in advance of the net profits of the enterprise.”l

The requirement that the amount to be shared must be directly
related to the profit clearly distinquishes true profit sharing from
bonuses, pension plans, a guaranteed annual wage, employees stock pur-
chase, etc. Although all of these benefits are paid for out of the
employer's gross income, their cost is not dependent on the amount of
the profits and they will not qualify as profit sharing.

Profit sharing has had a long record of experience iq the

United States. The first known attempt to operate such a plan was

lpractical Experience with Profit Sharing in Industrial
Establishments (Boston, Mass.: 1920), p. 5. :

P
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made in 1794 when Albert Gallatin, Secretary of the Treasury under
Presidents Jefferson and Madison, tried it in his glass works.? Sources
failed to reveal any more information on the details of Gallatin's plan.

Profit sharing?has had its trial on the largest scale in the
United States in the Pillsbury's Flour Mills in Minneapolis, Minnesota.

'"Pillsbury's scheme for profit sharing was énqounced on Sept-
ember 1, 1882."3 0f the four hundred to five hundred men of the com-
pany, about one fourth were selected for the experiment the first year.
This included all the responsible employees in the offices and the
mills, and any other employees who had worked for the firm for five
continuous years. The plan had two provisions, one of which was that
the men had to stay with the firm during the year and also that every
man included in the arrangement shall perform his work and conduct him-
self in a manner satisfactory to the company. The first year each man
received checks averaging about $400.00, The bonus was calculated
upon the wages of each man. It averaged about 33 per cent of the
yearly earnings of each man. The system gave complete satisfaction
to the firm as well as to the individual employee.

In 1886 a profit sharing plan was established by the N. 0.
Nelson Manufacturing Company of St. Louis, Missouri.4 Under the
original plan, capital invested in the company received a return of
7 per cent interest, and the remaining profits should be divided be-

tween capital and wages in the proportion which these bore to one

2Nicholas P. Gilman, Profit Sharing Between Employer and Em-
‘ployee. (Houghton Mifflin and Co., 1891), p. 296.

1bid., p. 302.

; 41bid., p. 305.



4
another. During the first four years of operation of the plan, employees
could take their payments in cash or in company stock. Later all pay-
ments were made in stock. A unique feature of the Nelson Company plan
; ‘e for sharing profits with customers. These shares ﬁere in the
form of stock of the company. This method was continued until the early
1900's, when customer profit sharing was abolished.- The company was
satisfied that customers did not appreciate their payments. ﬁore im-
portant was the increasing number of customers withdrawing from the
company because of failures and various other reasons. At this time,
payment of shares of profits to employees was changed from stock to
cash. This plan was followed until 1930 when dividends stopped be-
cause of the depression.

Profit sharing first came to general notice during and immedi-
ately following the first World War, when profits were high and manage-
ment could afford to be generous. The principle of sharing profits was
advocated as a means of insuring cooperative relations between manage-
ment and labor by giving to employees a return over and above wages as
a reward for their efforts in making the enterprise profitable. It
was opposed by some because it tended to obscure the line between
management and working force which should be maintained. It was op-
posed by organized labor sympathizers on the ground that it was
paternalistic and sought to conceal the fact that higher wages should
be paid.

Profit Sharing Practices

More recently, the profit sharing idea has been employed to

meet ' 'two general situations. Companies which believed that successful

operation resulted from the efforts of a selected group of executives
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have sought to stimulate these executives with the use of a financial
return substantially in excess of their salaries. Profit sharing has
also been considered particularly effective in the case of small com-
panies, manufacturing a specialty product, where the management wishes
to reward and to retain a group of long-service employees who have con-
tributed substantially to the profitability of the cbmgany and whose
continued loyalty to the company is considered an important asset.

No comprehensive survey of profit sharing in the United States
was undertaken until the investigation by the United States Department
of Labor in 1916.° In that year, 60 companies had profit sharing
systems, more than two-thirds of which had been in operation less than
ten years. Of these sixty profit sharing establishments, 33 were manu-
facturing concerns, of which seven have since abandoned their planms.

In a survey of companies using profit sharing, conducted in 1954, there
were a total of 308 companies utilizing profit sharing plans.6

Although profit sharing has repeatedly been declared impracti-
cable, and contrary to sound economic principles, it continues to grow
and thus overwhelms its critics. Like any other industrial relatiomns
activity, it is probably not universally applicable nor necessarily
equally adaptable to all industrial situations. It naturally raises
administrative and psychological problems that in many cases have led
to its abandonment. However, as history has improved so many things,

it has also improved profit sharing. Certain general plan requirements

Practical Experience, op. cit., p. 10.

6P A. Knowlton, Profit Sharlng,Eatterns, Profit Sharing Re-
search Foundation, 1954, P 54

-
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have come into being for profit sharing and these will be discussed in
the next few pages.

The failures among profit sharing plans have clearly shown that
certain conditions must exist before a successful plan can be established
and that, once established, the plan must be carefully cared for and
supervised. A plan which fails is worse than no plaﬁ atalliy,

Take home pay is by far the most important thing to the employees;
it is the main reason they are working. Under no circumstances should a
profit sharing plan be a substitute for fair and equitable salaries. If
salaries are not adequate and in line with those paid by other local em-
ployers in the same industry, a profit sharing plan has little chance
of succeeding. The conditions under which the men must work, the number
of hours they must work per week, as well as the holidays which the em-
ployees have off from work, vacations and sick pay or sick leave must
also compare favorably with those in the area. If these conditions are
not equalled, there is no incentive for the workers and their morale is
low. Following is a chart showing incentive and security'motives for
plan installation.

There may be certain other fringe benefits that are equally as
important to employees as profit sharing, and a plan should not be in-
stalled unless these other benefits are already available. These in-
clude life insurance, medical coverage, retirement benefits, and so
forth. A profit sharing plan, no matter how generous, cannot be de-
signed to be a satisfactory substitute for these other fringe benefits.
"Also, if an employer has been paying a cash bonus each year, the em-

ployees may not welqoﬁe profit sharing as a replacement. A profit

.
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8
sharing plan has certain defects as a retirement medium because é profit
sharing plan lacks definiteness regarding the ultimate amount available
for retirement benefits. Thus an employer should not adopt profit shar-
ing without first considering the possibility of a pension plan. Either
plan is a long range program which will involve the expenditure of a large
sum of money over the years, and a future minded empioyer owes it to him-
self and his employees to investigate both before adopting either.

Lack of profits or lack of sufficient profits to make worthwhile
annual contributions has caused more plans to fail than any other factor.
A failure to make a contribution in a single year will not be fatal, but
a series of years in which no contributions, or only small contributions
are made will result in failure. Because of this it can be seen why
profit sharing would not be practical for marginal firms.

A profit sharing plan will have little chance of success unless
each member of the management team recommending the adoption of a plan
believes in the principles of sharing a portion of the profits with the
employees. Management, before installing a profit sharing plan, should
reach an affirmative decision that it wishes to share the profits with
those who make the profits possible, and in presenting the plan to the
employees, management should impress upon them that they believe in the
soundness of profit sharing and the fact that profit sharing will bring
benefits to both the employer and the employee.

All these things: fair wages, good working conditions, ap-
propriate frihge benefits, interested management attitude, and con-
tinuing profits will insure the success of a plan as far as the initial
employee reaction ié Cbncerned. The employegs will then welcome a pro-

fit sharing plan. However, in order for the employer to receive his
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benefits he must sell the plan to the employees and keep it sold. If

he does not, the employees will soon take the plan for granted as part
of their regular compensation. The employer should not comsider this
necessity a ''chore'", it is an opportunity. A profit sharing plan is
perhaps the ideal medium for a communication from management. When
management is considering a profit sharing plan there are two occasions
when they must communicate with the employees. The first is the initial
presentation. When the plan is established the employees must be in-
formed of its provision. The plan will be a technical document in legal
language and, whether or not copies of the plan are distributed, each
employee should be given a summary written in. ordinary language. Also,
it would be advisable to hold a meeting or a series of meetings in
which an officer or supervisor could explain the various provisions

and answer any questions.

Secondly, the management must follow up the plan. Each time
the employer makes a contribution to the plan each employee should be
advised of his prorata share of the contribution, as well as of the

'valﬁe of his interest in the fund. It is'important that the plan
be kept in front of the employees at all times.

Although these are the only communications which are absolutely
necessary, it is desirable for the employer to furnish the employees
with additional information. An annual report of the financial trans-
actions in the trust showing income, receipts and disbursements, bene-
fits paid, a statement of investments, etc. should be distributed to
the employees at the year-end. Many employers also give their em-

ployees interim reports of operating earnings to date. Other,

-
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communications to the employees reminding them of the plan can be made
at group meetings or by letters from the president, by articles in the
company magazine, by notices on bulletin boards. The form of com-
munication will depend upon the organization since what would be ap-
propriate for one firm might be entirely inappropriate for another.
Regardless of the means used to give information about the plan to the
employees, the employer should make use of these occasions to keep the
employees convinced that he is interested in their welfare and that he
sincerely believes in the principle of profit sharing. The employer
can use these opportunities to explain the profit and loss system and
to point out that the entire staff is engaged in a joint enterprise,
the success of which depends upon the cooperation of all, and that
every person on the staff can make a contribution to the welfare of

the organization.



CHAPTER III

Types of Profit Sharing
There are two main types of profit sharing élans,‘immediate—
distribution profit sharing plans and deferred-distribution profit
sharing plans.

Immediate Distribution

The immediate-distributionlprofit sharing plan is the simplest
of the two. This plan provides compensation addition to take-home pay
as a reward for better than average performance as measured by the pro-
fits of the enterprise. None of the shared profits are stored for
future delivery. The plan is thus essentially a bonus plan dependent
upon profits, the distributions usually being made annually. This
type of plan offers the greatest production incentive to rank and file
employees but is less beneficial to management persannel.8

Among reasons for establishing immediate-distribution profit
sharing plans have been a desire to unify the interests of the busi-
ness and employees and to insfall a feeling of partnership, to in-
crease employee initiative and efficiency, to eliminate wasteful

practices, and to improve employee goodwill and loyalty.9

8Clark C. Havighurst, Deferred Compensation for Key FEmployees.
(Durham, North Carolina, Callaghan and Co., 1964), p. 43.

_gJules I. Bogen, Financial Handbook. (New York: Ronald Press
Company, 1950), p. 1024, - i

11
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Immediate-distribution profit sharing plans ma& include one or
more employees. The employer may decide who are to receive the bonuses
and the division of the shared profits. It is up to the employer
whether the plan be formal or entirely discretionmary. In contract, de-
ferred-distribution profit sharing plans which qualify under the In-
ternal Revenue Code must include a fixed formula to fix the portion of
profits to be shared and a nondiscriminating method of allocation among
the employees. Most deferred-distribution profit sharing plans include
all regular employees who have completed a specified period of service.

The formula to determine the portion of profits to be shared
under an immediate-distribution profit-sharing plan may be based on
profits beﬁore or after taxes. The percentage used will.be lower if
it is applied to profits before taxes. In order to have a fair return
to stockholders, many plans provide that dividends will be deducted bef
fore determining the amount of profits to be divided among employees.
Under this type of plan it is possible to weigh allocations to parti-
cipants accofding to length of service as well as compensation. In
.many cases, no formal method of allocation is specified, the dis-
tributions being based on merit and in the discretion of the employer.
Profit sharing plans of the immediate-distribution type are sometimes
established to give compensation increases in prosperous times that
will automatically lapse during periods of poor business. Employees
will not usually accept such a basis of compensation unless it is a
supplement to a conipetitive wage scale. If good employee relations
are to be maintained, basic rates of compensation must be paid that

are in line with those paid by industry and the community.

.
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A profit sharing plan must provide reasonably large returms to
individual participants if it is to promote employee goodwill and ef-
ficiency. Profit sharing is likely to be most effective in industries
where labor cost is a low percentage of gross sales, making it possible
to make substantial payments to individual employees.lo Employee dis-
satisfaction has been a leading cause for the failure of many immediate-
distribution profit sharing plans., The employees become accustomed to
receiving extra compensation when profits permit and gear their living
standards accordingly, when the extra compensation is reduced or eli-
minated because business is poor, they tend to look upon the reduction
as a pay cut. Also, dissatisfaction results from delay in making dis-
tributions, which may occur as much as a year after the profits from
employee efforts have actually been earnea. This practice goes against
the psychological practice of rewarding an accomplishment immediately
for better and faster results. This distribution can go so far as to
be made by a single annual payment. While employees are likely to
be enthusiastic at exactly that time, interest will be lowexr for the
rest of that particular year. In a survey conducted of 41 companies
with profit sharing plams, 29 instances of dissatisfaction with the
plan itself was the reason given for abandonment. In 15 of the 29
cases the company expressed itself as generally dissatisfied with
the results. In a few of these there was a feeling that, although

the plan was appreciated by a substantial proportion of the workers,

L Bia. o 1005,
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results under it failed to compensate for the outlay of money. In 6
instances of the 15, apathy of the workers was given as the cause of
the company's dissatisfaction. In 14 of the 29 cases the reason for
abandonment was given as the dissatisfaction of the workers themselves,
although not always in protest to the profit sharing plap. In seven
of these cases, labor trouble was given as the reasan. In threé
others, the workers preferred to receive increases in the weekly wage
rather than profit sharing distributions. In the remaining four cases,
tfade union opposition was the reason given.ll

It is essential that a continuous educational effort be made
to impress employees with the principles of the plan so that there
will be a minimum of dissatisfaction when the profit-sharing distri-
bution is reduced or eliminated.

The history of immedaite-distribution profit sharing plans
shows no growth in usage. More plans are established during periods
of prosperity, but there is a high rate of discontinuance during de-
pressions.

Under the immediate-distribution type of profit sharing, the
amounts received by employees are subject to personal income tax in
the year they are received. The employer's profit sharing contri-
butions are deductible from his taxable income if the test of the
Internal Revenue Service regulations as to reasonableness of total
employee compensation is met. The employer cannot make unreasonable
contributions to some key executives or employees just to reduce his

income tax.

llPracticaJ:‘Experience, op. edtl B 2200238
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Deferred Distribution

The second main type of profit sharing plan is the deferred-dis-
tribution plan.

A deferred-distribution profit-sharing plan is one designed to
qualify under the Internal Revenue Code, so that the employer may de-
duct his contributions from taxable income and no income tax meeds to
be paid by employee participants until the year Qhen benefits are
actually received. |

Section 401 of the Internal Revenue Code provides that in order
to qualify a plan must benefit either:

1.) 70% of all employees

2.) 80% or more of all the employées who are eligible, if at
least 70% are eligible, or

3.) Any class or classes of employees approved by the Com-
missioner of Internal Revenue as not being discriminatory in favor
of officers, supervisory employees, and so forth.12

A deferred-distribution profit-sharing plan may be defined as
one in which a prescribed share of each year's profits is placed in a
trust fund or invested. The distribution to an employee of his share
in the. trust is deferred for a period of years or.until the occurrence
of a specified event such as death, disability, retirement, or other
separation from service.l3

Objectives of deferred-distribution profit sharing plans are

the same as in immediate-distribution plans. Most of the plans esta-

biished during the war years were designed as a substitute for wage

12pn Introduction to Profit Sharing. (Chicago, Illinois: The
National Association of Bank Auditors and Comptrollers, 1957), p. 12,

131bid., p. 10.

-
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and salary increases. Some employers have sought to use profit sharing
to finance retirement benefits.

In establishing a deferred-distribution profit sharing plan,
the employer must decide which employees will participate, and in mak-
ing this decision he must meet certain requirements. The plan must be
established for the employees in general and not fo; the high executives
alone. This doesn't mean that Every employee must be a participant, but
it does mean that membership in the plan can't be confined to officers,
supervisors, and the 1like, or even to those'persons who have rendered
the most valuable service to the employer. The company's decision re-
garding eligibility will be a matter of policy and will usually depend
upon the main purpose of the plan. If the main purpose is to provide
retirement benefits it would be wise to impose severe eligibility
restrictions or to provide that employees who resign shall forfeit a
large portion of their shares. Such a provision would concentrate
the benefits to employees who stay with the company until retirement
age. There is also a disadvantage to this in that the company might
keep a non-productive empioyee on the payroll until retirement just
fo avoid trouble with the labor union. On the other ﬁand, if the
main purpose of the plan is to provide an incentive to the employees,
then the plan should permit them to become eligible at an early date.

At the present time a definite predetermined formula for cal-
culating the eﬁployer's annual contribution is not legally essential
to the qualification of a profit sharing plan. However, it seems
doubtful that employees will appreciate a plan that gives them no

assurance of some share of the profits. For this reason it is de-

-
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sirable that a plan contain a definite predetermined formula for cal-
culating the employer's annual contributions.
In order to be aeductible for income tax purposes the employers
contributions must meet three requirements.

1.) They must be made from current or accumulated profits. A
contribution that is not made from profits is not deductible.

2.) The contribution may not be in excess of that determined
by the formula (If the plan contains a formula). If the formula re-
sults in an indicated contribution of $10,000 and the employer con-
tributes $15,000, only the $10,000 is deductible.

3.) The contribution in any year cannot exceed 15% of the
total compensation paid to the participants during the year, and the
maximum amount deductible for the cinbined contribution to a pension
plan and a profit sharing plan is 25% of such compensation. (This
is the general rule, although provision is made for carry-over con-
tributions when the contributions in previous years have been less
than the permissible limit.)l

A good formula for one company might be inappropriate for an-
other. It will depend upon the relation of earnings to payroll, upon
the capital structure, and upon whether there is an adequate existing
pension plan. Company plans frequently apply the formula to operat-
ing earnings, excluding capital gains and losses. The contribution
formula will be a matter of company policy and will vary from company
to company. It is usual to find that the generosity of a formula de-
pends upon whether there is an already existing pension plan.

When a plan requires or permits the employees to make contri-
butions to the plan, the result is usually a tax free savings program

within the structure of the profit sharing plan. The amount of the

employee's contribution usually doesn't affect his share of the em-

Yipid,, p. 13.

2
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ployer's contributions. There are a few plans, however, that require
the employees to contribute a minimum percentage of their salaries.
These permit any member to increase the amount of his contribution if
he desires. If the employer's contribution is allocated among the
employees on the basis of their own contributions, care must be taken
that the minimum required percentage is not so high‘that the lower
paid employees will not join the plan.

The deferred-distribution profit sharing plan must contain a
definite formula for the allocation of the employer's contribution among
the employees. This is usually done on the basis of the employe's
basic compensation. The plan will describe in detail those profits
which are to be shared with the employees. Particularly if the plan is
to serve an incentive function, it will usually deny to the participants
a share in such non-operation income as earnings from investments on
other companies, increased inventories, wvalue because of a particular
method of valuation, and capital gains that may result from the sale of
‘the companies asset. Also, in order to protect the interests of the
stockholders, plans will commonly allow employees to participate only
after some specified profit level is reached. Great flexibility is
possible in the contribution formula, and some firms provide stepped
up rates of employee participation at higher profit levels. If de-
sired, profit sharing contributions in good years may be reduced where
loss years have intervened in order to assure that shareholders are
not prejudiced. Usually the profits.to be shared are determined on
a before-taxes basis so that changes in tax rates, or refunds do not

affect the formula or make a re-calculation necessary.
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Following are two examples of contribution formulas: One firm,
computing its contributions after taxes, reserves the first $7,500 of
profits to itself and allows the empldyees to divide the mnext $10,000
among themselves. It pays to the employees 307 of the first $10,000
of any additional profits, 407% of the next $10,000, and 50% of any
balance which might remain. The Board of Directors‘is authorized to
make a contribution of up to $5,000 if the formula yields less than
that amount.:'L5

One major company has adopted the following formula: The Com-—
pany will pay over to the trustee, as its annual contribution to the
trust fund, a sum of money equal to the sum of 2% of any ' earnings be-
fore taxes in excess of the amount required to produce after-tax
earnings per share of 50¢ and an additional -3% of any earnings before
taxes in excess of the amount required to produce after-tax earnings
per share of 75¢.15

In those cases where the employer has no pension plan and
where the profit sharing plan is established primarily to provide
retirement benefits, it is not unusual to weigh the allocation in
favor of the older employees who will not have enough prospective
participation in the plan to build up any substantial benefits.
This is usually done by allocating the contributions on the basis
of units, giving each employee one unit for each $100 of annual-

g ; 3 : 7
salary and one unit for each year of previous service. There

15Deferred Compensation, op. cit., p. 46.

LOm1d., p. 4l

17Introducfion to ProficiSharing, op. cik,; p. 15.
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are other ways of weighing the formula in favor of older employees. Any
method will be acc-ptable provided it does not discriminate in favor of
officers and higher paid employees.

The formula may simply commit the employer to contribute a cer-
tain percentage of the profits each year, but it is more common to have
contributions based on a specified percentage of thé profits. in excess
of either a set dollar figure, a percentage of invested capital or in
excess of the dividends paid to the stockholders. Under some plans,
the profits are shared with employees on a progressive scale, so that
the larger the profits the larger will be the proportion contributed
under the profit sharing plan. |

A maximum on annual contributions of 15% of the compensation
of participating employees is set by the Intgrnal_Revenue Service and
the company is only allowed deductible contributions to that amount.18
But it is not necessary to restrict contributions to the 15%, since
the law allows larger contributions if less than 15% of the compensation
‘of participants was contributed in previous years. It is possible to
contribute and deduct in one year as much as 307 of the compensation.

The plan may establish individual accounts in dollars for parti-
cipating employees. Individual accounts are sometimes established in
terms of units having'an initial stated value, which are revalued in
the future by dividing total assets held under the plan by the number
of outstanding units. This unit method makes accounting computations
easier.

Under a unit formula, the interests of new and old participants

1830gen, gé; cit., p. 1029,
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should be protected from dilution by dividing the amount in the fund,
before a new contribution is made by the number of units outstanding
before the addition of new units, to determine the unit value used in
apportioning current contributions.l9

It is usual under deferred-distribution profit sharing plahs
to provide for normal retirement of employees, usuaily when they reach
age 65. Because of the absence of any fixed retirement annuity con-
cept such as is usually applicable undetr a pension plan, profit sharing
plans generally do not include provisions for annuity payments to em-
ployees who retire before the normal retirement date. If the profit
sharing plan uses a group annuity contract, such a provision may be
included, and reduced incomes beginning at earlier ages are available
if individual policies are used. Unléss operated with a pension plan,
a profit sharing plan does not usually contain detailed provisions
for retirement of employees after the normal retirement date or a
provision preventing employees who continue to work after the normal
retirement age from receiving an allocation from the subsequent annual
contribution of the employer.

Retirement benefits payable for life are usually absent under
profit sharing plans. Instead, provision'is made for a lum-sum in-
stead of for life payments. The reason for this is a lump-sum payment
will receive capital gains treatment and will be subject to 257 per-
sonal income tax. After a plan has operated successfully for a number
of years and amounts credited to participants have become quite high,

it may be changed to provide for life benefits through the pu;chase

-

197544, , p. 103.
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of annuities or a self-administered fund. Because detailed accounting
cannot usually be taken of past services under a profit sharing plan,
it cannot fulfill the functions of a pension plan for many years after
it is established.

While death benefits are not absolutely necessary under profit
sharing plans, they are logical if the plan is to stimulate_gmployee
cooperation., Under the usual deferred-distribution profit sharing
plan with assets held in a trust fund, the accumulated share of an em-
ployee who dies is normally paid to a beneficiary designated by the
employee, If no beneficiary has been designated, or if the beneficiary
is also dead, provision is usually made for payment to the employee's
estate. The employee has the right to change the beneficiary at any
time.

If the objective of a deferred-distribution profit sharing
plan is to provide basic security against old age, unemployment or
death, it is desirable to restrict investments to securities that
would normally be secure.

Some employees have felt that investment in securities of the
employer may be desirable in profit sharing plans; (1) to secure a
greater return on the fund, or (2) to promote the 'partmnership
principle" through greater participation in the success of the busi-
ness.zo Investments of this type have been successful for companies
that have been consistently pfofitable. However, it is not advisable

to invest a profit sharing fund in securities of your own company.

201p34,, p. 1034,
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Euployers are required to report investments in their own securities to
the Director of Internal Revenue, to make certain that the plan qualifies
under the Internal Revenue Code. Some plans give employees a voice in

the investments to be made and also grants them a right to veto certain

proposals.

An administrative committee is needed to opérate a deferred-dis-
tribution profit sharing plan. This committee, usually consisting of
3 to 5 members, may be appointed by the board of diréctors, employees
are sometimes permitted to select one or more of the committee members.
In some cases members are selected by each of the classes of employees.
The fact that a member of the committee is also an officer, director,
stockholder, or a participant, does not disqualify him from éerving
as a committee member, except for decisions affecting his own rights
under the plan.

Members of the committee usually act without pay but they are
reimbursed for expenses. Reimbursement is usually made from the trust
fund. The members of the committee are not liable for any act or de-
cision, except his own when made in bad faith.

The committee decides administrative questions under the plan
for all participants. The actions or instructions of the committee may
not discriminate in favor of a certain group or groups. Depending upon
arrangements with the trustee, the committee may supervise the keeping
of employee accounts and also the distribution of employer distributionms.
The committee maintains contact with the employees, supplying information

and assistance to the participants. If individual policies are used

4
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under the plan, the committee provides for the issuance of the policies
and their delivery to the trustee. The committee may pass on benefit
payments out of the fund by the trustee or make these payments itself.

To obtain full tax advantages, an irfevocable trust must be
created for a deferred—distributipn profit sharing plan, and a trustee
appointed to hold title to and invest the trust fun&.21 The majority
of employers prefer to name a trust company because of its experience
and financial responsibility. Also, the appointment of a trust company
will assure that the plan will be continually administered and the em-—
ployees will probably be more content if they know that the assets of
the plan are being held and managed by an established trustee.

The trust agreement should state very clearly the powers that
the trustee shall have in making investments. These powers may be
classified as follows:

1.) Sole Power. Since corporate trustees have special skills
in investing trust funds, most employers prefer to have the sole re-
sponsibility and control in the trustee.

2.) 1Initiative Power, Subject to Approval. Some of the agree-
ments provide that theltrustee shall initiate the investment programs,
but that no final action shall be taken without ;he approval of the
employer. Other agreements provide that the trustee shall proceed as
if it had sole control, but that the employer may veto any action and
may direct the purchase or sale of specific investments;

3.) Direction. Some employers prefer to retain complete

2l1pid., p. 1036.
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control over the investment of the funds. In such cases the trust
agreements specifically state that the trustee shall take no action
except upon the written direction of the employee.22

The trustee is usually paid for his services, as established
in a separate agreement, except where the trustee is an employee of
the employer and willing to act without pay.

Even though certain amounts have been allocated to an em—
ployee's account under a deferred-distribution plan, it does not
necessarily mean that they will be paid to him. The majority of plans
require the employee to fulfill certain conditions before his rights
to his share become nonﬂforfeitable.23 A common practice is to vest a
certain percentage of the employee's interest for each year of service;
for example, if the vesting were at the rate of 5% per year of service
and the employee resigned at the end of ten years, he would be entitled
to 50% of the balance standing to his credit. The current trend is to
vest the employee's interests more quickly.

There are three requirements regarding the vesting feature in a .
deferred-distribution profit sharing plan:

1. The vesting provision must not discriminate in favor of
officers, stockholders, or higher paid employees. Such discrimination
is apt to occur in the plan of a company consisting of a few officers
and a large number of floating or transient employees. In such a

situation the forfeited shares of the employees who left would inure

227 1¢yo. to Profit Sharing, op. cit., p. 19.
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to the credit of the officers, who would end up with almost all of the
assets of the plan.

2y Ene ﬁlan must contain a provision which fully vests the
employee's shares at retirement or the attainment of a specified re-
tirement age. In addition to these events, all plans include death
and most plans include disability as events which Will-fully"yest
the employee's interests.

3. The plan must provide that upon its termination the
interests of all employées vest immediately.24

A few plans include a provision that even though the employee
has met the requirements for vesting, he will forfeit his share if he
engages in conduct harmful to his employer ‘or is guilty of a felony.
Such a provision is permissible if the conditions are clearly set
forth in the plan.

Unless a plan provides for immediate vesting there will be
forfeitures when an employee leaves before meeting the vestint condi-
tions. Therefore the plan must provide for the disposition of such
forfeited balances. There are three methods:

1. The amounts forfeited during any year are allocated to the
remaining employees in the same ratio that the company contribution
for that year is allocated. .This is the most usual method.

2. The amounts forfeited during any year are allocated to the
remaining employees in the ratio that the accumulated balance standing
to the credit of each bears to the accumulated balance standing to the
credit of all.

3« The amqpﬁts forfeited during any year are used to reduce

241bid., p. 15.
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the contribution of the employer for the next year. This method is
rarely used.25

In no event can the forfeitures be paid back to the employer,
and the method used cannot discriminate against a certain group. As
can be seen, method #1 above will usually eliminate such discrimination.

The plan must contain a provision regarding'when'and.how the
vested shares of the employees are to be distributed to them or their
beneficiaries.

Payment may be made upon death. Amounts payable by reason of
the employee's death are taxable income to his beneficiary. However,
the first $5,000 is exempt from tax and if the entire distribution is
made within one taxable year of the beneficiary it is taxable as a
long term capital gain. If the distribution consists of the proceeds
of life insurance, it'will constitute income to the amount of the re-
serves held under the policy.

Payments may be made upon separation from service. Amounts
distributed to an employee because of separation from service con-
.stitute taxable income if paid within one taxable year of the em-
ployee. If the lump sum distribution includes securities of the em-
ployer, the value of such securities for the purpose of tax is the
current market value or the cost to the trustee, whichever is lower.
If the distribution includes an annuity contract, the employer will
realize no taxable income until he begins to receive payments under
the contract.

A few deferred-distribution plans permit loans during employ-

251pid., pu 16.
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ment. Such loans will be made for medical expenses, financial hardship
or some other worthy cause. Such a provision makes the benefits of the
plan seem more immediate to the employees, thus having a greater in-
centive value. The restriction on this type of provision is that the
amount of the loan must not exceed the employee's vested interest.

Following is a summary of provisions that a~deferrededistri—
bution profit sharing plan must contain and requirements it must meet
in order to qualify.

1. It must be in writing and must be communicated to the em-
ployees.

2, It must contain a provision that at no time will any part
of the fund be used for or diverted to purposes other than for the
exclusive benefit of the employees or their beneficiaries.

3. It must be a permanent program, not to be abandoned with-
out a good business reason.

4. The assets of the plan must be valued at least annually
and gains or losses allocated among the employees.

5. The plan should contain a provision permitting amendment
and termination. The right to amend must be limited so that the
amendment cannct divest any employee of his share of the assets on
hand at tﬁe time of the amendment. The termination clause must
specify the method of distribution to the employees the assets on
hand at the.time of termination, no portion can ever revert to the
employer.

6. The plan also should include provisions regarding com-

’
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position of a committee that will manage the plan, retirement age,
what constitutes disability, leaves of absence, military service,

and spend-thrift clauses.26

L



Wage Dividend Plan

Wage dividend plans base the company's contribution not on pro-
fits as such but on dividends paid to stockholders in a giveﬂ year.
This division of profits between capital and labor is usually made ac-
cording to a fixed formula so that a wage dividend is paid on stock.
Payments may be made immediately after the dividends are declared, as
in the typical cash distribution plan, or may be deferred for a period
of years until retirement.

This type of plan tends to emphasize the partnership between
employee and stockholder. The philosophy underlying this is simple.
The stockholder invests his capital and his return in a profitable
year, in addition to his usual wage or salary, is a bonus connected
in a direct way to dividends.

The oldest and most famous plan of this type is that of the
Eastman Kodak Company, Rochester, New York. Over the years the
Eastman Kodak Company has established various plans to provide its
employees with security and allow them to share in the company's
operating success. For security, ;he compény has plans that pay
sickness, medical expense, vacation, disability, life insurance and
retirement benefits.

Since 1912, the company has paid an annual wage dividend to

- 30



31
Kodak people. Individual payments are based on an employee's earnings
and length of service and the amount of dividends declared on the com-
mon stock of tﬁe company during the previous year. The wage dividend
is subject to authorization by the board of directors each year.

.The formula according to which the wage divi&end is paid is
briefly this:

‘The wage dividend rate varies with dividends on the company's
stock, according to the following scale:

1.) One-half of one per cent (.005) for every ten cents
by which cash dividends declared exceed 35 cents, this rate apply-
ing up to but not above 90 cents.

_ 2.) One-tenth of one per cent (.001) for every ten cents
by which cash dividends declared, exceed 90 cents, up to but not
above $1.40; . ‘

3.) One-twentieth of one per cent (.005) for every ten
cents, by which cash dividends declared exceed $1.40, up to, but
not above $2.20.27 '

All Kodak people who were actively at work at the end of the
preceding year and had been hired on or before December 1 are eligible
for wage dividend payments, generally made in March. Exceptions to
these rules in the individual's favor are made in the case of absence
for certain reasons.

Employees who have five or more years of service may parti-
cipate in the wage dividend plan.or they may decide prior to the

declaration of the wage dividend to participate in the savings and

investment plan, the company contributes an amount equal to all or

27Prentice Hall, Inc. (ed.) Pension and Profit Sharing.
(Englewood Cliffs, N. J.: Prentice-Hall, Inc., 1965).
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part of the wage dividend to the savings and investment plan. The
amount contributed by the company depends on the extent of the em-—
ployee's participation in the plan.

Another type of profit Shéring plan is the thrift or sayings
plan. fhrift plan is an expression used when an employee savings
feature is added to a profit sharing plan. The beginning'of.a thrift
plan is the employee's contribution. The employer's contribution pro-
vides the incentive for employee savings.

Thrift plans were pioneered in the oil and gas industfy and
have since increased in popularity with both large and small com-
panies.

From a company point of view, a thrift plan is a good way to
stimulate employee savings for future financial security. In many
cases a thrift plan is used to supplement a éompany's regular re-
tirement plan and to.provide additional retirement income to employees
based on their own savings and the company's contributions.

Since the company's contribution depends upon profits, the re-
lation between the amount saved by the individual employee and the
added incentive for that saving provided by the plan will vary from
year to year.

In most thrift plans benefits are deferred until retirement
and the major‘purpose of the plan is to supplement the employee's
retirement income. Some thrift plans have both a long-term program
and a short-term program geared to temporary savings. Generally,
the short-term account pays off after a savings cycle of a fgw years.

Each year's deposigslare kept as a separate class and the entire

.
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smount accumulated to that class is distributed at the end of the cycle.
Most thrift plans permit an employee to withdraw his own con-
tributions at any time, but usually he loses his rights to employer con-
tributions and must terminate membership in the plan for six months, or

suffer some other type of penalty.



CHAPTER IV

First Bank Stock Corporation Plan
Thé First Bank Stock Corporation profit shafing plan started in
1957 with over 1600 members. To be a member one has to have at least
one year of service, if he is between 30 and 65 years old. The plan is
a deferred profit sharing plan. The member's salary is terminated and
he can then receive the benefits from the plan.
First Bank Stock affiliates will pay into the Trust Fund:

a.) 3% of annual net earnings before taxes, so long as this
is not more than:

b.) 25% of net profits over 6% of invested capital.

The membexrs have accounts of their own. Each year a share of
the total contribution is allocated to this account. This share will
depend on the employee's base salary and on how well his group of banks
has done compared to other banks in the corporation. The total contri-
bution (after a pro rata portion set aside for those who.serve the en-
tife system) is divided into two equal parts. One part is allocated
directly to members in proportion to their base salaries. The other
is divided among each of the three bank groups in the Corporation on
the basis of the share of total profits they produce, and then al-
located to members in each group in proportion to base salary.

Instead of holding the Plan contributions in cash, the

34
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Trustees of the Fund invest one-half of the Trust Fund into stock of
First Bank Stock Corporation (subject to approval by the U. S. Treasury
and a limit of 10% of issued shares). The other half of the Fund is
used to purchase other securities. An investment committee appointed
by the Corporation's Board of Directors selects the purchases, includ—
ing probably a large proportion of common stocks. Since they, already
have basic pension plans throughout the system, the committee can adopt
an investment policy designed to produce more appreciation at a higher
return on the securities in the Fund.

One of the purposes of the Plan is to enable employees to own
stock in the business for which they work. As stockholders, the em-
ployees have a right to share in its earnings, and take an active part
in the progress and prosperity of the whole organization.

If an employee leaves the corporation he is still entitled to
the full value of his account, payable normally in cash or securities
at or after age 65, if your employment terminates:

a.) after 12 years of Plan membership,

b.) after age 45 and 10 years in the Plan,

c.) after age 60, regardless of service.

One will be similarly entitled to part of the value of his ac-
count if he leaves with three years or more in the Plan: 10% after 3
years, 20% after 4 years, and so on up to 90% for 1l years of member-
ship.

If an employee dies the Plan member's beneficiary receives the

full value of his account, no matter how few years of membership he may

/

have. @
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If he retires and then dies before receiving the full value of
his account, his beneficiary would get the balance. If he dies with-
out leaving a beneficiary, his account would be paid to his wife, his

children, or his estate.



CHAPTER V.

CONCLUSION

There have been four principal reasons why management has es-
tablished profit sharing plans: First, to accomplish a more“équitable
distribution of income from production; Second, to build up for em-
ployees a financial reserve for emergencies; Third, to stabilize the
wage scale; Fourth, to create an incentive.

The initiation of profit sharing plans has not been confined
to any particular period. New plans have been started quite regularly
during the last 30 years and a few date back to the 19th century.

Profit sharing plans have had indifferent success in stimu-
lating the efficiency of rank and file employees and in improving
morale.

There éeems to be no close connection between the particular
specifications to a profit sharing plan and its success. Plans for
stabilizing the wage scale must offset relatively low earnings from
regular wages during unprofitable years by a correspondingly high
return during prosperous years.

In addition to the formal proiit sharing plans, there are a
number of informal plans. Under these, a share of profits is paid
to employees when and if the management believes that such z payment

is warranted and not according to definitely established items.
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Conditions peculiar to the local situation have played a large
part in the success and failure of profit sharing plans. An obvious
drawback in profit sharing is that the reward cannot follow closely °
the effort of loyalty and cooperation that it is intended to com-
pensate. It must, therefore, appeal more strongly to the more in-
telligent employees who can understand why the reward is deferred and
are willing to wait for it, and who can understand why profits vary
in amount and sometimes are nonexistent.

The future of profit sharing is no longer questionable. Com-
panies with a long record of success with profit sharing will con-
tinue it. Other companies who see in the profit sharing principle
the type of program they want, will adopt such plans.

Whether the plan adopted is an immediate—distributioﬁﬁor a de-
ferred-distribution profit sharing plan, depends upon the objectives
the company wishes to achieve. No matter which type of plan is
adopted, a careful and detailed study of profit sharing should be
conducted by the management of the company. There are certain in-
come tax advantages to each type and in order to experience these
advantages, the plan must meet and follow rigid requirements of the
Internal Revenue Service.

In the early years of profit sharing, it was doubtful whether
profit sharing would survive. However, in our present days of big
business and mass production, I don't think there is doubt in any-

one's mind as to the future of profit sharing.
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