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AN EVALUATION OF THE EMPLOYEE SAVINGS PLAN
AS AN EQUITY CAPITAL SOURCE

by Frederick G. Davis

The research was directed toward expanding the

knowledge of the capital supply sources available to the

firm. Equity supply sources traditionally considered are

rights 1ssues to existing stockholders and cash issues to

the general public. The research focuses on a third

source , employee stock-purchase programs. Specifically,
the investigation concerned the employee savings plan, the
most widely adopted form of stock-purchase plan since its

ruling as a qualified deferred compensation program by the

Internal Revenue Servlice in 1951. The problem was to de-

fine the characteristics of the savings plan as an equity
capital source and to examine the implications of the
availability of this new capital source on financial
planning.

The research deslign consisted of three stages: a
review of relevant literature, a theoretical inquiry of
possible implications on finangial planning, and an
empirical field investigation of savings plans in operation.

The review of literature revealed the problem had not been
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adequately identified nor investigated as prior studies had
examined the plans exclusively as employee benefit programs
and not as possible sources of new equity capital for the
company .

The theoretical inquiry was undertaken to provide
the basis for the empirical research and was organized into
three phases: (1) a summary of existing financial theory
applicable to the inflow of funds into a firm; (2) an
identification of the unique characteristics of the savings
plan as a source of equity capital; and (3) the effects on
financial planning that might occur. From this analytical
inquiry , several concepts were developed which were envi-
sioned as being present in financial decisions involving
new equlty financing and which could be tested empirically.

Using all companies on the New York Stock Exchange
as a universe, 126 companies were identified that had
active savings plans whilch allowed the plan trustee to
purchase the common stock of the sponsoring company during
the study period 1962-66. Each company was requested to
provide a description of the plan, financial statements of
the plan, and to complete a questionnaire. Additionally,
interviews were conducted with financial officers of a
number of firms having savings plans.

The first major finding for the companies studied
was that the funds available through the savings plans

could have provlded substantially all of the resources
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normally obtained through issuing new stock. A comparison
of funds availlable through the plans to actual funds raised
during the study period indicated that for the majority of
the ccﬁnpanies the amount available was greater than that
historically obtained by new equity issues.

The second general finding was that during the
study period only a few of the financial managers considered
their savings plan as a potential source of new equity cap-
ital. The majority of the respondents rejected this source
because the available funds at any one time were not suffi-
cilent when compared to thelr requirements. Additionally,
the extra administrative requirements and the risk of
creating unfavorable employee or stockholder relations
were considered to outweigh the savings in flotation costs.
However , & minority of the respondents considered the
savings plan as a superior equity capital source when
planning was expanded to incorporate the gradual accumula-
tion of funds. The advantages cited were the predictability
of available funds, the easy access, and the absence of
initial cost.

In summary, the results of the research imply that
an additional equity capital source with certain advantages
exists in companies sponsoring savings plans. However,
more careful financial planning is required when the equity
funds are ralsed from the savings plans over an extended
time period than when obtained in a single, discrete amount

through traditional sources.
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CHAPTER ONE

1.1 Background

The broad objective of this study was to contribute
to the body of knowledge concerning the financial manage-
ment of the firm. Financial management 1is involved in
three main functions: financial planning and control;
raising funds; and investing funds. Thils research was
directed toward the function of raising funds.

The primary source of funds for many firms is
through the earnings generated by the operations of the
business.l In planning for raising and investing funds,
the financial manager compares the forecast of funds
expected from earnings with the projected outflow. If
there is a deficiency, it is necessary to obtain funds

from outside the business. The rational financial manager,

lThis concept is expressed by Hunt, Williams, and
Donaldson as follows: ". . . in a golng and profitable
concern the primary continuing source of funds is the net
cash flow from operations - the cash remaining after all
current expenditures have been provided for, including the
customary disbursement to the owners in the form of cash
dividends. Indeed, many companles operate for years en-
tirely on retalned earnings and quite independently of
negotiated sources." Pearson Hunt et al, Basic Business
Finance (Homewood, Illinois, 1961), p. 355.




attempting to maximize the market value of the company,
seeks outside funds guided by the objective to provide

the firm with the optimum capital structure at the minimum
cost. To accomplish this, the optimum capital structure
of a particular firm must be determined and all available
sources of capital and their costs must be known. The
capital structure and sources and costs of capital are
dynamic factors that are constantly changing and must be
reevaluated frequently 1n light of present and predicted
firm and market conditions. This research investigated

a relatively new source of equity capital which may come
under consideration by financial managers seeking outside
funds. This new source of equity funds 1s the sale of
stock to the firm's employees through an existing employee
benefit program.

The sale of stock to the firm's employees 1is not
in itself a new source of capital as employee stock pur-
chase plans and employee stock option plans have existed
for some time and have been utilized to a limited degree
to raise new equity funds for the firm. However, due to
certain advantageous lincome tax provisions and other
reasons presented in Chapter Two, a new form of employee
benefit program has emerged in the last fifteen years.
This program goes under many titles such as thrift plan,
savings plan, stock bonus plan, stock purchase plan, and

even profit sharing plan. Throughout this dissertation



an employee savings plan, as subsequently defined, 1is
implied by the terms "savings plan" and "plan." Substan-
tial amounts of money are now being channeled through
these employee savings plans into stock of the sponsoring
company.

A brief description of the employee benefit pro-
gram will clarify how savings plans can be used as a
source of capital. The funds utilized by the plans to
invest in the company stock come from three sources, all
of which are administered by an independent tax-free trust.
The first source 1s the employees' voluntary contributions
(an essential characteristic of the savings plan) which
are withheld by the employer and periodically turned over
to the trustee. The second source of funds 1s the company
contribution to the plan which likewise is paid period-
ically to the trustee. The company contribution is
considered as an expense and usually appears in the
financial statements of the firm combined with the more
common forms of employee compensation such as salaries
and wages. The two contributions, the employees' and
the employer's, are invested by the trustee in accordance
with the provisions of the plan and the directions of the
participants. In most plans at least a part of the funds
must be 1nvested in the stock of the contributing company.
The various securities purchased are held in trust a

minimum period of two years (due to tax regulations) before



the company contributed portion is vested (ownership
transferred to the employee). To obtaln full tax advan-
tages, the invested funds must remain in the trust until
termination of employment by the participating employee.
The earnings on the invested funds provide the third
source of funds invested in company stock. The earnings
are reinvested in the security which produced them.
Thus, there 1s a constant flow of funds into the trust
fund from the contributions of the employees and the
employer plus periodic funds from cash dividends which
must be invested by the trustee in the stock of the
company.

In those companies where a savings plan is in
operation, a constant, steady, predictable purchaser
for the firm's equity securities exists. To utilize
this internal market as a source of new equity funds,
the company has only to direct that the trustee pur-
chases be made from the company rather than in the open
market. Since the administrative costs of the savings
plan are consldered as expenses of the employee benefit
program, no distribution or flotation costs are involved.
Therefore, the savings plan provides an external source
of equity capital at the same cost of capital as internal
equity capital (retained earnings). To protect the
employee and to insure an arm's length transaction, the

stock 1s sold to the trustee at current market value.






1.2 Purpose of the Research

As described above, the savings plan provides a
potential source of equity capital. The primary purpose
of thils study was to examine the implications of this new
equity source on the financial planning of the firm. The
research was designed to answer the following questions:
Are the funds avallable through the plans large enough to
warrant consideration as a source of capital? Do the
plans, as presently designed, allow the trustee to pur-
chase stock from the company? How many firms have
utilized the savings plan as a source of capital? What
are the advantages of this source and what problems are
involved? When a savings plan 1is not used as an equity

capital source how is financial management affected?

1.3 The Problem

A widely accepted goal of flnanclial management is
to maximize the value of the existing holders of equity
interest. To achieve this goal the financial manager must
have knowledge of the characteristics of the supply func-
tions of funds available to the firm and the characteristics
of the demand functions for funds. The two are interde-
pendent 1n financial planning, for the supply functions
that are open help determine the choice of projects that
will recelve funds, just as the analysis of the demand for
resources affects the decision to select a particular

supply source.



This research was directed toward expanding the
knowledge of the supply functions available to the finan-
cial manager. One of the sources of funds available to
the firm 1s new outside equity capital. This source of
capital may be viewed as composed of several supply func-
tions of differing characteristics. The equity supply
functions traditionally considered in financial planning
are the supply of funds from existing shareholders (right
issues) and the supply of funds from new shareholders
(open market cash issues). This research introduces and
evaluates another source of equlty capital which has become
signiflcant only in the last fifteen years. This source
is the employee incentive plan that encourages the
employees to invest in the firm's stock. Specifically,
this research is directed toward those employee incentive
plans usually referred to as savings plans (see definition
in section 1.4).

The sources of supply of funds available to
financial managers have been referred to as supply func-
tions. The variables of these supply functions have been
called characteristics. The financial manager needs to
know the characteristics of each supply function avail-
able to him. One of the most important characteristics
is the cost of the funds. The financilal manager must also
have knowledge of the other characteristics of every

supply function if the goal of maximlzing the shareholders'






wealth 1s to be achieved. The other characteristics for
equity capital supply functions include the amount of
resources offered, the time period they will be supplied,
the ease of access, and the influences on other supply
functions.

The problem then, was to define the characteristics
of this new equilty capital supply function and to determine

how these characteristics could affect financial planning.

1.4 Terminology

A clarification of terminology between similar
terms used frequently throughout this dissertation is
necessary for complete understanding of the following

chapters. The terms are employee stock ownership plans

(also called employee stock purchase plans) and employee

savings plans. Employee stock ownership plans, as used

herein, applies to all plans which meet the following
criteria:

1. The plan must cover rank-and-file employees
(stock option plans to key employees are
excluded).

2. An employee must acquire stock by voluntary
commitment of his own funds (excludes stock
awards to employees as bonuses or long-service
awards).

The employee stock ownership plans 1nclude a variety of
arrangements whereby the company assists its employees in

acquiring company stock. Also included 1in this definition

are those plans which enable the employee to acquire stock



in companies other than his own company, such as the New
York Stock Exchange members' monthly investment plans.

The employee savings plan, as used herein, is one
type of employee stock ownership plan and is defined as
meeting the following criteria:

1. Voluntary employee savings, within a specified
range, are made through payroll deductions.

2. Company contributions are primarily a function
of the level of employee savings (excludes
contributary deferred profit-sharing plans).

3. The combined funds are put 1nto a tax "quali-
fied" employee trust for deferred distribution.
This trust 1s qualified under Section 401 (a)
of the Internal Revenue Code of 1954 which
allows the company contributions to the plan
to be deducted from corporate gross income in
the. year in which they are made, but these
contributions are not taxable income to a
participating employee until distributed to
him.

4., Company stock and government securities are
the predominant form of investment.

These definitions are substantially identical to those
used by the National Industrial Conference Board in their

research in these ar'eas.2

1.5 Scope

The research was limited to the analysis of only

those employee stock ownership plans defined as employee

2Harlan Fox, "Combining Short and Long Term
Employee Savings Plans," Management Record, XXIII, No. 5
(May 1961), p. 4.
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savings plans. Other stock ownership plans were excluded
for several reasons. First of all, the savings plan
appeared to be the type of ownership plan gailning the
wldest acceptance. Secondly, the savings plan was the
easiest type of stock ownership plan to isolate as a
separate semi-homogeneous group for purposes of analysis.
Finally, since the primary purpose of this research was

to examine the implicatlions of these plans as a source of
capital, it is important that the flow of funds be such
that reasonable predictions can be made of the amounts
avallable. The funds available from profit sharing and
stock option types of stock ownership plans are not sub-
Ject to as constant flow, and thus prediction, as those
funds avallable from the savings plans. The profit sharing
and stock option types of stock ownership plans were there-
fore excluded from the research.

By definition of the problem, the scope of the
research was further limited to the funds of the savings
plan directed by the trustee into stock of the company in
question. The funds invested in government bonds, common
stock of other companies, or stock of lnvestment companies
were not considered. Likewise, those savings plans where
no funds were invested 1n company stock were excluded.

This study was further limited in scope by avoild-
ing, except as related to the problem as described, the

following issues:



11

1. Attempts to measure the effectiveness of
savings plans (or other fringe benefits) in
terms of increased production, employee satis-
faction, and lower turn-over rate.

2. The effect of using company stock for compen-
sation on employee loyalties and the new
concerns lntroduced by this form of savings
with unpredictable future value.

3. The question of business ethics involved
through using employee savings plans to per-
petuate existing management by placing
ownership in the hands of those over which
management has direct control and the power
of discontinuing employment.

4, The theoretical soundness of the Internal

Revenue Code definition of a "qualified"
savings plan.

1.6 Research Design and Organization of the Dissertation

The research design consisted of three distinct
stages: (1) a thorough survey of the literature and pre-
Vious related research; (2) a theoretical inquiry of
Possible implications on financial planning; and (3) em-
Pirical field investigation of savings plans in operation.

1.6.1 Review of Literature and Related Research

Most of the research and literature pertaining to
the plans contained 1little information that could be
directly applied to this study because of the relatively
T'ecent development of the savings plan. Likewise, the
11terature and previous research on equity capital sources
Seldom considered sale of stock to the employees as a
Source of capitgl; however, certain information was found

to have an indirect bearing and 1s summarized in Chapter
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Two. This information is divided into three sections:
history of the savings plan (2.2), the savings plan as an
employee benefit (2.3), and a survey of previous studies
of savings plans (2.4).

The survey of previous studies was additionally
utilized to identify the companies making up the empirical
research population. The description of the population
and the sources of the names of the companies are pre-
sented in Chapter Four (4.2).

1.6.2 Theory

Due to the limited previous research related to
this study that could be used as a foundation, and in
order to define the areas of investigation for the field
work, a theoretical inquiry was prepared. To allow for
a systematic analysis, the inquiry was organized 1nto
three separate sections which comprise Chapter Three of
the dissertation. The first step, presented in section
3.2, was to prepare a theoretical framework from which
the impact of any source of capital could be evaluated.
This framework or model is a distillation of existing
financial theory relating to the financing decisions of
the firm.

The second step in the theoretical analysis was
o examine the general characteristics of external equity

Capital and the unique characteristics of new equity
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capital acquired through employee savings plans. These
characteristics are presented in section 3.3 of Chapter
Three.

The final step of the theoretical inquiry was to
combline the characteristics of employee savings plans as
a capital source into the theoretical framework. The
possible effects on financial planning from this combina-
tion are presented in section 3.4 of Chapter Three.

This theoretical analysis was presented prior to
any interviewing or data gathering by questionnaire. The
questionnaire used in the pretest and the early interviews
was prepared to examine empirically the possibilities
developed in theory.

1.6.3 Empirical Investigation

The review of the literature and related research
and the analytical preparation of a theoretical model were
undertaken primarily to provide a foundation for an empir-
ical survey of the savings plans that were in operation.
From the theoretical inquiry, two broad areas were defined
for investigation through analysis of the savings plans
and the financial operations of the companles sponsoring
Chese plans. The two areas are entitled phase one and
Phase two of the field research.

In the theoretical inquiry, the savings plan was
©nvisioned as having certain unique characteristics which

Were predicted to cause changes in financial planning
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when the savings plan was considered as a source of capital.
Phase one of the field investigation was conducted to test
the existence of the unique characteristics of the savings
plan as an equity capital source and to completely describe
them. The financial reports of the plans' operations and
the plans' descriptions provided the primary information
for the analysis. The financial reports and plan descrip-
tions were supplemented by information obtained from
filings with the Securities and Exchange Commission and
from responses to the questionnaire. A detailed descrip-
tion of the procedures followed to collect the information
and the responses obtalned are presented in a separate
chapter (Four). The analyses conducted and the results
obtained in the empirical research directed toward the
characteristics of the savings plan as an equity capital
Source are reported in Chapter Five.

Phase two of the field research involved an in-
Vestigation into the effects on financial planning caused
by the existence of a savings plan as a potential source
©f capital. The areas of financial planning that were
anticipated to be affected were identified in the theoret-
ical inquiry which 1is described in Chapter Three. The
Primary sources of information for the investigation into
Tinancial planning were the responses to the questilonnaires
and the interviews conducted. The questionnaire was de-

Slgned to obtain the desired information without
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influencing the responses. Accordingly, the questions
posed were broad in nature and did not explicitly identify
the areas of financial planning postulated to be affected
by the existence of an employee savings plan in the finan-
cial environment. The response rate to the questionnaire
is presented in Chapter Four and a copy of the question-
nalre used 1s included in an appendix to that chapter.

The responses to the questionnaire and the information
obtained through interviews, organized as they apply to
the anticipated effects on financial planning, are pre-
sented in Chapter Six. The final chapter of the disserta-
tion 1s a summary of the research conducted, the results
obtained, and the conclusions that can be drawn.

The following subsections describe the parameters
of the empirical research and the sources of information
utilized:

(a) Universe: The universe for the empirical study was
all corporations listed continuously on the New York Stock
Exchange from December 31, 1962 through December 31, 1966.
This universe was selected for two reasons. First, corpora-
Tlons 1isted on the exchange are required to make public
Certain information on their savings plan to the Securities
and Exchange Commission. These filings and annual reports
Were originally intended as a primary research source;
hOWeVeP, for reasons presented subsequently, they were

insufficient. Second, previous studies of employee savings
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plans could be used to 1dentify the companies in the
research universe that had savings plans that qualified
for this study. These previous studies also provided
some comparative data. Additionally, the information
necessary for the measurement of funds available from
savings plans was more accessible from public sources for
the companies listed on a national stock exchange. The
exact procedure followed to 1dentify the companies from
this universe to test through the questionnaire 1s de-
scribed in Chapter Four (4.2).

(b) Study period: The period of study was the years 1962

through 1966. Every attempt was made to obtain financial
statements on the plans composing the research population
for this period or that portion of this period for which
the plans were in effect. The information for the five
yYears was considered necessary for several reasons. A
Sufficient time period was necessary to observe how con-
Sistent, and thus predictable, the flow of funds was into
these plans. Information covering several years was
Necessary to analyze the growth of the reinvested dividend
€lements of these funds and the growth in the shares sub-
Ject to trustee voting. Finally, five years was desirable
to smooth the actual sources of funds of the firm which
Were used as a measurement criterion.

(e) Information from Securities and Exchange Commission

i}llﬂgiz The original research design was to obtain all
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finaﬁcial information on the plans in the population
through registration statements and required annual re-
ports filed with the Securities and Exchange Commission.
The SEC requirements for registration and reporting are
presented in Appendix B to Chapter Two. After the research
population was defined, considerable time was spent in
Washington, D.C. gathering the financial statements of the
plans for the study period before this was abandoned as a
primary source of the financial information. The SEC
filings pertaining to the savings plans were difficult to
locate as no listing is maintained by the SEC of this type
of registration. At times the required annual reports on
the plans were filed with the annual reports on the company
Ooperations and at other times they were filed separately.
The annual reports that could be located were found to be
inadequate for the purposes of this research. The trust
operations were frequently reported in total with no
Separation of funds by 1lnvestment media, therefore 1t was
impossible to establish exactly the amount of funds in-
Vested in company stock. There was no information in the
annual reports specifying the source of company stock
Purchased by the plan trustee, 1.e. open market, company
helq treasury shares, or newly issued shares from the
Company. Accordingly, inquiry into the sources of c¢ompany
Stock purchased for the plans was incorporated as a part

Of the questionnaire and the companies were requested to
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send financial statements on their savings plans for the
study period.

The financial information gathered from the SEC
fi1lings on seventeen companies was utilized to supplement
the responses to the questionnaire where such responses
were 1incomplete. In addition, certain of the SEC infor-
mation was used for those companies that did not respond
to the questionnaire.

(d) Questionnaire: The primary objective of the question-

naire was to determine how this source of capital was
involved in the financial planning of the firm. The
questionnaire was designed to ascertain which companies
had used their savings plan as a capital source, i.e.

s0ld newly issued stock to their plan. For these companies,
questlions were asked regarding the decision to sell stock
to the trustee and the effect these funds had on capital
budgeting. For the companies that had not utilized the
Plans as a capital source, the questionnaire was designed
to determine if the company could sell stock to the plan's
trustee under the provisions of the plan and if management
wWould use this source if new equity capital were needed.
The financial executives of all companies were asked to
list the primary advantages and disadvantages of this
Source of capital. A sample of the questionnaire used is

Contained in Appendix A of Chapter Four.
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A pilot study was made pretesting the questionnaire
on ten companies. These companies had been eliminated from
the research population because their stock was not traded
on the New York Stock Exchange or because the company con-
tribution was based on profits and not on employee savings.
The responses (five) were analyzed as projected for the
study to determine if the information was complete and if
the proposed tests could be performed. In addition, the
questionnaire was evaluated through interviews with several
treasurers of companies having savings plans. The purpose
of the interviews was to determine the clarity of the
questions and the abllity and willingness of the financial
officers to respond. As a result of the pilot study and
the interviews, several changes were made in the question-

naire.

(e) Interviews: Two companies known to have used their

Savings plan as a source of capital were analyzed for the
€ntire 1ife of the plans (over ten years in both cases).
Extensive interviews were conducted with several financial
€Xecutives of each firm. In addition, extensive inter-
Vlews were conducted with the treasurers of three companies
that had not sold newly 1ssued stock to their savings plans.
In these interviews all the questions contained in the mail
Questionnaire were asked and additional areas were dis-
Cussed. The effect on financial planning of using this
Source of capital was explored and the problems encountered

Were examined.
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CHAPTER TWO

2.1 Introduction

The employee benefit program, defined as the
employee savings plan in Chapter One, is a relatively new
beneflt sponsored by American companies. Consequently,
the literature referring to these plans has been published
in recent years and is not very extensive. Most of what
has been written about savings plans was prepared con-
sidering these plans solely as an employee benefit. Only
occasional mention was made of the possibility of these
plans having value to the firm as a source of capital.

The purpose of this chapter is to summarize the
information in the existing body of literature on savings
plans that 1s relevant to this research. The first sec-
tion (2.2) describeg the: historical development in the
United States of two areas in personnel administration:
(1) the various plans leading to stock ownership by the
employees; and (2) the development of supplemental compen-

Sation payments (fringe benefits). Due to the unique
Combination of an employee stock ownership program and a
deferred compensation thrift program found in the savings
Plan, the history of both of these areas contributed to

the structure and growing acceptance of these plans.
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The second section of this chapter (2.3) is a
summary of the major advantages and disadvantages of the
employee savings plan as an employee benefit. Since these
plans were adopted by companies primarily for reasons of
their incentive value for prospective and existing
employees, an understanding of this side of the savings
plan 1s a prerequisite to investigating the plans as an
equity capital source.

Several rather extensive surveys have been made
of the features and operations of the savings plans
offered by various companies. These past surveys were
directed almost exclusively at describing existing
characteristics of the plans. Accordingly, there is
little information presented in the studies that can be
directly utilized in this research investigating the
significance of the plans as an equity capital source.
However, certain information has an indirect bearing and
this material is presented in section 2.4.

Following this chapter are two appendices con-
taining technical information. Appendix A is a summary
Of the Internal Revenue Service requirements to qualify

2 plan for the deferred compensation tax advantages, with
appropriate references to the tax law and regulations.
The Securities and Exchange requirements pertaining to
Savings plans utilizing stock of the sponsoring company

for investment of funds are explalned in Appendix B.



P S . . . ‘ <. G 2
o P ol i .




24

2.2 Historz

The following brief history of the evolution of
the employee savings plan will aid in understanding why
the plans are such a dynamically growing type of employee
benefit and in explaining the current form of the plans.
The present status of the plans is the result of the
historical development of two separate phenomena in
American business: the stock ownership by employees and
supplemental compensation programs (fringe benefits).
These will be explained in turn to establish how they have
affected the acceptance of employee savings plans.

2.2.1 Employee Ownership of Stock

The plans offering ownership of stock by companies
to their employees have had a cyclical history in the

United States.>

The first plans were established before
1900, but development was slow until after World War I.
Between 1919 and 1929 the first great wave of employee
Stock ownership plans occurred in the United States. The
growth of employee ownership plans during this period was

the result of many favorable factors. Employees had been

€ncouraged to save during World War I by purchasing Liberty

——

lThe source of this history unless otherwise noted
1s Bruce Stewart and Walter J. Cooper, Profit Sharing and
St ock Ownership for Wage Earners and Executives (New York,
1S L5y, ” This book also contains surveys of major findings
Of former studies of employee stock ownership published
from 1917 to 1942.
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Bonds. With the discontinuance of the sale of Liberty
Bonds and a further rise in wage rates and earnings after
the war, an increasing number of employees eligible under
the plans began to buy stock. About this time, many
managers decided that stock ownership was a better incen-
tive vehicle than profit sharing because the rewards were
more immediate and a complicated formula, seldom under-
stood by the employees, was not necessary. Also many
managers hoped that stock ownership would make trade
unionism less attractive to their employees. Post war
optimism considered fluctuations of the business cycles
a thing of the past and for both employee and employer
the climate was favorable for the expansion and develop-
ment of employee stock ownership plans. Thus, the
practice of offering these plans became widespread during
this period. One study identified 389 companies with an
employee stock purchase program in 1928.2 The typical
plan allowed the employee to contract for a given number
of shares, frequently below market price, to be paid for
through monthly installments over a year or more. The
Ccompany rarely contributed toward the price of the stock,

but some companies paid employees a bonus for the

2National Industrial Conference Board, Studies in
Personnel Policy, No. 206, Employee Stock Purchase Plans
(New York, 1967).
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retention of stock to prevent them from selling their
shares when the price was attractive. The companies
wanted to encourage the employees to hold their stock so
that they would become more interested in the long range
success of the company and not consider the stock a
speculative investment to be sold for short term gains.
The contraction in earnings and employment and
the decline in the stock market during the depression of
the Thirties were disastrous to these plans. At the time
wages were being reduced and workers laid off, employees
found that their savings were tied up in stock of depleted
value and some employees were still obligated to continue
payments or forfeit thelr savings. The magnitude of this
decrease in the value of the employees' savings invested
in company stock 1s revealed by a study of prices of
stocks held before and after the crash. This study of
seventeen common stocks and eighteen preferred stocks
sold to employees using an index of median quotations and
taking July 1, 1926 as 100, found the median price level
had dropped to 15 on July 1, 1932. This study also found
that in 1933 of a sample of fifty plans, thirty-one (over
Sixty percent) had been discontinued or offerings under

t hem postponed.3

3Eleanor Davis, Employee Stock Ownership and the
Depression (Princeton, New Jersey, 1933), pp. 7-39.
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The employees were embittered and the companies
offering such plans were embarrassed. Several costly
forms of settlement were made by a few companies. The
bonuses designed to encourage retention had the effect
of i1nducing employees to retain their holdings during a
period of exceptionally high prices only to be forced to
sell when prices were exceptionally low. This experience
caused most corporate executives to view employee stock
ownership plans with disfavor for years.

Following World War II, and especially in the
decade of the 1950's, there was a renewed interest in
stock purchase plans for all employees. The general
economic conditions were favorable and many of the factors
that prompted the adoption of the plans during the 1920's
were again prevalent. However, the experiences of the
depression with these plans forced company managers to
design stock purchase plans to protect against a recurrence
of the loss of employees' savings. The form of the stock
purchase plan defined in this study as the employee savings
Plan emerged as the most popular type of the new plans be-

Cause it offered protection for employee savings in

S everal ways.

The first and most obvious protection was the in-
T roduction of the company contribution. This contribution
E o the employee's account, on a partially matching basis,

R cted as a cushion against falling market prices of the
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stock. Since the typical company contribution was fifty
percent of the employee's savings, if all funds were in-
vested in stock, the stock would have to fall thirty-three
and one-third percent before the employee's own savings
would be endangered.

Another feature that improved protection of the
employee's savings was the elimination of the subscription
practice found in the plans of the 1920's. The 1950 plans
were designed so that there was no advanced commitment
(subscription) to purchase stock at a fixed price. The
stock was purchased only when the funds were actually
available, and then most commonly, at the going market
price. Many plans required the employee to have a portion
of his savings invested in government securities, further
protecting his savings from a drop in the stock market.

In addition, all savings plans limited the amount the
employee could have withheld from his wages as savings,
typically a maximum of six percent of base compensation.
Finally, a few companlies guaranteed that the employee's
portion contributed to the plan would not be lost regard-
less of the level of the stock market prices; employee
portions were guaranteed to time of vesting of the company
portion or to time of withdrawal. In addition to these
safety features, there were several other significant

reasons for the growth of the savings plans.
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In 1951 the employee savings plan (as defined in
Chapter One) first qualified for the deferred compensation
tax advantages that the Internal Revenue Code had previ-
ously granted to pension and profit sharing plans.u The
tax advantages of the savings plan will be presented in
detail later in this chapter and 1in the first appendix to
this chapter. The essence of this tax provision was that
the company contributions to the savings plan could be
deducted from corporate gross income for the year in which
they were made, but these contributions were not taxable
to a participating employee until distributed to him.
This favorable tax status encouraged many companies to
adopt the savings plan.

In 1955 the United Auto Workers' Union began a
concerted drive for a Guaranteed Annual Wage. In actual-
ity, this union proposal was an unemployment compensation
plan to be funded by the company to supplement the state
and federal plans. The automobile companies countered
with a three part program that included: (1) a savings-
stock purchase plan in which the companies would put in
fifty cents for each dollar saved by the employee; (2) a

loan plan; and (3) a separation pay plan. The union turned

uBankers Trust Company, 1963 Study Savings and
Thrift Plans Profit Sharing Plans Stock Purchase Plans
(New York, 1963), p. 2.
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down the companies' program and settled for the
supplemental unemployment plan.5 Following the 1955
negotiations with the union, the automobile companies
made avallable to thelr salaried employees a savings-stock
purchase program (savings plan) similar in design to that
offered to the hourly-rate employees. This pattern was
followed by steel and related industries where most sav-
ings plans covered only salaried or non-bargaining
employees. The plans took the place of supplemental unem-
ployment benefit plans negotiated with hourly employees.

Similarly, in union negotiations in 1958, General
Electric and Westinghouse stated that they would oppose
any form of supplemental unemployment benefits and in
turn, offered savings plans. The unions rejected the
savings plans, but the salaried employees of General
Electric were given the opportunity to participate in such
a plan. After one year, ninety-four percent of the elig-
ible salaried employees were participating.6

In summary, the recurring interest in programs to

give the employee an opportunity to be an owner in the

5There was much speculation during this time that
the workers would have been better off if the company offer
had been accepted. For example, see "If Ford Workers Had
Bought Stock," U.S. News and World Report, February 3, 1956,
p. 97.

6"G.E. Savings Plan," Business Week, April 16, 1960,

p. 138.
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company in which he worked coupled with the tragic
experiences of the stock market crash of 1929 gave impetus
to the introduction of the savings plan. The tax qualifi-
cation as a deferred compensation plan and the involvement
in collective bargaining added momentum to the number of
companies adopting employee savings plans as a form of
stock purchase. Concurrent with the growing interest in
employee stock ownership plans was the expansion of supple-
mental wage payments. The growth of the nonwage benefits
offered by increasing numbers of employers provided fur-
ther impetus to the adoption of employee savings plans.

2.2.2 Fringe Benefits

Prior to 1940 there had been little in the way of
fringe benefits for general employees beyond paid vaca-
tions. During World War II wage controls were imposed
which limited wage increases. However, within limits,
indirect increases were sanctioned in the form of "fringe
adjustments." During this period many companies adopted
wage supplements such as pald vacations and holidays,
shift differentlials, employer financed life insurance,
accldent insurance, hospitalization, health plans,
severance pay plans, and Christmas bonuses. These wage

supplements became known generally as "fringe benefits."
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The growth of these benefit plans continued in the postwar
period, particularly the health and pension plans.7
Each of these fringe benefits was designed to pro-
tect the employee and his dependents in some specific
situation. It was on this foundation of existing benefit
programs for specific purposes that the multipurpose
savings plan was welcomed as fulfilling a need. The
savings plan was seen as a fringe benefit to supplement
the other plans that were sharply focused on particular
types of emergencies. Because it 1s impossible to have
a plan to meet every type of emergency, the savings plan
permitted flexibility by encouraging the employee to build
a reserve which could be used for a variety of needs.

The beneflt package offered by most companies has
been criticized as dictating to the employee how and where
he must spend his income. The parental attitude of many
companlies toward provisions for emergencies has been
especially attacked.8 The individual reserves of self-

protectlion accumulated under the savings plan offered an

answer to such criticism.

7United States Department of Labor, Employee Expendi-
tures for Selected Supplementary Renumeration Practices for
Production Workers in Manufacturing Industries (Washington,
D.C., 1959), p. 1.

8Arthur M. Ross, "Do We Have a New Industrial
Feudalism?" The American Economic Review, XLVIII No. 5
(Dec. 1958), p. 904.
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The existence of the many other fringe benefit
programs in most companles offering a savings plan gave
stability to these plans as vehicles for the employee to
purchase stock. The employee was less likely to have to
sacrifice his savings at depressed stock prices to meet
some emergency. On the other hand, the fringe benefit
aspects of the savings plan complimented the existing
specialized beneflt package. The development of the many
fringe benefits now accepted as part of employee compen-
sation thus accounted in part for the current popularity
of the employee savings plan.

From various sources and previous studies it is
possible to establish the growth of this special type of
stock purchase plan called the savings or thrift plan.

In Stewart's study of twenty-seven stock purchase plans

in 1945, only two plans were found to contain the one
feature that sets the savings plan apart from all other
stock purchase plans.9 This feature is an employer con-
tribution in proportion to the employee's earnings or con-
tributions.

Beginning in 1950, the present form of the savings
plan emerged in the petroleum industry. In this industry

payrolls were comparatively low compared to overall sales

9Steward and Cooper, p. 72.
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and profit and fringe benefits were extensive, therefore
the extra amount for a savings plan was comparatively

minor.lo

In 1953 the National Conference Board recognized
a growing interest in this area by publishing a separate
study on savings plans (Studies in Personnel Policy No.
133) as a companion to a study on stock purchase plans
(Studies in Personnel Policy No. 132). The study summar-
ized the features of all known savings plans with stock
ownership features. Fourteen of the eighteen summarized
plans were offered by companies in the petroleum industry.
Since the 1953 studies, approximately ten new
savings plans have been adopted each year up to the pre-
sent in a variety of other businesses. The latest National
Industrial Conference Board Study found that by mid-1966,
149 U.S. Corporations with securities listed on the New

11 The

York Stock Exchange had adopted a savings plan.
prevalence of the plans among the larger corporations may
be further illustrated by the fact that in early 1967, of
the top 100 industrial corporations as ranked by sales,

42 had savings plans with 11 of the 42 companies adopting

plans since 1963.12 The growth 1in acceptance of savings

10National Industrial Conference Board, Employee
Stock Purchase Plans, p. 48.

11

Ibid.

12Bankers Trust Company, 1967 Study of Employee
Savings Plans (New York, 1967), p. 3.







35

plans 1s due in part to the unique advantages of the
savings plans as an employee benefit. The aspects of
these plans as employee benefits are presented in the

next section.

2.3 The Savings Plan as an Employee Benefit

While the purpose of this research was to examine
the employee savings plan as an equity capital source, it
must be acknowledged that the primary justification for
establishing and continuing the plans was their value as
employee incentives. The possible use of the plans as an
equity source 1s mentioned rarely in the literature per-
taining to savings plans, and then only as a secondary
consideration. The existence of the employee savings
plan solely for reasons of its value as an employee bene-
fit does not diminish the potential value of the plan as
an equlity capital source, even if it is not used by finan-
cial managers for this purpose. In fact, all expenses
in connection with the savings plan are usually accounted
for as compensation costs which means any capital raised
by the plans is secured without flotation cost. This
absence of initial cost in raising capital is presented
in more detail in Chapter Three (section 3.4.2) and Chap-
ter Five (section 5.4). Recognizing that the savings
plan was adopted and retained because of its value as an

employee incentilve, this research would not be complete
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without some comment on this aspect. Accordingly, the
following is intended to provide background for under-
standing why firms have turned to this employee benefit
in increasing numbers.

The broad objective of all supplementary compen-
sation methods or fringe benefits is to maintain a stable,
highly-motivated, productive work force. These indirect
incentives help recrult high-caliber people and to con-
vince them that working for a particular company will bring
special rewards. The retention of existing employees 1is
increased by these benefits that convince present employees
to make a career in the company, rather than to move to
some other organization. The economic security provided
by the various fringe benefits leads to improvement in
general attitudes and job performance.

The employee savings plans further these broad
objectives through two distinct characteristics; they en-
courage the employees to become stockholders and they
promote thrift among the employees. These two factors
are examined to establish.héw the company and the employee
receive mutual benefit.

The material for the following two sections (2.3.1
and 2.3.2) 1s a summary of the benefits attributed to
employee savings plans by numerous writers in personnel
management and industrial relations publications. Each

of the alleged favorable effects on employee relations was
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mentioned by numerous writers. References, when provided,
indicate the source considered as best expressing the con-
cept. When analyzed, the material in the articles must be
classified as predominately subjective. Research studies
supporting the contentions presented in the following two
sections have been limited to surveys of management's and
employees' opinions. The following should therefore be
considered as the effects on employee relations management
hopes to achieve by sponsoring a savings plan. (A limited
survey of management's opinion of the areas of employee
relations affeéted was conducted as part of the research
for this dissertation and is presented in Chapter Six,
section 6.7.2.)

2.3.1 The Benefits of Having Employee Stockholders

There are numerous reasons why management desires
to create a large group of company stockholders among the
work force. The most frequently mentioned reason from the
company point of view is to prompt the employee to consider
himself a partner in the enterprise and a member of the
working team. The employee who identifies more closely
with the company and its management 1s expected to be more
interested in the elimination of waste and in increased

productivity.13

13Adolph Langsner and Herbert G. Zollitsch, Wage
and Salary Administration (Cincinnati, Ohio, 1961), p. 630.
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Another reason given for encouraging employee
stockholders is the attempt to teach the employees 1n a
tangible and easily understood manner the economic facts
of business.lu The plans expose the employees to the con-
cepts of reward and risk amidst the increasing complications
of economic action, corporate reaction, and government
regulation. In particular, the ownership of stock helps
the employees to understand that the company must earn a
profit substantial enough to compensate 1ts stockholders.

The ownership of stock by the employees also pro-
vides a form of profit sharing.15 Being a stockholder
allows the employee to participate in the growth and
prosperity of the company without the complicated formula
found in most profit sharing plans. Having employees own
stock not only is expected to produce better employees,
but also to create better stockholders. As a group, the
employee shareholders should be more interested in the
long-run success of the company than the public investors.

From the viewpoint of the employee, the savings
plan offers the lower level employee an opportunity to

acquire common stock. Many employees watching the rising

lL'"Mos'c Flexible Fringe Benefits You Can Offer,"
Business Management, XXVII, No. 5 (Feb. 1965), p. 4i.

15"The New Fringe: Savings Plans," Business Week
Sept. 6, 1958 , p. 54.
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stock market of the past few years and the record earnings
of thelr companies are showing increased interest in acquir-
ing their company's stock.l6 For the employee, there are
several advantages to acquiring this stock through a savings
plan Instead of through other types of employer-sponsored
stock purchase plans or individual purchases. The primary
advantage to the employee of acquiring stock through the
savings plan 1s the cushion against the risk of falling
stock prices which 1s provided by the company contributions
to the plan. With the company, in effect, paying one third
to one half of the price of the stock, and the dividends
being reinvested while the stock is in trust, the employee's
own linvestment 1s protected.

The savings plan also allows the employee to termi-
nate his participation at any time. The employee does not
commit himself in advance to purchase a fixed amount of
stock in a limited period of time and he need not continue
installment payments on stock that has declined below the
purchase price. The stock 1s purchased at current prices
out of current contributions on a dollar-cost-averaging
basis. By investing the same amount each month, regardless
of the short-run fluctuations in the price of the stock,

the employee purchases more shares when the price is low

16Harland Fox and Mitchell Meyer, "Employee Stock
Purchase Plans," The Conference Board Record, III, No. 9
(Sept. 1966), p. 23.
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and fewer when the price is high. In addition, through
volume buying by the trustee, the broker's fees and commis-
sions are lower than those that would ordinarily be paid

in comparable individual purchases. If the stock is pur-
chased by the trustee from the company, the broker's fees
are completely eliminated.

2.3.2 The Thrift Benefit

The thrift benefit of the savings plan is dependent
upon the deferred compensation aspects of these plans and
the tax shelter given the savings. To a degree, the savings
plan extends the advantages of the deferred payment plans
and stock options so popular with corporate officers to
employees far below the levels at which such plans usually
apply.17 The traditional advantages to the company claimed
for deferred stock options apply to some extent for the
savings plan. The savings plan, in essence, provides for
bonus payments by the company as a reward for establishing
a personal savings program rather than a reward for Job
performance, and in many plans, receipt of this bonus 1s
deferred until termination of employment.

From the company point of view, the thrift aspects
of the savings plan provide an attractive supplement to

the standard package of benefits to attract and retain

17Harland Fox and Mitchell Meyer, Employee Savings
Plans in the United States (New York, 1960), p. 10.
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desirable personnel. The plans are geared to the active
employee 1in that the rewards are much more apparent than
those of the standard pension plan. The active involve-
ment through the employee's own savings and the periodic
reports from the trustee make the employee more cognizant
of this beneflt than many other more costly programs. The
savings plan compliments the basic pension plan by provid-
ing funds for the initial adjustment upon retirement to
meet rising medical costs and also, where common stock is
held, as a hedge against inflation.i®

For the employee, the savings plan provides a rela-
tively painless method through payroll deductions to
accumulate an emergency fund. However, the big advantage
to the employee 1s the favorable tax treatment accorded
the plans. This tax treatment is an important, if not the
major consideration in favor of adopting the plans. The
historic growth of the plans dating from the time the
Internal Revenue Service ruled they were qualified deferred
payment plans (1951), as presented in the previous section
(2.2.1), is ample evidence of the importance of this fea-
ture. The basic tax advantages of a "qualified" plan may
be summarized as follows:

1. The company contributions to the savings plan

18National Industrial Conference Board, Employee
Stock Purchase Plans, p. 8.
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are an allowable expense to be deducted from
corporate gross income for the year in which
the contributions are made.

The company contributions to the plan are not
taxable to an employee participant until dis-
tributed to him.

The income of the trust fund 1s exempt from
taxation so that the earnings on securities
held in trust are not taxable until distri-
buted to the participant.

If all of the holdings in the participant's
account are distributed withiln one taxable
year after termination of employment, the
excess of the cost of such securities over the
participant's contributions are allowed the
long-term capital gains treatment. Note,
neither the unrealized appreciation (increase
in market value) on the securities purchased
with the employee's savings nor the unrealized
appreciation on the securities purchased with
the company contribution are taxed at the time
of distribution.

If the funds are distributed while the parti-
cipant 1s still an employee, the market value
of the shares distributed in excess of the

market value of the shares purchased with the
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participant's own contributions is taxed as
ordinary income. Note, not only is the capital
gains treatment lost, but the unrealized appre-
ciation on all but that portion purchased with
the employee's own savings is taxable.
This deferred compensation treatment provides a shelter
for the employee's savings while he is working and defers
payment of taxes on a portion of his compensation until he
1s retired when his income and tax bracket are lower.
Furthermore, by electing to receive within one year after
retiring the entire amount of securities held in trust,
this deferred compensation is subject to long-term capital
galns treatment. This treatment means that the total amount
from the contributions to the plan by the company and the
reinvested dividends are reduced by fifty percent before
being taken into taxable income for that year (and further,
the marginal tax rate applied to this amount cannot exceed
twenty-five percent). The tax consequences of having the
funds distributed while still employed strongly encourage
the employee to leave the accumulated funds in trust until
termination of employment. A more complete explanation of
the income tax regulations is presented in Appendix A to

this chapter.

2.3.3 Disadvantages

The employee savings plan as an employee benefit

is not without certain disadvantages. Some companies state
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that the plans cost more to maintain than the improvement
in morale justifies.19 The main determinants of the com-
pany contribution, and thus, the cost of the savings plan
are: the savings rate by the employees (percent of salary
withheld), the company contribution rate (percent of
employee contributions), and the participation rate of the
eligible employees. Obviously, the higher any or all of
these rates, the more costly the plan. It should also be
noted that fundamental to the cost is the salary levels of
the participating employees. In addition, there are cer-
tain administrative costs such as trustee fees and other
general expenses connected with the operation of the plan
that add to the cost. However, these administrative costs
are minor when compared to the company contribution. One
study that requested companilies to estimate the level of
administrative costs of employee savings plans found that
the median estimate was only 4.3% of the total cost of the
plans.20
Since the determinants of the company contribution
vary considerably among the plans, the costs likewise vary.

In a 1960 study, the estimates of annual cost per

19Lawrence Stessin, "Managing Your Manpower," Dun's
Review and Modern Industry, LXXIV, No. 3 (Sept. 1959),
p. 150.

20Fox and Meyer, Employee Savings Plans in the
United States, p. 36.
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participant by seventy-eight companies replying to a survey
ranged from $25 to $818, with the median estimate approxi-
mately $167.21 In another study made in 1966, the estimates
of annual cost per participant ranged from $58 to $370, with
the median somewhat over $210.22
A comparison of the cost of the employee savings

plan relative to other benefit plans can be made from cost
estimates published by the Chamber of Commerce of the
United States. The tabulation below, compiled in 1965 and
involving 1,181 companies, shows the average fringe benefit

cost as a percent of the total payroll for those companies

23
offering the fringe benefit. Of Total Payroll

Pension plan payments h.4%
Life, health, disability, insurance, etc. 3.0%
Paid rest periods, wash up time, etc. L.,0%
Profit sharing plans 5.5%
Contribution to savings plans 1.6%

These plans are costly, although they are generally con-
sidered less costly than profit sharing plans, and the
Impact on employee relations 1is difficult to measure.

The predominance of common stock as the investment

for the funds of the savings plans has disadvantages as

21l1p14.

22National Industrial Conference Board, Employee
Stock Purchase Plans, p. 53.

23Chamber of Commerce of the United States, Fringe
Benefits 1965 (Washington, D.C., 1966), Table 15.




b6

well as advantages. While the long-run trend of stock
market prices has been up, thus providing a hedge against
inflation, there are short-run fluctuations that appear
especially ominous to the neophyte investor. When the
stock market takes a down turn, the employees are likely
to become disenchanted. The fact that in most plans the
only stock held i1s that of the sponsoring company is seen
as a further disadvantage.

First of all, holding only one stock violates the
cardinal rule of investing; diversifying to reduce your
investment risks. No knowledgable investor desiring to
minimize his risk would put all of his savings into the
securities of only one company, therefore, why should the
company encourage its employees to invest their savings
this way? Secondly, the employee is further compounding
his risks because both his savings and job are dependent
upon the company's success. In spite of all the safeguards
previously mentioned, this double jeopardy for the employee
is the major disadvantage of the savings plan as an employee
benefit, and the reason given most often by corporations for
not adopting these plans.2u
| There are also certain administrative problems that
accompany employee savings plans. To be fully effective,

the plans call for a communications program which can become

2Hstessin, p. 150,
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elaborate and costly. Most savings plans come under the
Welfare and Pension Disclosure Act of 1958 which requires
the filing of a plan description and annual reports to the
Department of Labor. Most plans also come under the regu-
lations of the Securities and Exchange Commission which
considers employee savings plans which allow investment in
company stock as if the plan 1tself was a securities offer-
ing. The SEC regulations require a formal registration

if: (a) the plans invest in the securities of the employer
company to a level exceeding the employer's contribution;
or (b) if the employee can direct his own contribution to
be invested in the company stock. The SEC requirements

for registering employee savings plans and for reporting
are covered 1n more detail 1n Appendix B to this chapter.
Complying with these SEC requirements can be costly and
time consuming. The procedure necessary to insure the plan
is qualified in accordance with the Internal Revenue Service
regulations can also be involved and definitely demand the
services of qualified legal counsel. The qualification
provisions are presented in Appendix A to this chapter.

To summarize, the savings plan has certain advan-
tages as an employee benefit as well as some disadvantages.
The advantages to the company accrue from two aspects of
the plans: the ownership of stock by the employee and the
accumulation of savings with deferred compensation bonuses.

These two aspects are seen to have unique and favorable
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effects on employee morale that cannot be obtained from any
other benefit program. On the other hand, the exposure of
the employee to loss of his savings in a company sponsored
investment in company stock 1s seen as a major disadvantage
regardless of the safeguards provided. It appears likely
that savings plans will be adopted by increasing numbers of
companies, however, for one reason if for no other: they
are extremely popular with employees. This is illustrated
by the high participation rate of eligible employees. The
participation rate and several other relevant characteristics
are presented in the following section which examines other

studies of employee savings plans.

2.4 Previous Studies of Savings Plans

During the last fifteen years several studies have
been made of companies offering savings plans as an employee
benefit. The published results of these surveys contain
material that 1s essentlally a description of the structure
and operations of the plans.

These studies were relevant to this research for
several reasons. First of all, from the studies and from
correspondence with the personnel responsible for the
studies, the names of the companies comprising the popula-
tion for the empirical research were derived. (The research
population is defined in detail in Chapter Four.) Secondly,

it was because of certain unique features of the savings
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plan that this research into savings plans as a potential
source of capital was undertaken. Primarily these features
are the investment in the stock of the sponsoring company
and the steady flow of funds into the plans which must be
periodically invested. Information documented in the past
studies such as the percentage of savings plans that allow
the funds to be invested in company stock, the employee
savings rate allowed, and the company contribution rates
required was significant to this research. Thils research
avoided duplicating the areas covered in the past studies,
therefore it 1is especially important to summarize relevant
findings of the previous studies.

The savings plan, as defined in this study, came
into its present form only after qualifying as deferred
compensation for federal tax purposes in 1951. Prior to
that date the savings plan was but one of many forms of
stock purchase plans offered to employees. The presence
of the company contribution in some stock purchase plans
was the basic feature that could be said to distinguish
the pre-qualified savings plan from other stock purchase
plans. Accordingly, all significant research and published
studles pertaining to employee savings plans have been
accomplished since 1951.

A brief description of each of the studies con-
sidered significant will be presented in chronological order

by the publication date. The abbreviation gilven
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parenthetically following the formal title of the study
will be used in subsequent reference to the study. Follow-
ing the descriptions, certain findings of these studies
will be presented in comparative tables.

2.4.1 Description of Previous Studies

(a) Employee Savings and Investment Plans, 1953, National

Industrial Conference Board, Studies in Personnel Policy
No. 133 (NICB No. 133-1953).

Since the 1920's the National Industrial Conference
Board has published the results of various surveys of
companies' practices in stock purchase plans. When a sur-
vey of 68 such plans (only 28 active) was published in
1953, the then labeled "savings and investment" plans were
excluded.25 This new type of thrift plan that encouraged
employees to save and at the same time retained elements
of employee stock ownership, was described in a separate
study because of its importance as an apparently new trend.
Thus, this report was the first to exclusively cover em-
ployee savings plans (which are alternatively entitled
thrift plans or savings plans in the report). Although the
population of the survey is not revealed in the published
report, mention is made of exploring all known sources of

information, and that probably there were no more than the

25National Industrial Conference Board, Studies in
Personnel Policy, No. 132, Stock Ownership Plans for Workers
(New York, 1953).
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18 plans reported on that had been adopted. The data for
the report were secured from the companies' own published
material and through individual contacts with various
officials of the companies. The report thoroughly summar-
izes the mechanics of these 18 plans. In addition to the
information from the study presented subsequently in this
section in combination with information from other studies,
the comments regarding the source of company stock are orf
interest. This report notes that "the plans provide ror
purchase of stock either on the open market or through
private transactions at not more than market price" (p.
11). Two companies are mentioned by name that allowed

the plan to purchase stock directly from the company.
However, there is no indication in the report that the
savings plan i1s considered as a source of capital for the
company.

(b) Employee Savings Plans in the United States, 1962,

National Industrial Conference Board, Studies in Personnel
Policy No. 184 (NICB No. 184-1960).

This study of savings plans in effect in 1960 is
the most comprehensive and detailed sgudy published to date.
The survey encompassed practically all companies on the New
York and American Stock Exchanges as well as a sample of 54
large insurance companies and 32 large banks. From this
population, 102 companies (one with two plans) were ident-
ified as having a qualified employee savings plan and all

but 10 of these were listed on the New York Stock Exchange.
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No banks or insurance companies were found to have employee
savings plans. Most of the data presented in the report
was based on the plans of 94 companies, as detailed infor-
mation was not available on the remaining 8.

The definition of the savings plan in this NICB
publication is substantially the same as the definition
presented in Chapter One. However, this survey included
savings plans that had no provisions for investment in
company stock.

The detalled 100 page report on this study makes
a careful distinction between three kinds of savings
plans: short-term, long-term, and combination plans.

The short-term plans (7 in number) are identified as those
plans that distribute the funds to the employee during the
course of his employment. There is no option to defer
receipt until retirement, but all savings and company con-
tributions are automatically distributed at the end of

each class year vesting period (most commonly 3 to 5 years).
The long-term plans (68) are the true supplemental pension
plans with specific provisions designed to discourage the
withdrawal of funds by the participants prior to retire-
ment. The combination plans (28) allow the participant

the choice of saving under a short-term option whereby

he will receive all funds at the end of the class year
vesting period or saving under the long-term option whereby

all funds will be held until termination of employment.
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The choice has to be made at the beginning of the class
year 1in some plans and can be deferred until maturity of
the class year in other plans.

This extensive report presents a detailed explana-
tion of all the possible variations to the savings plans
and tabulates the number of companies using each, with
frequent summaries by type of industry, size of firm, and
type of plan (short-term, long-term, and combination).
However, there is no information given on the amount of
funds returned to the companies by the plans through pur-
chases of newly issued stock. The report does mention that
of 65 plans for which information on the source of stock
was available, 5 plans had to purchase stock from the
company (either newly issued or treasury stock), 8 plans
could purchase treasury stock from the company, and in the
remaining 36 plans the trustee apparently was not allowed
to purchase shares from the company but had to buy stock
on the open market (p. 39). Only 4 of this last group
definitely stated that purchases of stock could not be
made from the company. From this rough tabulation, it
would appear that newly issued stock could certainly have
been purchased by about one-third of the plans (21 of 65),
thus raising new equity capital, and this ratio could have
been even higher.

(¢) 1963 Study, Savings and Thrift Plans, Profit Savings

Plans, and Stock Purchase Plans, 1963, Bankers Trust Com-

pany, New York (BTC-1963).
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This study made by the Pension Trust Division of
Bankers Trust Company was compiled to assist employers in
developing new plans. The Bankers Trust administers many
employee benefit plans and the survey was used to solicit
business. The published report does not disclose how the
plans included were selected or the source of the informa-
tion. The report contains a statistical analysis of the
provisions of 103 plans of which 74 are savings plans and
29 are profit sharing plans.

There is no information in the publication on the
source of the company stock purchased by the savings plans.
However, there are some statistics presented in the report
not availlable in other studies. Based on their experience,
the Bankers Trust Company states the profit sharing plans
are more costly to the company than the savings plans.
From their data they estimate that the average profit
sharing plan is designed to cost the employers from 5% to
15% of the compensation of the participating employees,
while the average savings plan cost ranges from 1% to 5%
of the participants' compensation (p. 7).

The study analyzed the extent employees choose to
acquire stock of the sponsoring company when the plan
offers other investment options (p. 15). Of 37 plans sur-
veyed, the median percent of participants electing to

invest the maximum permitted by the plan in company common



55

stock was 75%. In the plans (25) where the alternative
investment media was limiped to a fixed income portfolio,
the median percent electing to invest the maximum permiss-
ible in common stock was 87% with 11 of the 25 plans above
90%. The indication was that the employees tended to in-
vest the maximum possible in company stock where the option
was available. This means that more funds were available
for use as a capital source if the company desired to take
advantage of this opportunity through the savings plan.

(d) Employee Savings Plan Trends, 1965, article in The

Conference Board Record, November 1965, p. 51 (NICB 1965).

This article written by Harland Fox 1s an effort
to up-date the 1960 study (NICB No. 184-1960). The survey,
made in January 1965, uncovered 45 new plans adopted since
1960. The article is primarily a comparison of the basic
provisions of the savings plans between the 97 plans pre-
viously analyzed and the 45 new plans. The findings were
that the general outlline of the plans was essentially the
same 1n the new plans as in the old.

The population for the survey was the same as the
1960 survey except that all companies on the New York Stock
Exchange were included. The previous study had excluded
companies 1n the following non-manufacturing industries:
transportation, other than rail and air; contract construc-
tion; and service 1ndustries. The study found that of the

1,082 United States corporations with securities listed on
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this exchange, 130 or 12% had an employee savings plan.
The plans were found to be particularly common among listed
companies in two industries: petroleum, where 70% (27 of
39) had a plan; and natural gas companies, where 59% (16
of 27) had a plan.

Ninety-four of the companies included in the pre-
vious study were asked whether any changes had been made
in their plans. The only significant change noted was that
15% of the companies had increased the employee savings rate
or the company contribution rate, thereby increasing the
cost of the plan.

(e) Employee Stock Purchase Plans, 1966, National Indus-

trial Conference Board, Studies in Personnel Policy No. 206
(NICB No. 206-1966).

This study 1s an analysis of employee stock purchase
plans 1in operation in the spring of 1966 among companies
with securities listed on the New York Stock Exchange as
well as large banks and insurance companies. The report
covers six different types of stock purchase plans; the
employee savings plan 1s one of these.

This report states that by mid-1966, 149 United
States corporations with securities listed on the New York
Stock Exchange had a savings plan (an increase of 19 from
the previous study one year earlier). However, the study
defined stock purchase plans to be only those plans that

distributed the company stock to participants while they
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were still employees. This requirement eliminated 109
plans that were "long-term" plans designated primarily as
supplemental retirement plans or plans that did not allow
any employee contributions to be used for the purchase of
stock. The remaining forty "short-term" plans plus the
plans of two banks and two insurance companies were included
in the study.

The following tabulation from the study indicates
the prevalence of the various types of stock purchase plans
among the listed companies and the median percentage of

eligible employees participating in the plans.

NYSE Companies Percent

Type of Plan No. % Participating
Monthly Investment

Plans (MIP) 72 29 9
Market Purchase

Plans 4o 15 10
Loan Arrangements 9 4 15
Stock Purchase Option

Plans 61 24 30
Company Contribution

Plans 29 12 kg
Employee Savings Plans 4o 16 90

Total 251 100%

Company contribution plans are similar to savings
plans except that they do not utilize a trust, are not
qualified, and usually distribute the shares of stock
within a year of purchase. If all 149 NYSE listed companies

that had savings plans had been included, the savings plans
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would have accounted for 41% (149 of 360) of the companies
offering stock purchase plans. From this survey it is
apparent that when all the savings plans are considered,
this type of employee stock ownership plan 1s the most
widely used.

The participation rate reflects the result of bar-
gain purchases of stock on those eligible to join these
plans. The Monthly Investment Plan offers no bargain ex-
cept for having brokerage fees paid by the company. At
the other extreme, the savings plans typically match fifty
cents for each dollar of employee contribution, which in
effect allows the employee to purchase a share of stock
for two-thirds of 1ts market price. Company contribution
plans typically match twenty or twenty-five cents per
employee dollar. The bargailn purchases also affect the
extent to which participants contribute at the maximum
permissible rate, ranging from 5% or less of the partici-
pants that contribute at the maximum allowed in MIP plans
and market purchase plans to 75% in employee savings plans.

(f) 1967 Study of Employee Savings Plans, Bankers Trust

Company, New York (BTC-1967).

This latest report by the Pension Trust Division
of Bankers Trust Company 1is a survey of employee savings
plans qualified under Section 401 (a) of the Internal
Revenue Code., (See Appendix A for requirements for

qualification under this section.) The profit sharing
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plans included in the 1963 study (BTC-1963) are not covered
in this latest study, indicating the increase in the signi-
ficance of savings plans. The report omits any reference
to the extent of the survey or how it was determined which
plans to include, except for the tax qualification. (Note,
profit sharing and stock option plans can also qualify
under this same section of the code which covers deferred
compensation plans.) The report does state that the study
is believed to include all the savings plans adopted by
large (not defined) corporations in the United States, and
also 1ncludes the plans of a number of medium-sized and
small companies. This publication summarizes the signifi-
cant provilisions of 132 tax qualified savings plans adopted
by 128 companies.

One significant feature of the report 1s a one or
two page 1individual summary of 129 plans with the company
identified. The significant provisions summarized on an
individual basis include eligibility requirements, employee
and company contributions, vesting, voluntary withdrawals,
voting, and investment of funds. These data were very
useful in defining the population for the empirical survey
of the dissertation research by identifying and eliminating
those companies whose plans did not include company stock
as an 1lnvestment option and those companies with a plan

where the company contribution is based on profit sharing.
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Another feature of the report is a comparison of
the various characteristics of the plans adopted in the
1963-66 period (42) with the older plans adopted prior to
this period (90). The comparison affords a description of
the trends that seem to be emerging in the structure of the
plans. The trends will be mentioned where appropriate in
the following section.

One final publication needs to be mentioned as
certain companies in the research population came from this

source. This report entitled, Stock Ownership for Employees,

published by the New York Stock Exchange in 1961, is primar-
ily a list of companies on the exchange having some type of
stock ownership plan. Of the 233 companies identified at
that time as having some type of plan leading to employee
stock ownership, 114 companies had stock purchase plans,

80 had savings plans, and 39 had profit sharing plans.

This concludes the description of the previous
studlies concerned with employee savings plans. These
studies taken together provide a comprehensive description
of the various characteristics of the plans. There 1s very
little information 1n any of the studies directly identify-
ing the extent the plans are or could be used as capital
sources. In the following section a summary of relevant
information from these studies 1s presented in comparative

tables.
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2.4.2 Relevant Findings of Previous Studies

The information presented in thils section relates
to the employee savings plan as an equity capital source
in one of three areas. The first area 1s the amount of
funds that the plans have available to purchase stock of
"the company. The amount available depends upon: (a) the
participation rate of eligible employees; (b) the employee
savings rate; (c¢) the company contribution rate; and (d)
the prevalence of company stock as an investment. The
information available from the previous studies on each of
these items 1is presented.

The second area is related to the cost of the plans
and therefore, indirectly to the cost of raising capital
through the plans. The estimated total cost of the plans
has been presented in this chapter in section 2.3.2 (Disad-
vantages of the Plans as an Employee Benefit). The major
element of this cost is the company contribution which 1is
dependent upon the employee savings rate, the company
matching rate, and the participation rate. Information on
all of these 1s summarized subsequently. A small element
of the cost of savings plans 1s the administrative costs,
largely trustee fees. Almost no information 1is presented
on thils in any of the studies. Reducling these costs 1in
some plans are the forfeitures of the company contributlons

by participants withdrawing prior to the date of vesting.
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Information is summarized from the previous studies on the
disposition of the forfeitures and the relative size of
them.

The final table of data from the past studies is a
summary of the voting practices on company stock held by
the trustee. The implications on financial planning of who
votes the stock are explored in the following chapter.

(a) Participation of eligible employees: The employee

responses to the savings plan has been enthusiastic as
indicated by the participation rate which was found to be
quite high in all of the studies. Table II-1 shows the
overall participation rates in five of the studies. The
median was slightly higher in the study including only
those plans where the employee receives the stock while
still an employee (NICB No. 206-1966). The percentage of
companies with participation rates greater than 96% appears
to be decreasing.

(b) Maximum allowable employee contribution rate: Most

savings plans permit the employee to select his savings

rate from a permissible range. The allowable rates are
usually expressed as a percentage of employee compensation.
The selected rate in turn determines the amount the company
will contribute, and thus, the total funds available for
investment. There 1s no information in the past studies

on the average percent of base compensation saved. However,

information is available on the maximum percent of



Table II-1:

Percentace of

eligzible employees

participating
56-100%
1-95%
86-55%
81-85%
76-807,
TL-T5%
66-70%
61-65%

under 61%

Plans for which
data available

¥median

Source:
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Zmployee participation

NICB NICB
To. 133  No. 18k
1953 1960
28% 21%
13 14
13 19%
7 18
7 10
7 T
7 L
7 2
20 5
100% 100
15 o7

NICB BIC

BTC
No. 206

1963 1966 19867
12% 115 T%
1L 39 25

"

25% 7 12
19 17 20%
1L 11 11

6 5

L 5

2 L 2

4 11 13
L0%% 109 1093
Ly 28 33

sce Section 2.k.1 for complete reference to previous studies.

IIC3 To. 133-1953,
XIC3 Fo. 18%-1960,
BZC 1963, Tadle V,
I'ICB No. 206-1965,

p. 10,

Table 4, p. 17.

p. 3.
p. 2.

BIC 1967, Table IV, p. 1k,
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compensation allowed to be saved that will be matched by

company contributions. Table II-2 indicates what percent-
age of the plans in each study restrict the savings rate
from 2% to 10% of compensation.

The median rate is 6% of compensation in all studies
except the 1953 study. The companies that allow partici-
pants to contribute more than 6% that will be matched with
company contributions usually must satisfy the Internal
Revenue Service that this does not discriminate in favor
of the hlgher-paid employees. Such discrimination would
prevent the plan from qualifying for the deferred compensa-
tion tax advantage.

The trend is toward limiting contributions to 6%
of compensation. In the last study available, only 12%
of the plans adopted in the 1963-66 period permitted employee
contributions of over 6%, compared to 31% of the older plans
(BTC-1967, p. 16).

It should be noted that there are several variations
to limiting employee savings in addition to a maximum per-
cent of compensation. These include variable rates based
on length of service, age, and membership time in the plan,
as well as dollar limitations. The dollar limitations re-
duce the permissible contributions of high-paid employees.

(c) Company contribution rate: One of the distinguishing

characteristics of a savings plan, as defined in this re-

search, is the method used to determine the company
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Table II-2: jaximum employee contribution rate

Percentagse of NICB NIC3 BIC NICB ICB BIC
compensation that will Ko. 133 No. 184 No. 206
be mutched by the company 1953 1960 1963 1965 1566 1567
10¢% 22% 17% 16% % 22% 11%
%o 1
8 1 3 (b)
. 12
&% 12 16 16 16
75 4 4 2
&% 11 2L * 25 * 38 * 35 * 34 »
5% 33 » 30 28 25 16 31
L% L 5 (c)
B 7
@ 17 3 (a) 4 3
11
3% 5 2
23 2
2 2 1
other 17 3
100% 100% 1005 100% 100% 1205
Plans for which
data available 18 97 71 Ls 37 124
(a) less than 5%
(b) 8-‘3{5‘:
(c) Lok
* redian
Source; .
S§§BSQCtion 2.4.1 for complete reference to previous studies.
NICB No. 133-1953, Table 4, p. 8 NICB 1965, Tabl
y ¢ 9 , e 3, p. 5k,
NICB No. 184-1960, Table 3, p. 19, NICB No. 206-1966,’p. 53.

BIC 1963, Table IV, p, 4. BIC 1967, Table V, p. 18.
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contribution. In most plans the company contribution is
expressed solely as a percentage of employee contributions.
As indicated in Table II-3, the majority of companies match
each dollar saved by the participating employees with fifty
cents of company money. A less frequent practice is to
begin with a base contribution rate and add supplemental
contributions based on profits, length of service, or
length of participation in the plan.

Although the median matching percentage remains
50%, there appears to be a trend among newer plans to match
employee contributions at a rate lower than 50%. Of forty-
two plans adopted in the four year period 1963-1966, 33%
matched at a rate lower than 50% compared to 26% of ninety
plans adopted prior to 1963 (BTC-1967, p. 19). Some of
the newer plans do have provisions for supplementing the
contributions, as mentioned above. The extent the provi-
sions will affect the matching rate has not been determined
nor compared with the older plans.

Based on the data presented in the last three tables,
an average savings plan would thus require a company contri-
bution that would amount to 2 and 1/2 percent of the compen-
sation of the eligible employees (85% x 6% x 50% = 2 1/2%).
The total funds available for investment would be the
employee's savings (85% participation times 6% of total
compensation, or 5.1% of total compensation) and the company

contribution (2 1/2% of compensation for a total of 7.6% of
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"Table II-3: Company contribution rate

Percentage of - NICB NICB BTC NICB NICB BTC

employee #133 #184 #206
contributions 1953 1960 1963 1965 1966 1967

over 100% * 2%
100% 14% il% 17% 4% 1G..
60:75¢ &b 1 ' 4
50% 61 63 - 65 5k 70 5k
26-49% 8 K 8 15 15 10
2% 14 10 8 11 13
20% or less 15 5 -6 5
other 8 _ . " 2
100% i_gﬁ@_: 1006 1006 1006 100k
Plans for which
data available 13 70 74 35- 27. 132

Source:
See Section 2,L4,1 for complete reference to previous studies.
NICB No, 133-1953, Table 10, p. 9.
NICB No. 1841960, p. 31.
BTC 1963’ Table VIII’ Pe 80
NICB 1965, p. 55. .
NICB No. 206-1966, p. 52.
BIC 1967.
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compensation). However, not all of these funds can be
considered as a potential source of capital. Many plans
have provisions for investment of the funds in media other
than company stock as is indicated in the following summary
of past studies.

(d) Investment of contributions: The investment provi-

sions of employee savings plans vary greatly both in number
of portfolios that are available and in the degree of choice
allowed by the employees. Company stock is the most preva-
lent investment media for the savings plans funds, as can

be observed from Table II-4. Company stock is especially
used as the investment for the company's share of contribu-
tions to these plans. The company contribution must or

can be 1nvested in the company's own stock in eighty to
ninety percent of the plans surveyed in all of the studies.

Two of the studies (NICB No. 133-1953 and NICB No.
206-1966) included only those plans that allowed some por-
tion of the funds to be invested in company stock, therefore,
the figures for these two studies do not describe the
general population of savings plans.

The greater use of company stock as the investment
medium for the company contribution than for the employees'
savings can be explained in part by the attempt to safeguard
the employee's savings by requiring part or all of the funds
from this source to be placed in low risk government bonds.
A further explanation, presented below, is that where the

employee was allowed some choice as to the investment
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Table II-L: Investment of contributicns

NIC3 NICS BIC NICB NIC3 2C
No. 133 To. 1&b No. 206
1993 1960 1963 1565 1566 196
Investment of
Company Contributions
Company stock only 55% 67% 65% 67% 87% 67%
Company stocx and
other Lt 22 3k 16 13 22
No company stock _9 ££ 1 17 0 11
13%) 10%% 10% 10%% 150% 1335
Plans for which data
available 18 97 Th L5 37 132
Investment of
Fmployece Contributions
Company stock only 23% 15% 15% 2% 2Lg 145
Company stock and
other 39 60 62 L9 38 55
No company stock 33 25 2L 31 38 30
1055 1555 1335 19% 10% 193
Plans for which data
available 18 97 T L5 37 132

Source:
See Section 2.k.1 for complete reference to previous studies.
NIC3 Wo. 133-1953, Table 11, p. 10.
NICB No. 184.1960, Table 14, p. U6,
TC 1963, Table XIII, p. 1k,
NICB 1965, p. S56.
IICB Yo. 206-1966, p. 56.
BIXC 1967, Table X, p. 39.
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declsion, this choice was frequently allowed only for the
employees' own savings.

The employee control of investment decisions was
analyzed in one study. The tabulation below indicates the
number of plans in thils study which allowed a participant
control over the investment of contributions (NICB No. 184-

1960, p. 49).

Plans
Some employee control 59
Employee controls all contributions 20
Employee controls own savings only 39
Investment predetermined, no employee
control 38
Total plans in survey 7

Among the plans that allowed the participant some
control over the investment decision, almost two-thirds
limit the decision to the employees' own savings. Thils
study further revealed that where a participant could
choose between company stock and United States Government
securities, the option most preferred (by 80 to 90% of the
participants) was the one that would maximize the amount
of contributions invested in company stock (NICB No. 184-
1960, p. 50).

The trend is toward even greater emphasis on the

mandatory investment in company common stock. Of the
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newer plans (those adopted 1963-1966), 79% required at
least some investment in company stock compared to 62% of
the plans adopted prior to 1963 (BTC-1967, p. 38).

The typical plan, as previously described, generat-
ing funds to be invested of seven and one-half percent of
compensation would require the company's contribution to
be invested in company stock. The participant's own
savings could be invested in company stock, but could be
diverted into other securities at the option of the employee.
This completes the summary of information from previous
studies that describes the variables that determine the
amount of funds available in these plans to purchase com-
pany stock.

(e) Forfeltures of company contributions: Due to the

vesting requirements of the savings plans and as a result
of certain penalties imposed on withdrawals by employed
participants, forfeited amounts will accumulate in most
plans. The disposition of these forfeitures can affect
the amount required to be paid by the company 1into the
plan to fulfill its matching obligation. As indicated by
Table II-5, the preponderant practice is to apply the for-
feitures to reduce company contributions. Furthermore,
the practice of utilizing the forfeitures to reduce company
contributions 1s becoming more prevalent. Of the plans
adopted in the 1963-1966 period, 76% of those that had

forfelture provisions applied the forfeitures to reduce
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Table II-5: Disposition of forfeitures

NICB BIC
No. 184
1960 1967
Percent. Percent
Plans of Plans of
Total Total
Applied to reduce company
contributions 5l 565 78 60%-
Allocated to participants '
in proportion to current
year's contribution 17 13
Allocated to participants
<~ In proportion to balance .
in accounts _ 25 19
Other methods 2 1
No forfeitures 8 6
Information incomplete _ 2 1
Total . 97 . 100%. 132 100%
—_— — — ===

* No further breakdown in this study reported.

Source: ’
See Section 2.4.1 for complete reference to previous studies.
NICB No. 18h-196o p. 35.
BTC 1967, Table IX, p. 37.
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future company contributions. When compared with only 58%
of such plans adopted prior to 1963, the trend toward this
practice is indicated.

The treatment of forfeitures as a reduction of the
company contribution has two effects on the savings plan
as an equity capital source. This practice will réduce
the total funds available for investment andﬂmore particu-
larly, that portion of the funds most likelyvto be invested
in company stock, the company contributed portion. How-
ever, when the costs of the savings plans to the company
are considered, utilization of forfeltures to offset com-
pany contributions has a favorable effect of lowering the
costs.

Frequently in the literature concerning savings
plans, including the studies cited in this section, the
forfelted funds are estimated to cover the administrative
costs of the plan. Only one study (NICB No. 184-1960)
asked the companies surveyed to provide estimates of
either the forfeitures or the administrative expenses.

The results of the replies are presented in Table II-6.
The estimates of the forfeitures range from less than 1%
to 20% of the company contribution with the median just

under 4%. Estimates of administrative expenses range
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Table II-6: Size of forfeitures and administrative costs

Forfeitures as Percentage Administrative Costs as
of Company Contribution Percent of Total Costs
: Percent of Percent of
Plans Total Plans Total
8% and over 6 19% 7 12%
7-8 5 16 5 9
6 -1 Sl 3 4 7
5-6 3 9 9 15
b .5 1 3 10 * 17
3.4 3 % 9 8 14
2-3 1 3 5 9
1-2 6 19 L 7
under 1% 6 19 6 10
2 Loo b1 R
* median
Source:

See Section 2.4.1 for complete reference.

NICB No. 184-1960, p. 36.
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from less than 1% to 16% of the total cost of the plan

with 4.3% the median.26

(f) Voting of trustee held company stock: The predomi-

nance of the companies own stock as the investment medium
of savings plan funds was illustrated in Table II-4. Much
of this stock will remain with the trustee until retire-
ment of the participant, in order to capitalize on the tax
advantage. Over a period of years it is possible for the
savings plan to accumulate significant amounts of company
stock and become one of the larger shareholders in the
company. Thus, the provisions of the plans for voting the
stock held in trust may have important effects on manage-
ment. Of course once the stock 1s distributed, the employee
automatically gains the right to vote. The possible effects
of having employee shareholders are explained in the next
chapter.

Table II-7 summarizes the popularity of the various-
provisions as reported in three past studies. (Note a
similar survey of voting provisions contained in the savings

plans' descriptions was made as part of the research. The

26Note, a direct comparison is not possible in

Table II-6 as the forfeitures are expressed as a percentage
of company contributions while the administrative costs are
expressed as a percentage of total cost (company contribu-
tion plus administrative costs).
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Table II-7: Voting of company stock

Percentage of plans
following each practice

KICB BIC BIC
F133
1953 1963 1967

Employee directs voting of all
or substantially all shares 20% 60% 62%

Employee directs voting of all
or substantailly all vested
shares - Trustee votes balance L7 10 15

Trustee directs voting of all

shares 33 28 23
Cormmittee directs voting of
all shares - 2 -
100% 100% 100%
Plans for waich data available 15 65 108

Source:
See Section 2.4.1 for complete reference to previous studies..
NICB No. 133-1953, p. 1k.
BTC 1963, Teble XV, p. 16.
BIC 1967, Table XI, p. k2. v
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results of this survey are presented in Chapter Five,
section 5.5.2.) Two other studies reported on the voting
provisions, but in too limited form to be included in the
table. One study (NICB No. 184-1960), found that in forty-
six of eighty-two plans (56%), the participant was allowed
to vote some or all of the company stock in his account.
A later study (NICB No. 206-1966), reported twenty-six of
thirty-three plans (79%) allowed the employee to vote the
shares purchased with his own savings and could also vote
the shares rgsulting from the company's contribution in
sixteen plans. The employee had at least partial proxy
control in about three-quarters of the plans covered in
Table II-7. The usual procedure was for the employee to
receive all the normal proxy material and through a special
form he could direct the trustee how to vote eligible shares
held for his account. However, the trustee could control a
large block of shares 1f the employee were negligent about
his voting instructions. In addition, some plans provided
for the trustee to vote all nonvested shares. The trustee
could be expected to vote in favor of existing management.
This completes the summary of information reported
in previous studies on the employee savings plan that was
considered relevant to this research. In summary, the
surveys completed prior to this research were largely of a
descriptive nature directed toward defining the features

offered by the various existing savings plans and tabulating
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the predominance of these features. Of interest to this
research, investigating the capital generating potential

of the plans, are those features that determine the amount
of funds ultimately invested in company stock, the treat-
ment of forfeltures, and the provision for voting trustee
held stock. The average plan was described by the previous
studies as having 85% of the eligible employees participat-
ing, allowing up to 6% of their compensation to be withheld
as savings, and matched on a 50% basis by company contribu-
tions. The company portion of the funds almost always was
invested in company stock while the employee portion was
more likely to be subject to the option of the employee
among various investment media including company stock.

The forfeiture of company contributions was found to be
relatively 1Insignificant and most often applied to reduce
future company contributions. Most of the plans allowed
the employee to vote at least a portion of the stock held
in trust in his account; however, in many plans the

trustee still exercised control over some or all of the

stock voted.

2.5 Summary

The purpose of summarizing the existing information
regarding employee savings plans has been threefold: (1)
to provide a historic background for this research; (2) to

aid in determining the research population for the empirical
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study; and (3) to secure pertinent data for considering
the plans as a source of capital to the firm.

Plans enabling employees to acquire stock have had
a cyclical history in the United States. The first wave
of employee stock ownership plans occurred in the 1920's,
but with the depression, these plans fell into disfavor
for years. It was not until the decade of the 1950's that
economic conditions and other favorable factors promoted
renewed interest in reestablishing and improving the plans.

The employee savings plan has emerged as the most
popular type of the new stock ownership plans because it
offers protection for employees' savings in several ways.
The introduction of the company contribution, the elimina-
tion of the subscription practice, the limiting of the
amount invested, and the provisions of company guarantees
against employee loss regardless of the level of the stock
market prices are examples of the buillt-in safety features.
Growth of the plans has also been encouraged because of the
involvement of companies in collective bargaining and
especially because the plans qualify for deferred compensa-
tion tax advantages. The expansion of fringe benefits in
American business has further promoted the popularity of
employee savings plans by aliding employees to accumulate
savings to provide for emergencies durling active service
as well as for supplemental pension benefits after retire-

ment.
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As an employee benefit, the savings plan has
certain advantages and disadvantages. The ownership of
stock by the employee and the accumulation of savings with
deferred compensation bonuses have unique and favorable
effects on employee morale. A major disadvantage 1is the
employee's risk of loss of savings (regardless of provided
safeguards) in a company sponsored investment in company
stock; however, the present high participation rate of
eligible employees indicates that the plans will continue
to be adopted by increasing numbers of companies.

Several studies, primarily outlining the structure
and operation of employee savings plans, have been made
since 1950. The most comprehensive of these is a survey
made in 1962 by the National Industrial Conference Board.
As a whole these descriptive studies consider employee
savlings plans solely as an employee benefit and present
little information regarding the plans as having value to
the company as an equlty capital source. Of indirect
bearing to this research, however, these previous studies
outline the features that determine the amount of funds
ultimately invested in company stock, the treatment of for-
feltures, and the provisions for voting trustee held stock.
Cumulatively these studies describe the average plan as
having an eligible employee participation rate of eighty-

five percent with a saving limit of up to six percent of
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base compensation and a company contribution rate on a
fifty percent matching basis. Most of the company portion
of these funds is invested in company stock while the
employee portion is subject to option among various invest-

ment media including company stock.



APPENDIX ITI A

Internal Revenue Code Provisions

There is little question that the growth of the
employee savings plan is due to a large degree to the tax
benefits. The purpose of this appendix is to explain these
benefits and to present the general requirements a plan
must meet to qualify for these benefits. These require-
ments for qualification have the effect of specifying the
structure of the savings plans.

Tax Benefits

The primary benefit to the employer is the allowance
for contributions under the plan as deductions from gross
income (1). To be deductible, the contribution to the em-
ployees trust must constitute an ordinary and necessary
business expense. Thils means the contribution, when con-
sidered together with all other compensation paid the
employee, must not exceed reasonable compensation for
services rendered (2). These contributions are deductible
in the taxable year when made, provided such year ends
within or with a taxable year of trust (3).

The primary benefit to the employee participating
in the plan 1s that he is not taxed on the company contri-
butions to the plan until such time as the accumulated
funds or securities purchased with these contributions are
distributed to him (4). Upon distribution at the termina-
tion of employment, it 1s possible for the employee to be
taxed at capltal gains rates rather than ordinary income
rates if the entire interest in the trust fund is received
in a lump sum within one year of retirement (5).

The tax basis of this distribution is the excess
of the cost of the securitles over the participant's con-
tributions. The unrealized appreciation (increase in
market value) is not taxed at distribution if this distri-
bution occurs at termination of employment, but is taxed
when the securities are sold.

Another benefit to the employee 1s that the income
of the trust fund is exempt from taxes. Thus 1f reinvested,
the dividends and interest paid on the securities held in
the trust fund escape taxation until distribution (6).

82
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The trust fund must meet certain-squalifications and meet
certaln requisites as to investment instruments; these will
be presented subsequently.

There is also a tax benefit to the employee's bene-
ficiaries in case of death. When on the death of a parti-
cipant in a savings plan and a distribution is made to a
designated beneficiary, those shares which are attributable
to the company contributions are excluded from the estate
of the participant for Federal Estate Tax purposes (7).

The beneficiary must be designated in writing and not the
participant's estate. ‘

Qualification Requirements

To be eligible for these tax benefits, the savings
plan must achieve and retain the status of a "qualified"
plan by fulfilling the relevant provisions of the Internal
Revenue Code and Regulations. These rules are numerous,
complex, and do not afford the opportunity for a concise
summary. The rules presented herein are only the most
significant rules.

The primary requirement to become qualified is the
establishment of a domestic trust (8). This trust must be
set up for the exclusive benefit of the employees or their
beneficiaries. The plan must be designed so that it 1is
impossible to divert the trust funds or income thereon for
the benefit of anyone other than the employee participants
and their beneficiaries (9).

Certain requlirements are contained in the statues
concerning the employees the plan must cover in order for
the plan to be qualified. Section 401 (a) (3) of the
Internal Revenue Code requires that a plan, if it 1is to
qualify, must meet elther of the two following coverage
requirements.

1. The plan must meet the mathematical test of

covering 70% or more of all employees or if
70% of all employees are eligible to partici-
pate 1in the plan, at least 80% of those elig-
ible must elect to participate. In computing
this requirement certain categories of employees
may be excluded such as seasonal or temporary
employees and those who have not been employed
for the minimum period required by the plan (10).
2. The plan will benefit the employees 1n general
and will not discriminate in favor of employees
who are officers, shareholders, supervisors, or
highly compensated (11).

For the savings plans, the second of these two
requirements 1s the one under which most plans are quali-
fied. Under this provision, 1t is possible to qualify a
plan designed solely for hourly or salaried employees. In
classifylng employees to determine eligibility, a plan
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without being deemed discriminatory may be limited to
employees within a prescribed age group, who have been
employed for a stated number of years, or who are in other
classifications (12). This concern for discrimination in
favor of higher paid employees has resulted in restrictions
on the contributions by participants. The contribution re-
quirements must not be so burdensome as to keep out lower
paid employees. The general rule is that employee contri-
butions of six percent or less of compensation are not
deemed burdensome (13).
In addition to the coverage requirements, there
are several other requirements that must be met for a plan
to qualify. The more important qualifying requirements are:
. The plan must be in writing and a copy made
avallable to the employees setting forth all
the provisions necessary for qualification
(14). This is usually accomplished in the
savings plan by a trust agreement and a pros-
pectus describing the plan.

2. All contributions must ultimately be vested to
the employees (15). It must be impossible under
the provisions of the plan for the employer to
divert or recapture his contributions. (Sale
of company stock to the plan is not included
under this section of the code, but is included
under allowable trust investments which 1s pre-
sented later in this appendix.) All funds con-
tributed to the plan must be for the exclusive
use of employees or their beneficiaries.
Although ultimate vesting to the employees 1s
required, the securities purchased with company
funds must not be vested immediately. In order
to use a qualified trust fund, it 1s necessary
to require that company-purchased securities
cannot be distributed to a participant who 1is
still an employee of the company until the
securities have been in the fund at least two
years (16).

3. The plan must be permanent to qualify (17).

The employer still has the right to admend or
terminate the plan at any time; however, it is
expected that the plan will be established on
a permanent basis.

Advance Rulings

The employer 1s not required by the Internal Revenue
Code to seek an advance determination that the plan meets
the requirements of the Code to be considered "qualified."
If no advanced ruling is obtained, the qualified status of
the plan will be examined by the Internal Revenue Service
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at the time the employer's tax return is audited. If the
plan is found not to be qualified at this time, the em-
ployer may lose at least one year's deduction. Therefore,
most taxpayers take advantage of the advance determination.
The Internal Revenue Service will issue advance determina-
tion letters, called "approval" letters, as to the qualified
status of the plan after receipt of certain information (18).

The information required for obtaining this advance
determination letter is basically the same as required in
registration of the plan with the SEC. Primarily a complete
description of the plan along with copies of the trust
agreement and copies of any communication with the employee
is required for an appraisal of the compliance with the
regulations and rulings determining qualification. Fre-
quently a conference at the local District Director's office
is necessary to work out changes to make the plan acceptable.
If the local District Director insists on changes the company
1s unwilling to accept, a procedure is established to appeal
to the National Office of the Internal Revenue Service in
Washington, D.C.

Effects of Disqualification

The tax effects of losing the qualified tax status
are undesirable, especilally 1n a deferred compensation plan
such as the savings plan where the employer's contributions
are funded (1.e., irrevocably and permanently set aside so
as to be outside the donor's control). The effect, if the
employee's rights are not vested (as in a savings plan),
is that the employee still incurs no income tax liabllity
until the funds are distributed, but the employer may be
forever barred from securing a tax deduction for the contri-
bution (19).

The employer would definitely not receive a deduc-
tion at the time of the contribution or when the employee's
rights became vested. The law 1s not clear as to whether
the deduction would be allowed when the funds are eventually
distributed to the employee or his beneficiaries.

The contribution under a non-exempt plan are deduct-
ible when made only 1f the employee's rights to them are
nonforfeitable, that 1s, not contingent on continuance of
employment or other factors (i.e., no period before vesting).

Trust Investments

The qualified plan must be for the exclusive benefit
of the employees or their beneficiaries, as previously noted.
This requirement extends to the investment of trust funds as
well as other activities of the trust. The specific require-
ments of the trust investment policy are (20):

1. The cost of the lnvestment must not exceed fair

market value at time of purchase.
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2. A fair return commensurate with the prevailing
rate must be provided.

3. Sufficient liquidity is to be maintained so as
to permit distribution in accordance with the
plan.

4, The safeguards and diversity that a prudent
investor would adhere to are present.

The trust may lose its qualified exempt status if
it engages in certain transactions which are prohibited.
These prohibited transactions are any transactions in which
the trust (21):

1. Lends any part of 1ts income or corpus to the
employer without the receipt of adequate secur-
ity or a reasonable rate of interest;

2. Pays any compensation to the employer in excess
of a reasonable allowance for salaries or other
compensation for personal services actually
rendered;

3. Makes any part of its services available to the
employer on a preferential basis;

4, Makes any substantial purchase of securities or
any other property from the employer for more
than adequate consideration;

5. Sells to the employer any substantial part of
its securities or other property for less than
adequate consideration;

6. Engages with the employer in any other trans-
action which results in a substantilal diversion
of its income.

In view of the requisites of the trust investment
policy and the prohibited transactions, the questlion arises
as to whether the stock of the employer can be purchased by
the trust without violating these restrictions. If the
trust instrument and local law permit investment in the
securities of the employer (including stock and bonds),
such investments are not deemed 1nconsistent with the pur-
poses of the trust. The District Director must be notified
if trust funds are invested in stock or securities of, or
loaned to, the employer, and full disclosure of the reasons
for such investment and the conditions under which it is
being made (22). Such notification is made as part of the
annual information return or an advance determination letter
may be requested. The purpose of the notification is to
allow the District Director to determine whether the trust
serves any other purpose than constituting part of a plan
for the exclusive benefit of employees.

The following references use the standard abbrevia-
tion found in most tax publications:
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IRC - Internal Revenue Code

Sec. - Section of law or regulation
Regs. Par. - Regulations paragraph
Rev. Rul. - Revenue Ruling
Rev. Proc. - Revenue Procedure
C.B. - Cumulative Bulletin of the Internal Revenue
Service
Sec. 404, IRC
Regs. Par. 1404 (a)-1(b)
Sec. 404 (a)(1l), IRC
Sec. 402 (a)(1l), IRC
Sec. 402 (a)(2) and 403 (a)(2), IRC
Sec. 501 (a), IRC
Sec. 2039 (c), IRC
Sec. 401 (a)
Sec. 401 (a)(2), IRC
Sec. 401 (a)(3)(A), IRC
Sec. U401 (a)(4), IRC
Sec. 401 (a)(5), IRC
Rev. Rul. 61-157, Part 4 (g), 1961-2 C.B. 67
Regs. Par. 1.401-1 (a)(2)
Sec. 401 (a)(7), IRC
Rev. Rul. 54 231, 1954-1 C.B. 150
Regs. Par. 1.401-1 (b)(2)
Rev. Proc. 67-4 IRC 1967-1
Regs. Par. 1.404 (a)-12

Commerce Clearing House, 1967 Standard Federal Tax
Reporter, Paragraph 2605.061

Sec.
Regs.

503 (c), IRC
Par. 1.401-1 (b)(5)(1i1)



APPENDIX II B

Securities and Exchange Requirements
Concerning Employee Savings Plans

Those companies having savings plans to which both the
employer and employee contribute and which apply the com-
bined funds to finance newly issued stock are required to
file a registration statement with the S.E.C. and to file
annual reports on such plans. Those companies required to
file such plans are limited to those over which the S.E.C.
has jurisdiction and those which meet certain minimum re-
quirements as to the size of the issue (detailed below).

These registrations and annual reports are a matter of
public record and can be seen 1n the public reference room
in Washington, D.C. Copiles of any specific registration
statement can be obtained.

S.E.C. Authority - The Securitiles and Exchange Commission
derives its authority to require registration and periodic
reports under the Securities Act of 1933 and The Securities
Exchange Act of 1934. The most applicable section is Sec-
tion 12 of The Securities Exchange Act of 1934. Section
12 (a) makes it unlawful to trade securities on a national
exchange unless registered with the S.E.C. Section 12 (b)
(1) allows the issuer to file the same registration with
both the exchange and the S.E.C. The over-the-counter
securities are covered under Section 12 (g) (1) which
requires registration by all issuers who are engaged in
Interstate Commerce; whose total assets exceed one million
dollars and whose equity class securities are held by 500
or more persons. Thus any company whose security 1s traded
on a national exchange or engaged 1n interstate commerce,
subject to the restrictions above, who has an employee
savings plan, as described below, must file a registration
statement on the plan with the S.E.C.

The 1issuers of securities registered pursuant to
Section 12 are required to file annual reports under Section
13. The form of the annual report and the information re-
quired are specified in Section 15 (d).

88
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Requirements for Registration and Reporting of Securities
Offered to Employees

The basic issue is whether the offering of secur-
ities to employees constitutes a 'sale' within the meaning
of Section 2 (3) of the Security Act of 1933. The S.E.C.
has taken the position that stock purchase plans which
contemplate distribution of securities to employees are in
themselves securities and must be reglstered unless exempt.
Particularly where<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>