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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 issues 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 Service 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 design consisted of three stages: a

review of relevant literature, a theoretical inquiry of

possible implications on financial 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

comp any .

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 equity 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 which 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 provided substantially all of the resources
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ruormnaLLly obtained through issuing new stock. A comparison

of‘ ffiiruis available through the plans to actual funds raised

dLU?iIlg; the study period indicated that for the majority of

true <3cnnpanies the amount available was greater than that

kristmortically obtained by new equity issues.

The second general finding was that during the

sttuiy' pueriod only a few of the financial managers considered

theigr’ servings plan as a potential source of new equity cap-

ital.. Tflne majority of the respondents rejected this source

becuaU£5e ‘the available funds at any one time were not suffi—

cierfl: xvruen compared to their requirements. Additionally,

the 63x13rwi administrative requirements and the risk of

creeuziiig;‘unfavorable employee or stockholder relations

were cmornsidered to outweigh the savings in flotation costs.

However, a minority of the respondents considered the

savings plan as a superior equity capital source when

planning was expanded to incorporate the gradual accumula—

tion_(3f'.ftu1ds. The advantages cited were the predictability

of avaj;Lalxle funds, the easy access, and the absence of

initial cost.

Irl summary, the results of the research imply that

an addiixiorual equity capital source with certain advantages

exists ill ccnnpanies sponsoring savings plans. However,

more carejw41,:financial planning is required when the equity

funds are Iwiised.from the savings plans over an extended

time period tfioan when obtained in a single, discrete amount

through tradiflxional sources.



 

AN EVALUATION OF THE EMPLOYEE SAVINGS PLAN

AS AN EQUITY CAPITAL SOURCE

By

’\

Frederick G. Davis

A THESIS

Submitted to

Michigan State University

in partial fulfillment of the requirements

for the degree of

DOCTOR OF PHILOSOPHY

College of Business Administration

1968



ACKNOWLEDGMENT

The writer wishes to eXpress his sincere

appreciation to all persons who have contributed to the

cierVIElOpment and completion of this study. The writer

eaxtzenids his gratitude to the American Accounting Associa—

t:i13r1 and the Earhart Foundation for fellowships granted

ciuaciiig the period of doctoral studies. Special apprecia-

‘tixori is extended to Ernst & Ernst who awarded the writer

a ciixssertation fellowship which allowed full time to be

(flexrcnzed to the research during the crucial empirical stages

Appreciation is also extended to Mr. Harlan Fox

anti tshe National Industrial Conference Board for their

irNSeicest in the study and their generosity in supplying

trNE Icesults of their studies and aiding in compiling the

reSearch population. The study could not have been omn-

PJIFCeIi without the support of the financial managers of

the (nompanies who provided confidential information regard-

ing tflueir savings plans and management operations and the

writel? is most grateful for their cooperation.

Special acknowledgment is given to Dr. James Don

Edwards, Chairman of the writer's doctoral committee and

ChaiI’man of the Department of Accounting and Financial

Administration. Without his continuous encouragement and

ii

 



Support through the entire graduate studies and dissertation

preparation, the writer would have abandoned the degree.

The writer is deeply indebted to Dr. Myles Delano, major

professor of the dissertation committee, who provided the

inspiration for this study and painstakingly guided the

writer through the difficult stages to its completion.

Appreciation is extended to Dr. Bernard J. LaLonde, a

member of the dissertation committee, who was especially

helpful in designing the questionnaire.

The time the writer devoted to this study was taken

away from his family, without whose c00peration the disser-

tation never would have been completed. Special apprecia-

tion is extended to my wife, Laura, who in the dissertation

evolution, typed and edited the manuscript numerous times.

iii



ACKNOWLEDGMENTS

LIST OF TABLES

C HAPTER

TABLE OF CONTENTS

I RESEARCH DESIGN AND ORGANIZATION OF THE

DISSERTATION

H
F
—
H
—
‘
l
—
‘
I
—
‘
l
—
J

-
O
\
U
"
I
J
:
'
U
U
I
\
J
I
—
‘

I I REVIEW

N

U
1
4
:

L
U
M
P

Background .

Purpose of the Research

The Problem

Terminology

SCOpe

Research Design and Organization of

the Dissertation

OF THE LITERATURE

Introduction

History .

The Savings Plan as an Employee

Benefit . . . .

Previous Studies Of Savings Plans

Summary -

Appendix II-A Internal Revenue Code

Provisions

Appendix II-B Securities and Exchange

III THEORETICAL MODEL

3.1 Introduction . . .

3.2 Financial Theory . .

3.3 Characteristics Of EmplOyee Savings

- Plans as an Equity Capital

Source

3.4 Possible Influences on the Planning

of Financial Managers

3.5 Summary

Requirements Concerning

Employee Savings Plans

iv

Page

ii

vii

}
_
_
l

i
-
’

\
O
C
I
D
O
N
C
h
N

22

2A

35

H8

78

82

88

91

92

93

109

121

136



Chapter

IIV' DESCRIPTION OF PROCEDURES FOLLOWED IN

CONDUCTING FIELD RESEARCH .

4.1 Introduct

4.2 Source of

Populat

4.3 Phase One

4.4 Source of

4.5 Phase Two

4.6 Interview

4.7 Summary

Appendix IV-A

Appendix IV-B

'V' PHASE ONE OF THE

Introduct

Analysis

Analysis

Analysis

Analysis

Analysis

U
'
l

U
T
U
T
U
'
I
U
T
U
'
I
U
T

\
1

O
N
U
l
-
E
W
N
H

Summary

Appendix V-A

ion

Empirical Research

ion . . .

of the Field Research

Company Stock . . .

of the Field Research

s . . . . . . . .

Cover Letter, Questionnaire,

and Follow—up Letter

Companies Comprising the

Research Population

EMPIRICAL RESEARCH

ion . . .

of Flow of Funds

of Stability

of Flotation Costs

of Trustee Voting Power

of Trustee Trading in

the Open Market

Schedule of Total Sources,

Equity Sources, and Avail-

able Equity Funds from

Savings Plans 1962-

1966 . . .

VI PHASE Two OF THE EMPIRICAL RESEARCH

Introduct

Timing

Control

Risk . .

O
\
O
\
O
\
O
\
O
\
O
\
O
\
O
\

(
E
N

O
\
U
1
4
:
m
e

Summary

Flexibility

ion

Order Costs. . . .

Other Findings . .

Page

140

141

142

147

150

153

157

158

160

168

171

173

175

202

210

215

220

229

238

241

243

247

254

262

265

270

272

279



Chapter

\III SUMMARY AND CONCLUSIONS

7.1

7.2

BI BLIOGRAPHY

 

Summary of the Research .

Conclusions and Results of the

Research

vi

Page

282

283

292

311



'Table

11—1

II—2

II-3

II—4

II—S

II—6

II—7

IV—1

IV—2

IV—3

IV—4

IV—5

\F—l

v—2

V-3

V-4

LIST OF TABLES

Employee participation

Maximum employee contribution rate

Company contribution rate

Investment of contributions

Disposition of forfeitures . .

Size Of forfeitures and administrative

costs . . . . . . . . . .

Voting of company stock

Research univerSe pOpulation and responses

by type of business

Source Of research pOpulation

Replies to mail requests

Source of company stock used in savings

plans

Tabulation of responses to YES/NO

questions asked on the questionnaire

Example Of financial information gathered

and computations made . . . . . .

Source of capital; non-farm, non-financial

corporate U.S. business 1955-1966

Summary of funds available from savings

plans compared to total capital

utilized 1962-1966 . . . . . .

Summary of funds available from savings

 

plans compared to equity capital

utilized 1962-1966 . . . . .

vii

Page

63

65

67

69

72

74

76

144

145

149

151

155

178

181

184

185



CDzible

\7-5

\f—6

17—7

\f—-10

\f—-ll

‘VL-l2

VLA13

V—l4

V—15

V—l6

 

Funds of savings plans invested in company

stock in 1966 as percent of net proceeds

of last common stock issue sold 1956—

1966

Funds available from savings plans com—

pared tO total capital utilized by age

of plan 1962—1966 .

 

Funds available from savings plans com-

pared to equity capital utilized by

age of plan . . . . . . . . . .

 

Funds available from savings plans com—

pared to total c_pita1 utilized by

type of company 1962-1966

 

Funds available from savings plans com—

pared to equity capital by type of

company . . . .

 

Average growth rate funds invested in

company stock and dividends reinvested

in company stock 1962-1966

Dividends reinvested in company stock as

percent of total funds invested in

company stock 1962—1966

Percent of available funds actually

invested in company stock 1962-1966

Relationship of cost of flotation to

gross proceeds. Registered common

stock offerings in 1955

Voting practice of company stock held by

trustees of employee savings plans

Percent of outstanding common stock held

in trust for employee savings plans

1966 . . . . . . . . . . .

Percent of the annual trading volume on

the New York Stock Exchange purchased

by the savings plan trustee 1965,

1966 . . . . . . .

viii

Page

190

193

194

198

199

205

208

209

212

218

221

228



lu.l

- 3

. 5

LI. 6

CHAPTER ONE

RESEARCH DESIGN AND ORGANIZATION

OF THE DISSERTATION

Background

Purpose of the Research

The Problem

Terminology

Scope

Research Design and Organization of the Dissertation

1.6.1 Review of the Literature and Related Research

1.6.2 Theory

1.6.3 Empirical Investigation

(a) Universe

(b) Study period

(C) Information from Securities and

Exchange Commission filings

(d) Questionnaire

(e) Interviews



 

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 is involved in

three main functions: financial planning and control;

raising funds; and investing funds. This 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.1 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,

 

1This concept is expressed by Hunt, Williams, and

Donaldson as follows: ". . . in a going 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 companies Operate for years en-

tirely on retained earnings and quite independently of

negotiated sources." Pearson Hunt et al Basic Business

Finance (Homewood, Illinois, 1961), p. 345.

 



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 in 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 is the sale Of

stock to the firm's employees through an existing employee

benefit program.

The sale of stock to the firm's employees is 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 income 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, is

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 is 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 is 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 invested 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 obtain 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 is 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 considered 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 is sold to the trustee at current market value.





1.2 Purpose 9: the Research
 

As described above, the savings plan provides a

potential source of equity capital. The primary purpose

of this 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 available 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 is not used as an equity

capital source how is financial management affected?

1.3 The Problem
 

A widely accepted goal of financial 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 in financial planning, for the supply functions

that are open help determine the choice of projects that

will receive 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 is 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 equity capital which has become

significant 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 financial manager must also

have knowledge of the other characteristics of every

supply function if the goal of maximizing the shareholders'
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wealth is 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 equity 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 include a variety of

arrangements whereby the company assists its employees in

acquiring company stock. Also included in 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 into a tax "quali-

fied" employee trust for deferred distribution.

This trust is 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

2

research in these areas.

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 gaining the

widest 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 implications 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

available. 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 available 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 investment companies

were not considered. Likewise, those savings plans where

no funds were invested in company stock were excluded.

This study was further limited in scope by avoid-

ing, except as related to the problem as described, the

following issues:
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l. 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 introduced 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 pf 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 pf Literature and Related Research

Most of the research and literature pertaining to

‘the plans contained little information that could be

directly applied to this study because of the relatively

reCent development of the savings plan. Likewise, the

literature and previous research on equity capital sources

Seldom considered sale of stock to the employees as a

Source of capital; however, certain information was found

to have an indirect bearing and is 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

‘Uris 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 into

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

t0 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

combine 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

deveIOped 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 companies sponsoring

‘these plans. The two areas are entitled phase one and

DIESS two Of the field research.

In the theoretical inquiry, the savings plan was

envisioned 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

menn responses to the questionnaire. A detailed descrip—

tion of the procedures followed to collect the information

and the responses obtained are presented in a separate

Chapter (Four). The analyses conducted and the results

(Nitained 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

0f Capital. The areas of financial planning that were

anticipated to be affected were identified in the theoret-

iCal inquiry which is described in Chapter Three. The

primary sources of information for the investigation into

financial planning were the responses to the questionnaires

and the interviews conducted. The questionnaire was de-

Signed 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-

naire used is 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 is 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-

tiOns listed 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

‘Nere Originally intended as a primary research source;

hOwever, for reasons presented subsequently, they were

insufficient. Second, previous studies of employee savings
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plans could be used to identify 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 identify the companies from

this universe to test through the questionnaire is 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

years 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

elements of these funds and the growth in the shares sub-

Ject to trustee voting. Finally, five years was desirable

t0 smooth the actual sources of funds of the firm which

WEPe used as a measurement criterion.

(C) lgformation from Securities and Exchange Commission

Illlflfliz The original research design was to Obtain all
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finanCial 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

time plans were filed with the annual reports on the company

Operations 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 investment media, therefore it 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

DUPChased by the plan trustee, i.e. Open market, company

held treasury shares, or newly issued shares from the

company. Accordingly, inquiry into the sources of Company

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

filings on seventeen companies was utilized to supplement

the responses to the questionnaire where such responses

were incomplete. In addition, certain of the SEC infor-

mation was used for those companies that did not respond

to the questionnaire.

hi) 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 uped their savings plan as a capital source, i.e.

sold newly issued stock to their plan. For these companies,

questions 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

tPustee under the provisions of the plan and if management

wOuld 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 ability 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

entire life Of the plans (over ten years in both cases).

Extensive interviews were conducted with several financial

executives of each firm. In addition, extensive inter—

Views were conducted with the treasurers of three companies

that had not sold newly issued stock to their savings plans.

In these interviews all the questions contained in the mail

questionnaire were asked and additional areas were dis-

CusBed. 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

benefit 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 is relevant to this research. The first sec—

tion (2.2) describea the-historical development in the

United States of two areas in personnel administration:

(1) the various plans leading to stock ownership by the

6Employees; and (2) the development of supplemental compen—

Sértion payments (fringe benefits). Due to the unique

Ccnnbination of an employee stock ownership program and a

deaferred compensation thrift program found in the savings

pfilan, the history of both Of these areas contributed to

true structure and growing acceptance of these plans.

22
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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 is 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

(If the Internal Revenue Service requirements to qualify

'3 Iolan for the deferred compensation tax advantages, with

aIIpPOpriate references to the tax law and regulations.

TTle Securities and Exchange requirements pertaining to

SEi'Vings plans utilizing stock of the sponsoring company

fYJr investment of funds are eXplained in Appendix B.
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2.2 History

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 Emplqyee Ownership 9: Stock
 

The plans offering ownership of stock by companies

to their employees have had a cyclical history in the

1
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

Eerowth of employee ownership plans during this period was

tflie result of many favorable factors. Employees had been

eEncouraged to save during World War I by purchasing Liberty

K

1The source of this history unless otherwise noted

is; Bruce Stewart and Walter J. Cooper, Profit Sharing and

Stnock Ownership for Wage Earners and Executives (New York,

15955). 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

2
employee stock purchase program in 1928. 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

<30mpany rarely contributed toward the price of the stock,

bllt some companies paid employees a bonus for the

¥

2National Industrial Conference Board, Studies in

Pfiersonnel Policy, NO. 206, Employee Stock Purchase Plans

(Tiew 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 their savings. The magnitude of this

decrease in the value of the employees' savings invested

in company stock is 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

ESixty percent) had been discontinued or offerings under

lzhem postponed.3

3Eleanor Davis, Employee Stock Ownership and the

Elepression (Princeton, New Jersey, 19337: 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 inducing 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

Laurchase plan defined in this study as the employee savings

IDlan emerged as the most popular type of the new plans be-

<3ause it Offered protection for employee savings in

S everal ways .

The first and most Obvious protection was the in-

t3J:'*oduction of the company contribution. This contribution

t3C) the employee's account, on a partially matching basis,

Eicrted 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 companies 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

pcntion or to time of withdrawal. In addition to these

safety features, there were several other significant

rueasons 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.“ The

tax advantages of the savings plan will be presented in

detail later in this chapter and in 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

 

“Bankers 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 available to their 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 paid vacations and holidays,

shift differentials, employer financed life insurance,

accident insurance, hospitalization, health plans,

severance pay plans, and Christmas bonuses. These wage

supplements became known generally as "fringe benefits."



32

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 is 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 benefit 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

companies toward provisions for emergencies has been

especially attacked.8 The individual reserves of self-

protection 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 1p 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 companies 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. 0n the other hand, the fringe benefit

aspects of the savings plan complimented the existing

specialized benefit 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 TheYork 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 in acceptance of savings

 

10National Industrial Conference Board, Employee

Stock Purchase Plans, p.

11

 

Ibid.

12Bankers Trust Company, 1967 Study 9: Employee

Savings Plans (New York, 1967), p. 3.
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plans is 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 ap ap 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 is 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 equity 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 incentive, 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 recruit high-caliber peOple and to con-

vince them that working for a particular company will bring

Special rewards. The retention of existing employees is

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 hOw the company and the employee

receive mutual benefit.

The material for the following two sections (2.3.1

and 2.3.2) is 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 affected 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 is expected to be more

interested in the elimination of waste and in increased

productivity.13

 

l3Adolph Langsner and Herbert G. Zollitsch, Wa e

and Salary Administration (Cincinnati, Ohio, 1961), p. 30.
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Another reason given for encouraging employee

stockholders is the attempt to teach the employees in 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 its 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

 

lu"Most Flexible Fringe Benefits You Can Offer,"

Business Management, XXVII, NO. 5 (Feb. 1965), p. 44.
 

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 their companies are showing increased interest in acquir-

ing their company's stock.16 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 is the cushion against the risk of falling

stock prices which is 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 investment is 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 is 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

 

l6Harland 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 is

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

 

l7Harland 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 in 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 benefit 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.18

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 is 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 is 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 within 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 is still an employee, the market value

of the shares distributed in excess of the

market value of the shares purchased with the



43

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

is 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

gains 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 companies 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 4.4%

Life, health, disability, insurance, etc. 3.0%

Paid rest periods, wash up time, etc. 4.0%

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 is difficult to measure.

The predominance of common stock as the investment

for the funds of the savings plans has disadvantages as

 

2lIbld.

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.
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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 is 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 p1ans.2L4

' 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

 

2uStessin, 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 itself 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 in more detail in 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 is 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 pg 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 is essentially 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. This research

avoided duplicating the areas covered in the past studies,

therefore it is 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

studies 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 given
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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 pg 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 of

interest. This report notes that "the plans provide for

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 is considered as a source of capital for the

company.

(b) Employee Savings Plans 3p 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 study 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 detailed 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 in 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.

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

 

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

pany, New York (BTC-l963).
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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 available 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
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stock was 75%. In the plans (25) where the alternative

investment media was limited 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 is 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 outline of the plans was essentially the

same in 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 in the following non-manufacturing industries:

transportation, other than rail and air; contract construc-

tion; and service industries. 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 is an analysis of employee stock purchase

plans in 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 is 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 9: Plan No. % Participating

Monthly Investment

Plans (MIP) 72 29 9

Market Purchase

Plans 40 15 10

Loan Arrangements 9 4 15

Stock Purchase Option

Plans 61 24 30

Company Contribution

Plans 29 12 49

Employee Savings Plans 40 6 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 is 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 its market price. Company contribution

plans typically match twenty or twenty-five cents per

employee dollar.‘ The bargain 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 9: Employee Savings Plans, Bankers Trust
  

Company, New York (ETC—1967).

This latest report by the Pension Trust Division

of Bankers Trust Company is 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 includes the plans of a number of medium—sized and

small companies. This publication summarizes the signifi-

cant provisions of 132 tax qualified savings plans adOpted

by 128 companies.

One significant feature of the report is a one or

two page individual 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 investment option and those companies with a plan

where the company contribution is based on profit sharing.



60

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. 0f 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

studies concerned with employee savings plans. These

studies taken together provide a comprehensive description

of the various characteristics of the plans. There is very

little information in 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 is presented in comparative

tables.
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2.4.2 Relevant Findings p: Previous Studies
  

The information presented in this section relates

to the employee savings plan as an equity capital source

in one of three areas. The first area is 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 is 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 is

dependent upon the employee savings rate, the company

matching rate, and the participation rate. Information on

all of these is summarized subsequently. A small element

of the cost of savings plans is the administrative costs,

largely trustee fees. Almost no information is presented

on this in any of the studies. Reducing these costs in

some plans are the forfeitures of the company contributions

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 9: 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-l 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 emplqyee 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 is 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-l:

Percentage of NICB NICB

eligible employees No. 133 No. 184

participating 1953 1960

96-1005 26% 21%

91—95% 13 14

86-90% 13* 19*

81-85% 7 18

76-80% 7 10

71-75% 7 7

66-70% 7 4

61-65% 7 2

under 61% '20 5

100% 100%

Plans for which

data available 15 57

*median

Souroe:

See

1.103 200.133-1953, p. 10.

63

Employee participation

 

 

:IC3 to. 184-1960, Table 4, p. 17.

3-0 1963, Table V, p. 5.

:ICE No. 206-1966, p. 52.

BTC 1967, TablelIV, ,. l4.

 

12%

143

25*

19

l4

 

17

11

 

 

Sectlion 2. 4.1 for complete reference to previous studies.

20*

11
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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 higher-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

(ETC-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 Il-2: bhximum employee contribution rate

 

   

Percentage of NIC NICB ETC NICB NICB/compensation that will No. 133 No. 18h / Ho.fi§90be matched by the company 1953 1960 1903 1965 1100

13$ 22% 17% 16% 9% 22%

9;!)
1

837.1
3

8%
I 12 16 16 16

7931‘ 1+ u

6:3 11 21+ * 25 * 38 * 35 *

573 ' 33 * 3o 28 25 16

115%
1+ 5

‘79 l7 3 (a) h - 3
ll

37’.
5

23%
2

2%

2

other 17 3

100% 100% 100% 133i .1006

Plans for which

data available
18 97 71 #5 37

(a) less than 5%

(b) 8-3573

(c) h-L§%

* median

Source:
-

See Section 2.h.l for complete reference to previous studies.

KICB No. 18h-196o, Table 5, p. 19. NICB No. 206-1966, D. 53.BTC 1963, Table IV, p. .
BTC 1967, Table V, p. 18

31+ 7

31

(c)
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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 (ETC-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 l/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 ETC

employee #133 #lBh #206

contributions 1:923 _l_9_6_Q_ .l_9_6_3_ _l_9_62 _l_9_6_6_ 3961

over 100% ' 2%

100% 1M% 11% 17% u% 10;

60:75% 8% l ' h

50% 61 63 ~ 65 5h 70 5h

26-h9% 8 '7 8 15 '15 10

25% 1h 10 8 ll 13-

20% or less 15 5 5

other, 3 __ ' __ ' __ . _ 3

Plans for which

data available 13 70 7h ‘ 35. 27. 132

Source:

See Section 2.h.l for complete reference to previous studies.

NICB No. 133al953, Table 10, p. 9.

NICB No.-18h-1960, p. 31.

ETC 1963’ Table VIII, p. 80

NICB 1965, p. 55. .

NICB No. 206-1966, p. 52.

BTC 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 93 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-u. 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 invested 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-h; Investment of contributions

   

  

 

 

 
  

   
 

YICB LICB ETC NICB NICB

No. 133 K0. 16h No. 206

1953 1960 1963 1962 1966

Investment of

Company Contributions

Company stock only 55% 67% 65% 67% 87%

Company stock and

other L: 22 3h 16 13

No company stock _9 ll 1 17 O

1603 1 3% 1003 1006 166%

Plans for which data

available 18 97 7h 1*5 37

Investment of

Employee Contributions

Company stock only 28% 15% 1h% 20% 2h%

Company stock and

other 39 6O 62 F9 38

No company stock 33 25 2h 31 38

193? 100$ 155; 1553 155;

Plans for which data

available 18 97 7k h5 37

Source:

See Section 2.h.l for complete reference to previous studies.

NICB No. 133-1953, Table 11, p. 10.

NICB No. 18h-1960, Table 1%, p. h6.

“TC 1963, Table XIII, p. 1%.

3:03 1965, p. 56.

tics No. 206-1966, p. 56.

ETC 1967, Table x, p. 39.

E
3
(
3

l\. *f
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decision, 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 this study which allowed a participant

control over the investment of contributions (NICB No. 18“—

1960, p. 49).

fleas.

Some employee control 59

Employee controls all contributions 20

Employee controls own savings only 39

Investment predetermined, no employee

control _3§

Total plans in survey =2;

Among the plans that allowed the participant some

control over the investment decision, almost two-thirds

limit the decision to the employees' own savings. This

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. 18“-

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 (ETC-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) Forfeitures 9: 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 into the

plan to fulfill its matching obligation. As indicated by

Table II-S, the preponderant practice is to apply the for-

feitures to reduce company contributions. Furthermore,

the practice of utilizing the forfeitures to reduce company

contributions is becoming more prevalent. Of the plans

adopted in the 1963-1966 period, 76% of those that had

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

 

NICB BTC

No. IBM

1960 1967

Percent. Percent

Plans of Plans of

Total Total

Applied to reduce company - ’

contributions 5b* 56% 78 60%;

Allocated to participants '

in proportion to current _

year's contribution ' 17 13

Allocated to participants

\ in proportion to balance .

in accounts 3 25 19

Other methods 2 1

No fbrfeitures 8 6

Information incomplete __ __ 2 _];

Total 21' 100%. 132 100%

*'No further breakdown in this study reported.

Source: “

See Section 2. h. l for complete reference to previous studies.

NICB No. 18h-196o, p. 35. .

BTC 1967, Tablem, 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 reduce

the total funds available for investment and more particu-

larly, that portion of the funds most likely to 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 forfeitures 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

forfeited 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 H%. Estimates of administrative expenses range
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'Table 11-6: 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 l6 ' 5 9

6 ' 7 ' l '3 h 7

5-6 3 9 9 15

h - 5 1 3 10 * '17

3-'+ 3 * 9, 8 11+

2 - 3 1 3 5 9

l - 2 6 19 i h 3 7.

under 3% 6 19 ._6 10

a. 12.212 m7

* median

Source:

See Section 2.h.l fer complete reference.

NICB No. 181-1960, p. 36.
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from less than 1% to 16% of the total cost of the plan

with ”.3% the median.26

(f) Voting 9: 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—A. 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 is 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

 

26
Note, 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

 

EICB BTC BTC

#133

1953 1963 1 67

Employee directs voting of all i -

or substantially all shares 20% 60% 62%

Employee directs voting of all

or substantailly all vested

shares - Trustee votes balance #7 10 15

Trustee directs voting of all

shares 33 28 23

Committee directs voting of

all shares __:_ __2_ _:_

100% 100% 100%

Plans for which data available 15 65 108

Source: - .

See Section 2.4.1 for complete reference to previous studies.;

NICB No. 133-1953, p. 1h.

BTC 1963, Table xv, p. 16.

BTC 1967, Table x1, 3. A2. .
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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 resulting 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 if 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 forfeitures, 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 insignificant 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: (l)

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 built-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 aiding employees to accumulate

savings to provide for emergencies during 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 is 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

savings plans solely as an employee benefit and present

little information regarding the plans as having value to

the company as an equity 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—

feitures, 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 II 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. This 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 is 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 is possible for the employee to be

taxed at capital 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 securities 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 is that the income

of the trust fund is exempt from taxes. Thus if reinvested,

the dividends and interest paid on the securities held in

the trust fund escape taxation until distribution (6).
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The trust fund must meet certain-qualifications and meet

certain 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 is

impossible to divert the trust funds or income thereon for

the benefit of anyone other than the employee participants

and their beneficiaries (9).

Certain requirements are contained in the statues

concerning the employees the plan must cover in order for

the plan to be qualified. Section A01 (a) (3) of the

Internal Revenue Code requires that a plan, if it is to

qualify, must meet either of the two following coverage

requirements.

1. The plan must meet the mathematical test of

covering 70% or more of all employees 9; if

70% of all employees are eligible to partici-

pate in 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 in 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 is the one under which most plans are quali—

fied. Under this provision, it is possible to qualify a

plan designed solely for hourly or salaried employees. In

classifying 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:

1. The plan must be in writing and a copy made '

available to the employees setting forth all

the provisions necessary for qualification

(1“). 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 is 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 is

required, the securities purchased with company

funds must not be vested immediately. In order

to use a qualified trust fund, it is necessary

to require that company-purchased securities

cannot be distributed to a participant who is

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 is 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

is unwilling to accept, a procedure is established to appeal

to the National Office of the Internal Revenue Service in

Washington, D.C.

Effects 3: Disqualification

The tax effects of losing the qualified tax status

are undesirable, especially in a deferred compensation plan

such as the savings plan where the employer's contributions

are funded (i.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 liability

until the funds are distributed, but the employer may be

forever barred from securing 3 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 is 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 if the employee's rights to them are

nonforfeitable, that is, 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):

l. The cost of the investment 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.

A. 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 its 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;

A. 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 substantial diversion

of its income.

In view of the requisites of the trust investment

policy and the prohibited transactions, the question 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 inconsistent 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

See. 404, IRC

Regs. Par. 1404 (a)-l(b)

Sec. 404 (a)(l), IRC

Sec. 402 (a)(l), 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. 401 (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—l

Regs. Par. 1.404 (a)—l2

Commerce Clearing House, 1967 Standard Federal Tax

Repo

Sec.

Regs.

rter, Paragraph 2605.061

503 (C), IRC

Par. 1.401—1 (b)(5)(ii)



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 in the public reference room

in Washington, D.C. Copies of any specific registration

statement can be obtained.

S.E.C. Authority - The Securities 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) (l) 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 is traded

on a national exchange or engaged in 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 issuers 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).
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Requirements for Registration and Reporting 9: Securities

Offered 39 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 registered unless exempt.

Particularly where the employees have a choice whether to

make contributions or not a 'sale' is found within the

meaning of Section 2 (3).

The savings plans may be exempt from registering

under the following sections of the Security Act of 1933:

Section 3 (a) (1) — plans continuously in existence

since a date prior to July 27,

1933.

Section 3 (a) (8) - certain types of insured plans.

Section 3 (a)(ll) — plans limited to employees re—

siding in a state in which the

issuer is a resident or incor-

porated and doing business

(note, thie would apply only

if the issuer is also exempt

from Section 12 (g) (1) of the

1934 Act described previously).

Section 3 (b) and Regulation A thereunder - exempts

those plans where the maximum

employees' contributions do not

exceed $300,000 each year

(based on current market price

even though the issuer offers

securities to its employees at

a price below current market

price).

Section 4 (2) — plans offered privately to

limited numbers of employees.

The S.E.C. has designated a special form specifically

designed for registration under the Securities Act of 1933 of

securities to be offered to employees pursuant to certain

plans (Form S-8). The instructions of this form state that

any issuer required to file reports pursuant to Section 13 or

15 of The Securities Act of 1934 may use this form to register

securities offered to its employees pursuant to a stock pur-

chase, savings or similar plan which meets the following

conditions:

(1) Periodic cash payments are made, or periodic

payroll deductions are authorized, by partici-

pating employees in an amount not to exceed a

specified percentage of the employee's compen-

sations or a specified maximum annual amount;
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(2) Contributions are made by the employer in

cash, securities of the issuer or other sub—

stantial benefits, including the offering of

securities at a discount from the market value

thereof or the payment of eXpenses of the

plan, in accordance with a specified formula

or arrangement;

(3) Securities purchased with funds of the plan

are acquired in amounts which, at the time of

the payment of the purchase price, do not

exceed the funds deposited or otherwise avail-

able for such payment; provided, that such

purchases are made periodically, or from time

to time upon a reasonably current basis, and

at prices not in excess of the current market

price at the time of purchase;

(4) Prior to the time the employee becomes entitled

to withdraw all funds or securities allocable

to his account, he may withdraw at least that

portion of the cash and securities in his

account representing his contributions.

This form requires in detail who may participate,

contributions, withdrawal, defaults, administration, in-

vestment of funds, and certified financial statements.

In addition, copies must be included with the registration

form of the plan as presently in effect, of the issuer's

report to stockholders, and of all written communications

intended to be used in connection with the offering.

The SEC has also issued a special accounting re—

lease (Accounting Series Release No. 93, July 27, 1962)

governing the filing of annual reports pursuant to Section

15 (d) of the Securities and Exchange Act of 1934 relating

to employee stock purchases, savings and similar plans.

This amendment to Regulation S-X prescribes the form and

content of financial statements filed on a new Form 11X.

This annual report form requires detail of the plan assets,

liabilities, income and Changes in plan equity from the

beginning to the end of the reporting period.
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CHAPTER THREE

3.1 Introduction
 

The employee savings plan is a potential new source

of equity capital for the firm. If the employee savings

plan becomes more prevalent as an employee benefit, the

availability of the savings plan as an equity source will

become more widespread. Certain questions need to be

raised when the employee savings plan is considered as an

equity source. What effect will the availability of this

new equity source have on financial planning? What are

the advantages of this capital source? Are there certain

disadvantages? How will the dividend policy be affected?

The underlying purpose of this chapter is to inves-

tigate these questions. In order to present a systematic

analysis, the inquiry is divided into three separate sec-

tions. The first is a review of the applicable financial

theory and an organization of this theory into a framework

from which the impact of any source of capital can be

evaluated. This is followed by an examination of the

general characteristics of new equity capital and the

unique Characteristics of new equity capital acquired
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through employee savings plans. The last section is an

incorporation of these characteristics into the theoretical

framework, with detailed explanation of the possible effects.

3.2 Financial Theory
 

3.2.1 General

The term, financial theory, as used herein, refers

to the collective body of knowledge useful to managers of

individual business enterprises in planning the inflows

and outflows of funds. The management of existing assets,

frequently included in the area of financial theory and in

most elementary finance text books has been excluded from

this study as it relates more directly to operational

management than to financial planning and is not pertinent

to the issue at hand. Financial theory, as has been

defined, is involved only when the existing stock of assets

is increased or decreased.

Financial theory has not been developed to the

point where a complete or a generally accepted theory can

be stated. Present financial theory consists of a combina-

tion of microeconomics, basic relationships, and general

considerations that aid the financial manager as he

evaluates alternative flows of funds. In many cases these

relationships and considerations are not precisely defined

and are often contradictory. The same situation exists to

some degree in all theory relating to the business enterprise
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where research is complicated by the multiplicity of

variables and the intricacy of human behavior.

Financial theory may be divided into three inter-

related components: specification of the overall goal of

financial management; theory directed toward achieving the

goal in those decisions relating to the demand for funds

which are concerned with the amount and composition of

assets; and theory directed toward achieving the goal in

those decisions on the supply of funds which are concerned

with the volume and structure of financing.1 Traditionally,

the theory in each of these areas has been presented from a

static reference point even while acknowledging the compo-

nents are interdependent.

The financial theory pertinent to this study relates

only to the supply of funds. Therefore, no attempt is made

to present a summary of the body of knowledge of financial

theory relating to goal determination or planning the out-

flow of funds. The following analysis is a broad summary

of the financial theory that relates to the supply of funds

decisions which the firm encounters.

In order to isolate the theory pertinent to this

study, the traditional static reference point is taken.

Certain variables are taken as given. The estimates and

 

1These three components are essentially those pre-

sented by Ezra Solomon, The Theory 9; Financial Management

(New York, 1963), p. 9.
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expectations of variables beyond the firm's control have

been accepted as given. These include general economic

conditions, industry trends, current and prospective con-

ditions in the capital market, and federal income tax

provisions. The estimates of other variables within the

firm's control are assumed to have been previously deter—

mined and are taken as given for analyzing the financing

decisions. These variables include the predicted supply

of funds generated from operations, the estimated working

capital changes implied from the operating budget resulting

in supply of or demand for funds, and the demands for funds

as a consequence of the capital budget. The overall goal

that has been generally agreed upon in recent literature,

and is accepted here, is the maximization of the value of

present holders of equity interest as that interest existed

at the moment of decision (in this case, the financing de-

cision).2 Given these variables and guided by this goal,

the active decision variables of the financing decision are:

 

2For a discussion of the goal of financial manage-

ment see Gordon Donaldson, "Financial Goals: Management

vs Stockholders," Harvard Review, XLI, No. 3 (May-June

1963), pp. 116-129.

 

3The two major decision variables are commonly

referred to as the financing decision and the dividend

decision. For example see James C. Van Horne, Financial

Management and Policy (Englewood Cliffs, New Jersey, 1968),

Chapter One.
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1. The amount of the funds generated internally

from operations that should be paid as cash

dividends and/or the amount that should be

retained.

2. The amount and form of funds to be supplied

through external financing.

As mentioned earlier, financial theory has not

been developed to the extent where a generally accepted

theory can be precisely stated. This is especially true

in the evaluation of the sources of supply of funds. Ezra

Solomon succintly states the condition of theory regarding

financing decisions as follows: "A unique 'correct' solu-

tion for the entire set of financing decisions probably

exists but our understanding of the parameters of the very

large number of interrelationships involved is still too

small to permit the formulation of a truly general solution

which has Operative meaning."Ll However, the existing body

of knowledge in the area of financing decisions does offer

significant relationships and factors which can be developed

into an overall financing policy for one particular firm.

3.2.2 Dividend Variable
 

There are two major areas of disagreement among

financial theorists in attempting to specify Optimum firm

behavior in the financing decisions. One is the policy

 

“The Theory 93 Financial Management, pp. 138-9.
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regarding Optimum partition of earnings between dividends

and retention which is briefly examined in this section.

The other is the optimum debt in the capital structure

which is presented later in the analysis.

It was not the purpose of this study to contribute

to the resolution of the areas of disagreement in financial

theory. The purpose of this study was to investigate the

possible implications on financial planning of a relatively

new source of equity capital regardless of the individual

position of the management of a particular firm on the

issues of dividend policy or capital structure. Accordingly,

this summary of financial theory is an attempt to place

existing theory into a framework for the purpose of analysis,

without advocating a position on issues of disagreement.

On a strictly theoretical level, the owners should

determine the disposition of earnings. The owners made the

initial decision to invest their funds in a particular corp-

oration based on an evaluation of earnings potential for

the risk involved. The decisions regarding reinvestment

of earnings should also be theirs, based on current evalua-

tion of earnings potential and risk, compared to alternative

investment opportunities. However, due to the taxation of

dividends as ordinary personal income and the reorder costs

of investing, the policy concerning distribution of earn-

ings is more efficiently made by management.
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From an economic point of view, rational management,

acting in the best interests of residual owners, should

determine the amount of funds generated by earnings to

retain and the residual would be paid out as dividends.5

The firm would retain and invest the internal funds it

generates so long as the eXpected yields is greater than

the existing capitalization rate of earnings for the risk

involved. The federal tax provisions on personal income

with higher rates on ordinary income (dividends) than on

capital gains (retained earnings) strengthens the argument

for retaining earnings for internal investment purposes.

Moving from the purely economic point of view into

the complex financial environment the financial manager

must face, there are new factors to be considered. The

collective opinion of investors, as eXpressed in the value

of owners' shares in the security markets, seems to put

more value on a stable, liberal dividend payout policy than

on a retention policy based on investment opportunities.

 

5The disagreement over optimum firm policy regard—

ing the retention of earnings comes directly from the con—

troversy over the relative role played by dividends and

earnings in determining the value of shares. One school

supports the position that dividends are all important.

The leading eXponent of this view is Myron Gordon as stated

in The Investment, Financing, and Valuation g: the Corpora-

tion (Homewood, Illinois, 1962). The opposite school takes

the position that the difference between the two is a mere

detail; for example see M. H. Miller and F. Modigiliani,

"Dividend Policy, Growth, and the Valuation of Shares,"

Journal 93 Business, XXXIV (October 1961), pp. 411—33.
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The dollar of dividends appears to be valued higher in the

market than the dollar of net present worth. Many reasons

are advanced for this seemingly irrational behavior, in-

cluding the informational value of dividends and the desire

for a certain return now(even of a lesser amount) rather

than an uncertain return in the future. Regardless of the

reasons or the rationale, the effect of dividends on the

value of the owners' interest must be considered by finan—

cial managers. Research indicates that corporate managers

do acknowledge this impact of dividends and set a target

payout ratio to be gradually adjusted toward as earnings

change.6

Thus, financial theory supports both determination

of earnings to be retained with the residual paid out as

dividends and the determination of dividend payout with the

residual retained. This quandary must be resolved by the

financial manager in light of the demands of the individual

firm's situation.

There are several other considerations advanced by

financial theory that influence the firm's dividend policy.

The stability 9: earnings must be considered, as a policy
 

of stable dividends for a firm with a cyclical earnings

 

6John Litner, "Distribution of Incomes of Corpora-

tions among Dividends, Retained Earnings, and Taxes,"

American Economic Review, XLVI (May 1956), pp. 97-103.
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record is not only misleading but also difficult to

maintain.7 The previous dividend policy must be considered,
 

as once the dividend rate per share has been established,

there is substantial negative market reaction to reducing

the dividend.8 The stage in the life cycle of the firm

9

 

must be considered. In a new and growing firm, the alter—

native sources of capital are more likely to be limited and

more reliance must be made on internal sources of capital.

As the firm matures and becomes better established, the

external financing should be easier to obtain and more

earnings can be paid—out. Finally, as the firm (and

industry) matures, there probably will be fewer investment

Opportunities of high eXpected return open to the firm

and accordingly, the requirements for funds will be reduced.

 

7For a discussion of the impact of unstable

earnings on dividends see Robert Johnson, Financial Manage—

ment (Boston, 1964), p. 540.

8For an empirical study indicating the emphasis on

previous dividend rate see G. C. Thompson and F. J. Walsh,

Jr.,"Companies Stress Dividend Consistency," Management

Record (National Industrial Conference Board, New York),

XXV (January 1963), pp. 30-36.

 

9The influence the maturity of the firm has on

financing policy is presented in J. F. Weston and E. F.

Brigham, Managerial Finance (New York, 1966), p. 407.
 



101

Future external equity financing must also be

considered.10 If future sale of stock is contemplated, the

 

financial manager must consider all courses of action, in-

cluding dividend policy, that will increase the marketabil—

ity of the stock and also raise the market price per share,

thereby reducing the cost of capital.

Finally, the dividend policy will be directly

affected by the capital structure policy decided upon.
 

Once the firm is in operation, the primary source of equity

capital is usually retained earnings. Therefore, the

degree of leverage desired by the company and the volume

of funds committed by the firm will affect the dividend

policy. These considerations on capital structure are

analyzed in the following section.

3.2.3 External Financing Variable
 

The active decision variable of external financing

has two dimensions, amount and form, whereas the internal

financing variable contains only amount, the form being

retained earnings. The basic goal of maximizing the value

of existing holders of equity interest, when applied to the

external financing variable produces the companion goal of

minimizing the combined cost of capital to the firm.

 

10The argument for considering future equity

financing and the theoretical conflict involved is well

stated in Stephen Archer and Charles A. D'Ambrosio,

Business Finance: Theory and Management (New York, 1966),

p- 391.
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The concept of an optimum capital structure, i.e.

the amount of the firm to be financed by debt and the amount

to be financed by equity, is implicit in the goal of minimiz—

ing the cost of capital. This concept can be traced directly

to the traditional microeconomic analysis where it is assumed

the rational firm strives for a least—cost combination of

sources of capital.ll However, while this economic concept

of Optimum capital structure is undisputed, the pragmatic

implication is difficult for two reasons. First of all,

there is no general agreement among financial theorists as

to the degree of debt in the capital structure that is

Optimum. Secondly, the risk aversion behavior of manage-

ment, as well as that of owners, influences the planning

for the desired capital structure. It is not the purpose

of this study to present the theoretical arguments of

whether the use of debt in the capital structure will de-

crease the cost of capital (or increase the value of the

firm).12 At any rate, there does seem to be general agree—

ment that when the income tax effect is considered, debt

capital is less costly than equity capital, up to some

point, and that some use of debt in the capital structure

will reduce the overall cost of capital. For purposes of

 

11Archer and D'Ambrosio, p. 248.

12For a summary of the different points of view

see Solomon, Chapters 8 and 9.
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this analysis, it is assumed that managers of an individual

firm will decide on an optimum capital structure, probably

a range of allowable debt to equity, and will attempt to

make the financing decisions compatible with the parameters

established by this policy and the other considerations

presented below.

In addition to the goal of minimizing the cost of

capital, several other considerations enter in the financ—

ing decision. In each of these considerations the basic

question is whether debt or equity financing should be used

and if debt, to what degree. The financial manager must

consider future financial decisions and therefore desires

flexibility.l3 Each source of capital should be used
 

judiciously so that the firm does not overuse a capital

source to the extent further financing from each source

is unavailable or only available at exorbitant costs. The

financial planning should also include the possibility of

future complete or partial withdrawal from past capital

obligations, i.e. retirement of certain debt issues or

shrinkage of the equity base through purchase and retire-

ment of stock. The financial manager should also seek to

avoid or minimize the restrictions imposed by certain debt

instruments.

 

13For example see Willis J. Winn and Arleigh Hess,

Jr., "The Value of the Call Privilege," Journal 93 Finance,

XIV (May 1959), pp- 182-95.
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Closely related to the flexibility consideration

is the consideration of timing.lu The timing of new capital

should be considered from two aspects, the minimizing of the

cost of capital and the projected date and period over which

the funds will be required. Although the capital markets

are taken as given for this analysis, the financial manager

should anticipate changes in the capital market and estimate

how these changes will affect the particular firm's cost of

capital. A temporary deviation from the desired long-run

capital structure may be warranted to take advantage of

market conditions with adjustment back to the desired struc-

ture later.

In addition to timing to minimize the cost of

capital, the receipt of the funds should be timed to coin-

cide with the need for the funds. This phase of timing

involves not only the desired starting date and total funds

required, but also the amount and timing of budgeted ex-

penditures over the entire period of utilization. The

considerations of timing the financing to minimize the cost

of capital and also to provide the funds as needed may be

in conflict and a compromise between these two aspects will

be necessary.

 

l“Solomon, p. 150.
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The financial manager should also consider the

effect of the financing on the control of the business

15
enterprise. Unless raised by a rights issue, new equity

financing results in a dilution of control of the existing

owners. While the control consideration is not as impor—

tant in the larger widely-held corporations, it still is a

factor that must be considered in some degree by all

managers.

The 3333 involved in utilizing debt financing has

been implied in the discourse on selection of an optimum

capital structure; however, some comments on explicit risk

consideration are in order. The investor in corporate

stock incurs two types of risk. The first risk is that

the company will fail and the total funds invested will be

lost. The probability of this risk occurring in most large

corporations is small. The second type of risk is the

uncertainty of the return on the funds invested. This risk

is present in varying degrees in all investments in corporate

16
stock. The use of debt increases both types of risk.

There is the risk that the firm may not be able to meet the

 

15For a thorough discussion of dilution of control

see Pearson Hunt, Financial Analysis 33 Capital Budgeting

(Harvard University, 1964), p. 70.

  

l6Johnson, p. 150.
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fixed payments over the life of the issue (the interest

payments) or may not be able to meet the payment of princ—

iple at the maturity of the issue. A default on either

could result in bankruptcy of the firm. The fixed nature

of the cost of debt increases the second type of risk,

variability of return. If earnings fall, the earnings re—

maining after the fixed debt payments will fall by a

greater proportion. Conversely, if earnings are increased,

the owners' portion remaining after the fixed debt payments

will increase at a faster rate. The financial manager

should evaluate the rewards for using debt financing against

the risk involved, from the owners' point of interest and

the owners' risk preference.

Ideally, the financial manager is making corporate

decisions guided by the owners' interest; however, the in—

fluence of management's own risk preferences (or aversions)

17
is great in debt financing decisions. In the environment

of absentee ownership found in most large corporations, the

professional manager will undoubtedly weigh carefully the

effect of additional risk on his future. The rewards to

the professional manager for the risk undertaken are much

smaller than the rewards to the owners. This remains so,

in spite of stock Options and performance bonuses, so long

as the bulk of compensation for the professional manager

 

l7Joel Dean, Capital Budgeting (Columbia University,

1951), p- 54.
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is salary. Furthermore, the consequences of an unfavorable

outcome are much greater for the manager than the owner.

The manager stands to lose his lucrative position and

possibly his reputation as a competent manager.

One final consideration in financing decisions is

the order cost of the new capital.18 In most studies con—
 

cerning the cost of capital, the cost in reference is the

continuing cost, i.e. interest on debt financing and divi-

dends or earnings for equity financing. The financial

manager must also be concerned with the initial ordering

cost of the capital. This ordering cost or flotation cost

is the difference between the funds given up by the investor

for the security involved and the proceeds to the firm (net

of flotation expenses paid directly by the firm). These

initial costs are deducted from the proceeds that are com-

pared to the continuing costs to determine the rate of

"cost of capital." Many ordering costs are relatively

fixed per issue offering, i.e. not variable with the size

of the issue, forcing the financial planner to consider

only large, discrete flotations. The option of small

additions to long-term debt or new equity is normally ruled

out as economically not feasible. The fact that retained

 

18
For a summary of the role of order costs see

Harold W. Stevenson, Common Stock Financing, Michigan

Business Reports, Number 29, University of Michigan (Ann

Arbor, 1957).
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earnings are available without any order costs makes this

source of equity funds much more attractive than new

external equity capital.

3.2.4 The Framework
 

The framework of financial theory concerning the

financing decisions of a firm may be summarized by analogy

to a linear programming model. Only a descriptive model

can be presented due to the inability to quantify the re-

lationships (considerations).

The "pay—off" is the increase in value of the

owners' interest. This may be eXpressed as minimizing the

cost of capital. Thus, the "objective function" is to

minimize the cost of capital through the active variables

of dividend policy and external financing policy.

Each of these active variables is constrained by

certain considerations. For the dividend policy variable

these considerations are: (a) return on investment oppor—

tunities; (b) market interpretation of dividend policy;

(0) desired capital structure; (d) stability of earnings;

(e) previous dividend policy; (f) life cycle of the firm;

and (g) planned future equity financing.

The external policy variable is constrained by the

following considerations: (a) desired capital structure;

(b) flexibility; (c) timing; (d) contrOl; (e) risk; and

(f) order costs.
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This descriptive model is utilized in the third

section of this chapter to analyze how these considerations

in the planning of the financing decisions are affected by

the introduction of employee savings plans as an equity

capital source.

 

3.3 Characteristics of Employee Savings Plans as an Equity

Capital Source

 

 

In order to evaluate the impact on financial plan-

ning of this relatively new capital source, it is first

necessary to specify the characteristics of equity capital

from employee savings plans. The characteristics are pre-

sented in two phases: (1) the characteristics of all new

equity capital that apply to equity capital from employee

savings plans, and (2) the characteristics that are unique

to equity capital from employee savings plans. The

following presentation of equity capital refers to new

equity capital, not to retained earnings.

3.3.1 General Characteristics
 

Equity capital is the most costly, both in initial
 

order cost and continuing cost, of all capital sources.

Studies of flotation costs of new debt and equity issues

19
indicate that equity order costs are invariably higher.

 

19For example,Securities and Exchange Commission,

Cost of Flotation of Corporate Securities 1951-55,

(Washington, D.C., 1957).
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The continuing cost of equity capital is usually measured

by the ratio of eXpected annual earnings to the net pro-

ceeds from the new issue. This cost will always be higher

than the continuing cost of debt (interest) for a firm

operating in the Optimum capital structure range. The

deductibility of interest from operating income to be

taxed, in effect reduces the continuing cost of debt capital

by almost one-half. No such tax reduction can be applied

to the cost of equity capital.

Equity capital has no maturity, and once introduced

into the capital structure is relatively permanent. While
 

situations have existed where firms reduced their equity

capital base, in the usual case the new equity issue is

frozen into the capital structure, effectively increasing

the volume of funds committed to the business enterprise.

In other words, the financial manager would rarely depart

from the desired long-run capital structure to incur

additional equity capital with the idea of replacing it

later with debt.

The protection of owners' interest has more conno-

tations for equity financing than for debt financing. The

financial manager must consider the possibility of the

dilution of the existing owners' interest that new equity

shares may have. Four types of dilution must be
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considered.20 (1) Dilution of control (voting power) will

occur unless the new equity capital is raised through a

rights issue to existing shareholders. (2) Dilution of

book or asset value can occur if the price at which the

new shares are sold is less than the existing book-value

per share. (3) The most important consideration is dilu-

tion of earnings and the dilution of growth of earnings.

Unless the return to be realized from the funds raised by

the new equity issue is at least as great as the ratio of

expected annual earnings before the new financing divided

by the current market price, there will be a dilution of

earnings to the existing owners. Furthermore, the rate of

growth on the new earnings must also be at least as great

as the projected growth of earnings on existing equity or

there will be a dilution of future earnings of existing

owners. If either or both the return or rate of growth of

that return are less, then dilution of earnings will occur.

(H) Finally, the financial manager must consider the

possibility of dilution of the market price of equity

shares. This will depend on the market evaluation of the

possibility of one of the other dilutions occurring as well

as the form, size, and announced purpose of the new issue.

 

20The types of dilution were suggested by Phillip

Hubbard in "The Many Aspects of Dilution," Financial Ana-

lysts Journal (May-June 1963), pp. 33-40.
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These general characteristics of high cost,

permanence, and potential dilution have a combined effect

of relegating the use of traditional new equity financing

to the last source of funds utilized. A firm with an

established capital structure (debt-equity ratio) in the

Optimum range raises funds by steady plowback of earnings,

commensurate with the established dividend policy and

sequential debt issues to keep within the optimum capital

structure range. Should the firm's anticipated rate of

return, growth, and need for funds suddenly accelerate and

neither the dividend policy nor the capital structure is

considered alterable, equity financing will then be just-

ified.

3.3.2 Unique Characteristics
 

To insure complete understanding of how employee

savings plans can function as an equity capital source, a

brief summary of the mechanics of the plans follows. The

participating employee authorizes the firm to withhold a

portion of his compensation to be added to his savings

account. This withholding is matched on a partial basis

by a firm contribution to the employee's account. The

funds from the employee's earnings withheld and the firm's

contribution are sent to an independent trustee. The plan's

trustee purchases stock of the contributing firm periodically

for the participating employee's account. The arrangement

for the trustee purchase of shares of stock from the
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contributing firm falls into three groups, labeled A, B,

C, for purposes of discussion. Under all of these arrange—

ments the company furnished stock may be newly—issued or

treasury stock.

Flap Typg g - The most common arrangement found in plans

currently in operation is to allow the trustee to purchase

the firm's stock either on the open market or from the

company (at existing market prices). The only difference

in net price between these two purchases would be the

brokerage fees paid to a broker on the open market pur-

chases. In most type A plans, the brokerage fees are added

to the market price to determine the number of shares

credited to each individual employee's account for the

funds invested (in a few plans the company pays the broker-

age fees). The trustee would therefore purchase from the

company whenever possible to save the brokerage fees. The

firm could control the amount of equity financing under

this arrangement by indicating to the trustee the number

of shares it will make available.

Plan Type E - A less common arrangement found in employee
 

savings plans is for the company contribution to be in

shares of stock. The contracted company contribution (a

percentage of the employee's savings) determines the com-

pany cash equivalent to be transferred to the trustee.

The number of shares to be transferred is computed by

dividing this cash equivalent by the existing market price.



114

Under this arrangement, the firm could control the amount

of new equity financing by utilizing newly-issued shares

when additional equity funds are desired and utilizing

treasury shares when no new equity financing is desired.

This arrangement is much less flexible than type A plans.

The firm is forced to deal in its own stock (to acquire

treasury stock) to avoid being locked into a steady in-

crease in the equity base. Under this arrangement, the

employee's savings portion of the funds may also be in—

vested in the firm's stock as described under type A plans.

Plan Type C - It is possible to have an employee savings
 

plan arrangement whereby the trustee can purchase the firm's

stock only from the company. As eXplained under type B,

the firm can control the amount of new equity capital

accumulation through the use of treasury stock. This

arrangement is the least flexible and is rarely used.

The option of using treasury stock for purposes of

sales of company stock to the plan trustee not only allows

the firm to control the amount of inflowing new equity .

capital under type B and C plans, but also opens up an

additional investment opportunity regardless of the type

of plan. The firm can trade in its own stock with the

knowledge that it can always sell the stock at the most

Opportune time, free of brokerage charges, to the employee

savings plan trustee.



115

The most striking characteristic of equity

financing Via employee savings plans is the availability

of funds in small, steady, even amounts, in contrast to

the discrete large amounts usually acquired in stock issues.

In other words, the equity funds could be generated by an

accretion process as opposed to the lumpiness normally
 

found in equity financing. This source of equity capital

is similar to the bank line-of-credit for short term loans.

The firm, in both cases, constantly has the source of funds

available and can specify the amount (within the limits of

the funds available) and the point in time that the funds

are to be utilized.

This source of equity funds has more stability than
 

traditional sources (rights issues or cash issues). Bela-

tively exact amounts of funds available can be predicted

for planning purposes. This stability means that there is

almost no risk involved as to the amount of funds that will

be forthcoming for a given number of shares. In tradi-

tional equity financing, whether rights issues or cash

issues, there is considerable uncertainty regarding the

amount of funds that will ultimately be available to the

firm. The firm seeking equity funds cannot normally

tolerate this uncertainty in amount of funds available.

The equity financing is usually undertaken for a specific

purpose, e.g. major eXpansion of plant facilities, retire

debt or preferred stock, and the volume of funds required
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is not flexible enough to accommodate the uncertainty of

the issue. Therefore, the firm will frequently pay an

investment broker to assume this risk, by guaranteeing a

certain amount, through the process called underwriting.

Thus the stability, provided by employee savings plans as

an equity source, could eliminate most of the uncertainty

in amount of funds to be available per given number of

shares issued, and thereby reduce ordering or flotation

costs by eliminating the need for underwriting.

The flotation cost of stock issues through employee

savings plans source should be lower than rights stock

issues or cash stock issues. The term, flotation cost, as

used herein, is defined as the difference between the

market price of outstanding shares and the net amount

available for use by the corporation. The flotation cost

is composed of three elements: underpricing, compensation,

and company eXpenses.21 Underpricing is the difference

between the market price of outstanding shares and the

offering price of the new issue. Underpricing is necessary

to allow for market fluctuations between the announced

offering and the actual sale. The degree of underpricing

is greater when the stock is offered to existing share-

holders (rights issues, also frequently called privileged

 

21The description of the elements of flotation cost

is a summary of the material presented in Stevenson.



117

subscription offerings). The uncertainty in the amount of

funds that will be raised, mentioned above, is inversely

related to the degree of underpricing. The greater the

underpricing, the more confident the financial manager can

be that the total issue will be sold, and accordingly, the

less need for underwriting.

Compensation is that part of the flotation cost

received by investment bankers, brokers, or agents for

their services in furnishing financial advice, merchandis—

ing the securities, and underwriting the issue.

The company expenses element of the flotation costs

encompasses all eXpenses paid directly by the issuing corp—

oration. These eXpenses, in a rights or cash issue, in—

clude lawyers' and accountants' fees, printing and engraving

costs, Federal and State fees, and other eXpenses connected

with the preparation and issuance of securities.

Of the three elements of flotation costs, under—

pricing and compensation are eliminated if the stock is

sold to the savings plan trustee. There is no need for

underpricing to encourage investors to buy the stock as

the savings plan participants are committed to purchases

of stock by Virtue of being in the plan. The services of

an investment banker or broker are not necessary for the

same reason—-the savings plan provides a captive market.

There are, however, "company expenses" connected with

issuing stock through an employee savings plan. There are
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certain one—time costs in setting up the plan such as legal

fees, accounting fees, printing costs, SEC filing fees, and

costs in drawing up the trust agreement. The continuing

costs paid by the firm for an employee savings plan are

the company contribution and the administrative costs

usually assumed by the company (additional payroll bookkeep—

ing, trustee fees, and registration fees). All of the

company eXpenses are allowable expense deductions in com-

puting taxable income, if the plan meets the Internal

Revenue Code requirements of a "qualified plan." This tax

effect reduces the net cost to the company by approximately

one-half. Although these eXpenses are paid by the company,

it is questionable to what extent they can be properly

identified as flotation costs.

Employee savings plans are established primarily

as an incentive benefit for the employees, not as an equity

capital source. The literature on employee savings plans

rarely mentions the possibility of utilizing the plans as

an equity source of capital. Assuming that the establish-

ment of the plans was justified solely on the incentive

benefits to be derived, there would be no flotation costs

identified with subsequently taking advantage of the plans

for issuing stock. An alternative assumption would be that

the plans exist primarily because of their incentive value

or other benefits and only to a small degree as a potential

capital source; indicating a small portion of these eXpenses
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might be considered flotation costs. There is no evidence

that an employee savings plan was ever established solely

as a vehicle to sell stock.

Another unique characteristic of the employee

savings plan which may have influence on financial planning

is the introduction of two new types pf voting stockholders:
  

the employee and the savings plan trustee. The employee,

as a shareholder, may be more knowledgeable about the firm's

operation than the general public stockholder. The effect

of the employee as a voting stockholder has not been evalu-

ated nor has any study been made to date as to the possible

effect on management decisions this employee-owner could

have. The shares held by the trustee will be continuously

growing due to the requirement that the shares must be left

in the trust fund until retirement for the employee to gain

full income tax advantages. Since the trust agreement is

subject to termination by management, the shares held in

trust can be depended upon to be voted as recommended by

existing management. This block of trustee voted shares

which is indirectly company controlled places management

in a favorable position on all issues put to stockholder

vote.

A final characteristic of employee savings plans

is the tax status pf the dividends paid on shares held in
  

trust. Most plans provide that even after complete vesting

of the shares purchased with the company contribution, the
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employee may leave the shares in the trust until

termination of employment (including retirement). Further-

more, most plans are designed so that all dividends are

reinvested in additional shares. By leaving the shares in

trust until termination of employment, the employee avoids

paying ordinary income tax rates on the dividends. The

dividends (and the company contribution) are not taxable

to a participant when made or credited to his account.

Upon termination of employment, the employee is subject to

long-term capital gains tax on the excess of the cost of

the shares over the employee's own contribution, i.e. re-

invested dividends and company contributions. There is no

tax on the unrealized appreciation. Thus, for the employee

shareholder whose stock is in trust, the tax argument

favoring retention of earnings does not apply. This share-

holder receives the more favorable capital gains treatment

whether earnings are paid out as dividends or retained to

increase market value. The only difference is in timing;

the dividends become taxable as capital gains upon the

trust distributing the stock while the appreciation in

market price (caused in part by retained earnings) becomes

taxable when the stock is sold.

The savings plan that is not utilized as a capital

source also has certain characteristics that need to be

recognized by financial managers. The trustee has a con-

stant flow of funds which must be invested in the company's



121

stock periodically. If the plan is not used as a capital

source, these steady purchases on the Open market will have
 

the effect of cushioning downswings and adding to upswings

in the stock prices. The open market purchases may even

account for enough volume to cause the market prices to be

higher. Additionally, the effects of having employees and

the trust voting stock will exist whether or not the plan

is used as an equity source.

In summary, the characteristics of this equity

capital source that may have effect on the considerations

in the financial planning are the accretion type flow of

funds, the stability of this source, the limited flotation

costs, the employee and trustee voting, the tax status of

dividends, and the market purchases by the trustee. In the

following section the possible impact of these character-

istics on the theoretical framework of the financing deci—

sions presented in the first section is considered.

3.4 Possible Influences pp the Planning pf Financial Managers
  

The introduction of employee savings plans as an

equity capital source may have certain effects on the finan—

cial planning of a firm. In order to systematically appraise

the effects, it was first necessary to construct a framework

of financial theory concerning the financing decisions of a

firm, followed by a detailed presentation of the character-

istics of equity capital in general and employee savings
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plans in particular. The purpose of this section is to

superimpose the characteristics into the theoretical frame—

work to investigate how the financial planning could be

affected by the new equity source. This is accomplished by

systematically reexamining each consideration constraining

the active decision variables in light of the character—

istics of employee savings plans.

Prior to reexamining the constraining considerations,

the overriding goal of maximizing the value of existing

owners' interest must be reappraised. Basically, the in-

troduction of employee savings plans as an equity source

should not alter this goal nor the companion goal for

financing decisions of minimizng the cost of capital. The

establishment of the employee savings plan by management

theoretically was in harmony with this goal at the time

the decision was made to implement it. Ideally, there was

a subjective judgment made at that time that the benefits,

e.g. greater production, easier recruitment, and greater

retention, exceeded the estimated cost.

There may be some new pressure on management in

interpreting the goal of maximizing the value of existing

owners' interest when the savings plan is in operation and

the employees become owners. Management is always faced

with conflicting stockholder interests and this conflict

may be increased as more employees become shareholders.

The employees as stockholders may have different aims for
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their investments. Employees probably are primarily

interested in the long—term growth in the value of the

shares, as most employees will not realize the increase

in value until they retire. On the other hand, a major

depreciation in the market value of the shares could cause

deep resentment and malevolence among the employees, as

happened during the 1930's with the stock purchase plans.

Thus, the employee shareholder may prefer a smaller growth

rate with less fluctuation than the rest of the owners.

The employee owner is further in the unprecedented

position of being at the same time an existing owner and a

prospective investor. As an owner, he would prefer the

market price of a share to be high, i.e. earnings correctly

valued or even over-valued, to lower the cost of capital

and prevent dilution of earnings. As a prOSpective inves-

tor, the employee would prefer the market price to be low,

i.e. earnings under—valued. It is unlikely that the average

employee owner is presently aware of this conflict. How—

ever, as the employee ownership increases and the employee

becomes a more knowledgeable investor, these additional

pressures may affect managers as they interpret the goal

of maximizing the value of owners' investment.

3.“.1 Possible Influences pp Dividend Policy
  

The active variable of dividend policy was presented

as being constrained by the following considerations: (a)

return on investment opportunities; (b) market interpretation
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of dividend policy; (c) desired capital structure; (d)

stability Of earnings; (e) previous dividend policy; (f)

life cycle of the firm; and (g) planned future equity

financing. These considerations are reexamined in light

of employee savings plans as an equity capital source and

employees as owners.

(a) Return on investment Opportunities: The argument was
 

presented that in planning dividend policy, the financial

manager should theoretically utilize retained earnings to

accept all investment Opportunities earning a rate Of

return above the cost Of capital and the residual would

be paid out of dividends. If management is guided by this

reasoning, there are several possible new effects on finan-

cial planning introduced by utilizing employee savings

"I

plans as an equity capital source. The cost OI capital

could be reduced if any new equity capital was Obtained

from savings plans due to a lower order cost. A lower cost

of capital would imply more investment Opportunities could

be accepted and thus more earnings would be retained.

The continuing market for treasury shares, through

the savings plan, could provide a new investment Opportun~

ity to be considered, i.e. trading in the firm's own stock.

The additional investment Opportunity would also imply that

more of the earnings should be retained.
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The nature Of this equity source may aid the

financial manager in compromising the Opposing demands on

earnings made by the return-on-investment—Opportunities

consideration and the market—interpretation-Of—dividends

consideration. The financial manager must compromise be—

tween the retention Of earnings to take advantage of invest-

ment opportunities and the maintenance of a liberal and

constant payout of earnings (dividends) to take advantage

Of the market preference for dividends. With the avail—

ability Of an equity source that could frequently be

utilized economically, and at no order cost, the financial

manager may be able to maintain a liberal dividend payout

policy based on stockholder preference for dividends and

still take advantage Of all justified investment Opportun-

ities. The earnings released as dividends could be replaced

by new equity capital from the savings plan. Note, an

increase in the percent of equity in the capital structure

is not being suggested. The equity base would remain the

same percentage, but would change form. There would be

less increase in existing owners' equity, i.e. smaller

retained earnings, and an Off—setting increase in new

owners' equity, i.e. larger capital stock and paid-in

capital. The net effect would be similar to a stock split.

There would be more shares outstanding for the same equity

investment. This procedure would differ from a stock split

in that the ownership Of the shares in question would change,
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i.e. existing non-employee shareholders' portion of

ownership would decrease and employee shareholders' propor-

tion would increase.

The effect on existing non-employee owners would

be the receipt of a larger share of current earnings

(larger cash dividends) in exchange for a smaller share of

future earnings. The existing non-employee owner would be

compensated for a dilution Of future earnings by receipt

of a larger current income. The desirability of such an

exchange for existing non-employee owners would depend upon

whether they prefer current dividends or growth in share

value.

(b) Market interpretation pf dividend policy: The consider—
 
 

ation of the apparent market preference for dividends affects

the financial planning of whether to retain or pay-out earn-

ings. The acknowledgment of preference for dividends forces

management to attempt to maintain a liberal, constant pay-

out of earnings with the residual available for investment

Opportunities. The presence Of employee owners holding

their shares in the trust Of the savings plan may alter the

demand for dividends. The fact that the dividends, when

paid to the trust, ultimately receive favorable capital

gains treatment, could have the effect of increasing the

demand for dividends.

The dividends paid on the stock held in trust are

not available for consumption, but are immediately reinvested
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in additional shares Of stock. Theoretically, it should

make no difference to the employee owner whether the value

Of his investment is increased by a greater appreciation

in the market value Of existing shares through retention

of earnings, or by additional shares of constant market

value purchased with dividends. Pragmatically, the employee

owner may prefer dividends for two reasons. Being a rela-

tively unknowledgeable investor, the employee owner may be

susceptible to the illusion that the greater the number of

shares, the greater the value. Secondly, the larger divi-

dends could result in the equity being transferred from

non—employee owners to employee owners, as described above.

Conversely, it may be argued that the employee

owner would prefer a very low dividend pay-out to keep the

market value per share low. This would allow their subse—

quent contributions to purchase more shares of stock.

(0) Desired capital structure: The evaluation of the
 

impact Of employee savings plans on the desired capital

structures will be deferred until this consideration is

examined in the presentation of the external financing

policy variable.

(d) Stability pf earnings: There would be no change in
 

the effect of the stability of earnings in determining the

dividend policy as a result of the addition Of an equity

source from employee savings plans.
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(e) Previous dividend policy: The previous dividend policy
 

may become more important with the addition of employees as

shareholders. Similar to a decrease in the per share price,

a decrease in dividend pay-out could create deep resentment

among employees. The consequences of a disgruntled employee

force are even more serious than unhappy stockholders. It

is easier for the stockholder to shift investments than it

is for the employee to change jobs.

(f) Life cycle pf the firm: The stage in the life cycle
 

Of the firm will influence the reliance that must be made

upon internally generated funds and the availability Of

outside sources Of funds. The existence of a savings plan

for funds in the early growing stages Of a firm's life,

when the demand for funds is greatest, could be beneficial

as an additional source Of capital. However, to date most

companies have not installed employee savings plans until

they were well established.

(g) Planned future equipy financing: In planning dividend

policy, the future financing requirements must be considered.

A liberal dividend policy makes the shares more marketable

and to the extent such a policy increases the market price

per share, the cost of equity capital is reduced. If the

future equity financing is to be satisfied by utilizing

employee savings plans, the concern for marketability would

be decreased. However, the desire to increase market price

to reduce the cost Of capital would still be present and



129

perhaps strengthened if more equity financing is undertaken,

through employee savings plans, for reasons presented else-

where.

TO summarize, the introduction Of employee savings

plans as an equity source could increase the complexity of

financial planning for an Optimum dividend policy. There

is no over—whelming argument that suggests that the dividend

pay—out would be increased or reduced as a result Of employee

owners or the existence Of this new capital source. The

ultimate effect will depend in part on the weight given to

the constraining considerations and in part on the degree

management identifies with the employee owners.

3.4.2 Possible Influences pp External Financing Policy
  

The active variable of financing policy was de—

scribed as constrained by the following considerations:

(a) desired capital structure; (b) flexibility; (c) timing;

(d) control; (e) risk; and (f) order costs. These consid—

erations are reexamined in light of employee savings plans

as an equity capital source and employees as owners.

(a) Desired capital structure: It is assumed that the
 

management of a firm will decide upon a capital structure

deemed Optimum for the particular firm in question. This

Optimum capital structure is visualized as a range of

allowable ratios Of debt to equity and not an absolute

unalterable relationship. The question is whether the

availability of this new capital source will alter
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management's decision Of the optimum range for the capital

structure. Recall that the planning of capital structure

is guided by the goal of minimizing the cost of capital

and influenced by the owners' and managers' aversion to

risk. The use of employee savings plans could lower the

cost Of equity capital. However, the source of equity

capital should have no effect on the lowering Of overall

(average) cost of capital through the use of debt. Granted,

the overall cost of capital may be lower if employee savings

plans provide the equity capital. However, this lower cost

Of capital is the result of a different equity source and

not a different mix Of debt and equity.

The influence of the owners' and the managers'

aversion to risk could be modified by the addition of

employees among the owners. As contended in the considera—

tion Of risk in the financial theory section, the manager

will have more aversion to risk than the owner because the

rewards for taking the risk are smaller and the consequences

Of unfavorable results are greater. The employee owner

would have the same perspective toward risk as the manager.

The major criticism of employee savings plans is the lack

of diversification. The employee owner has "all his eggs

in one basket" when his risk of unemployment and investment

are all tied to one company. Therefore, the addition of

employees as owners could affect management's planning of
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the optimum capital structure by increasing the aversion

to risk, implying less debt in the capital structure.

(b) Flexibility: The firm, in planning its financing
 

decisions, must consider future demands for funds. Flex-

ibility in financial planning refers to ability Of a

management to adjust the firm's sources of funds upwards

or downwards in response to changes in needs for funds and

changes in the cost of these funds. The stability of em-

ployee savings plans as an equity capital source could

increase the flexibility of the firm. With a savings plan

in existence, a limited equity source is always available,

and available without extensive, time—consuming preparation.

The employee savings plan is an ideal equity source

to rebalance the financial structure of the firm that has

increased debt beyond the desired level. Firms tend to

incur more debt than planned for several reasons. The

debt issues are easily accessible, have a variety Of

maturities, and have a direct cost that is usually below

the firm's combined cost of capital. In addition, most of

the suppliers Of permanent assets offer attractive debt

financing to cover the purchase Of new assets. The firm

may also deliberately incur more debt when the capital

market conditions warrant (bond prices high and stock

prices low). The constant availability of equity capital

through savings plans could allow the financial manager

to gradually correct the financial structure toward the
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desired level. Furthermore, the accretion type flow of

funds from this equity source could be used to replace

serial debt issues that mature in installments.

When not used as an equity capital source, the pur—

chases of the company stock must be made on the Open market

to satisfy the requirements Of the savings plan. These

purchases could have the effect Of stabilizing or possibly

increasing the market price of the company's shares. This

influence on the market price would mean that the timing

of new equity flotation, as described below, would be less

crucial and accordingly flexibility increased.

Thus, the existence of an employee savings plan

could allow the financial manager greater flexibility in

his planning, both in the use of equity and debt capital.

(c) Timing: Greater flexibility allows the financial

manager to time his new financing to take advantage of

market conditions. The stability of employee savings

plans as a source Of equity capital could allow more exact

timing of equity financing. Equity issues could be sold

to the plan's trustee when the market value per share was

considered high. However, since this source is limited,

only limited advantage could be taken Of a good market.

On the other hand, if the employee savings plan was used

to supply equity capital frequently, the effect would be

to smooth out the cyclical supply of capital which could

minimize fluctuations in the cost Of capital.
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The financial manager would also be more free to

take advantage of favorable market conditions to float debt

issues, even if it meant temporarily holding more debt in

the capital structure than desired. As mentioned under

flexibility, the existence Of a ready equity source is

always available to readjust the capital structure.

The timing of new equity capital should also be

considered from another aspect. In addition to timing to

minimize the cost Of capital, the financial manager should

attempt to regulate the inflow of funds to coincide with

the planned requirements Of funds in amount and time.

Traditionally, new equity capital has been raised in large,

infrequent amounts. One explanation for these large blocks

of funds is the fixed nature of some flotation costs asso—

ciated with an equity issue. Another explanation is that

new equity capital is normally associated with major invest—

ment projects such as a major expansion Of production

facilities, development Of new product markets or purchase

Of existing enterprises.

The employee savings plan provides new equity

capital with a vastly different timed flow of funds from

the traditional sources. The slow accumulation of funds

through equity issues to the savings plans could aid man-

agement in matching the inflow of funds to the demand for

funds.

The question Of timing, and perhaps the entire

issue of the impact of the savings plan as an equity source,
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depends upon whether the funds available are large enough

in comparison to the firm's capital requirements. Even

if the financial planning is altered to allow for the slow

accumulation of new equity capital, the funds from this

source may not be large enough to be considered. The amount

of funds available for a particular firm is contingent upon

the provisions Of the plan and the number of employees in—

volved. Whether this amount will be considered important

in financial planning depends upon the demand for funds in

each individual firm.

The availability of employee savings plans could

alter the consideration of timing in financial planning in

one of several ways. First Of all, the financial manager

would have to think of equity capital in terms Of a steady

flow in addition to infrequent, discrete blocks. The Op-

tion between rates of inflow increases the possibilities

Of Optimum uses Of equity capital. If equity capital has

a lower cost-Of—capital when acquired through the savings

plan as suggested, the firm may find it advantageous to

raise funds by debt for large projects normally financed

by equity, and replace the debt over time with equity from

the savings plans. Finally, the financial manager may seek

to match investment projects demanding a steady flow of

funds to this source Of capital supplying funds in like

manner .
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(d) Control: The use of employee savings plans as an

equity source would result in dilution Of control for the

existing owners. For this reason, the employee savings

plan allowing investment in newly-issued stock would have

to be approved by the existing shareholders. This legal

requirement may prevent the introduction of this equity

source in certain companies.

(e) Rigk: The question Of the change in financial risk

and the aversion to financial risk has previously been

examined in the presentation of how employee savings plans

would affect the capital structure.

Another aspect of risk, the uncertainty of the

volume Of funds from a given equity issue, could be greatly

decreased. As pointed out in the discourse of the charac-

teristics of this new equity source, there is almost no

uncertainty as to the amount of funds forthcoming for a

given number of shares issued. This lack of uncertainty

could make financial planning easier and the results more

predictable.

(f) Order costs: The order or flotation costs are an im-
 

portant consideration in planning new financing because of

the indirect effect on the continuing cost of capital.

The smaller the ordering costs, the larger the proceeds

and consequently, the lower the rate Of cost-of-capital.

For a firm with an employee savings plan in existence,

where the plan is justified for employee incentive reasons,
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no ordering costs are incurred in utilizing this plan to

acquire equity capital. For a firm where the savings plan

is justified as an equity source as well as an employee

incentive, some ordering costs are incurred. Even where

ordering costs may be deemed to exist in using the savings

plan as an equity source, they are probably less than the

ordering costs from traditional sources.

The financial manager, guided by the goal of maxim—

izing the value of owners' interests, should consider the

employee savings plan, when available, as an equity source

for reasons Of minimizing the cost of capital, if for no

other reason. This influence on financial planning is

directly related to the basic goal Of financial management

and not merely to one Of the many secondary considerations.

3.5 Summary

In order to evaluate how the access to and the use

of this equity source could influence financial planning,

a brief summary of theory applicable to the inflow of funds

was presented. To provide the basis for a systematic

evaluation of the effect of employee savings plans on

financial planning, the theory was presented in the form

Of a descriptive model. The goal, minimizing the cost of

capital, was seen as a function of two active decision

variables: dividend policy (internal funds) and financing

policy (external funds). Each Of the decision variables
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was envisioned as being constrained by various additional

considerations that bear on the overall decision. Each

consideration was reexamined in light Of the availability

of equity capital from savings plans and the consequences

of using this source.

This presentation Of the possible impact on

financial planning due to the introduction Of a new equity

source was designed to be as complete as possible, with

consideration given to every influence regardless Of overall

importance or likelihood. The raising Of new equity capital

is an infrequent event in the course of a firm's financial

Operations. Those firms with the Option to take advantage

Of employee savings plans to raise new equity capital are

at present in the minority. Therefore, the various in-

fluences analyzed are not common phenomena encountered by

every financial manager. However, for purposes of analysis,

it is a necessary effort to examine in detail what the

effect Of employee savings plans for financial planning

could be. The suggestion is not that all of the influences

will occur when employee savings plans are present, but only

that any could Occur.

However, several concepts developed in this

theoretical analysis are envisioned as being present in

existing savings plans and these concepts could influence

financial planning. The concepts that can be tested fall

into two groups: (1) certain characteristics Of the savings
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plans as an equity capital source; and (2) certain effects

on financial planning. The characteristics that are unique

to this equity source need to be fully investigated as they

determine the extent this source will be considered when

new equity financing is warranted and more important, are

the cause Of any effects on financial planning. The

characteristics postulated in this chapter to have the

greatest effect on financial planning are as follows: (a)

the accretion type of flow of funds; (b) the stability of

this source; (0) the limited flotation costs; (d) the em—

ployee and trustee voting; and (e) the market purchases by

the trustee. The first phase of the empirical research

was designed to investigate and evaluate these factors con—

sidered most relevant to any ultimate effect on financial

planning. The results Of this phase of the research are

presented in Chapter Five.

The second phase of the field research was formu—

lated to evaluate the possible implications on financial

planning as developed in this chapter. The effects on

financial planning that appeared most clearly definable

are those described as constraining the external financing

variable as follows: (a) flexibility; (b) timing to reduce

cost of capital and timing to coincide with the needs for

funds; (c) control; (d) risk; and (e) order costs. The

results Of this phase of the research are presented in

Chapter Six.
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The following chapter is a presentation Of the

design for these two phases Of the field research and the

response rate tO the requests for information. This data

is presented in a separate chapter to provide greater

clarity to the subsequent presentation and evaluation of

the results Of the field research.
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CHAPTER FOUR

4.1 Introduction
 

This chapter is devoted primarily to the description

of the procedures followed in conducting the field research.

The first step was to identify the companies in the universe

that had an employee savings plan that could be utilized as

an equity source, i.e. the companies having savings plans

where the company stock was being purchased by the plan's

trustee for participant accounts. The procedure followed

to identify these companies is described in section 4.2.

The research directed toward identifying and de-

scribing the characteristics Of the savings plan as an

equity capital source consisted of an evaluation of the

financial Operations of the plan and the financial specifi-

cations of the plan. The methods utilized to Obtain this

information and the responses received are summarized in

section 4.3.

From the financial specifications (descriptions)

of the plans, the number of companies that could sell newly

issued shares Of stock was determined. In addition, from

responses to the questionnaire, the number Of companies

that did sell newly issued stock during the study period

141
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was tabulated. Section 4.4 is a report of the number of

companies that could use the savings plan as a source of

capital and the number that did.

A questionnaire was the primary source of informa-

tion for the phase of field research designed to evaluate

the implications on financial planning. The questionnaire

was mailed to the financial officers of the companies

identified as sponsoring a savings plan where the trustee

purchased stock Of the contributing company. The response

rate to the questionnaire is presented in section 4.5.

Financial managers involved in the decisions and

planning under investigation were interviewed. The sc0pe

Of the interviews is described in section 4.6.

4.2 Source pf the Empirical Research POpulation
 

The universe for the empirical research was all

companies listed on the New York Stock Exchange for the

study period, calendar years 1962 through 1966. From this

universe, the identification of the companies Offering

employee savings plans was accomplished primarily through

reference to previous studies in this area. The SCOpe Of

the previous studies was explained in Chapter Two (section

2.4).

TO warrant the use Of these secondary sources, a

trip was made to the New York Office of The National

Industrial Conference Board. Mr. Harlan Fox, the author
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Of several of the Conference Board studies, was contacted

and the research methodology used by the Conference Board

in their studies was discussed. This discussion revealed

that in preparation for the 1960 study, all companies on

the New York Stock Exchange except those in non-manufactur—

ing industries (transportation, other than rail and air;

contract construction; and service industries) were con-

tacted by mail with a request for a description of their

savings plan. The companies that failed to reply were

investigated using secondary sources (primarily SEC filings)

for the existence of a savings plan. The same procedure

was followed for the 1965 Conference Board study covering

all companies on the New York Stock Exchange. Mr. Fox

subsequently provided a list of companies not identified

in the studies published by the Conference Board that had

a savings plan (NICB letter 1967 in Table IV-2). The

companies on this list were added to the research population.

TO further insure that no company on the New York

Stock Exchange having a savings plan had been omitted from

the research population, the Securities and Exchange

Commission's News Digest was reviewed for the study period.
 

This bulletin, published every working day of the year,

lists all registration statements filed with the Securities

and Exchange Commission and the type of statement filed.

As described in Appendix B Of Chapter Two, the companies
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Table IV-l: Research universe, population, and response by type of business

 

 
 

'niverse Population Percent Response Percent

Cemzanies COmuanies ‘uh . f .

Type of Business listed on included in o Financ1al 0f

NYSE study Universe Information Population

Total companies 1, 082 126 12% §§ 70%

bhnufacturing 725 88 12 61 69
Petroleum . 39 25 63 55 BO
‘ther‘bhnufacturlng 656 63 2 41 65
Primary metals )9 9 lb 75 ET

Chemicals 7 . 13 18 8 61
Stone, clay, glass 39 6 2 u 67
Transportation

equipment 83 10 12 5 50
Food ‘ 69 5 7 5 100
Textile & apparel 4O 2 l 1 50
inchinery (except

electrical) 92 5 l 5 130
Pa per

28
2

2
l

50

Electrical

machinery 6% h 6 3 75
Fabricated metals 40 3 7 2 67
All other 98 4 u 1 25

Public Utilities 114 at 21 19 79
Natural gas companies '-' "’ -‘
& systems 27 9 33 6 67

Gas & electric

utilities
87 15 17 ‘13 87

Mining 15 4 27 l 25

Finance 42 3 7 3 lOO«

Services 18 l 5 O . 0

Transportation &

Communications 80 2 2 2 100

Trade 88 ‘ 1+ . 5 2 50

Source:

Universe: Fox, Harland, "Employee Savings Plan Trends," The Conference
Board Record, Nov. 1965, p. 51.

Population and response: compiled by author
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Table I"—2: Source of research pOpulation

 

 

 

Companies Reason eliminated ' Total Added to

Source identified eliminated research

1 2 3 4 ' 5 6 population

NICB 1960 - P

study 83 10 5 5 4 l 23 :8

RICE 1965

study 35 8 _ l 3 12 23

"Y E 1961

study 79 8 3 l 61 73 6

NICB

.letter 1967 67 l 12 15 ‘ 9 37 3O

BTC 1967 . f

' study 125 11 9 6 93 119 ~ 0

EC News .

‘Digest 3 .2

Research

Population 126'

Reason eliminated:

. Company no longer in existence.

. Ho investment in company stock. ,

Profit sharing determines company contribution.

.Company not on New York Stock Exchange fer full study period.

Savings plan not tax qualified. ~

. Company already in study from.previous source.O
\
\
J
1
—
F
'
U
)
I
\
)
H

o

Source:

See detailed description of previous studies in Chapter Two, 2. 4.1.

rics 1960 study, ,. 36.

IICB 1965 study, p. 60.

Hrs; 1961 study, p. 11._

NICB letter 1967, letter to author from.Mr. Harland Fox, The

National Industrial Conference Board, March 14,1967.

are 1967 study, p. 44.

530 News Di5est, various, July 1959 through March 1967.
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offering savings plans where a portion of the funds are

invested in the sponsoring company's stock are required to

file a registration statement with the Securities and

Exchange Commission. These News Digests were examined for
 

the years 1962 through April 1967 and three additional

companies were identified as having a savings plan (SEC

News Digest in Table IV-2).
 

For the study period (1962-66), 126 companies with

securities listed on the New York Stock Exchange had an

employee savings plan (12% of all listed companies). As

Table IV-l indicates, these plans are particularly common

among listed companies in two industries-—petroleum (64%

have a plan) and natural gas companies (33%). In manfactur—

ing they are fairly common among chemical companies (13%)

and four of the fifteen mining companies listed (27%) had

plans.

It should be recognized also that the plans are

more common among larger companies. For example, all but

four Of the (24) Oil companies with sales of $100 million

or more have a plan compared with only 33% (5) of the (15)

listed companies with sales under $100 million. Similarly,

24% of the manufacturers with sales Of $500 million or more

have a plan compared with 9% of the companies with sales of

$100-499 million and 4% of the listed manufacturers with

sales under $100 million. Finally, 40% (12) Of the (30)

utilities with Operating revenue of $200 million or more
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have a plan compared with 24% (6) Of the (25) companies

with Operating revenue of $100—199 million and 12% (6) of

the (52) listed companies with revenue under $100 million.

Due to the scepe Of this research, not all companies

having a savings plan were eligible for this research and

certain companies were eliminated. Table IV—2 contains

information on the source of identification of the companies

in the universe having a savings plan and the reasons for

eliminating some companies. The 126 companies comprising

the research population are listed in Appendix B to this

chapter. The transmittal letter and questionnaire presented

in Appendix A to this chapter were mailed to the financial

vice-president or treasurer of each of the companies.

4.3 Phase One 93 the Field Research
  

The information for the analysis Of the character-

istics of the savings plan as an equity capital source was

Obtained from the financial reports on the Operations Of

the savings plan and the provisions for management of the

plans contained in the formal description of the plans.

The financial Officers of the 126 companies with savings

plans were requested to: (a) complete the questionnaire;

(b) return a COpy of the savings plan description as dis-

tributed to eligible employees; and (c) return financial

statements on the plan for the years 1962 through 1966.

Preliminary analysis Of the financial statements on the
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savings plan revealed that the statements usually omitted

the source Of the company stock purchased by the plan's

trustee, i.e. whether the stock was purchased from the

company or in the Open market. It was necessary, therefore,

to obtain this information on the source Of the stock

directly from the companies involved. The financial

Officers were requested in the first question Of the

questionnaire to list in a table the annual amount and

source of company stock purchased by the plan trustee.

The response rate to these requests is summarized in Table

IV-3. Fifty companies provided all the information re-

quested. Another thirty—four companies provided a portion

of the information requested. Including the companies

that declined participation, a total of seventy-six percent

of the research pOpulation responded to the request for

information.

For seventeen of the companies that did not respond

with the complete information requested, the financial

statements and descriptions were Obtained from the

Securities and Exchange Commission filings. These data

from the SEC records were used to supplement the mail

responses to provide the analysis of the financial informa—

tion presented in Chapter Five.



 

Supple— Question

Percent mented by Financial naire

SEC data Analysis Analysis
l'f‘. - .5

lype 0; reply Number of Total'

  
 

\ :4

Reply complete 50 40p

Questionnai"e and

description (no 13 10

finarcial a

statements 8 6

ionnaire) ' 1

Description only 13 10

Letter, will not

participate 12 10

24NO reply _3_g

Totals 126 100%

Source:

Developed by author

0
\

f
i
l
e
r
s

5O

13

“
8
3

I
l
a
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4.4 Source pf Company Stock
 

Since the purpose of this research was to

investigate the implications that the savings plan as an

equity capital source had on financial planning, the

number Of companies that could use the savings plan as an

equity capital source was of prime interest. The source

Of stock of the sponsoring company utilized as an invest-

ment for savings plans is summarized in Table IV—4. The

formal description Of the savings plan in thirty-five plans

specified that the company could sell newly issued stock to

the trustee of the savings plan or make the company contri-

bution in newly issued stock. One company's plan descrip-

tion specified that only treasury stock could be purchased

by the plan trustee; however, during the study period,

newly issued stock was sold by the company to the savings

plan. Accordingly, this company was included in the count

of those plans that could acquire newly issued stock. Of

the thirty-six plans that could purchase newly issued

stock, six plans could purchase stock only from the company,

i.e. no Open market purchases were permitted. These plans

could regulate the amount of capital raised from the savings

plan by the use of treasury stock. The remaining thirty

plans were designed so that purchases of company'stock

could be made either through the Open market or from the

company, if the company made available such stock. Thirteen
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Table IV-4 Source of company stock used in savings plans

 

Humber- Percent of Total

Plans that could use newly ,

issued stock 36 41%

Plans that could not use

newly issued stock but _

could use treasury stock 12 14

Plans that could not use

newly issued stock or

treasury stock (open mar-

ket purchases only) 40 45

Total 88 100% ,

Plans that did use newly

issued stock during the

study period 13

Source:

Compiled from plan descriptions, EC registrations, and replies

to questionnaires.
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Of these thirty-six companies (36%) sold newly issued stock

to the savings plan during the study period.

Twelve additional companies could sell their stock

to the savings plan providing only reacquired previously

outstanding stock (treasury stock) was utilized. The thirty-

six companies that could sell newly issued stock could also

sell treasury stock to the savings plan. The sale of

treasury stock could be considered a secondary equity

capital source or utilized as an investment Opportunity.

Forty—four of the forty-eight plans that allowed

the trustee to purchase either newly issued or treasury

stock from the company specified in the plan description

the precise method for establishing the value of the

company stock. This procedure was necessary to insure

the participants in the savings plan that the shares pur—

chased from the company were priced no higher than similar

shares on the Open market. Twenty of the plans based the

value of stock purchased from the company on the closing

price on the New York Stock Exchange or the mean of the

high and low price on the day purchased. Eight plans

specified the closing price on the day preceeding the

purchase. One plan required the company to quarterly set

the price it would Offer stock for the coming three months.

The remaining plans (fifteen) provided that the stock value

should be based on exchange prices Of the preceeding month

or shorter period.
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Of the forty plans identified in Table IV-4 that

could not use newly issued or treasury stock, only five

explicitly prohibited purchases of stock from the sponsor-

ing company. The description of the remaining thirty-five

plans usually specified that stock was to be purchased on

the Open market or from private sources at a price not to

exceed the current market value.

4.5 Phase Two 9: the Field Research
  

The first phase of the field research was an

objective analysis of the savings plan. In contrast, the

second phase of the field research was formulated to gather

and analyze the subjective Opinions Of the financial

Officers having the opportunity to utilize the savings

plan as an equity capital source. This phase of the re-

search was designed tO determine the implications on

financial planning as Observed by the financial Officers

involved in the planning.

The primary source of information for the evalua—

tion Of the effects Of the savings plan on financial

planning was a questionnaire mailed to the financial

Officers of the 126 companies in the research population.

A copy of the questionnaire is included in Appendix A to

this chapter. As indicated in Table IV-3, sixty—three

completed questionnaires were received for a response rate

of 50%.



154

4.5.1 Responses 29 YES/NO Questions ip the Questionnaire
   

The directions and questions in the questionnaire

were designed to elicit maximum relevant information with-

out time consuming study on the part of the respondent.

The responses to the questionnaire, combined with informa-

tion Obtained from letters from financial Officers and

information obtained through interviews, will be presented

in Chapter Six. However, the responses will be presented

as they bear on the postulated effects on financial planning

develOped in Chapter Three rather than being presented by

the order of the questions in the questionnaire. Accord-

ingly,there will not be a presentation of the total

responses to the questions that provided for a YES or NO

answer in Chapter Six.

The responses to the questions requesting an answer

of YES or NO are summarized in Table IV—5 to provide the

reader with a complete tabulation Of the total replies to

these questions. The comments and analysis of the responses

will be presented in Chapter Six where reference will be

made to Specific questions and replies as they apply to

the effects on financial planning.

4.5.2 Letters

Eight financial Officers who did not complete the

questionnaire replied with letters answering some of the

questions posed and Offering additional comments on the

savings plan as an equity capital source. The material
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from the letters will be used where apprOpriate to

supplement the replies to the questionnaire. Whenever

referred to, the material from the letters will be identi-

fied as such to prevent confusion with the replies to the

questionnaire.

4.6 Interviews
 

The financial Officers of five companies of the

126 identified as having a savings plan were interviewed

to gain additional insight into the effect Of such plans

on financial planning. Two Of the five companies were

known to have provided newly issued shares to the savings

plan and had thereby raised millions of dollars of new

equity capital over the life of their savings plans (in

excess Of ten years in both cases). The other three

companies where interviews were conducted had plans where

all purchases of company stock by the savings plan had

been on the Open market.

All questions contained in the questionnaire were

asked in the interviews and these five companies are in—

cluded in the sixty-three reported to have completed the

questionnaire in Table IV-3. In addition, numerous related

areas were explored based on the individual provisions of

the plans involved and the individual capital requirements

of the company. The information Obtained from the discus—

sions will be presented in Chapter Six and where not in
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direct response to a question also on the questionnaire

will be identified as Obtained through interviews.

4.7 Summary

The universe for this research was all companies

listed on the New York Stock Exchange continuously from

1962 through 1966. From this universe, 126 companies were

found to have had an employee savings plan where the stock

of the sponsoring company was utilized as an investment.

The information gathered on the companies and their plans

came from three sources: (1) the financial statements

covering the operations of the savings plans and the de-

scriptions of the plans; (2) a questionnaire mailed to the

financial Officers; and (3) interviews with the financial

Officers.

The information obtained from the first source was

collected primarily to identify and evaluate the unique

characteristics Of the savings plan as an equity source

that could have an impact on the financial planning of the

firm. The financial statements of the Operations Of the

savings plans and the descriptions of the plans were ob-

tained for 88 of the 126 companies. The results of the

analysis Of this information is presented in the following

chapter.

The information Obtained from the last two sources

was collected to test whether the implications on financial
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planning that were postulated in Chapter Three existed and

if there were any other effects on financial planning due

to the availability Of this source. Sixty-three question-

naires were returned of the 126 mailed. In addition,

letters from eight financial Officers not completing the

questionnaire contained relevant comments regarding the

savings plan as an equity capital source. Interviews were

conducted with the financial Officers of five companies to

further explore the relationship of the savings plan to

financial Operations of the firm. The results of the second

phase Of the research investigating effects on financial

planning are summarized in Chapter Six.

The analysis of the information obtained and the

implications and conclusions derived, which are reported

in the following two chapters, only apply to the companies

for which the information was available and only for the

time period studied. As in any research not covering one

hundred percent of the population, the results can not,

applied to all units in the population with certainty.
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I am currently doing research in the area of accounting and

finance for a doctoral dissertation. Specifically, this

research involves an investigation of the employee savings

plan as an equity capital source. Enclosed is a brief

description of the proposed research.

Your company has been identified as having an employee

savings plan, and to complete my research I need your

assistance. Certain information required for this study

can only be Obtained from the financial officers and the

financial records of the companies having savings plans.

Would it be possible for you to supply me with a copy of

your savings plan description as distributed to eligible

employees and the financial statements on the plan for

the years 1962 through 1966? In addition, your assistance

in answering the enclosed brief questionnaire would be

greatly appreciated.

All information supplied will be held strictly confidential

and no individual company will be identified in the

dissertation.

Comments and questions concerning the project are certainly

welcome. The study should be completed during the early

fall of 1967. At that time, a summary of the findings will

be mailed to all participating companies.

Thank you for your cooperation and assistance.

Very truly yours,

Frederick G. Davis

Doctoral Candidate

Myles S. Delano, Ph.D.

Dissertation Director

160
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Company Questionnaire

1. Please list in the following table the annual amount and source of company stock

purchased by the plan trustee, and the annual trustee fees. (Unless indicated

otherwise, figures are assumed to be calendar year totals.)

 

1962 1963 F964 1965 1966v_;

Total stock purchased 7

from all sources:

Number of shares

Total cost 3 5 i 1:. __+_

Treasury stock purchased

from the company:

Number of shares

 

 

 

Total cost é

Newly-issued stock

purchased from the

company

Number of shares

Total cost $ s s b

Occasionally financial officers prepare estimates of the costs of raising capital

by issuing new stock. If you have considered these flotation costs for your

particular company during the study period (1962-1966), please give your estimate

below, if not, continue on to question 3.

  
    
 

fi
‘

Average flotation :csts, expressed as a percent of net proceeds available to

the company from: ‘

Rights issues Z of net proceeds

Cash issues Z of net proceeds

3 Has your company ever allowed the trustee of the savings plan to purchase

newly issued stock directly from the company or made the company contribution

in newly issued stock instead of cash?

Yes. PLEASE ANSWER THE QLESZIONS IN SECTION 33, PAGE 3.

No. PLEASE ANSWER THE QUESTIONS IN SECTION 3A, PACE 2.
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Company Questionnaire

4. In your opinion, are there advantages to the company in using the savings plan

as a source of equity capital (i.e. sell to the plan newly issued stock)?

Yes - No

1? YES, what do you consider the primary advantage?

5. In your opinion, are there disadvantages to the company in using the savings

plan as a source of equity capital (i.e. sell to the plan newly issued stock)?

Yes No

IF YES, what do you consider the primary disadvantage?

6. Do you feel the employee savings plan has any positive effect on employee

relations? Yes No

a. What areas of employee relations do you feel are directly affected?

b. Has your company specifically measured the impact of the savings plan

on any area of employee relations (for example, turnover rate)?

Yes No

IF YES, please describe the procedure and the results.

NOTE: Please include a copy of your savings plan description and the financial

statements on the plan for the years 1962 through 1966 (or for that part

of the period the plan was in effect).

Additional comments on the savings plan, particularly as a source of

capital would be appreciated. Use the reverse side of this page for

such comments and feel free to add additional pages.
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Company Questionnaire

Section 3A

Does your company's savings plan allow the company the option to sell

newly issued stock to the trustee?

Yes, please explain below why this option has not been exercised.
 

No, please explain why below.

If your company were to raise capital by selling unissued stock, would you

consider the savings plan as a possible source of funds? Yes

No.

Please discuss your company's policy on the use of the savings plan as an

equity capital source.
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Company Questionnaire

Section 33

3-1. Please explain how your company decides the number of shares to be offered

to the trustees of the savings plan (or to make the company contribution in

shares of stock where this option exists).

3-2. When shares of company stock are made available for purchase by the trustee

of the savings plan, how does the company decide whether the stock sold

should be newly issued or treasury stock?

B-3. when shares of stock are sold by the company to the savings plan trustee,

what percent of the selling price is applied against the costs of maintaining

the employee savings plan?

None

I of selling price credited against expenses of maintaining the

employee savings plan.

B-é. Are the funds to be generated by the sale of stock to the trustee included

in the capital budgeting and planning of the company?

Yes No

IF YES, does this source of funds require any special considerations

in the planning? Yes No

IF YES, briefly describe these considerations.
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Employee Savings Plans

As An Internal EQuity Capital Source

Definition of terms used in the questionnaire

Savings plan - as used in this study, a savings plan includes the following basic

elements:

1) Voluntary employee savings, within a specified range, are

made through payroll deductions.

2) Company contributions are primarily a function of the level

employee savings.

3) The combined funds are put into a "qualified" employee

trust for deferred distribution (qualified under Section

401 (a) of the Internal Revenue Code of 1954).

4) Company stock and government securities are the predominant

form of investment.

Company stock - the common stock of the corporation making contributions to the

trustee of the savings plan.

Treasury stock - company stock, as defined above, which has been issued and reacquired

by the issuing corporation; it has not been cancelled and it legally

is available for reisauance.

Newly issued stock - company stock, as defined above, which is being issued for the

first time.

Trustee - the bank designated in the trust agreement to receive, hold, invest,

and account for the funds of the savings plan.

Trustee fees - compensation paid by the company to the trustee for the services

rendered in connection with the savings plan.

Flotation costs - the difference or spread between the market price per share before

the new issue and the net proceeds per share. Flotation costs include

underpricing, fees deducted by the underwriter, and expenses of the

issue paid by the company.

Rights issues - sales of newly issued stock to existing shareholders through sub-

scription rights or warrants.

Cash issues - sales of newly issued stock on the Open market to other than existing

shareholders.
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Employee Savings Plans

As An Internal Equity Capital Source

Research Proposal

{grease - The primary purpose of this study is to examine the implications of contri-

butions to employee savings plans as a potential source of capital. Specifically,

this study will consider the company and employee contributions to employee savings

plans where such contributions are deposited with a trustee, who in turn purchases

stock of the company in question. This study will involve a theoretical exploration

of the advantages of employee savings plans as a means of raising equity capital, as

well as investigating the resulting problems. On an empirical level, this study will

detail the current magnitude of funds being invested in company stock through employee

savings plans, measure the costs of these plans, and investigate how these plans affect

financial planning. —

Iggortance b There is a growing interest in plans which enable the employee to obtain

ownership in his company. It has been estimated that 501 of the companies on the New

York Stock Exchange now have some form of employee stock purchase plan. The employee

savings plan is becoming the most widespread type of employee stock purchase plan be-

cause of certain income tax advantages. These savings plans were originally established

solely to benefit the employees and not as vehicles to raise capital for the company.

Under most plans, the stock is purchased on the Open market and not from the company.

For these companies, the employee savings plan, although not presently utilised or even

considered as a capital source, represents a readily available potential source of cap-

ital. In a few companies, these plans have provided substantial amounts of new equity

capital.

Recently, several studies have been made of these plans, i.e. by the National Industrial

Conference Board, the Bankers Trust Company, and the Labor Department. To date, these

studies have been definitive in nature, covering only the mechanics of the plans. No

aggregate information concerning the amount of funds being invested in company stock is

recorded in these studies. Research is needed to reveal the scape of employee savings

plans as a capital source, both actual and potential. This study is designed to deter-

mine whether or not the funds currently being invested in company stock by the trustee

of the employee savings plan are significant in terms of the firm's capital needs.

Esthodology - The first phase of the research has been to gather available data on the

savings plans from public sources. For many plans, the registration statements filed

with the Securities and Exchange Commission have been examined.

The second phase of the research will be to gather certain information directly from

eligible companies from their plan descriptions and financial statements, supplemented

by a questionnaire. The enclosed questionnaire is designed to disclose the amount and

source of the company stock purchased by the plan trustee, the data necessary for eval-

uation as an equity source, and how this source of capital is involved in the financial

planning of the firm.

The information obtained from the SEC records and the companies will be combined and

analyzed to determine the following:

1. The importance of savings plans as an actual and potential source of capital.

2. The efficiency of this equity capital source based on flotation costs.

3. The factors considered by financial managers in evaluating savings plans.

4. The advantages and disadvantages of this equity source.
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August 7, 1967

Dear Sir:

On July 8, 1967, I wrote you asking if you would participate in a doctoral dis-

sertation study in the area of utilizing employee savings plans as a source of

capital. Since I have not heard from you, I presume that you would like further

information concerning the study before deciding to participate.

The purpose of the study is to measure the significance of the funds from these

plans as a potential equity capital source. The funds being invested in company

stock (regardless whether this stock is presently purchased from the open market or

the company) will be compared to the traditional sources of funds utilised by the

company involved. Equally important purposes are to determine the percent of

trading in the stock being accomplished by the trustee and the percent of shares

outstanding subject to vote by the trustee. In addition, the advantages and dis-

advantages of this source of capital are being analyzed.

I think you will agree that these are important areas for research as your savings

plan may some day be considered as a source of capital, if it is not now being used

as such. The availability of a definitive study such as this would certainly aid in

any consideration by your financial executives of utilizing this source of capital.

To date, out of a population of 130 companies, information has been obtained on

the savings plans of 74 companies. Some of these companies have successfully

used the savings plan as a source of capital.

In no way will the name of a participating company be associated with the information

on its savings plan or the conclusions presented in the study.

If you would like to participate in a study of this nature, would it be possible

for you to supply me with a description of your'plan, financial statements of the

plan for the years 1962 through 1965, and the completed questionnaire mailed to

you July 8th? If the questionnaire has been destroyed, your comments on the

advantages and disadvantages of the plan as a source of capital would be of value

to me.

Please let me know if you wish to participate in this study or if you have any

questions concerning the methodology to be employed.

Irrespective of your decision, thank you for the attention which you have given

my request.

Very truly yours,

Frederick G. Davis



APPENDIX IV-B

Companies Comprising the Research Population

Acme Markets, Inc.

Aluminum Company of America

Allegheny Ludlum Steel Corp.

Amerada Petroleum Corp.

American Gas Co.

Armco Steel Corp.

Ashland Oil & Refining Co.

Atlantic Richfield Co.

Atlas Chemical Industries, Inc.

Babcock & Wilcox

Beckman Instruments, Inc.

Campbell Soup Co.

Carolina Power & Light Co.

Caterpillar Tractor Co.

Central and South West Corp.

Central Illinois Light Co.

Certain-Teed Products Corp.

Chrysler Corp.

Cities Service Co.

Coca-Cola Co.

Colgate-Palmolive Co.

Columbia Gas Systems, Inc.

Commercial Solvents Corp.

Consolidated Natural Gas Co.

Continental Oil Co.

Conwood Corp.

Corn Products Co.

Crescent Corp.

Crown Zellerbach Corp.

Crucible Steel Co. of America

Douglas Aircraft Co.

Duke Power Co.

El Paso Natural Gas Co.

Eversharp, Inc.

FMC Corp.

Federal-Mogul Corp.

Fluor Corp.

Ford Motor Co.

Freeport Sulphur Co.

General American Transportation Co.
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General Dynamics Corp.

General Electric Co.

General Motors Corp.

General Public Utilities Corp.

General Refractories Co.

Gerber Products Co.

Gillette Co.

The Great Atlantic & Pacific Tea Co.

Grumman Aircraft Engineering Corp.

Gulf Oil Corp.

Gulf States Utilities Co.

Harbison-Walker Refractories Co.

Hercules, Inc.

Hoffman Electronics Corp.

Indianapolis Power & Light Co.

Interlake Steel Corp.

International Harvestor Corp.

Jones & Laughlin Steel Corp.

Kerr-McGee Corp.

Lehigh Portland Cement Co.

Lone Star Gas Co.

Manhattan Shirt Co.

Marathon Oil Co.

Maremont Corp.

McKesson & Robbins, Inc.

Merck & Co.

Midwest Oil Corp.

Mobil Oil Corp.

Montgomery Ward & Co.

Mountain Fuel Supply Co.

NVF Co.

National Biscuit Co.

National Steel Corp.

Niagara Mohawk Power Corp.

Northern Natural Gas Co.

Northrop Corp.

Oklahoma Natural Gas Co.

Olin Mathieson Chemical Corp.

Owens-Corning Fiberglass Corp.

Pacific Gas & Electric Co.

Pacific Lighting Corp.

Panhandle Eastern Pipe Line Co.

Peabody Coal Co.

Pennsylvania Railroad Co.

Chas. Pfizer & Co.

Phillips Petroleum Co.

Pittsburgh Plate Glass Co.

Pittston Co.

Quaker State Oil Refining Corp.

Rohm & Haas Co.

Rohr Corp.
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San Diego Gas & Electric Co.

Scott Paper Co.

Seeburg Corp.

Shell Oil Co.

Sinclair Oil Corp.

Skelly Oil Co.

South Carolina Electric & Gas Co.

Southern California Edison Co.

Southern Natural Gas Co.

Standard Oil Co. (Indiana)

Standard Oil Co. (N. J.)

Sun Oil Co.

Sunray DX Oil Co.

Swift & Co.

Tenneco Co.

Texaco, Inc.

Texas Eastern Transmission Corp.

Texas Gas Transmission Corp.

Textron, Inc.

Tidewater Oil Co.

Timken Roller Bearing Co.

Transamerica Corp.

Transwestern Pipeline Co.

Trans World Airlines, Inc.

Union Carbide Corp.

United Engineering & Foundry Co.

United Gas Corp.

United States Steel Corp.

United States Tobacco Co.

Universal American Corp.

Universal Leaf Tobacco Co.

Vanadium Corp. of America

Virginia Electric & Power Co.

Vulcan Materials Co.

Wheeling Steel Corp.
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CHAPTER FIVE

5.1 Introduction
 

The primary objective of this research was to

investigate the effects on financial planning as a result

of the existence of a potential source of equity capital

through the sale of newly issued stock to the trustee of

the company sponsored employee savings plan. The unique

features of a new capital source determine the direction

and degree the financial planning will be altered as the

new source is evaluated in the environment of the inter—

action of company goals, existing financial structure,

predicted demand for funds, and available sources of funds.

The unique features of the employee savings plan as an

equity capital source were labeled characteristics and

developed on a theoretical basis in Chapter Three. From

the abstract analysis in that chapter, five characteristics

were identified that were considered unique to the savings

plan and also likely to affect financial planning. These

five characteristics that became the subject of the first

phase of the empirical research were: (1) the type and

magnitude of the flow of funds; (2) the stability of this

source; (3) the limited flotation cost; (A) the introduction

173
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of new types of voting shareholders; and (5) the open

market purchases of company stock.

This chapter consists of a report of the results

of efforts to field test the existence of these character-

istics and to more completely describe them. Due to the

crucial issue of whether the magnitude of the available

funds from this source was sufficient to warrant considera-

tion in financial planning, the largest portion of the

empirical research to analyze the characteristics was de-

voted to accumulation and evaluation of historic information

on the amount of funds available. The results of this re-

search on the magnitude of available funds are summarized

in section 5.2. The stability of the available funds was

analyzed by reference to the growth rate of available funds

during the years studied. Section 5.3 is a presentation of

the method utilized to compute the growth rates, the size

of the rates and explanation of the causes in the growth of

available funds. The results of previous studies on flota-

tion costs of new corporate equity issues and the results

of an analysis of the implied flotation costs of new equity

issues through savings plans are summarized in section 5.A.

The development of a new class of voting shareholders was

investigated by analyzing the provisions for voting the

company stock held in trust for the savings plan and

tabulating the percent of outstanding stock held by these

plans. The outcome of this investigation is reported in
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section 5.5. The final characteristic, the open market

purchases of company stock, was evaluated in light of

recent Securities and Exchange Commission action against

companies trading in their own stock through company regu-

lated employee benefit plans. A resume of the SEC action

and the results of a tabulation of the percent of total

Open market purchases of the company stock made to fulfill

the requirements of the savings plans comprise section 5.6.

In each of these sections, the reasoning behind

the analysis made and the procedures followed will preceed

the results of the tests.

5.2 Analysis of Flow of Funds
 

Numerous theoretical advantages of the savings

plan as a source of equity capital were developed in Chapter

Three. The advantages are meaningless, however, if the

funds available from this source are insufficient to warrant

consideration in financial planning. The purpose of this

section is to present the results of efforts to measure the

magnitude of the funds available from this source and com-

pare this amount to the company's capital requirements.

The term, "available funds," is defined as the

amount of cash invested by the independent trustee of the

enuxloyee savings plan in the common stock of the company

SEHDnsoring the plan during the study period (calendar years

319522through 1966). This amount was considered available
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to the corporations concerned for new equity financing

regardless of whether this stock was actually purchased by

the trustee from the company or purchased on the open

market. The question investigated was whether the amount

of funds available through the savings plan was sufficient

to be considered by financial management if new equity

financing was deemed appropriate.

5.2.1 Procedures Followed
 

The problem in designing this portion of the

research was to devise a method to evaluate the amount of

funds available. The mere accumulation of the annual

amount invested in company stock by the trustee of the

savings plan was relatively simple and is presented in

Appendix V-A (column C). However, these figures, while

indicating millions of dollars were available, are rather

meaningless by themselves. Three approaches were taken to

evaluate these available funds in terms of the need for

funds.

The first approach was to compare the funds avail—

able during the study period to the sources of capital

actually utilized during the study period. For each of

the eighty-eight companies for which the total savings

plan funds invested in company stock could be determined,

the sources of capital actually utilized were accumulated.

This information was obtained from the annual reports of

these companies, supplemented by Moody's and Standard &
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Poor's published summaries of corporate records. Table V—l

is an example of the information collected and various

computations made (some of which are described and analyzed

in subsequent sections of this chapter). A worksheet

similar to the example was prepared for each of the eighty-

eight companies.

The funds invested in company common stock by the

savings plan (available funds) were compared to the total

capital utilized during the study period (total of 1.

through A. in Table V-l) and compared to the equity capital

utilized during this period (total of 2. plus A. in Table

V-l). The comparison of available funds to total sources

used indicates the portion of actual funds utilized during

the period that could have come from the savings plan if

newly issued stock had been sold to the plan. The reliance

upon funds supplied by equity sources, retained earnings,

and new common stock issues varies in each corporation;

therefore, a second comparison was made to determine the

portion of equity funds utilized during the period that

could have been acquired through the savings plan. These

comparisons were expressed as percents in order to derive

a common measure regardless of the size of the corporation

and the number of years for which information was available.

The totals of all the sources utilized, the equity sources

utilized, the amount available from the savings plan, and
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the percentages for each company are listed in Appendix A

of this chapter. The companies are not identified due to

the confidential nature of the information.

The second approach undertaken to evaluate the

magnitude of the available funds was to derive a standard

to give the percentages computed in the first phase more

meaning. Knowledge of what percent of the funds actually

utilized that could have come from sale of stock to the

savings plan does not by itself give any indication of

whether the available funds were large enough to be con-

sidered. The size of the amount of available funds

necessary to receive consideration depends upon the views

of the financial management of each individual firm.

However, the portion of corporate capital that was raised

through new issues for all corporations was used as a

standard that was applied to corporations in this study to

provide an indication of when the available funds become

large enough to be considered in financial planning.

The aggregate totals of sources of funds of non—

farm, non-financial, corporate business are presented in

Table V-2. New equity capital provided by the sale of

stock accounted for 2.8% of the total sources of funds

utilized by corporate business in the twelve years, 1955—

1966. This percentage is utilized as a standard to evaluate

the magnitude of new equity capital available from savings

plans.



181

  

 

 

Table V-2: Source of capital; non-farm, non-financial corporate U.S.

businesses 1955-1966

Billions of

Type Source dollars Percent

1 Capital consumption

. . 4

allowances (depre01ation) $315.1 50.Ap

2 Undistributed profits 169.2 . 27.0

Mortages 21.5 , 3.8

Bank loans 36.“ 5.8'

Other loans . 8.5 l.h

- A Stocks ' ' 17.5 2.8 -

Total sources $625.7 100.0%

mazem . fifiifin

Equity sources:

2 Undistributed profits $169.2 90.6%

A Stocks (external) 17.5. 9.8

Total equity

sources $186. 100. 5
 

 

Source: . ,

Table 3-69 Sources and uses of funds, non-farm, non-financial

corporate business 1955-1966, Economic Report of’the-President

{Transmitted to Congress January 1967.
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Equity capital is raised by a corporate business

from two sources: (a) internal to the corporation through

earnings not distributed as dividends (undistributed

profits) and (b) external to the corporation through new

stock issues. For all corporations the external sources

provided 9.“% of the total equity capital. This percentage

is utilized as a second standard to evaluate the magnitude

of new equity capital available from savings plans.

The third approach undertaken to evaluate the

available funds in terms of the need for funds was to in-

vestigate the amount raised by the corporations through

new equity issues using the normal channels; subscription

rights to existing stockholders, and new issues sold

through the cpen market. Because only seven of the eighty—

eight companies raised new equity capital during the study

period (1962—1966), the information on new equity issues

was collected for the last eleven years (1956-1966). The

amount of funds available from the savings plans of these

companies for the last year of the study period was compared

to the amount raised by the new equity issue. This informa-

tion provided an indication of the amount of funds that

could be expected to be raised by an equity issue and how

long it would take to raise a like amount from the available

funds of the savings plan.
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5.2.2 Results of Comparison of Funds Available to Capital

Sources Used

  

 

The details of the comparison of the funds available

from savings to the total capital actually utilized for
 

each of the eighty-eight companies are presented in Appendix

A to this chapter. Table V-3 summarizes this comparison by

grouping the companies according to the percent the funds

available were of total capital used. The funds available
 

from the company's savings plan, eXpressed as a percent of

the total capital utilized by the company, ranged from less

than 1% to 19.8%. The funds available percentage was above

the aggregate standard of 2.8%-established in the previous

section in forty—six companies (52%). The median percent

was 3.3%.

The amount of dollars invested in company stock by

the trustees of the savings plans ranged from almost 500

million dollars to less than one million dollars for those

plans for which information was available for the full five

years. Each of twenty-nine of the eighty-eight companies

could have raised over ten million dollars from the savings

plan during this five year period (1962-1966).

The funds available from the savings plans were

also compared to the equity capital actually utilized during
 

the study period for each company. A summary of this com-

parison is presented in Table V—A. The savings plan's

funds as a percent of actual equity funds used ranged from
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Table V—3: Summary of funds available from savings plans compared to

. . . . / /

total capital sources utilized 1902-1906
 

Percent Funds Available Savings Plan Funds

of Total Capital Used Invested in Company Stock

Number Percent of Total .

 
 

 

Less than 1% A 5%

1% thru 1.9% 19 ' 21

2.0% thru 2.8% . 19 22

Standard 2.8%

from Table v-2

2.9% thru 3.9% 12* 13

h.0% thru 8.9% h . ' 5

5.0% thru 5.9% , 12 . 13_

6.0% thru 6.9%

7.0% thru 7.9%

Greater than 8.0%

H
a
l
o
.

a
.
.
.

H
.

L
a
n
a
.
.
.

Total

* median

Source:

See Appendix V-A.
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Table V-L: Summary of funds available from savings plans compared to

a a . . - f K

.

equity cavital utilized 1902-1906

Savings Plan Funds

Invested in Common Stock

’I

lumber Percent or Total

 

 

Less than u.0% 10 12%

h.0% thru 6.9% , 11 13

7.05 thru 9.h% . .10 12

Standard 9.L%

from Table v-2

9.5% thru 13.9% 18* 20

1h.0% thru 16.9% 13 15

17.0% thru 19.9% 5 6

20.0% thru 2h.9% 8 9

25.0% thru 29.9% 6 7

Greater than 30.0% _2 _6

Total 86 199%

Companies with losses

during study period 2

* median

Source:

See Appendix V-A
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less than 1% to 52.8%. The median for the eighty—six

companies was 11.6%. (Two companies had substantial losses

during the study period making any comparison of available

funds from savings plans to retained earnings plus new

equity capital meaningless.) Fifty-five companies (63%)

had a higher percentage than the standard of 9.“% established

by the aggregate data.

These two comparisons indicate that the funds

available from the savings plans in over one-half of the

companies were a larger percentage of total capital sources

and of the equity capital sources than the twelve year

average percentages of new external equity capital for all

U.S. corporations. This is at least an indication that

these funds available from the savings plan were of enough

magnitude to enter the financial planning of many of the

companies studied.

There were thirteen of the eighty-eight companies

that did use the savings plan as an equity source as

reported in Chapter Four. When these thirteen companies

were considered separately, the median percent of available

funds to total capital sources was 2.“% (compared to a
 

median of 3.3% for all eighty-eight companies). The median

for the second comparison of available funds to equity

capital sources was only 5.“%, considerably below the
 

median of 11.6% for all companies studied. The small

amount of funds available compared to other capital sources
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did not deter these thirteen corporations from utilizing

the savings plan as a capital source. This is a further

indication that the amounts available from the savings

plans were sufficient enough in many companies to warrant

consideration in financial planning.

These thirteen companies raised a combined total

of 148.8 million dollars of new equity capital through the

sale of newly issued stock to their savings plans during

the study period. The maximum raised by any one company

in this manner was 49.1 million dollars. Five of the

thirteen companies utilized all the available funds from

the savings plans by providing newly issued stock for the

total savings plans' demand for company stock during the

five years studied. The other eight companies made avail-

able newly issued stock for only part of their plan's

investment in company stock; the source of the remainder

was treasury stock purchased from the company or purchases

by the trustee on the open market. These eight companies

thereby regulated the new equity capital raised from the

savings plans by making available newly issued stock only

when new equity funds were desired.

Obtaining funds through a new equity capital issue

is usually a rare event in the financial affairs of a firm.

The following analysis indicates how infrequently new equity

issues were floated by the corporations studied, as well as
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the size of the funds available from the savings plans

compared to the amount raised through normal equity financ—

ing.

5.2.3 Results 9: Comparison 9: Funds Available to Actual

New Capital Raised

  

 

One additional comparison was made to evaluate the

amount of funds available from the savings plans. The

analysis involved a comparison of the amount available from

the savings plan in one year to the amount actually raised

in the last issue of new stock through traditional channels.

The amount the companies raised in their last equity issue

was assumed to be the amount that would normally be raised

at one time through new equity financing.

While making the examination of annual reports and

corporate records to acquire the information for the tests

described in the previous section, a record was compiled

of new equity issues through normal channels, i.e. sub—

scription rights to existing stockholders and new equity

issues sold through the open market. During the study

period only seven of the eighty-eight companies studied

(8%) raised new equity capital through normal channels.

For these eighty-eight companies, more used the savings

plan to raise new equity capital (thirteen or 15%) than

used the normal channels.

Considering the last eleven years (1956 through

1966), twenty-six or 30% of the companies raised new equity
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capital through rights or cash offers. (Note, three

companies had more than one new equity issue during this

period, however only the amount of the most recent issue

was used for this test.) The amount of funds available

from the savings plans of these companies (used to purchase

company stock) for the last year of the study period was

compared to the net proceeds of the most recent new equity

issue for these twenty-six companies. A summary of the

results of this comparison is presented in Table V-5. For

these twenty-six companies, the funds available from the

savings plan in one year, as a percent of the net proceeds

from actual new equity issues, ranged from 1.3% to 29.7%

with the median 8.3%. In other words, for over half of

these companies, it would take over twelve years to raise

equivalent funds through the sale of stock to the savings

plans as was actually acquired through the last new stock

issue.

The results of this comparison indicate that due

to the small amount of funds available in any one period,

taking advantage of the savings plan as an equity capital

source is not likely to replace the traditional new equity

sources of rights and cash issues. It is conceivable that

some firms, through careful long range planning, could

raise the total new equity required through sales of newly

issued stock to their savings plan. However, this source

appears more suitable for rebalancing the capital structure



190

, , .— ., a p, . . . .9. /

Caole V-D: Funds or saV1ngs plans invested in company stock 13 l96o

as percent of net proceeds of last common stock issue sold

1956-1966

Percent Companies

less than 3.0% 2

3.07 thru 5.9% 6

6.0% thru 8.9% ' 7*

9.0% thru 11.9% 5

12.0% thru 1L.9% 3

greater than 15.0% .2 .

26
—

* median

Source:

Proceeds of last common stock issue- Standard and Poor's Corporate

Records. '

Funds from savings plans invested in company stock in 1966- replies

to questionnaires.
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or to compliment the new stock issues through normal

sources. Seven of the twenty-six companies did use the

savings plan in conjunction with the normal sources to

raise new equity capital. Three companies that raised

new equity capital through rights or cash issues during

the study period also raised equity capital through sale

of newly issued stock to their savings plan. Two companies

that had raised new equity capital through normal channels

prior to the study period sold newly issued stock to their

savings plan during the study period. In addition, two

companies sold the unsubscribed balance of a rights issue

offered to existing shareholders to their savings plan

during the study period.

This use of_the savings plan in conjunction with

traditional equity capital sources could affect financial

planning for new equity planning in several ways. The

funds from the savings plan could be used where small

amounts are required, reserving the traditional sources

for those situations where large amounts of funds are

needed in a short period of time. When a new rights or

cash issue is made, the savings plan could be used as a

back-up to provide any required funds not raised through

the major issue or to pick up the unsubscribed portion of

a rights issue. The availability of the savings plan

could thus reduce the uncertainty of the amount of funds
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that could be acquired through the new issue, which could

reduce the underwriting costs and also reduce the extent

of underpricing necessary in a rights issue.

5.2.4 Subgroup Patterns
 

The results of the analysis of the magnitude of

the funds available from the savings plans invested in

company stock were separated into subgroups to determine

if discernible differences existed. No relationship was

found between the size of the company determined by sales

and the size of available funds, nor was any relationship

found between the number of employees and the size of these

funds. However, the separation by age of the plan and type

of industry did produce meaningful patterns which are de-

scribed in this section.

(a) Age 2: the Plan: The results of the first approach
 

to analyze the magnitude of funds separated by the age of

the plan are presented in Tables V—6 and V-7. There were

four of the eighty-eight plans for which the effective

starting date of the plan was not available. In the newer

plans (those in existence less than five years), the funds

available from the savings plans were less significant

than the funds of those plans in existence longer. Com-

pared to total capital used, only nine of twenty—four newer
 

plans (37%) had funds in excess of the aggregate standard

of 2.8%. However, 60% (21 of 35) of the plans in existence



193

,P‘ / *‘a 1 s n - c . m

-Taole »-o: runes availaole from saV1ngs plans compared to total

1'tal utilized by age of plan 1962-1966.

 

 

 

 
 

 

Pe;ccnt Funds Available -Companies by Age Of Savings PEEQ

of Total Capital Used Less than 5 to 9 Greater than

5 years years 10#years Total

Less than 1% ‘ 2 l 3#-

1.0% thru 1.9% 7 5 6 18%

2.0% thru 2.8% 6% 9 u 19

2.9% thru 3.9% I. A 5*! 2* 11%

9.0% thru 9.9% 2 l 3%

5.0% thru 5.9% 3 h 5 p 12

6.0% thru 6.9% ‘, A . 2 . 6

7.0% thru 7.9% ' 2 2 'h

Greater than 8.0% ___ ' _6 .It ‘_j¥

Total 3: 32 a: 83%

* median 2.h% 3.5%'. O 3.3%

Range, ' 0.5% _ 1.3% 0.7%

to to to

5.8% 19.8% 10.2%

1
‘

‘ Different total from.Table V-3, age unknown for five plans.

Source:

See Appendix V-A.

Age of plan from.plan descriptions.
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lable from savings plans compared to equityTable v-7; Fn.ds ava

' ° 0 fl ‘ q /

t ilized 0y age 01 plan l962-l96o.

.1

I“

D q ‘4-

8.}. Lu;

 

 

 

 

Percent Fdnds Available Companies by Ace of Savinjs Plan

of Equity Capital Used Less than . 5 to 9 Greater than

5 years years 10 years Total

Less than h.0% 3 1 5 9%

k.0i thru 6.9fl 7 l 2 l0#

7.0% thru 9.1% 2* 6 2 10

9.1a thru 13.9% 7 9 2 - 18

11.0; thru 16.9% 1 8* 3* 12%

17.0% thrn 19.9% x 1 u ' 5

20.0% thrn 2h.9% ' 1 5 ' 1 7%

25.0% thru 29.9% . 1 2 3 6

Greater than 30.0% _1 _g_ _§ _2

Total 2; 3E gfi gafi

* NEdian 8.2% lh.l%. 1h.1% .

Range 0.8% 3.1% ; 2.0%

to to to

hl.6% 52.8% 38.9%

§ Different total from Table V-h, age unknown for four plans,

Source:

See Appendix V-A.

Age of plan from.plan descriptions.
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five to nine years and 5H% (13 of 2“) of the plans in

existence over ten years had funds that were above this

same standard.

Those plans in existence for a shorter time than

the study period are included in the research population.

For these plans, the funds available from the savings plan

were compared to total capital used and equity capital

used only for the period the plan was in effect. For

example, if the plan became effective on June 30, 196“, the

funds invested in company stock from that date through

December 31, 1966 were compared to actual capital used by

the sponsoring company for the two and one-half years end-

ing December 31, 1966.

When the funds available from savings plans were

compared to the equity capital used (Table V-7), only eleven
 

of twenty-three newer plans (H6%) generated funds which were

above the aggregate standard of 9.4%. For the plans in

existence from five to nine years, the funds of 77% (27 of

35) were above this standard and for those in existence

over ten years, 63% (15 of 2”) were above 9.uz of the equity

capital. The percent of companies above the standard was

smaller for companies in existence over ten years than for

those in existence five to nine years due to the large

number of oil companies (eleven) in the group in existence

over ten years. As explained subsequently, many plans of
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these oil companies had provisions which limited the amount

of funds available.

The funds of the newer plans were smaller primarily

due to the limited amount of dividends that were received

on the stock held in trust. The longer the plan was in

existence, the greater the number of shares held in trust

and accordingly, the greater the amount of dividends re—

invested in company stock. A test was made of the growth

rate of reinvested dividends and the results are presented

in section 5.3.2 of this chapter.

Many of the newer savings plans did allow, within

the provisions of the plan, for the company to sell newly

issued stock to the trustee. Ten of the twenty-four plans

in existence less than five years (“2%) contained such pro-

visions compared with twenty-three of the fifty-nine plans

in existence longer than five years (39%).

(b) Type of industry: The industry code was obtained for

each company in the research pOpulation from Dun and Brad-

street's 1967 Million Dollar Directory. These industry
 

codes are the Standard Industry Classification codes

prepared by the Technical Committee on such codes of the

Office of Statistical Standards of the Bureau of the

Budget, Executive Office of the President. Two industries

were prevalent enough in those companies that replied to

-warrant computing separate summaries of the tests of

magnitude of available funds. One industry was the utility
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industry which includes all companies whose industry code

begins with the digits 49. This code encompasses electric

companies, gas companies, and natural gas transmission and

distribution companies. The second industry was the petro—

leum industry which includes those companies coded 1311,

crude petroleum and natural gas production, and coded 2911,

petroleum refining.

There were twenty-eight utility companies in the

research population of which financial information for

twenty-three (82%) was obtained through response to the

mail request for information or SEC records. This was a

much better coverage of the population than for all

companies for which financial information was available

for 88 of 126 (70%). The results of the two analyses of

magnitude of available funds are presented in Tables V-8

and V-9 for this industry. These tables should be compared

to Tables V-3 and V-N which present the results for all

companies. The median for the utility companies in the

first comparison (Table V-8) was below the standard estab-

lished from aggregate sources of funds (2.8%). It was also

below the median of 3.3% for all companies in this compari-

son. The lower average was due to the more extensive use

of debt capital by the utility companies than was found

in non-regulated companies. The funds available from the

savings plans were above the standard in only eight utility
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leole V- 8: runus

I '7-
U

unds Available

a1 Ca ital Used
 

2.9% thru 3.9%

9.0% thru 9.9% -

5.0% thru 5.9%

Greater than 6.0%

Median

Range

Source:

See Appendix V-A.
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available from.savings plans compared to total

1 utilized by type of company 1962—1966

’tilities _ Petroleum '

1 .. 1'0

7 6 _

7* 9*

6 3

2

u

__ _2.

2.2 ‘ 39

2.7% - 2.6%

0.3% to u.h% 0.7% to 12.7%

Industry per Dun and Bradstreet' s 1967 Million DollarDirectory.

_
_
,
,
_
_
_
*
‘
,

_



Table v-9: Funds available from savings plans compared to equity
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capital utilized by type of company

 

n.04 thru 6.9%

7.0% thru 9.h%

9.5a thru 13.9%

17.0% thru 19.9%

20.0% thru 2h.9%

Greater than 25.0%

Total

* Median

Range

Source:

See Appendix V-A.

Industry per Dun and

W W

l 5

2 2

.h 2

5* 5x-

6 1

2

2

.3 .1

a: '29

13.7% 11.0%

1.7% to 38.9% 2.0% to 25.1%

Bradstreet's 1967 Million Dollar Directory..
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companies (35%) compared to 52% above the standard for

all companies.

However, when the second comparison to funds from

retained earnings and new equity issues was considered,

more utility companies had funds available from savings

plans that were above the standard (Table V-9). Sixteen

companies (70%) had funds available from the savings plan

which were above the aggregate standard of 9.4% compared

to 62% above the standard for all industries. The results

of this second comparison are especially important because

the utilities industry raises capital through new equity

issues much more frequently than non-regulated industry.

Of the twenty-six companies that did float new equity issues

in the past ten years (Table V-S), sixteen or 62% were

utilities. The utilities accounted for only 26% of the

total companies for which financial information was avail—

able (twenty-three of eighty-eight). For the utility

company that raises new equity capital every few years,

the savings plan could be an important source of equity

capital that should be taken into consideration.

It is also interesting to note that one utility

company had sold convertible debentures to its savings

plans and two utility companies had sold preferred stock

to their savings plans. For these companies the savings

likan had been a source of capital beyond the equity capital

(unusidered in this research.
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The results of the two comparisons in the petroleum

industry are also presented in Tables V—8 and V-9. There

were twenty-five petroleum companies in the research popu—

lation (four also classified as utilities and included in

the utilities) of which financial information was available

for twenty. By the first comparison, nine of the companies

had funds above the 2.8%-standard and the median was below

the standard. By the second comparison, eleven had funds

above 9.”%. In both cases the percent of companies having

funds above the aggregate standards was less than the per-

cent for all companies for which financial information was

available. There are several possible explanations for

the smaller percentages of funds available from savings

plans in the petroleum industry. The number of employees

compared to the capital invested in this industry was

smaller than in the manufacturing industry, thus there were

relatively fewer participants in the plans. The savings

.plans of several petroleum companies (eight) allowed the

g>articipants to order the trustee to sell their company

stock at any time and shift the funds to other investments

CH" hold the funds in cash for subsequent investment. The

trustee usually accomplished these sales through purchases

wittflxlthe plan reducing the funds available for purchase

of company stock. The funds available from these plans

weree'taken net of such interfund transactions in preparing

tune tests. One petroleum company's savings plan specified
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that all withdrawals should be in cash which the trustee

obtained through interfund sales, again reducing the funds

available for purchase of company stock.

For the petroleum companies, the available funds

from savings plans were smaller relative to capital require-

ments than the funds of the plans of manufacturing or

utility companies, and thus, would have less effect on

financial planning.

5.3 Analysis of Stability
  

The second unique characteristic of the savings

plan as a source of new equity capital and one likely to

affect financial planning is stability. By stability is

meant the continuous existence of the availability of funds

in amounts that are relatively the same in each period and

subject to reasonably accurate predictions. As pointed

out in Appendix II-A, the employee savings plan must be

established on a permanent basis to qualify under the

.Internal Revenue Code for certain income tax benefits.

The employer still has the right to terminate or amend the

plan; however, the plan must be maintained on a continuous

basis while in operation. This IRC restriction has the

effect of forcing the employer to retain his savings plan

Inasically on the same terms once the plan has been adopted.
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5.3.1 Procedures Followed

The funds for equity financing via employee savings

plans were characterized in Chapter Three as being avail—

able in small, steady, even amounts. The steady, even

flow of funds was tested by comparing the plan funds in-

vested in company stock in one year with the funds invested

in the previous year. This comparison was eXpressed as an

average annual growth percentage rate (the difference

between the two years divided by the amount invested in

the earlier year). A similar average annual growth rate

was computed for the dividends reinvested in company stock.

Information necessary to complete these annual growth rates

was available for forty-eight companies.

The amount of funds actually invested in company

stock by the savings plan trustee was less than the total

of the participants' savings, company contributions, and

dividends for various reasons explained subsequently. An

analysis was made comparing the amount of funds actually

invested in company stock to the amount of funds the

trustee could have invested in company stock. This compari-

son was eXpressed as a percentage and was computed for each

of’the thirty-nine companies for which the information was

available.

5-.3.2 Results of Analysis of Stability of Eunds

The growth rates of total invested funds were com-

pu13ed only for those companies for which information was
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available for four years. The first year of the plan's

operation was excluded in counting these four years, as

the growth rate between the first and second year of

Operation would be expected to be large and not representa-

tive of the normal fund growth. The growth rates for the

invested funds of each company, summarized in Table V—lO,

are arithmetic averages for which the growth rate of rein-

vested dividends was also available to allow comparison.

The funds available from the savings plans in most

companies grew at a small but steady rate. The funds of

only two plans declined during the study period. The

majority (79%) of the plans had a growth rate of over 5%

per year. The results of this analysis indicate that for

the majority of the plans tested, the funds that could be

used for equity capital are available in amounts that vary

little from one year to the next and the small variance is

almost always an increase in funds available. The financial

manager considering the use of these funds as equity capital

should compute the growth rate of the funds of his company's

plan to accurately forecast the amount of funds available.

The primary reason for the growth of invested funds

in a mature savings plan is the compounding effect of

dividends paid on the stock held in trust. Much of the

Stock purchased under the savings plan will be left in

truist until termination of the participant's employment to

gaimlthe most favorable income tax treatment. All of the
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Table V—lO: Average growth rate funds invested in company stock

and dividends reinvested in company stock l962—1966

  

 

  

 

Average Annual .

Percent Growth Rate Funds Dividends

. Percent Percent

Number of Total Number of Total

negative growth 2 h%

0.0% to h.9% 8 ‘ 17 1 2%

5.0% to 9.9% 16% ' 33 6 13

10.0% to 1A.9% 10 21 6 13

15.0% to 19.9% 8 17 3 . 6 .

20.0% to 2u.9% 2 h 5 10

25.0% to 29.9% 1 2 7* 15

30.0% to 3h.9% u 8

35.07:. to 39.970 A 8

h0.0% to Au.9% 1 2 , 5 10

h5.0% to h9.9% 1 2 ’

greater than 50.0% ___ .Ji £2

Total E§_ 100% fig. 199%

*‘median

Source: .

Compiled from replies to questionnaires.
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savings plans, except one, specified that the dividends

received on stock held in trust were to be reinvested in

company stock (the one exception directed dividends to be

distributed when received).

The average annual growth rate of the reinvested

dividends is presented in Table V-lO. The procedure for

computing the average annual growth rate of reinvested

dividends was the same as followed for total funds invested.

The annual growth rate of reinvested dividends averaged

over 20% for thirty-two of the forty—eight companies (66%).

A direct comparison of the growth rates of total

funds invested and dividends reinvested is not valid. The

growth rate of the reinvested dividends reflects changes

in the company dividend payout. The growth rate of total

funds invested included changes due to groups of employees

added to those able to participate, changes in the savings

rate of participants, and in a few plans, changes in the

company contribution rate. Even acknowledging these

effects on the growth rates, it appears that the growth

rate of the dividends far exceeded the growth rate of total

invested funds.

The magnitude of these reinvested dividends is

illustrated by the portion of total funds invested in

(xnnpany stock. The reinvested dividends as a percent of

turtal plan funds invested in company stock for the last

.yea11fbr which information was available is summarized in
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Table V-ll. The dividends accounted for over 10% of the

funds invested in company stock in almost 70% of the plans.

In five plans the reinvested dividends were greater than

the company contribution to the savings plan. In estimat-

ing the funds available as equity capital, the number of

shares held in trust and the projected dividend rate must

be taken into consideration.

5.3.3 Results of Analysis of Available Funds Actually

Invested in Company Stock

 

The trustee does not immediately invest all of the

funds coming into the trust fund in company stock, even

though these funds are designated for that purpose. The

trustee must keep certain cash reserves available for with-

drawing participants. In addition, funds are allowed to

accumulate so round lot purchases of stock can be made to

reduce broker's fees. Also, most plans enpower the trustee

to delay investing to the extent such action is deemed to

be in the best interests of the participants concerned.

For these reasons, the amount of funds invested in company

stock is less than the total amount contributed by the

L>articipants and the sponsoring company.

An analysis was made of the amount of funds avail-

able that was actually invested in company stock by the

Efiivings plans during the study period. The results of the

Enmalysis are tabulated in Table V—l2. For the thirty—nine

(xnnpanies for which both the contributions and dividends
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’Table V—ll: Dividernds reinve steediin company stock as

total fundas invested in company stock l96

 

I‘qu‘zber Percent of Total

Less than 6% 5 7%

6.0% to 7.9% 8 11

8.0% to 9.9% 9 12.5

10. :3- to 11.9% 9 12.5

12.0% to 13.9% 6* , , 8

11+.0% to 15.9% 6 8

16.0% to 17.9% 7 10

18.0% to 19.9% ‘ A 6

20.0% to 21.9% ‘11 6

22.0% to 23.9% 3 1*

2L.0% to 25.9% 1.,

26.033'to 27.9% 2 3

28.0% to 29.973 3 h

30.0% to 31.9% _3 , _u_

Total _7_2_ 193%

* median

Source:

Compiled from replies to questionnaires.
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-. e t f available funds actually invested in company

. / /

5to k 19‘2-l9ooC
\
O

  

Number Percent 6f Total

99.0% to 100% .7 . 18%

98.0% to 98. % 6 15 '

97.0% to 97.9% 6 15

96.0% to 96.9% 5* - 13

92.029 .0 95.933 3 8

90.073 to 911.97. 2 5

85.0% to 89.9% 3 8

80.0% to su.9% 5 13

70.0% to 79.9% .13* _5

Total 32 100%

* median

# both companies allow participants to direct contributions

to be held in cash until participant deems timing best to

buy company stock.

Source:

Compiled from replies to questionnaires.
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designated to be invested in company stock and the amount

actually invested in company stock were available, the

majority (69%) invested over 95% of the available funds.

The financial manager considering the company's savings

plan as an equity capital source should keep account of

the percent invested by the trustee in order to accurately

predict the amount of funds available.

5.A Analysis pf Flotation Costs
  

The third unique feature likely to affect financial

planning of the employee savings plan as an equity capital

source is the opportunity for the company to sell common

stock with little or no initial cost. This initial cost,

called flotation cost, was defined in Chapter Three as the

difference between the market price of the outstanding

shares and the net amount available for use by the corpora-

tion per share of new stock sold. The question arises as

to the magnitude of this cost savings by using the savings

plan to raise new equity capital instead of the traditional

sources of rights issues to existing stockholders and cash

issues to the general public. Unfortunately, few compre—

hensive studies of the cost of flotation of common stock

issues have been made. Only two were found by this

researcher, excerpts of which are presented in this section.

As part of a doctoral dissertation, Harold w.

Stevenson made a study of flotation costs of common stock
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offerings in 1955.1 The results of his research are

presented in Table V-l3. The costs were presented as a

percent of the proceeds available for company use, e.g.

after all costs had been deducted from the funds given up

by the investors. The underpricing costs were determined

by comparing the market price of the stock two days before

announcement of the subscription issue to the subscription

price. The underwriting costs were much smaller for

privileged subscriptions (referred to as rights issues

throughout this dissertation) than for public issues. The

greater the underpricing, the less risk involved for the

underwriter and accordingly, the lower his fees. Addi-

tionally, the selling job required in rights issues is

reduced by the underpricing and direct contact with a

favorable market of existing shareholders knowledgeable

about the company.

The work required by the company is much more

extensive in a rights issue than in a public issue.

Accordingly, the eXpenses are much higher for the rights

issue. The most revealing results of Dr. Stevenson's

research were the high costs of underpricing in rights

issues. Of the fifteen industrial companies for which he

able to compute the underpricing costs, Stevenson found

 

1"Common Stock Financing," Michigan Business Reports,

Number 29, University of Michigan (Ann Arbor, 1957).
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Table v-13; Relationship of cost of flotation to gross proceeds

Registered common stock offerings in 1955

Size of Issue

($ millions)»

Under 1.0 1.0-h.9 5.0-9.9 10.0-19.9_ 20.0 and over

Rights Offerings

Public Utilities:

 

 

 

  

Compensation 2.71% ‘ 1.58% 1.6hi 1.07%

Fxpcnses 1.57 1.32 0.3 0 77

Total Costs HT?0% .2295? 27599 l:*;%

Lhnufacturing

Compensation 5.hh% h.53§ 2.38% 2.2L% 1.25%

Expenses 2.7h 1.68 0.81 0.72 0.38

Total Costs §:lj% §::?fl 3.19% 2:95% 176‘%

Public Offerings:

Public Utilities

Compensation 5.8 % h.89% 9.11% 2.09% 2.68%

Dchnses 2.73 0.99 0.65 0.31 ' 0.30

Total Costs §{EE% 5:§7% E:Z§% 2TE§§ §T§9%

Lhnufacturing:

Compensation 11.71% 8.3L% 6.hly 3.99% -

EXpenses 3.16 _ 1.57 0.7h 0.51; -

Total Costs l§;67f 97905 7.1 % UT5§¢

 

Based on : Rights offerings; utilities 26 companies, manufacturing 1? companies

Public offerings; utilities 13 companies, manufacturing h3 companies

Source: _Cost of Flotation of Corporate Securities 1351:1955, Securities and

PXChange—Commission, Washington, DEC, 1957, page 61, Table 19.

_
fl
F
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the average underpricing in 1955 to be 18.1% of the net

proceeds. The underpricing averaged 9.4% for forty-eight

utility companies issuing common stock through rights

issues for the same period. The potential savings by using

the savings plan instead of a rights would be substantial.

The Securities and Exchange Commission prepared an

extensive study of the cost of flotation of corporate

securities for the period 1951-1955.2 This study covered

all registered securities: common stock; preferred stock;

and bonds, notes, and debentures. The flotation costs

were summarized by type of industry, size of issues, and

type of expense for the three types of securities and by

public and rights offerings. Table V—l3 is one of the

summaries presented in this SEC study. This summary is a

comparison of flotation costs in rights offerings and

public offerings by the size of the issue. The costs were

expressed as a percent of gross proceeds, the amount given

up by the investor (contrasted with the costs expressed as

a percent of net proceeds by Stevenson in Table V—ll) and

do not include underpricing costs in the rights offerings.

The costs of flotation decline directly as the

size of the issue increases. This is due to the many fixed

costs, i.e. legal fees, accounting fees, printing costs, and

 

2Securities and Exchange Commission, Cost of

Flotation of Corporate Securities 1951-1955 (Washington,

D-C-. 195777

  

-
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Federal and State fees. This relationship of cost to size

of issue accounts, in part, for new equity capital to be

raised in infrequent, large amounts, as explained in

Chapter Three (section 3.4.2). The impact of the savings

plan as an equity capital source would be much greater when

smaller amounts of funds are needed. There are greater

potential costs savings, as well as the fact that the funds

available from the savings plan are limited.

The financial officers of the companies in the

research pOpulation were asked to provide estimates of

average flotation costs (see question 2 of the question-

naire, Appendix IV-A). Only four responded to this ques-

tion, so no conclusions can be drawn. Several financial

officers commented that the flotation costs could not be

estimated as they vary with the size of the issue and the

risk and services assumed by the underwriter.

The financial officers of the companies that had

sold newly issued stock to the savings plan were asked what

percent of the selling price is applied against the costs

of maintaining the plan (question B-3). If the company

attributed flotation costs to the stock sold to the savings

plan, then part of the proceeds from such sales should be

credited against the costs of maintaining the plan. Eleven

replies were received to this question; ten checked that

none of the selling price is so applied. One response

stated that 100% of the selling price is credited against
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the expenses. A review of the annual report of this company

indicated that none of the proceeds were so applied; the

respondent apparently misunderstood the wording of the

question. (This respondent also listed as the primary

advantage of using the savings plan as a source of equity

capital, ". . . practically costless flotation.")

The costs of flotation are a significant factor

to be considered in the raising of new equity capital

through issuing new common stock, as indicated by the

information summarized in this section. A limited reply

suggests that when the new equity capital is raised through

the employee savings plan, there are no flotation costs

involved.

5.5 Analysis of Trustee Voting Power
 

The use of company stock as an investment medium

for employee savings plans was postulated in Chapter Three

as exerting influences on financial planning beyond the

effects attributed to the consideration of the plans as a

source of equity capital. These secondary influences on

financial planning were envisioned as the result of two

characteristics that exist in all savings plans regardless

of whether or not the plans are considered as capital

sources. One such characteristic is the development of

two new classes of voting shareholders. The procedures

followed to investigate this characteristic and the results

-
“
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are presented in this section. The following section is a

report of the analysis of the second characteristic, the

trustee purchases of company stock on the Open market.

The possible impact of the employees and the

trustee as voting stockholders was presented in Chapter

Three. It was suggested at that point that the employees,

and especially the trustee of the plan, probably could be

depended upon to vote as recommended by management. The

voting practices of employees and the trustee were beyond

the scope of this research, however, the degree of control

of voting shares in the hands of these two was considered

as applicable to the area being studied. Preliminary in-

vestigation revealed that the number of shares of stock

held by employees and the increase as a result of the

existence of a savings plan could not be obtained from

existing corporate records. Not one of the companies con-

tacted in the pilot study could identify which of their

shareholders were employees from their stockholder records.

However, the voting provisions for the stock held in trust

and the percent of outstanding stock under trustee control

were collected.

5.5.1 Procedures Followed
 

For the savings plan to qualify for the favorable

income tax provisions, an independent trust must be formed

to receive and administer the savings of participants and

the contributions from the company. The obligations and
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powers of the trustee are formalized in a trust agreement

between the corporation and the bank acting as the trustee.

The entire agreement or applicable portions were included

in the descriptions of the savings plans obtained from the

companies. From these descriptions, the voting provisions

for the stock held in trust were obtained for seventy-seven

plans.

For those plans (sixty-five) which had voting

practices that allowed the trustee to vote all or some of

the company stock held in trust, the percent of outstanding

stock held in trust was computed. The number of shares

held in trust was obtained from the latest savings plan

statement of assets. This number was compared to the total

number of shares outstanding at the nearest year end per

the annual report of the company.

5.5.2 Results 2: Analysis 9: Voting Provisions
 

The types of voting provisions for the company

stock held in the trust of employee savings plans and the

number of plans following each type are listed in Table

v-14. The predominate practice (53% of the total) was to

permit the employee to instruct the trustee how to vote

all shares credited to his account regardless of whether

the shares were purchased with the employees' savings or

the company contribution (Type A). Those shares for which

the employee issued no instructions could be voted by the

trustee at the trustee's discretion. A similar summary of
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Table V-lh: Voting practices of company stock.held by trustees

of employee savings plans

 

, Percent

Type of Voting Provision ~ Plans of Total

A. Employee may instruct trustee how to

vote all shares in his account, trustee

votes uninstructed shares. hl 53%

B Employee may instruct trustee how to

vote shares purchased with his savings

and vested company contributed shares,

trustee votes uninstructed shares. ‘ 10.- 13

0 Same as-A, except uninstructed shares

not voted. 1 1

D Same as A, except trustee must vote

uninstructed shares in accordance with

management's recommendations. 5 7

E Same as B, except uninstructed shares -

not voted. h 5

F Same as B, except non-vested shares

not voted. 1 l

. G Trustee votes all shares held in trust. 12 16

E Trustee er management committee votes

all Shares held in trust. _ 2 3

I Shares held in trust not voted. ‘_1 .;1

Total plans fbr which information

‘ available 11’ 10

Voting provisions not known 11

Companies fer which.financial

available ‘§§

Plans which trustee has voting power 22

(A, B, G, and H) '

Source: .

Descriptions of savings plans.



219

voting practices is presented in the survey of previous

studies in Chapter Two (section 2.4.2, Table II-7). In

that survey of three Studies, the plans having provisions

similar to Type A constituted 20%, 60%, and 62% of the total

plans.

The voting practice allowing management to direct

the voting of these shares held in.trust (Types D and H)

seems to invOlve a conflict of interest. The management

in these plans has a block of stock which it could control

in all proxy battles which would not be in the best'

interests of the public shareholders. This practice would

be similar to allowing management to vote treasury stock.

One large plan stipulated that none of the stock

held in trust for the savings plan could be voted. The

financial officers of the company sponsoring this plan

were among those interviewed. However, they did not know

the reason for the inclusion of this provision when the

plan was adOpted, unless it was to make the plan more

acceptable to the stockholders.

In sixty-five of the seventy-seven plans (84%), the

trustee was given the power to vote all or part of the

shares of company stock held in trust. In most of these

plans (fifty-one), the number of shares subject to trustee

vote depended upon the number of employees who did not

bother to return proxy voting instructions. Although not‘

subject to exact determination, the trustee of these plans
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did exercise some voting power. The maximum number of

shares subject to trustee control in these sixty—five plans

was all of the shares held in trust.

5.5.3 Results of Analysis of Trustee Voting Power
 

The percent of outstanding stock held in trust was

computed for those plans having voting practices which

allowed the trustee to vote some or all of the company

stock held in trust. The results of this comparison are

summarized in Table V-15. For most of the companies, the

shares of common stock held in trust for the savings plans

did not constitute a major portion of the outstanding

shares. However, the longer the plans are in effect, the

higher the percent of shares that could be held in trust

due to the income tax advantages to the employee of leaving

the stock in trust until termination of employment. For

many widely held companies, the number of shares necessary

to establish control is only a small percent of the total

outstanding shares. The shares held by the savings plans

could reach a controlling percentage for some companies

in the near future.

5.6 Analysis of Trustee Trading in the Open Market
  

The company stock for most savings plans did not

come from the company's unissued stock or from company

held treasury stock, but was purchased in the open market

by the plan's trustee. Only thirteen of eighty-eight plans
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Percent of outstanding common stock held in trust for

employee savings plans 1966

than

thru

thru

thru

thru

1.0%

1.9%

2.9%

3.9%

h.9%

thru 5.9%

thru 6.9%

thru 7.9%

Unknown

* median

range

Total

Plans

 

h
)

N
S
?

2.7%

0.1% to 7.6%

Outstanding common stock- Standard and Poor's Corporate Records.

Shares held by trustee- 1966 annual reports of employee savings

plans.
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purchased newly issued stock from the company during the

study period and these thirteen did not acquire all of

their stock from the company. The steady purchases of the

company's common shares in the cpen market by the plan

trustee or purchases by the company supplying treasury

shares to these plans is bound to have an effect on the

market for these shares. During an interview, the treasurer

of one company expressed the belief that the purcahses of

his company's savings plan kept their stock one-quarter to

one-half a point higher than would have resulted without

the plan.

5.6.1 Procedures Followed
 

The magnitude of purchases by the trustee of the

savings plan necessary to affect the market price of a

company's stock depends upon the individual company and

the market conditions. However, when the volume of

trustee trading reaches certain levels, the Securities

and Exchange Commission may suspect attempts to manipulate

the stock price. SEC action recently revealed interest in

such stock purchases by two companies and therefore, the

first step in analyzing the effect of cpen market purchases

was to review these SEC actions. These two cases were in-

vestigated and the reasons for SEC concern, the restrictions

applied, and the implications for the managements of

companies sponsoring savings plans are eXplained in the

next section.
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In order to appraise the degree of open market

trading accomplished by the trustees of the savings plans,

the number of shares purchased by the trustee from sources

other than the company were compared to the total pur—

chases of the company's stock on the New York Stock Exchange

for the last two years of the study period (1965 and 1966).

The financial officers were asked to supply the total num-

ber of shares of company common stock purchased by the

savings plan and the number of shares supplied by the

company for each year of the study period (Question 1 of

the Questionnaire, Appendix IV-A). From this information,

the number of shares of company stock purchased by the

trustee from sources other than the company was determined

for fifty-one companies for the calendar years 1965 and

1966.

The annual trading volume of the company's stock

on the New York Stock Exchange was obtained for the years

1965 and 1966.3 The number of shares purchased by the

plan trustee for each company for each year was divided by

the total traded on the exchange to determine the percent

of exchange volume accomplished by the trustee. Any

analysis of the resulting percentages must be qualified by

 

3The New York Times National Economic Review,

January 9, 1967, and January 17, 1966.
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the acknowledgment that the New York Stock Exchange does

not constitute the total market for many of the companies'

shares which are listed on other exchanges.

5.6.2 SEC Interest in Savings Plan Market Purchases
  

In an interview with a treasurer of a company with

a savings plan, it was disclosed that the legal counsel of

this company was reexamining the practices of their plan's

purchases of company stock in light of SEC action involving

Georgia-Pacific Corporation and Genesco, Inc. Subsequent

research revealed that these companies had been making

purchases of their own stock for reissue in conjunction

with employee benefit plans (a savings plan in the case

of Georgia Pacific). Both companies were alleged to have

used these purchases of their own stock to manipulate the

market price to a favorable level in conjunction with

stock exchanges for acquisitions.

Genesco had two employee stock purchase plans and

a retirement trust for which the company bought its own

shares on the market. In a prospectus dated May 10, 1966,

it was disclosed: (a) that during four separate months

between January 1, 1961 and October 29, 1965, the purchases

of Genesco common under the employee benefit plans accounted

for 75% or more of the volume traded on the New York Stock

Exchange, 50% or more during nineteen months, and 25% or

more during forty-three months of the indicated forty-eight

month period; (b) that the company exchanged over one million
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shares of its common stock for stock assets of other

companies during this period; and (c) that the transac-

tions involved may have resulted in violations of Section

10b of the 1934 Act and Rules lOb-5 and 6 promulgated

thereunder.“ The final result was the agreement by Genesco

to the imposition of restrictions on the purchase of their

shares as a condition to the public offering of common

stock.

In Georgia-Pacific the allegations were based on

purchases of common stock for the employee savings plan
 

which were supposed to have inflated the price of Georgia-

Pacific common stock, and thereby reduced the cost of its

acquisition of several companies through exchange of stock.

On one occasion eleven separate orders were placed in one

day for Georgia-Pacific stock by the company sponsored

employee trust fund. On three days the employee trust

fund accounted for 25%, 50%, and 80% of the shares traded

after 3:15 p.m.5 The consent judgment granted in a Federal

court enjoined Georgia-Pacific from purchasing any Georgia-

Pacific security during a distribution, except as the SEC

may subsequently permit and establish limitations as to

 

”Genesco, Inc., SEC Prospectus for 64,812 shares

of Common Stock ($1 Par Value), dated May 10, 1966.

5"SEC Attacks Georgia-Pacific Buying of Stock,"

Wall Street Journal, April 28, 1966, p. 32.
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purchases of their own stock on the New York Stock Exchange.

The court action did not compel restitution to shareholders

or upset the acquisitions.

The allowable purchases as decreed in Georgia-

Pacific and as determined for Genesco are summarized below:

Volume Traded on

N.Y. Exchange

Dail Weekl

Georgia-Pacific 15% 10%

Georgia-Pacific Trust 10% 10%

Genesco 20% 15%

 

 

In computing the percentages of volume that may be purchased

by Georgia-Pacific, the purchases of its trust must be con-

sidered as if they had been made by the company itself.

In an article concerning the Georgia-Pacific case,

the SEC was reported to be considering the following rule

6
change to prevent fraud in stock purchase plans:

(1) Placing of a specific limit on the percentage

of trading volume in a company's stock that

could be accounted for in a specific period

by purchases of company-related funds.

(2) Require that in making such purchases, company

stock purchase plans must follow the market

price instead of leading it.

(3) Require public disclosure by officials of a

stock purchase plan whenever company shares

are acquired.

However, in response to correspondence from this researcher,

Special Counsel of the Securities and Exchange Commission

 

6"SEC May Alter Rules to Prevent Cases of Alleged

'Fraud' in Stock Purchase Plans," The Wall Street Journal,

April 29, 1966, p. 6.
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stated the above rule changes had not been adopted nor

formally proposed at this time (September 1967).

The question is what effect these SEC actions have

on purchases of company stock by the trustees of employee

savings plans. In a 1964 "no action" letter, the Commission

stated that where purchases are made by an independent

trustee who has full discretion as to time and price, the

staff will not recommend any action to the Commission solely

7
by reason of such purchases. It behooves those companies

having savings plans to allow the plan trustee complete

independence in making such purchases of company stock on

the Open market.

5.6.3 Results 9: Analysis of Annual Trading Volume
 

The percent of annual trading volume of the

company's stock on the New York Stock Exchange accounted

for by purchases of the savings plan trustee was computed

for the last two years. Table V-l6 is a summary of these

computations for those companies for which the information

was available. For most companies, the plan's purchases

of company stock on the open market constituted less than

10% of the annual NYSE trading volume. For those few

companies where these purchases amounted to 10% or more

 

7Ascited in Richard L. Baker, "Purchases by a

Corporation of Its Own Shares," The Business Lawyer, XXII,

No. 2 (January 1967), p. 447.
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Source:
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Percent of the annual trading volume on the New York

Stock Exchange purchased by the savings plantrustee

-1965, 1966

2252222. Compggées Compggées

Less than 1% 4 A 3

1.0% thru 1.9% 5 5

2.0% thru 2.9% . 7 10

3.0% thru 3.9% 7 . 7*

4.0% thru 4.9% 6* 5

5.0% thru 5.9% 2

6.0% thru 6.9% 6 , 6

7.0% thru 7.9% 4 2

8.0% thru 8.9% ' 2 1+

9.0% thru 9.9% 1 1

10.0% thru 14.9% 2 ' 2

15.0% thru 19.9% 2 3

greater than 20.0% _3_ _2_

Total 21 21

* median 4.6% 3.9% '

range 0.5% to 39.0% 0.5% to 52.3%

Annual trading volume on the New York Stock Exchange-"Economic

Review," The New York Times (Jan. 9. 1967 and Jan. 17, 1966). '

Purchases—on open markétiby'savings plans' trustees- replies

to questionnaires.
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of the annual trading, the market price could definitely

be affected and the SEC may take an interest in such

purchases.

The ultimate effect on the market price depends

on the timing of such purchases as the marginal effect of

this additional demand for stock will depend upon condi-

tions existing in the market at that moment. The percent

of trading volume accomplished on individual days could

have been much higher than the annual averages and the

market price in such cases affected accordingly.

5.7 Summary

The existence of an employee savings plan, invest-

ing in the common stock of the sponsoring corporation,

introduces a new variable to be considered in the complex

environment in which financial planning takes place. Any

effects on financial planning due to the presence of a

savings plan are the results of certain attributes unique

to these plans. Therefore, the first phase of the field

research was designed to investigate these attributes, or

characteristics, and thereby provide a foundation for sub-

sequent evaluation of the effects on financial planning.

This chapter has been a report of the analyses conducted

on five characteristics considered to be the most likely

causes of any changes in financial planning.
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The first characteristic investigated was the flow

of funds from the savings plans into investments in the

common stock of the sponsoring company that could be

utilized when the firm seeks new external equity capital.

The primary question investigated was whether the amount

available was large enough to warrant consideration as a

source of equity capital. Unfortunately, due to the in-

dividual policies and demands of each company, the results

of the research do not allow an unqualified answer to this

question applicable to all companies having savings plans.

However, the results of the comparisons conducted do imply

that the funds were of enough magnitude to have been con-

sidered in many companies.

Two analyses were made comparing the funds avail-

able from the savings plan annually to the sources of

capital actually utilized by the companies concerned. In

both comparisons for the study period, over 50% of the

companies had a source of new equity capital available

through their plans that was a greater percentage of the

amount of capital actually used than the eleven year

average percent of capital raised from sales of new stock

to capital raised for all U.S. corporations. Those com-

panies that did utilize the savings plan as an equity

source had an average percentage of amount available from

the savings plans to the amount of capital used lower than

the average of same percentage for all companies studied.
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The implication drawn was that while new equity capital

supplies only a small portion of the total capital require-

ments of corporate business, the funds available from the

savings plans were large enough to have been considered as

a source of these new equity funds in most of the companies

studied. The fact that the companies that did utilize this

source of equity funds did not have disproportionate amounts

available compared to their capital requirements enforces

the implication that the amounts available were worthy of

consideration.

A comparison was made comparing the amount avail-

able from the savings plan in one year to the amount

raised on the last new equity issue through normal channels.

The results of this comparison added weight to the implica-

tion that the magnitude of the funds available was sizeable

enough to have warranted consideration in financial plann-

ing. The funds available from the plans in one year were

found to average 8.3% of the amount raised by twenty-six

companies in their last new equity issues through rights

issues to existing shareholders or cash issues to the

general public. This percentage seems small until it is

viewed in the perspective of the infrequency of new equity

issues. It was necessary to go back twelve years to un-

cover the figures for companies and then only twenty-six

of the eighty-eight companies had floated new equity issues

during that time. This comparison also revealed that in a
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few companies the savings plan had been used in conjunction

with the traditional sources to raise new equity capital.

The second characteristic of the presence of a

savings plan considered likely to cause some changes in

financial planning was the stability of the funds available

as a source of capital. The plans are permanent in nature

and the funds are available in continuous, predictable

amounts. The stability of these funds was analyzed by com—

puting the annual rate of change in the amount of funds

available. The average annual rate of change in funds avail-

able was found to be a small increase in the majority of the

plans with the average between 5-10% growth per year. This

growth was attributed primarily to the compounding effect of

reinvested dividends which averaged a growth rate of over

20% per year. The results of this analysis indicate that the

amount of funds available on an annual basis were fairly even

in amount. Further, the analysis indicates that the funds

available from the savings plans are subject to reasonably

accurate prediction if all factors are taken into considera—

tion in making projections. Two factors that must be

considered in making estimates of the amount of funds avail-

able are the growth rate of reinvested dividends and the

percentage of funds under trustee control that can be expected

to be invested in company stock.

The savings plan established and maintained as a

supplemental wage benefit can provide new equity capital
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virtually free of flotation cost. This attribute was

investigated to determine the amount of cost saving and

whether the firms that used the plans as a source of equity

did account for the funds as free of flotation. The results

of previous studies indicated that the flotation costs of

raising equity capital through traditional sources varied

with the type of company, the size of the issue and whether

the issue was sold through subscriptions to existing share-

holders or to the general public. The flotation costs were

found to range from 4% to 21% of the net proceeds. The

highest flotation costs were associated with small subscrip-

tion issues offered by manufacturing companies. The lowest

flotation costs were found in large public issues offered

by utility companies. The size of the flotation cost that

may be eliminated (or conversely the increase in funds

raised for a given number of shares) by taking advantage

of the savings plan instead of using the traditional sources

of equity capital will therefore depend upon the circum-

stances of the particular company and the options being

considered.

The accounting treatment of the funds actually

raised through the sale of newly issued stock to the savings

plan was investigated to determine if any portion of amount

received was considered a cost of flotation and accordingly

credited against the costs of maintaining the savings plan.

The investigation was limited to the thirteen companies
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that had used the savings plan as a source of equity capital

during the study period. Eleven of thirteen responded to

the request for information on this issue. This limited

analysis established that all eleven companies had con—

sidered the funds raised through the savings plan as free

of flotation costs. The results of the investigation into

flotation costs imply that these costs can consume a

sizeable portion of the gross proceeds of an equity issue

and they may be eliminated through sale of newly issued

stock to the savings plan.

The contributions to the savings plan and the

dividends on stock held by the plans are administered

through an independent trust to comply with the Internal

Revenue Code requirements. The plan's undistributed invest-

ment in common stock of the company sponsoring the plan is

held by the trustee. The result of these administrative

arrangements is that the trustee of a savings plan has a

block of stock which may be voted at his discretion. The

development of this new type of voting shareholder was

considered a characteristic of the savings plan that could

affect financial planning and which existed whether the

savings plan was considered as a source of equity capital.

The trustee voting power was investigated by first tabulat-

ing the practices for voting the stock held in trust and

the number of companies following each practice, followed

by an analysis of the percent of outstanding stock held

in trust.
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The provisions for voting the stock held in the

savings plan trust were quite varied. However, the

majority of the plans allowed the employees to instruct

the trustee how to vote all or part of the shares held in

trust with the trustee having the power to vote uninstructed

shares. Through this type of arrangement to vote uninstructed

shares or the power to vote all shreas, the trustee had vot-

ing power over part or all of the shares held in trust in

sixty five of the seventy—seven companies for which informa-

tion could be obtained (84%). The stock held in trust as

a percent of outstanding voting shares ranged from less than

1% to 7.6% with the median of 2.7%. The results of the

analysis indicate that for the time covered (1966), the

trustee voting power was limited and therefore unlikely to

have had much implication for financial managers. However,

due to certain income tax requirements, the amount of stock

held in trust will continue to grow and the voting power of

the trustee may become important in the future, especially

in widely held corporations.

The final characteristic considered unique to

savings plans that may affect financial managers in their

planning is the open market purchases of company stock to

satisfy the requirements of the plans if such stock is not

.provided from newly issued stock. The money coming into

the plans weekly must be directed into company stock which

requires constant purchases of shares of company stock.
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Daily purchases on the major stock exchanges are made in

behalf of many of the larger savings plans. This trading

in the cpen market was investigated by reviewing the

interest of the Securities and Exchange Commission in this

area and compiling a comparison of the volume of trustees'

purchases on the open market to the volume of trading on

the New York Stock Exchange.

The results of SEC action to limit the purchases

of the firm's stock for company sponsored plans for the

Georgia-Pacific Corporation and Genesco Inc. signify that

the SEC is reviewing such purchases. Further, the restric-

tions imposed on these two companies suggest that 10% to

15% of the trading volume is the maximum that the SEC

considers appropriate by company sponsored stock plans to

prevent manipulation of the market price. This interest

by the SEC implies that the trustee be allowed to make

purchases of company stock completely independent of manage-

ment and to limit such purchases so they do not lead the

market.

The degree of open market trading accomplished by

the trustees of the savings plans was evaluated by compar-

ing the annual number of shares of company stock purchased

by the trustee from sources other than the company to the

number of shares traded on the New York Stock Exchange for

the last two years of the study period (1965-1966). The

percent of annual NYSE trading volume accomplished by the
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plans' trustees averaged 4.6% in 1966 and 3.9% in 1965.

However, in both years the purchases of seven plans (of

fifty-one) accounted for over 10% of the annual trading

volume. The actual effect on the market price depended

upon the timing of these savings plan purchases, the impact

of the resulting marginal increase in demand for shares, and

the general market conditions existing. Of course, the

purchases on individual days could have accounted for a

much larger percentage of the trading volume. The implica-

tions of this comparison are that the constant purchases

of the company stock for the savings plan may be large

enough in some companies to affect the market price,

especially when such purchases are maintained throughout

the short run price swings of the stock. Further, this

comparison indicates that the percentage of trading in the

company stock accomplished by the savings plan trustee has

reached such prOportions in a few plans that the danger of

SEC investigation exists.



Appendix V—A Schedule of total sources, equity sources, and available equity

funds from savings plans 1962-1906

(dollars in millions)

 

 

 

A '5 C D E

Companies by Years Available Percent Percent

size of percent Data Total Equity From Savings Column C Column C

in column D Available Sources Sources Plan of Column A of Column B

1 5 $1539.8 $ 578.0 8305.3 19.8 % 52.8 %

2 3 2.1 loss 0.3 16.1 N.C.

3 h 1h.0 7.8 1.8 12.7 22.1

h a 61.5 35.0 7.1 11.5 20.2

S 2 91.2 23.6 9.8 10.8 22.6

6 S lhh.3 h.2 15.1 0.5 23.5

7 5 331.5 ' 121.7 33.8 10,2 27.1

8 as 71.2 22.0 6.1 6.1 27.2

9 S 11.9 20:. 0.9 7.? 2111105

10 5 149.6 92.3 11.0 7.6 12.3

11 h 1553.3 319.3 115.2 7.1 36.0

12 5 881.1 290.1 61.2 7.1 21.8

13 5 136.6 61.7 9.2 6.9 15.3

lb 5 11h.1 h0.5 7.8 6.9 l9.h

15 S 51.6 33.3 3.3 6.2 9.9

16 5 4315.7 .173L.8 2’8.1 6.2 15.5

17 S 83.0 37.2 5.1 6.1 13.6

16 S 26.9 18.b 1.6 6.0 8.7

19 as 201.h 100.6 11.6 5.3 11.5

20 5 8752.7 2685.3 L98.8 5.7 18.6

21 b 818.0 169.1 $7-8 3.7 11.1

22 5 1323.1 288.0 61.3 5.5 25.1

23 5 605.6 353.3 $2.8 5.2 9.2

2h 5 2101.1 1009.2 - 113.7 5.2 11.3

25 5 5228.5 1855.L 101.3 5.; 15.2

26 5 1959.6 526.9 101.2 5.3 19.0

27 5 272.6 86.0 14.6 5.3 16.9

28 1 h.9 1.9 .3 5.2 13.3

29 5 299.9 96.9 15.? 5.2 16.2

30 1% 121.9 56.9 6.2 5.1 11.0

31 h 587.2 171.0 30.? 5.1 17.6

32 3 222.1 127.; 2L.’ 2.? 15.6

33 g 372.: $2.0 16 1.1 21.1
3:.

L; . (.0 .13.? Lo: 3809

35 1 11/12 336.? 123.6 13.6 2.0 10.9

2238
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arcent(Companies by Years Available Percent .

 

size of percent Data Total Equity From Savings Column C Column C

in Column 0 Available Sources Sources Plan of Column L of Column E

36 22 $ 171.1 s 31.2 s 6.7 3.951 20.851

37 S 78.8 19.3 3.0 3.8 15.0

35 3 209.1 loss 7.9 3.3 N.C,

39 5 181.2 39.2 6.8 3.3 17.3

00 5 2055.0 587.1 70.5 3.6 12.6

01 3 87.8 06.7 3.0 3.5 6.5

02 5 1218.8 288.1 03.9 3.5 10.8

03 0- 2.0 0.8 0.1 3.0 10.6

00 38 2150.9 1117.6 72.0 3.3 6.0

05 0 92.1 19.1 3.1 3.3 16.1

06 5 133.5 30.8 0.0 3.2 10.3

137 2 16906 5905 500 209 8.2

08 5 92.7 18.1 2.6 2.8: 10.0

09 5 279.2 70.2 7.0 2.? 10.6

50 1’»; 30.3 5.1 0.8 2.6 11.7

51 5 903.2 220.3 20.7 2.6 11.0

52 0 157.9 86.0 0.0 2.5 0.6

53 0 28.0 9.3 0.7 2.5 7.8

50 0 767.5 165.8 19.2 2.5 11.6

55 3 100.8 13.6 3.0 2.0 25.3

56 3 2/3 57.6 3.3 1.2. 2.0 01.6

57 3 60.9 10.2 1.6 2.0 10.9

58 5 160.5 51., 3.8 2.3 7.5

59 5 201.9 00.3 5.8 2.3 13.7

60 5 255.1 16.3 5.9 2.3 n.0,

61 5 176.9 50.5 0.6 2.2 7.5

62 3 , 181.0 52.0 0.0 2.2 7.7

63 2 . 38.0 10.0 0.8 2.2 5.8

60 2 7/12 195.5 . 68.0 0.3 2.1 6.1

66 5 801.8 030.0 21.9 1.8 3.5

67 5 681.2 06.9 12.6 1.8 26.7

68 3 235.8 92.5 0.5 1.5 0.5

69 5 012.6 69.6 7.5 1.7 10.3

70 1% 112.9 61.2 2.0 1.7 2.5

2539
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Companies by Years Avai able Percent Percent

size of percent Data Total Equity From Savings Column C Column C

in Column D Available Sources Sources Plan of Column A of Column 3

71 11,. $ 250.5 $ 39.5 $ 1.3 1.75: 10.8 5

72 1 h9oh 21.6 707 106 306

73 5 1395.0 822.7 22.2 1.6 5.2

70 8 5/12 127.0 22.6 2.2 1.6 9.2

75 3 59.9 21.0 1.1 1.5 8.3

76 3 371.8 27.0 5.7 1.“ 21.0

77 3 28.9 0.9 0.0 l.) 8.9

78 3 651.0 181.0 9.3 1.8 6.5

79 ' 3 5 211.1 80.8 2.9 1.3 3.0

80 2 /12‘ 367.0 109.8 0.9 1.3 0.5

81 5 283.8 113.1 3.5 1.2 3.1

82 38 387.8 58.9 8.1 1.2 7.3

83 5 75.0 30.2 0.8 1.1 2.3

88 5 665.5 177.6 7.6 1.1 8.3

65 s 631.5 280.0. 8.7 0.7 2.0

86 3 112.7 75.8 0.7 0.5 0.9

87 1 63.8 37.8 0.3 0.5 0.8

88 1 5/12 15.2 0.9 0.1 0.3 1.2

N.C. = not computed, loss during the study period

Sources: Columns A and B - Annual reports of companies involved,

supplemented by Standard and Poor's Corporate Records.

Column C - Replies to questionnaire, supplemented by

registration statements filed with The Securities and

Exchange Commission.
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CHAPTER SIX

The first phase of the empirical research,

described in the previous chapter, was conducted to

evaluate and define those characteristics considered to

be unique to the employee savings plan. The second phase

of the empirical research, described in this chapter, was

designed to investigate how the financial planning within

a firm was affected by the existence of a savings plan.

As outlined in Chapter Four, this investigation of firms

sponsoring a savings plan was conducted by mail question-

naire and interview.

6.1 Introduction
 

An investigation of the effects a change in

environment has on human behavior is difficult to design,

conduct, and evaluate. The ideal research situation would

be to observe the human behavior, in this case, financial

decision making, before the existence of the new variable

and after the introduction of the variable, noting any

changes in behavior. The opportunity for such a direct

observation was not available in this research.

Another approach in evaluating changes in human

behavior would be to examine the results of certain

2A3
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behavior after the introduction of a new variable. This

type of evaluation was utilized in this research by

determining the number of companies that did use the

savings plan as a source of new equity capital and the

amount of new equity capital that was obtained. This

information indicated that financial management behavior

was altered in these companies as a new capital source

was actually utilized which involved new considerations

and new responses. However, the disclosure that this new

source of equity capital was employed by certain companies

did not reveal specifically how the existence of this new

variable in the financial environment affected financial

planning.

The approach utilized to direct the inquiry into

specific effects on financial planning was to gather the

opinions of those involved in making the financial deci-

sions which could be affected by the new variable. This

investigation was accomplished by first postulating

certain effects on the behavior and secondly, by posing

indirect questions designed to reveal whether or not these

postualted effects existed. The first step, identification

of those phases of financial planning that were eXpected

to be affected by the existence of a savings plan, has been

described in Chapter Three. The literature on financial

management was consulted and synthesized into a model of

the elements that were considered most relevant to
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management decisions involving the inflow of funds. All

possible influences on these elements due to the introduc-

tion of a new variable (i.e. the employee savings plan)

were examined. From the analytical process specific ele—

ments of financial planning were identified as most likely

to be influenced by the existence of a savings plan in the

firm. For example, the desire to obtain capital as

efficiently as possible by reducing order costs was identi—

fied as an element considered in planning inflows of capital.

The existence of a savings plan, with a potential for

supplying new equity capital at no order cost, was pre-

dicted to influence this consideration.

The second step, posing indirect questions to the

persons whose behavior was in question, was accomplished

by a mail questionnaire to the financial officers of firms

sponsoring an employee savings plan and personal inter—

views with a number of these officers. The questionnaire

was carefully designed and tested to gather the desired

information with a minimum influence on the responses.

Accordingly, within the restraint of brevity to gain

maximum response, the financial officers were requested

to respond to broad questions regarding the employee

savings plan and not to specific questions about financial

planning. For example, the questionnaire did not mention

that funds could be obtained through the savings plan

at a reduced order cost or ask if this was considered.
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Instead, respondents were requested to disclose their

method of accounting for funds from this source and were

asked the primary advantage of this capital source. If

the lower order cost had been considered, it should have

been revealed by these indirect questions.

This chapter is organized around those elements

of financial planning identified in Chapter Three as being

most likely to be influenced by the existence of a savings

plan. The first section (6.2) is a report of the evidence

bearing on the concept that the financial manager would

have more flexibility in the use of all capital sources
 

when a savings plan was one of these sources. The extent

the timing of funds flow was influenced as indicated by

the research is presented in section 6.3. The concern for

diminishing the control of existing owners was identified

as being present in all equity financing. The effect on

control of considering the savings plan as a source of

equity capital as mentioned in the responses is examined

in section 6.A. The changes in risk, as revealed by the

financial officers in those companies with a savings plan

are summarized in section 6.5. Section 6.6 is devoted to

the consideration of order costs and how the financial
 

managers evaluated the savings plan in this consideration.

Finally, the information gathered that did not apply to

the postulated effects on financial planning is presented

in section 6.7.
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6.2 Flexibility
 

As defined in Chapter Three, flexibility in

financial planning refers to the ability of a management

to expand or contract the firm's sources of funds in

response to changes in needs for funds and changes in the

cost of these funds. The existence of an employee savings

plan was postulated as increasing the financial flexibility

of a firm by providing an ever-present source of predict-

able funds without extensive, time-consuming preparation.

6.2.1 Interviews
 

In one company (referred to as Company "A" through-

out this chapter), a written analysis of the savings plan

as an equity capital source was prepared periodically by

the treasurer's staff for consideration by the executive

finance committee and the board of directors. Portions

of one such analysis were obtained during an interview.

This report contained the most complete company analysis

of the effect of the existence of an employee savings

plan on financial planning, most of which applies to the

consideration of flexibility.

The analysis began with a summary of the total

amount invested by the savings plan in company stock to

the date of the report and an estimate of the funds that

would be invested in company stock over the next ten

years. The report continued by listing the advantages

of selling newly issued shares to meet the savings plan's
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requirements. This analysis by Company "A" is presented

below in its entirety to allow the reader to grasp the

continuity of the reasoning presented even though some

comments apply to subsequent sections. The advantages

that were listed are as follows:

1. It represents a convenient way of tapping a

steady and substantial source of investment

funds. If this Opportunity is not utilized,

it is lost as shares must be acquired by the

savings plan daily.

It is an economical way of raising equity

capital as no distribution costs are involved.

Full market value of shares is realized, as

contrasted to public offerings where a con-

cession must be made from market price.

Daily sales result in true dollar averaging,

without the risk of a poorly timed public

offering.

It allows equity capital to grow gradually

without any sudden impact on per share

earnings or dividend requirements.

It broadens rather than contracts the out-

standing shares available to the general

public.

Instead of the cost of the savings plan

resulting in a depletion of cash resources,

the sale of shares for both the Corporation

and employee contributions results in enhance-

ment of available cash.

The increase of equity capital will provide

funds to help guarantee ability to meet fixed

debt maturities or sinking fund requirements.

A steady uninterrupted source of equity capital

together with additional earnings on such cap-

ital generally fits the requirements of steady

growth and may obviate a major financing oper-

ation.
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The report followed this list of advantages with

the following considerations which would favor allowing

the savings plan to purchase company stock on the open

market rather than from the company.

10. If the Corporation does not foresee any

possible need for additional outside capital.

11. If the capital structure of the Corporation

is such that any additional outside capital

should be in the form of debt rather than

equity financing.

At the time this report was prepared, the company's

stock was selling on the market at a price below the price

of prior years. Accordingly, the report listed considera-

tions to be taken into account in selling shares to the

savings plan at the then current deflated price of the

stock. Factors against the selling of shares when the

company's stock has fallen below a certain minimum price

level that were presented in the report are as follows:

12. It may seem to be poor business to sell

shares at historically low prices if the price

is expected to improve shortly.

13. It might be better to forego the funds than

to sell at the relatively low price.

14. When the share price is very low, the dilu—

tion of shares is greater.

Factors that were presented suggesting that a low

market price should not prevent sale of shares are as

follows:

15. Discontinuance of shares when the share price

dr0ps below any arbitrary minimum figure would

mean loss of the opportunity to add to the

equity investment.
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17.

18.

19.

250

The advantages of daily price averaging are

lost, in favor of an attempt to predict the

trend of the market.

True dollar averaging of price is fully

defensible and there is no basis for select—

ing any arbitrary figure below which it would

be unwise to sell shares.

The alternative to steady and gradual in—

crease in total equity investment may be a

single financing Operation, where it becomes

necessary to act on the best possible guess

as to market trends. This is a risky approach

at best.

If the period of low price proves to be brief,

nothing significant will have been gained by

discontinuing sale of shares. If the price

remains at low levels for a lengthy period,

or even goes lower, the benefit of continuous

addition to the equity investment still Justi—

fies continuation of sale of shares. In fact,

the ultimate average price may still be higher

than that obtained for a single issue, timed

according to needs and the best possible

Judgment as to market trends.

This report concluded the analysis of the use of

the savings plan as an equity source with the following:

Dealing specifically with Corporation,

the following appears clear:

a.

b.

 

will require substantial capital
 

over the years.

Present debt ratios make added equity capital

desirable.

Retained earnings may not suffice to meet

requirements for growth and debt retirement.

The current market price of shares

is low in relationship to ultimate potential.

 

Relating these specifics to the foregoing general

discussion, the weight falls heavily in favor of

continuing to sell shares to the savings plan.
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The benefits of continuing the flow of equity

funds uninterrupted are such that sales should be

continued regardless of market price.

This report has been quoted extensively to

illustrate that for a corporation requiring equity capital

and willing to plan the financial growth of the company to

accommodate the gradual flow of funds, the savings plan

does provide a source of funds with certain advantages.

Several of the comments from this report reflect that the

use of the savings plan as a source of capital does pro-

vide greater flexibility.

Certain of the advantages (1, A, 5, 9) and factors

in favor of continuing sales in spite of a low market

price (l6, l7, l9) deal specifically with the convenience

of obtaining funds at a rate that eliminates much of the

concern with price fluctuations that is usually present

in contemplations of a new stock offering. The management

of this company was especially impressed with the opportun-

ity to take advantage of continuous sales of new stock to

the savings plan. These frequent new stock sales provided

capital under the concept of dollar averaging in contrast

to a single financing operation where the uncertainty of

the market price would have been greatly magnified.

This steady flow of equity capital can increase

the flexibility of the use of other sources of funds.

The continuous flow of funds from the savings plan can be

utilized to replace debt; especially debt requiring periodic

retirement as suggested by number 8 above.



252

Another indication of the increase in flexibility

provided by the existence of a savings plan was the sale

of treasury stock to these plans. On the question of the

use of treasury stock, the financial officers interviewed

were unanimous in their policy. Treasury shares were

usually acquired for a specific purpose, such as for use

in acquisitions. Occasionally the management would

acquire its own shares when, in its opinion, the company's

stock was considerably underpriced on the market. However,

all of the financial officers interviewed were against

engaging in transactions in treasury stock in an attempt

to trade on short term price swings. The savings plan

provided a convenient vehicle for selling treasury stock

that had been acquired for some purpose which did not

materialize or when the stock was undervalued.

One company had sold treasury stock to its plan

at one time, but newly issued stock had been sold for the

four years preceeding the interview. When questioned on

this policy, the financial officers replied that the trea-

sury stock had been acquired many years ago and not used

for the original purpose. This treasury stock was

liquidated before any newly issued stock was sold to the

savings plan. In this instance, for this company, the

sale of treasury stock could be considered as raising

new equity capital.
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In another company, the provisions of the savings

plan specified that the trustee could purchase company

stock only from the company and this company had been

selling treasury shares to its plan for several years.

The financial officers stated during an interview that

company stock was purchased almost daily to provide stock

for the savings plan and other employee incentive pro-

grams. These gentlemen went on to suggest that should

their company require new external equity capital, it

would be relatively simple to sell newly issued stock to

the savings plan. The administrative procedures estab-

lished for the sale of treasury stock could be readily

adapted and the amount and timing of the funds could be

predicted with considerable accuracy based on past

experience with treasury stock.

6.2.2 Questionnaire Responses and Letters
 

The responses to the questionnaires indicated

that during the period studied most of the financial

managers did not seriously consider the savings plan as

a source of equity capital. The possibility of increas-

ing the flexibility of the use of all sources was never

mentioned. In response to the question of whether the

company had ever allowed the trustee to purchase newly

issued stock directly from the company (question 3),

forty-eight of sixty-three replied in the negative.

Thirty-two of the forty-eight signified that the provisions
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of their plan did not even grant the company the option

to sell newly issued stock to the trustee (question 3A-l).

Furthermore, only three of the forty—eight checked "yes"

in answer to whether they would consider the savings plan

as a possible source of funds if their company were to

raise capital by selling unissued stock (question 3A-2).

Thus, only eighteen of the sixty—three managers

that responded (29%) had utilized the savings plan as an

equity capital source in the past or would consider doing

so in the future. (Fifteen indicated on question 3 that

they had sold newly issued stock to the savings plan in

the past and three indicated they would consider this

source in the future on question 3A—2.) The primary

reasons for this unexpected lack of consideration of the

savings plan as an equity capital source appear to have

been the timing of the available funds and the fear of

inducing unfavorable governmental action. These concerns

are presented in detail in subsequent sections of this

chapter.

6.3 Timing

The consideration of timing new financing was

described in Chapter Three as having two aspects. The

first timing consideration concerns the attempt to min—

imize the cost of funds by planning new financing to take

advantage of market conditions. The savings plan was



255

envisioned as aiding in this aspect of timing by: (a)

providing a ready market when the stock market conditions

were favorable; (b) providing a continuous market, which

if utilized, would smooth out market price fluctuations;

and (c) permitting debt issues to be sold when their

market was favorable and readjusting the capital structure

through stock sales to the savings plan.

The second timing consideration concerns the

attempt by financial managers to regulate the inflow of

funds to coincide in amount and time with the projected

requirements for funds. The existence of a savings plan

was postulated as requiring an alteration to the generally

accepted belief that new equity capital was economically

available only in large, infrequent amounts. The slow,

steady accumulation of funds through new equity issues to

the savings plan was seen as increasing the potential uses

of new equity capital by providing a source to match with

investment projects demanding a steady flow of funds over

an extended time period.

6.3.1 Timing to Reduce the Cost of Capital
 

(a) Interviews: The written analysis of the use of the
 

savings plan as an equity capital source prepared by the

financial management of Company "A" contained several

considerations applicable to timing equity financing to

reduce the cost of capital. This company was particularly

concerned with the continued sale of newly issued stock to
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its plan when the market was depressed. However, the

management concluded that the continued use of this equity

capital source through all stock price fluctuations was

preferable to a single, large public offering which would

involve more eXposure to the uncertainties of the market.

In interviews with companies that had not sold

newly issued stock to the trustee of the savings plan,

the financial officers were asked why this source had not

been utilized. The reply in all three cases was that for

the period the plans had been in operation the companies

had not considered issuing new stock to raise capital.

These gentlemen stated that sufficient funds were avail-

able through retained earnings and debt issues. In one

of these companies, a treasurer remarked that his company

had not raised cash through new equity capital in the past

ten years, however new shares had been issued in conjunc-

tion with acquisitions.

(b) Questionnaire Responses and Letters: The responses
 

to why the savings plan did not allow the company the

option to sell newly issued stock to the trustee (question

3A-l) concurred with the replies received during inter-

views; the companies did not require additional external

equity financing. Fifteen of the twenty-five responses

that offered explanations on this question stated simply

that no provision was made for such sales at the time the

plan had been established as the company was not in need
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of additional new equity financing and the need had not

arisen since. The answers to the question of whether the

plan does allow the sale of newly issued stock to the

trustee indicated that in many companies the question of

using the plan as a source of capital had not arisen.

Lack of need of equity capital and the provisions of the

savings plan were the predominate reasons given for not

selling newly issued stock to the plan's trustee.

The companies that had sold newly issued stock to

the trustee of the savings plan did not mention this

aspect of timing nor was timing to take advantage of mar-

ket conditions listed as an advantage of the savings plan

as a source of capital (question 8). However, three

respondents stated the savings plan had been allowed to

purchase the unsubscribed shares in a stock offering to

existing shareholders. The use of the savings plan as a

reserve source in offerings to existing shareholders

allowed the subscription price to be set higher than would

have been necessary to insure that the issue was fully

subscribed. The higher subscription price increased the

funds available from the new issues and reduced some con—

cern for the exact timing of the issues.

6.3.2 Timing 39 Match Supply With Demand

(a) Interviews: In the interview with Company "A," the
 

financial officers were asked whether the flow of funds

from the savings plan was objectionable, i.e. the small
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amounts available continuously. Their reply was that this

slow accumulation was an advantage because internal growth

has to be gradual. The management of this company stated

they had learned from past experience that when equity

capital was raised through public or subscribed issues,

the money could not be put to use all at once, thereby

reducing total profitability until capital improvements

were completed and in operation.

In another company, in answer to the question of

whether the savings plan as a source of funds requires any

special consideration in financial planning, the financial

officers stated that available funds were more difficult

to estimate than would be supposed. The estimate of

available funds had to take into consideration the

employees' contribution rate and the dividend income. In

addition, the price of the company's shares had to be pre—

dicted to provide an estimate of the number of shares

required.

The question of the timing of the flow of funds

was also discussed in interviews with financial managers

of companies that had not sold newly issued shares to the

trustees of their savings plans. Their concerns were

identical to the concerns expressed in the mail question-

naire, which are described in the following section.

(b) Questionnaire Responses and Letters: The general
 

Opinion of the financial officers responding to the
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questionnaire on the concern for the timing of funds to

meet demand may be summarized as viewing the funds from

the plan as too limited at any one time to be adequate.

This Opinion was expressed in answer to why the managers

would not consider the plan as a source of funds if the

company were to raise capital by selling unissued stock

in the future (question 3A-2). The predominate reason

mentioned for not considering the plan as a possible source

of capital was the small amount of funds available in

relation to the total requirements of the company. Six—

teen replies (of twenty-seven listing remarks to this

question) raised this issue of insignificant funds with

such comments as: ". . . could not rely on a source so

small for our capital," ". . . would spread over a period

of years whereas requirements are immediate," ". . . small

amount would necessitate that capital be provided by other

means in addition," and ". . . it would be undesirable to

raise equity capital on a continuing basis."1

Similar Opinions were expressed in response to

the question of whether there were disadvantages to the

company in using the savings plan as a source Of capital

and if so what was considered the primary disadvantage

 

1Neither the personnel making comments quoted in

this chapter nor the companies involved can be identified

due to the assurance in the cover letter that all responses

and information provided would be kept confidential.
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(question 5). There were forty-eight responses to the

question; thirty—three checked "yes," there were disadvan-

tages, and fifteen indicated that in their opinion there

were no disadvantages to the company in using the savings

plan as a source Of equity capital. Of the thirty-three

respondents providing what they considered to be the

primary disadvantage, ten mentioned the small amount of

funds available at any one time. Several of the replies

compared the funds available from their plans over a short

period of time to the annual capital requirements. The

following is typical of the comments on the flow Of funds

available from the savings plan: ". . . If capital funds

are needed, usually the amount is large and the need is

immediate. Not enough money can be realized from the plan

on a monthly basis." It is interesting to note that only

one of the companies that had sold newly issued common

stock to its savings plan considered the timing of avail-

able funds the primary disadvantage and this reply was

qualified as follows: ". . . It is possible that when

using the Savings Plan as a source of equity capital, the

Company may not be able to raise the necessary capital as

quickly as required. However, through careful planning

this disadvantage could be overcome."

In contrast, only one respondent of the thirteen

that considered there were advantages to the company in

using the savings plan as a source of equity capital
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(question 8) mentioned the timing Of funds. This

financial officer indicated the primary advantage was

that ". . . the savings plan provides a continuous and

rather predictable source of equity capital."

These Opinions seem to be in direct contrast to

the statistics developed in the previous chapter which

indicated that for approximately one-half of the plans

the funds available from the savings plan were a greater

percentage of the demand for funds than national averages

Of funds historically provided by new equity capital.

The explanation of this apparent contradiction may be

found in the historic use of new equity capital. The

offering of a new equity issue is normally an infrequent

event in the life of a company and only considered when

adequate equity funds are not provided by retained earn-

ings. Further, when such an Offering is made the amount

to be raised is normally substantial to reduce the order

costs and preclude further new equity issues for several

years.

From the responses to the questionnaire, it is

apparent that in many companies the financial managers

still considered equity financing in terms Of a large

amount raised at one time. The small amounts available

from the savings plan at any one time excluded the plan

from this type of consideration as an equity capital

source. Only if the financial managers were to expand
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their equity financing planning to include small amounts

over a long period of time, as has been done in a few

companies, would the savings plan become a possible source

of new equity capital for all companies sponsoring these

plans. Perhaps the major contribution of this research

will be to eXpose the financial managers of companies

with savings plans to the possibilities of its use as an

equity capital source when prOperly planned for.

6.8 Control

The use of the employee savings plan as an equity

source would result in dilution Of control for existing

owners and therefore, would require additional considera—

tions in the financial planning. The question of the

dilution of control was not a major concern of those

financial managers interviewed, but did appear on the

responses tO the questionnaire.

Three negative replies to the question of whether

the company's plan allowed the option to sell newly issued

stock to the trustee (question 3A-l) stated that to sell

newly issued stock to the savings plan would conflict with

the pre-emptive rights of existing stockholders. Another

reply to this question specifically listed dilution of

control as the reason their plan did not allow sales of

newly issued stock to the trustee.
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In response to whether the plan would be

considered if the company were to raise capital by sell-

ing unissued stock (question 3A-2), the necessity to

protect existing shareholders was mentioned. Two of the

five that said they would consider the savings plan as a

future source stated that the plan would be used only if

new shares were being sold to all shareholders. One other

affirmative reply to this question was qualified by the

provisions that such sales be legal in every respect and

that shareholder approval be obtained. Likewise, two of

the companies that reported they had sold newly issued

shares revealed in response to question 3B—l that newly

issued shares had been sold to the savings plan only when

a common stock rights issue was Offered to all common

stockholders.

The effect on the company's stockholders was

listed as the primary disadvantage of turning to the

savings plan as a source of equity capital by five of

the thirty-three respondents to question four. Three

financial managers stated the use of this source would be

undesirable for shareholder relations because of potential

dilution. One respondent replied that newly issued stock

should not be sold to the savings plan because ". . . a

public company should be interested in widespread owner-

ship of its equity capital." Another considered such

sales Objectionable as they would place employee
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stockholders in a class apart from all other stockholders

and inequities to either party could result.

The voting provisions of the stock held in trust

under the savings plans and the percent of outstanding

shares subject to trustee voting have been presented in

Chapter Five (section 5.5). The investigation of trustee

voting power disclosed that in 88% Of the plans, the

trustee was given the power to vote all or part of the

shares held in trust. However, at the time of the research

the shares of common stock held in trust did not constitute

a major portion of the outstanding shares (the median was

only 2.7% of outstanding).

In contrast to this concern for existing share-

holders, one financial Officer was of the Opinion that

the primary advantage of sale Of stock to the plan was

that such sales ". . . concentrate ownership in a stable

and sophisticated holding not subject to market influences."

However, the consensus of opinion was that the use of the

employee savings plan as an equity capital source would

result in dilution Of control for existing owners. Because

Of this concern and the legal requirement existing in many

companies to obtain shareholder approval of sales of newly

issued stock to any party other than existing shareholders,

many companies avoided use of this source of capital.
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6.5 Risk

In the analytical process of identifying the

changes in financial planning that might occur due to the

introduction of the savings plan described in Chapter

Three, the impact on various phases of risk was examined.

At the time that investigation was made, prior to the

empirical research, the risk was postulated as being

affected in two ways. The first effect that was considered

was that the employee-stockholder would have more aversion

to risk than the nonemployee shareholders and this might

affect management's consideration of risk. No such effect

on risk was detected in the interviews conducted or in the

responses to the questionnaire.

The second effect on risk that was postulated was

that the uncertainty Of the volume of funds from a given

equity issue could be greatly decreased. The stability

and predictability Of the funds available from the savings

plan were envisioned as providing a source where there

would be almost no uncertainty as to the amount of funds

forthcoming for a given number of shares. The only

evidence of awareness that the use Of the savings plan

could reduce the uncertainty Of the amount of funds forth—

coming was in the favorable comments on the flow Of funds

which have already been presented.

The empirical research did reveal, however, that

sales of newly issued stock to the savings plan introduces
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two kinds of risk that had not been fully anticipated.

The new risks were the potential unfavorable employee

reaction and the risk of unfavorable government action.

6.5.1 Risk 2: Adverse Employee Reaction
 

The sale of newly issued shares to the trustee of

the savings plan involves the company even more in the

value of the participants' holdings and exposes the com-

pany to criticism should the market price of the shares

decrease. The description of those plans that allowed

the trustee to purchase stock from the company usually

prescribed a precise method for establishing the value of

the stock. The methods were summarized in Chapter Four

(section 8.8). The provisions were an attempt to dispell

any indication that the company was taking advantage of

the participants by stipulating the shares purchased from

the company were to be based on existing market prices.

However, in spite Of such protections incorporated into

the plans, many financial managers expressed the Opinion

that the company could create ill will among the employees

by directly providing the stock purchased with the employee

savings.

(a) Interviews: One question asked in the interviews but
 

not on the questionaire was, "What are the effects, if

any, of having employees as stockholders?" None of the

persons interviewed felt the dividend policy had been

affected. Two treasurers, however, mentioned the greater
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concern over price decreases of the company stock in the

market. One Of these treasurers said that even though

the employee was, in effect, paying only two-thirds Of

the market price (the company contribution rate was 50%),

when the stock price fell below the purchase price, some

factory workers felt they were losing money and the

company was to blame. It is interesting to note that in

the 1966 annual report Of two savings plans where the

company stock had drOpped considerably in price during

the year, the market value of the stock in trust was com-

pared to the amount of only the employees' contributions

and not to the total cost of the shares as had been the

practice in past years. This was an Obvious attempt to

prevent employee unrest during depressed market condi-

tions.

(b) Questionnaires and Letters: Six of those respondents
 

that checked "no" to the question Of whether'they would

consider the savings plan as a possible capital source if

the company were to raise capital by selling unissued

stock (question 3A-2) expressed Opinions on this risk of

unfavorable employee reaction. These financial officers

were concerned that the employees would suspect the price

was "not fair" or that accumulations by the trustee would

violate the "concept of dollar averaging understood by

the employees to be the policy of the plans."
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Of the thirty-three respondents providing what

they considered to be the primary disadvantage to the

company in using the savings plan as a source of equity

capital, eleven mentioned the possible unfavorable impact

on employee relations. This was eXpressed in a variety

of phrases such as: ". . . conflicts with the sole pur-

pose tO provide employee benefits," ". . . criticism by

employees that the price is not fair," and ". . . might

raise suspicions of unions that the plan is for the

benefit of the company."

In a letter from a company manager of the employee

benefits department (who did not complete the questionnaire)

this concern for avoiding any action that would impair the

favorable effect on employee relations was expressed as

follows:

Our savings plan does have a positive effect on

employee relations, partially because the announcement

of current unit values quarterly offers an Opportunity

to communicate this employee benefit more frequently

than others. The employee's personal investment

naturally makes him more curious with respect to the

plan's Operation and indirectly creates greater in-

terest in management's goals.

Partially because of the employee interest

stimulated, we have avoided utilizing any of our

employee benefit programs as a source of capital.

With the majority Of an employee's future financial

considerations already dependent on his employer, it

tends to stimulate additional security if insurance,

pensions and investments are derived from and/or are

dependent on an outside (third party) factor.

This concern for avoiding any action which would im-

pair the positive effect of the plans on employee relations
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may have prevented many financial managers from considering

the use of these plans as a source of capital. However,

this additional risk did not prevent thirteen Of the

companies from making sales of newly issued stock to their

plans during the study period.

6.5.2 Risk 9: Adverse Government Action
 

In response to why the company's savings plan did

not allow the company the Option to sell newly issued

stock to the trustee (question 3A—l), the governmental

requirements were listed in four questionnaires returned.

The following is typical of these four replies: ".

The decision to incorporate into the plan the provision

that Company stock may not be purchased from the
 

company was based on a conservative and realistic approach

to observing: (1) Internal Revenue Code restrictions on

purchase of employee stock by a Trust; and (2) Securities

and Exchange Commission regulations."

The problems of meeting the requirements of

federal and state securities acts and maintaining a

qualified trust under the Internal Revenue Code were

considered to be primary disadvantages by four persons

completing the questionnaire. In one reply this problem

was expressed as follows: ". . . Strict adherence to the

law produces no advantages in an employer-trust transac-

tion that cannot be realized in dealings with third-party

market purchases. Further, the employer may, by using
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the savings plan as a source of equity capital, place in

jeopardy a qualified plan and an exempt trust with their

inherent tax savings and other advantages."

The fear of SEC and IRS regulations was cited in

several letters and in two of the interviews with officers

of companies that had not sold newly issued stock to their

savings plan. In two letters and one interview the belief

was expressed that such sales were not legal. As pointed

out in this dissertation (Appendices A and B of Chapter

Two and section 5.6 of Chapter Five), such sales are

legal; however, certain precautions must be taken to in—

sure against the appearance of stock manipulation and

extra administrative procedures must be followed.

6.6 Order Costs
 

The order or flotation costs are an important

consideration in planning new financing because of the

direct effect on the continuing cost Of capital. The

smaller the ordering costs, the larger the proceeds and

consequently, the lower the rate of the continuing cost-

of-capital. The results of the reserach reported in

Chapter Five established that the order cost for raising

new equity capital through rights Offerings or public

offerings ranged from 2% to 15% Of the gross proceeds

depending on the size and type of Offering (section 5.8).

Further, as also reported in Chapter Five, the responses
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to the questionnaire suggest that when the new equity

capital was raised through the employee savings plan there

were no order costs involved.

6.6.1 Interviews
 

This concept of no order cost was specifically

identified in the written analysis by Company "A" pre-

sented earlier in this chapter. This report stated that

selling newly issued shares to meet the plan's require-

ments provided ". . . an economical way of raising equity

capital as no distribution costs are involved," and also

that ". . . Full market value Of shares is realized, as

contrasted to public Offerings where a concession must be

made from market price."

6.6.2 Questionnaires and Letters
 

In response to the question Of what was the

primary advantage to the company in using the savings plan

as a source of equity capital, the advantage most Often

mentioned (seven of thirteen listing advantages) was the

ability to raise funds without flotation cost. This was

eXpressed in various phrases such as: ". . . inexpensive

means of raising equity capital," ". . . reduces the cost

of issuance," and ". . . eliminates payment of high flota-

tion costs." The elimination Of order costs was also

seen as an advantage to the employees by two additional

respondents. These two replies indicated that the primary

advantage was the opportunity through the elimination of
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commissions to provide stock to employees at lower cost,

thereby improving employee relations without additional

cost to the company.

In contrast, one reply stated ". . . the possible

savings in underwriting costs would be more than Offset

by the disadvantages." These responses indicate at least

a few Of the financial managers involved recognized the

savings plan as a vehicle to obtain equity capital at no

order cost.

6.7 Other Findings
 

The questionnaire was utilized to investigate two

additional areas beyond the new considerations in finan-

cial planning develOped by the analytical process in

Chapter Three. The first additional area of investigation

was an attempt to determine the policy and procedures for

incorporating the funds from the savings plans into the

planning for supply and demand for funds by the managements

that utilized the plans as sources of capital. The second

additional area of investigation was directed toward the

areas of employee relations affected by the employee sav—

ings plans. This investigation was conducted to compare

management's Opinions of the effects on employee relations

with the effects cited in published articles on this sub-

ject summarized in Chapter Two.
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6.7.1 Policy 13 Those Companies that Did Use the Savings

Plan fig 3 Capital Source

 

 

The respondents were directed to separate questions

based on their reply to whether they had ever allowed the

trustee of the savings plan to purchase newly issued stock

directly from the company or made the company contribution

in newly issued stock instead of cash (question 3). The

fifteen that replied in the affirmative were directed to

questions regarding company policy and the effect on

financial planning of utilizing the employee savings plan

as an equity capital source. Some of the responses to

these questions on company policy have been cited pre-

viously in this chapter where apprOpriate.

These financial managers were asked to explain how

their company decided the number of shares to be offered

to the trustees Of the savings plan. The responses to

this question were rather disappointing as little of the

financial planning procedure was revealed. Of the nine

written responses, four eXplained the procedure incorpor—

ated in the plan description for determining the valuation

of the newly issued stock sold to the plan. Two eXplained

that newly issued shares were sold to the savings plan

only when a common stock rights issue was offered to all

common stockholders. One company's policy was to use

only treasury stock for stock sales to the savings plan.

Two financial managers did supply the desired information,
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but merely stated that the board of directors had

authorized issue of new common stock to meet the stock

requirements under their employee savings plan.

A question was posed on how the decision was made

whether the stock to be sold to the trustee would be newly

issued or treasury stock. Nine financial Officers pro-

vided answers to this question. Six replied that the

company did not purchase any of its capital stock for its

treasury or had any treasury stock. One answered that

sufficient shares of unissued stock had been authorized

and available for the plan. Another stated this had been

a policy decision of the board of directors. The final

reply said the decision had depended upon the conditions

existing: if treasury stock was available, it was used;

however, if there was a necessity to conserve cash, un-

issued stock was used.

6.7.2 Areas g: Employee Relations Affected
 

The subject of whether the savings plan has a

positive effect on employee relations was posed as a

question to involve the recipient Of the questionnaire.

It was assumed that all would answer "yes" and be led

into the next question which asked what areas were

directly affected. However, three financial officers

checked "no" and another added a third selection, "not

sure." There were no eXplanations on these three

questionnaires as to why the company would support such a
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costly program if management did not think there were

some favorable effects on employee relations.

Fifty-two respondents did reply in the affirmative

to question 6 and listed the areas of employee relations

considered to be directly affected. These replies may be

classified into five groups: (1) greater personal inter—

est in the company's affairs; (2) savings and retirement

for the employees; (3) recruiting and retention; (8)

attractive form Of compensation; and (5) necessary to be

competitive. It should be noted that in most replies

there was more than one response to part a of question 6

and accordingly, the number Of times each area of employee

relations affected reported herein will total to more than

the number Of questionnaires received.

The most Often mentioned area of employee rela-

tions considered to be directly affected was the creation

of greater employee interest in the company's operations.

This effect was mentioned in some form in forty-one of

the replies. Sixteen of these explicitly stated that the

plan increased interest in the improvement of company

Operations due to the employees being stockholders. The

vested interest in the company's growth was cited four

times and identification with the company as stockholders

was listed five times. Other comments suggesting that

management viewed the savings plan as increasing employee

awareness Of company problems included the following:
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positive employee loyalty," ". . . identifies

employee with corporate aims," ". . . economic education

Of employees," and ". . . increases interest in corporate

profits and market value of the stock."

The creation of a savings fund for the employee

was listed twenty—two times as one area of employee rela-

tions affected. This usually was eXpressed in one of two

approaches. The enforced, regular savings through payroll

deductions was one approach cited by eight financial

managers as a favorable method to promote employee thrift.

The provision Of present and future security for employees

was mentioned in another eight replies, with retirement

pension supplements cited by three companies. The remain—

ing replies referring to the creation of a savings fund

for the employee used such phrases as: ". . . creates

employee investment assets with a favorable tax impact,"

and ". . . gives employees a source of funds for emer-

gencies."

The savings plan was considered as having a

favorable impact on recruiting new people and retaining

existing employees by seventeen of the financial managers

responding. An additional eight mentioned that morale

was improved. Retention Of employees was mentioned nine

times with such phrases as: ". . . reduces turnover," or

". tends to hold employees." The area of recruiting

was seen as being aided by the savings plan as was
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indicated by responses mentioning easier procurement or

help in hiring. The following is typical of the replies

mentioning morale: ". . . improved morale particularly

among younger employees who do not fully comprehend the

value of a pension program."

The consideration of the company contribution as

additional compensation was expressed by five respondents.

The sponsoring of a savings plan with partially matching

company contributions was viewed in these replies as an

attractive form of compensation in that the plan provided

a continuing effect whereas an increase in wages was

immediately forgotten.

Three financial managers expressed the Opinion

that the savings plan was Offered more in order to keep

abreast with competition for employees than to directly

affect employee relations. All three Of these replies

are quoted as they obviously eXpress the true feelings of

the respondents and are possibly representative of the

guarded Opinion of others.

. I seriously doubt that employees View such a

plan as more than another fringe benefit - one which

they could acquire via employment at another firm of

equal or larger size.

. . The employee savings plan is just one part of

the total package of fringe benefits offered to and

generally expected by employees. Rather than having

a particularly positive effect on employee relations,

it is felt that the lack of such a plan would have a

negative effect in attracting employees.
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All areas are more or less affected. This is a

reverse situation-~if we do not have a Savings Plan,

recruiting, labor relations, etc. are affected——but

we get little advantage for meeting or even bettering

competition in any one area.

If the opinions Of these three men are correct,

more companies could be expected to adOpt such plans in

the future to meet competition in the labor market, thus

increasing the number of companies having available this

potential source of equity capital.

The responses to whether the company had measured

the impact of the savings plan on any area of employee

relations (part b of question 6) was revealing because,

in spite of all the supposed areas of employee relations

affected by the savings plan that were listed by the

financial officers, there had been very little attempt to

measure this effect. Fifty—two respondents checked "no"

to part b with only three replying in the affirmative and

only one of these described the measurement procedure.

This company officer stated, ". . . An employee sample

was taken in order to measure the impact of the savings

plan. The result of the study showed that the plan was

well accepted by employees." Such a survey could hardly

be labeled as a measurement of the impact on employee

relations.

The areas of employee relations suggested as being

directly affected by the savings plan in the responses to

question 6 of the questionnaire were basically the same
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as those mentioned in the literature summarized in Chapter

Two. The writers in this field did put more emphasis on

the income tax advantages Of the plan than was revealed

by the respondents to the questionnaire.

6.8 Summary

The purpose Of the second phase of the research

reported in this chapter was to investigate the effect on

financial planning the existence of a savings plan as a

source of capital had in those companies sponsoring such

a plan. The investigation was based on certain effects

postulated to be present and was accomplished by gathering

opinions of financial Officers through a questionnaire and

interviews.

Now that the responses to the Opinion survey have

been thoroughly analyzed, several general conclusions can

be stated regarding the effect of the existence of the

savings plan as a source of capital. First Of all, for

most of the companies the need for new external equity

capital had not arisen in recent years. Thus, the ques-

tion of consideration of alternative sources of equity

capital had not been evaluated. This lack of necessity

to consider how new equity capital might best be acquired

probably affected the responses to the questionnaire.

Some managers may not have considered the savings plan as

an equity capital source until prompted to do so to answer
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the questionnaire. The responses from those companies

that had utilized the plan as a source Of capital, and

therefore had fully evaluated all advantages and disad-

vantages, were frequently in direct opposition to the

responses from companies that had not so used their plans.

The best examples of this conflict in Opinions

were the responses regarding the flow of funds from the

savings plan which were presented in the section on timing

of funds to match supply to demand. The responses from

managers that had sold newly issued stock to the plans

considered the gradual accumulation of funds as desirable.

However, the managers that had not sold newly issued stock

to the plans expressed the Opinion that the available funds

at any one time were not sufficient when compared with the

needs. These managers that stated the available funds were

inadequate did not appear to have considered the small,

continuous accumulation over the entire period the funds

might be used. The amount available only in the period

the demand for funds would begin was compared to the total

funds required.

Aside from this problem of adjusting the plan to

accommodate the flow of funds available from the savings

plan, the decision Of whether or not to use the plan as

a source of equity capital may be expressed in terms of

risk and returns. The risks most prevalent in the responses

were the fear of unfavorable employee reactions, the concern
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for maintaining good stockholder relations, and the desire

to avoid unfavorable action by the Securities and Exchange

Commission and the Internal Revenue Service. The returns

mentioned were the savings Of order costs and the smooth—

ing of market price fluctuations through dollar averaging.

The consensus Of opinion of the respondents was that the

risks outweigh the returns, but this could be attributed F‘

to the lack of previous need to raise equity capital and 7

thus, consideration of the plans by many financial man-

agers, as mentioned above.
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CHAPTER SEVEN

7.1 Summary 9: the Research
 

The purpose of this summary is to present in

broad terms the problem investigated, the purpose of the

research, and the research methodology. Each phase of

the research described in the preceeding chapters has

been summarized at the end of each major section and at

the end Of each chapter. These detailed summaries will

not be restated. Instead, the following presentation is

a review of the entire research conducted without detailed

explanations. This summary of the entire research is

followed by a presentation of the major conclusions, the

results of the individual issues analyzed, and an Optimum

employee savings plan design to raise equity capital.

7.1.1 Problem and Purpose 9: the Research - Restated
 

In 1951 the Internal Revenue Service granted cer-

tain employee benefit programs favorable income tax treat-

ment which allowed companies to make contributions to an

independent trust for the account of their employees.

Such contributions were considered allowable eXpense

deductions by the companies in determining their taxable

income in the year in which made, but were not considered

283
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as taxable income to the employees until received by the

employees at termination Of employment. The tax advantages

of deferring the employees' compensation encouraged many

companies to adopt new employee programs. The most fre-

quently adopted form Of the new employee programs was the

employee savings plan because Of the dual features Of

accumulating an emergency savings fund for the employees rd

and providing a stock purchase plan whereby the employees

could invest in the stock Of their company. The feature

Of the employee savings plan providing for investment in

the stock of the sponsoring company became the focus of

this research. In those companies supporting an active

savings plan, a new market existed for the company's equity

shares through which new equity capital could be raised

without flotation costs.

The introduction of this new supply of equity

capital could not be properly evaluated by the financial

manager until the characteristics of this new source and

its effect on other sources of capital were known. The

research was directed toward the problem of incomplete

knowledge concerning the characteristics and effects on

financial planning Of this new equity capital source

through employee savings plans. Therefore, the primary

purpose of the study was to examine the implications of

this new equity capital source on financial planning. It

was postulated that the effects on financial planning
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would be caused by those characteristics Of employee

savings plans which were different from other equity

capital sources. Thus, the secondary purpose of the

study, which by necessity preceeded the primary purpose,

was to identify and completely describe those character-

istics unique to the savings plan as an equity capital

source.

7.1.2 Research Methodology
 

r
m
“

1

A review Of the literature of the related disci-

plines revealed that the problem had not been adequately

identified nor investigated. Further, there was very

little in the literature that could be applied directly

to the primary or secondary purposes Of the research.

Therefore, an analytical model was formulated to provide

the basis for the empirical research.

(a) Theoretical Model: To provide a systematic analysis,
 

the theoretical inquiry was organized into three separate

phases. The first phase was to summarize existing finan—

cial theory applicable to the inflow of funds into a

firm. To allow for an evaluation of the effect of employee

savings plans on financial planning, the theory was pre—

sented in the form of a descriptive model. The goal of

financial management in decisions involving the provision

of funds, minimizing the cost of capital, was described

as a function of two decision variables: dividend policy

(internal funds) and financing policy (external funds).
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Each of these decision variables was envisioned as being

constrained by various considerations that could affect

the overall decision.

The second phase was to define the characteristics

of equity capital sources in general and the character-

istics considered to be unique to the employee savings

plan as a source of equity capital. The purpose Of this

phase of the analytical model building was to identify the

features of an employee savings plan which, when considered

as an equity capital source, could affect financial plan-

ning decisions regarding new equity capital financing.

The final phase of the analytical inquiry was to

reexamine the considerations constraining the decision

variables in light of the availability of an employee

savings plan as an equity capital source with certain

unique characteristics. From this inquiry, several con—

cepts were developed which were envisioned as being pre-

sent in financial decisions involving new equity

financing and which could be tested through empirical

research. These concepts were divided into two groups:

(1) certain unique characteristics of the savings plan as

an equity capital source; and (2) certain effects on

financial planning.

The characteristics postulated to be unique and

to influence financial planning were: (a) the accretion

type of flow of funds; (b) the stability Of this source;

r
e
s
-
“
“
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(c) the limited flotation costs; (d) the employees and

trustee as voting shareholders; and (e) the frequent mar—

ket purchases by the trustee. The first phase of the

field research was designed to investigate and evaluate

the features considered most relevant to any ultimate

effect on financial planning.

The effects on financial planning that appeared

most clearly definable were the following considerations

described as constraining the external financing variable:

(a) flexibility; (b) timing to reduce the cost of capital

and timing to coincide supply with the need for funds;

(c) control; (d) risk, and (e) order costs. The second

phase of the field research was formulated to evaluate

the extent of change in these considerations in financial

planning due to the presence Of an employee savings plan.

(b) Phase One 9f the Field Research: Through secondary
 
 

sources, 126 companies were identified that met the

following conditions: (1) an employee savings plan existed

which allowed the plan trustee to purchase the common stock

of the sponsoring company; (2) the plan specified the com-

pany contribution be based on employee savings; (3) the

company was listed on the New York Stock Exchange continu—

ously during the study period of 1962 through 1966; and

(8) the savings plan had been ruled qualified to receive

deferred income tax treatment by the Internal Revenue

Service. A letter was mailed to the financial
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vice—president or treasurer of each company requesting a

description Of the plan, financial statements covering

the operations of the savings plan during the study

period, and the completion Of an enclosed questionnaire.

The information from the financial statements and

the descriptions of the plans constituted the source data

utilized to evaluate the characteristics of the plans as

equity capital sources. This information was supplemented

by the responses to the questionnaire and for some com-

panies, by information Obtained from savings plan registra—

tion statements filed with the Securities and Exchange

Commission.

The objective of the analysis of the accretion
 

type flow 9: funds available from the savings plan was to
 

evaluate whether these funds were Of sufficient magnitude

to be considered as an equity capital source. The analy-

sis for each company consisted of making two comparisons

Of the funds available through the plans to the actual

funds utilized by the company during the study period.

First, the total funds raised by each company from all

sources (retained earnings, depreciation charges, new

debt, and new stock issues) were compared to the avail-

able funds from the savings plans as evidenced by purchases

of the company stock. Second, the equity capital actually

utilized was compared to the available funds. Equity

capital utilized was limited to earnings retained and new
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stock issues. To provide a guideline to evaluate the

comparisons, the aggregate funds inflow for all U.S.

corporate businesses for the prior eleven years was util—

ized. A further comparison was made, where applicable,

of the amount raised in the most recent new equity issue

(excluding the new stock issued to the savings plan) to

the funds available from the savings plan in the last

year of the study period.

The stability of the savings plan as a source of
 

new equity capital was defined as the continuous existence

of available funds in relatively equal amounts and thus

subject to reasonably accurate prediction. The analysis

of the stability consisted of computing for each plan the

average annual growth rate in available funds over the

study period. In addition, the annual growth rate of

reinvested dividends was computed to illustrate the com-

pounding effect Of the available funds as the plans

mature.

Due to the establishment of the savings plans as

employee benefit programs, the expenses of Operating the

plans were considered compensation expenses. Thus,

raising new equity capital by sales of new issues to the

savings plan would involve no flotation costs. The

analysis of flotation costs consisted of: (l) a review
 

of published studies to ascertain the flotation costs in

new equity issues; and (2) the responses to a question
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regarding the accounting of funds Obtained through the

plans.

To qualify for the favorable income tax provisions,

the employee savings plan must be administered by an inde-

pendent trust. The trustee, when given voting rights over

the company stock held for participating employees, could

thereby become a factor to be considered in issues put to

the vote of shareholders. The Objective in the analysis

of trustee voting power was to determine the voting powers
 

accorded the trustee and the degree Of power available.

The provisions of the savings plans' descriptions per-

taining to voting of stock held in trust were summarized

to provide an indication of the voting power granted the

trustees. To establish the degree Of control available,

the percent of total outstanding stock held in trust was

computed for the last year of the study period for those

companies where the savings plan trustee could exercise

voting rights.

Although this research was involved in evaluating

the employee savings plan as an equity capital source,

the fact that most of the company stock for the savings

plan is purchased on the open market and not from the

sponsoring company could not be overlooked. The analysis

of the plans' trustee trading 92 the Open market included
  

a summary of the Security and Exchange Commission's

interest in company sponsored programs that purchased
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company stock. The action by the SEC in two cases

established an implied trading volume limitation on pur—

chases by such programs. The actual Open market purchases

by each plan were compared to the total trading volume on

the New York Stock Exchange for the last two years of the

study period. This comparison on an annual basis gave an

indication of the relative size of trustee purchases and

of how many companies were in danger of SEC investigation.

(0) Phase Two 9f the Field Research: The information
  

evaluating the effects on financial planning resulting

from the availability of new equity capital through an

employee savings plan was Obtained by responses to a

questionnaire and interviews with financial Officers of

companies sponsoring such plans. The questions were care-

fully designed to gather the desired information with a

minimum influence on the responses. Accordingly, specific

questions were not directed toward the effects postulated

in the theoretical model which were listed above. Instead,

broad questions were asked regarding the reasons the

savings plan had or had not been used as an equity capital

source and requesting the primary advantage and disadvant-

age in so using the plan. The responses to these leading

questions were then separated and evaluated in terms of

the postulated effects on financial planning.
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7.2 Conclusions and Results pf the Research
   

The conclusions and results of the research will

be presented in three subsections in order to draw to-

gether the implications derived from the many facets anal-

yzed and to provide continuity to the summary of the

results of the individual issues investigated. The

general conclusions will be presented first to allow the

reader to grasp the overall significance of the research.

Second, the results of the individual analyses which

support the general conclusions will be detailed.

Finally, a description of the features of a hypothetical

employee savings plan designed solely to provide an in-

ternal market for new equity issues will be eXplained.

7.2.1 General Conclusions
 

The general conclusions from the reserach of a

non—homogeneous population such as existed for this study

must be qualified by acknowledging that such conclusions

were derived from the majority position of those plans

analyzed and therefore do not necessarily apply to the

situation in any individual company. There are two general

conclusions that can be drawn from the research.

The first general conclusion is that the funds

invested in stock of the sponsoring company by the trustees

Of the savings plans during the study period represented an

equity capital source worthy of serious consideration by

the financial Officers of many companies involved in the
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study. The funds available through the savings plans

could have provided substantially all of the resources

normally Obtained through issuing new stock. However, the

long term needs of a firm must have been anticipated re-

quiring careful planning to match expenditures to the

slow, steady accumulation of funds. Alternatively, non-

equity sources could have been utilized which then could

be systematically liquidated with the funds obtained from

the savings plan. The attributes of this source of equity

funds which would have made it preferable to other

sources Of new equity capital were the absence of flota-

tion costs and the predictability of the amounts and

timing of available funds.

The second general conclusion is that during the

time period studied, only a small minority Of the companies

did consider their employee savings plan as a potential

source Of new equity capital. For many of the companies

surveyed, the need for new equity capital had not arisen

during the study period and therefore, the question of

alternative sources Of equity capital had not been con-

sidered by many financial officers prior to encountering

the questions on the questionnaire or during an interview.

The majority Of the responses to the questions may be

summarized as a rejection of the employee savings plan as

an equity capital source. This majority rejection was

based primarily on the Opinion that the available funds
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gt any one time were not sufficient when compared with
 

the requirements of the companies involved. In contrast,

the few companies that had sold newly issued shares of

stock to their savings plans considered the funds avail—

able as sufficient and preferred the gradual accumulation
 

of funds from the plans to the alternative of a single

large, discrete issue. For the majority, however, the

additional administrative requirements and the risk of

creating unfavorable employee or stockholder relations

were considered as outweighing the savings in flotation

costs.

These two general conclusions appear to be con—

tradictory. The resolution of the inconsistency Of these

two statements expressing the general conclusions Of the

research depends upon how the savings plan is incorporated

into the financial planning Of a firm. The majority of

financial Officers responding apparently considered equity

financing only in terms of the amount that could be

raised at one time. The small amounts available from the

savings plan at any one time excluded the plan from this

type of consideration as an equity capital source. When

the equity financial planning was eXpanded to include

small amounts over a long period of time, as has been

done in a few companies, the savings plan became a desir-

able source. Likewise, when considered over a long period

of time, the available funds did constitute a sizeable sum
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for most companies and appeared large enough for

consideration when viewed in terms Of the relative re-

quirements for new equity funds.

7.2.2 Summary 9: Results 9: Individual Issues Analyzed
 

(a) Flpy g: Eggggz The primary issue evaluated was

whether the amount available was large enough to warrant

consideration as a source Of equity capital. Due to the

individual policies and demands of each company, the re-

sults of the analysis do not allow an unqualified state—

ment applicable to all companies having savings plans.

However, the investigation conducted did imply that the

funds were large enough to be considered in many companies.

The amount of funds raised from new equity issues ex-

pressed as a percentage Of total sources of funds of all

U.S. corporate businesses over an eleven year period was

established as a standard (2.8%). Over 50% of the

companies studied (86 of 88) had a source of new equity

capital available through their plans that was a greater

percentage of total capital actually used than the stand-

ard established by the aggregate data. Likewise, when

eXpressed as a percentage of the equity capital utilized

(retained earnings and new equity issues), the available

funds Of the majority of the companies' plans (55 of 88)

exceeded the aggregate standard (funds from new equity

issues expressed as a percent of funds from retained

earnings and new equity issues - 9.8%). The implication



296

is that while new equity capital supplies only a small

portion Of the total capital requirements of corporations,

the funds available from the savings plans were large

enough to have been considered as a source of new equity

capital in most of the companies studied.

The comparison of the amount available from the

savings plan in the last year Of the study period to the

total amount raised on the new equity issues through

normal channels was limited to those companies that had

sold newly issued stock through rights issues to existing

shareholders or cash issues to the general public. The

funds available from the plans in one year were found to

average 8.3% Of the amount raised by twenty-six companies

in their last discrete new issue. This percentage seems

small until the infrequency of new equity issues by the

companies in the research sample is illustrated by the

fact that it was necessary to go back twelve years to

include enough new issues to make a meaningful analysis,

and then only twenty-six of eighty-eight companies had

floated new equity issues during that time.

(b) Stability: The stability of the funds was analyzed
 

by computing the annual rate of change in the amount of

funds available as evidenced by the trustee purchases of

stock Of the sponsoring company. The average annual rate

of change in funds available was found to be a small

increase in almost all plans with the average between
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5-10% growth per year. The compounding effect of

reinvested dividends was the main reason for the increase

in available funds. The reinvested dividends averaged a

growth rate Of over 20% per year in the majority of plans.

This analysis indicates the funds were available in fairly

even amounts and subject to reasonably accurate prediction.

(c) Flotation Costs: The results Of previous studies
 

indicated that the flotation costs of raising new equity

capital through traditional sources varied with the type

of company, the size of the issue, and whether the issue

was sold through existing shareholders or to the general

public. The highest flotation costs (21% of net proceeds)

were associated with small subscription issues offered by

manufacturing companies and the lowest flotation costs

(8% Of net proceeds) were found in large public issues

sold by utility companies. The responses to a question

regarding the accounting treatment of funds from sales Of

newly issued stock to the savings plan disclosed that the

funds raised by this method were free Of flotation costs.

The results of this investigation indicate the flotation

costs could consume a sizeable portion Of the proceeds of

an equity issue and these costs could be eliminated through

sale of newly issued stock to the savings plan.

(d) Trustee Voting Power: The majority Of plans provided
  

the employee with the right to instruct the trustee how to

vote all or part of the shares held in trust and specified
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the trustee had the power to vote uninstructed shares.

Thus, trustees had voting power over all or part of the

shares in 88% Of the companies for which the information

was available (77). However, at the end Of the last year

of the study (1966), the stock held in trust as a percent

of outstanding shares averaged only 2.7%. This indicates

that trustee voting power was limited and unlikely to

have much implication for financial managers until the

plans age and the stock left in trust due to income tax

requirements increases.

(e) Trustee Trading 13 the Open Market: The Security
   

and Exchange Commission is watching the degree Of trading

in company stock by company sponsored employee benefit

programs as evidenced by action against the Georgia-Pacific

Corporation and Genesco, Inc. The restrictions imposed

suggest that 10% to 15% of the weekly trading volume is

the maximum the SEC considers apprOpriate. The percent

of annual New York Stock Exchange volume accomplished by

the trustees of the savings plans studied averaged 8.6%

in 1966 and 3.9% in 1965. However, in both years the

purchases of seven plans (Of fifty-one) accounted for

over 10% of the annual trading volume. The impact on the

market price of the stocks involved depended upon the

timing of the purchases, the effect of the marginal in-

crease in demand, and the general market conditions. The

purchases on individual days could have accounted for a
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much larger percentage of the trading volume than the

annual figures indicate. The implication of this analysis

is that the constant purchases of company stock may be

large enough to affect the market price Of some stocks,

especially when the plan purchases are maintained through-

out the short run price swings Of the stock. In addition,

some companies may have to limit the plan purchases at

any one time to avoid the danger of SEC investigation.

(f) Flexibility: Flexibility in financial planning was
 

defined as the ability of a management to expand or con-

tract the firm's use of sources of funds or changes in

the cost of these funds. The responses to the question-

naires indicated that during the study period the finan—

cial managers did not consider flexibility to be increased

by the existence of a savings plan. However, in inter-

views with financial officers the possibilities Of greater

flexibility were expressed, especially by the management

Of the firms that had raised new equity capital through

sales of unissued stock to the savings plan.

(g) Timing pg Reduce the Cost 9: Capital: The savings
 

plan was envisioned as minimizing the cost of capital by

allowing the planning of new financing to take advantage

of favorable market conditions. This aspect Of timing

was mentioned only in interviews where the ability to

issue debt capital when interest rates were low and then

rebalance the capital structure through the savings plan
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was described. Additionally, in one company, the

management expressed during an interview that the dollar-

averaging price from constant sales to their savings plan

was preferred to the uncertainties of the forthcoming

price Of a single issue.

(h) Timing 39 Match Supply with Demand: The financial
 

manager must regulate the inflow of funds to coincide as

nearly as possible in amount and time with the projected

requirements for funds. The slow, steady accumulation of

funds from the savings plan was postulated as increasing

the use Of new equity capital by providing a source to

match with investment projects demanding a steady flow

of funds over time. In the interviews, the financial

officers of the companies using their plans as a source

of capital stated they preferred the slow accumulation of

funds because their experience indicated that when equity

capital was raised through public or subscribed issues,

the funds could not be put to use all at once, thereby

reducing total profitability until capital improvements

were completed and in Operation. The general opinion of

the financial Officers responding to the questionnaire

indicated that they considered the funds available from

the savings plan only on a short term basis and accord-

ingly, found these funds insufficient for the needs of

their companies.

(1) Control: The use of the employee savings plan as an
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equity capital source would result in dilution Of control

for owners and therefore, would require additional consid-

eration in financial planning. The question of control

was not a major concern of the financial managers inter-

viewed, but did appear in the responses to the question-

naire. Several respondents expressed the necessity to

protect existing shareholders and a few considered the

unfavorable impact on shareholder relations the primary

disadvantage of using the plan to raise capital.

(j) Ripk: In the analytical process of identifying the

changes in financial planning that could occur due to the

existence Of a savings plan, two effects on risk were

anticipated. The increase in employee stockholders was

eXpected to increase management's overall aversion to

risk. The reduction in the uncertainty in the volume of

funds forthcoming from a given number of shares issued

due to the stability and predictability Of available funds

from the plans was anticipated to be acknowledged. Except

for a few favorable comments regarding the flow of funds,

these two effects were not found. However, two new kinds

Of risk introduced by the use of the plans to raise capital

were frequently mentioned. Many financial Officers ex—

pressed the Opinion there was the risk Of creating ill

will among the employees and/or unions by using the plans

in any way that would directly benefit the company.

Further, a smaller number of respondents indicated that

a
n
t
i
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to sell newly issued stock to the employees through the

savings plan would endanger the qualified trust established

under the Internal Revenue Code and perhaps violate

Securities and Exchange Commission regulations. However,

as pointed out in the dissertation, such sales are allow—

able under IRC and SEC regulations if the proper administra-

tive procedures are followed.

(k) Order Costs: The primary advantage to the company
 

in using the savings plan as a source of equity capital,

in the Opinion Of the respondents to the questionnaire,

was the ability to raise funds without flotation costs.

These responses indicate that some of the financial

managers involved recognized the savings plan as a vehicle

to Obtain equity capital at no order cost.

7.2.3 Optimum Employee Savings Plan Design
  

The review Of pertinent literature, summarized in

Chapter Two Of the dissertation, established that employee

savings plans were adOpted by companies primarily for

reasons of their incentive value for prospective and

existing employees. It was only after the plans were in

Operation that some managers became aware of the potential

source for new equity capital through sales of newly

issued stock to the plan's trustees.

The employee savings plan can be an important

source of new equity capital when financial planning is

expanded to accommodate the slow availability of funds.
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The following is a description of the features of an

Optimum savings plan designed to raise new equity capital.

This design is based on the research conducted for the

dissertation. It is not anticipated that the management

of any company would establish an employee savings plan

solely to raise equity capital. However, should the

anticipated need for equity funds be a consideration, the

following should be helpful in designing the plan and

would Of course, be evaluated in conjunction with con-

siderations Of maximum employee response, cost, stock-

holder acceptance, and the other employee benefits Offered.

(a) Qualified Plan: The employee savings plan established
 

to provide a source of equity capital should be designed

so that it will meet the requirements for qualification

under Internal Revenue Code section 801. One of the

Objectives of such a plan would be to raise as much cash

as possible, which implies maximum employee participation.

One of the features of the savings plan most appealing to

employees is the Opportunity to defer income taxes on

company contributions to the plan. Thus, the income

taxes on company contributions and the income from the

invested funds are deferred until retirement. Additionally,

if the total funds accumulated in an employee's name are

received in a lump sum, the tax rate is reduced by one-

half under capital gains treatment. Therefore, it is

imperative to have a qualified plan to secure maximum
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employee participation. The qualified plan, while

deferring taxes for the employee's compensation, still

allows the employer in computing the company's taxable

income to deduct the company contributions as a business

expense in the year made.

The requirements for establishing a qualified

plan are many and involved. Only the more important can

be mentioned here; the company's tax counsel should be

consulted regarding the detailed requirements. The

majority of the requirements for securing qualification

of a plan are established to protect the employee and his

investment. These requirements include the following:

1. A domestic trust must be established for the

exclusive benefit of the employees or their

beneficiaries.

a. The trustee can not purchase investments

at a cost which would exceed the fair

market value.

b. Sufficient liquidity must be maintained

to permit distribution in accordance

with the plan.

2. The plan must not discriminate in favor of

Officers, shareholders, supervisors, or highly

compensated employees (employee contributions

of up to 6% of gross wages have been ruled by

the Internal Revenue Service as not too bur-

densome to keep out lower paid employees).

3. All company contributions must be ultimately

vested (become the property Of) to the em-

ployees. However, company purchased secur-

ities can not be vested or distributed until

the securities have been in the fund at least

two years.

8. The plan must be permanent, in writing, and

a copy available to the employees.

 



305

The sale of newly issued stock by the sponsoring

company to its savings plan has been ruled allowable by

the Internal Revenue Service without jeopardizing the

qualified status of a plan, provided all other requirements

are adhered to. Therefore, the plan must contain written

instructions that the independent trustee may purchase

stock of the sponsoring company directly from the company.

Further, the description of the plan must set forth a

means of setting the price of company offered shares which

will guarantee the price will not exceed market value.

The qualified plans examined satisfied the market price

requirement by establishing a price based on an average

of previous exchange prices, e.g. the mean average Of the

high and low closing price for the week prior to the date

of sale.

(b) Maximum Amount Available: The plan should be designed
 

so that the maximum amount of funds possible will flow

into the savings plan to be invested in company stock.

The plan should, therefore, contain features which will

encourage maximum employee participation, allow the

greatest employee contribution possible under tax

qualification limitations, require all investments to be

in company stock, and keep the funds in trust as long as

possible. Maximum employee participation can be encour-
 

aged by insuring the plan is tax qualified for reasons

detailed in the previous section. Further, the entry
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requirements should be very lenient and all employees

included. The entry requirements should be set so that

an employee can join the savings plan soon after being

hired. However, the entry requirements must stipulate

a limited period Of employment to prevent the temporary

employee from joining and then leaving the company, re-

quiring a liquidation of his trust fund.

Employee participation can further be encouraged

by a large employer contribution rate. Several of the

plans investigated set their contribution rate at 100%

of the employee's contribution and had over 90% Of elig-

ible employees participating. If the plan is set up to

raise new equity capital, the employer contribution would

not utilize funds regardless of the contribution rate, as

the funds would flow back into the company. Mechanically,

the cash would be sent to the trustee periodically as

required to meet the specified contribution, and subse—

quently, the trustee would return the employer's contri-

bution plus the employees' contributions to purchase

company stock. Alternatively, the employer's contribution

could be in the form Of shares of stock as was found in a

few of the plans investigated. This would eliminate any

company funds channeled through the trust fund, but re-

quires the company to purchase stock on the Open market

when new equity funds are not required. The degree of

company contribution must have some limit to qualify as
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a reasonable business eXpense deduction in computing the

company's taxable income. The 100% contribution rate was

allowed as a reasonable business eXpense in several com-

panies.

The new equity funds generated from the employee

savings plan would come from the employee contributions

(the company contributions represent merely "pump priming").

Therefore, in addition to encouraging employee participa-

tion, the plan should contain features to encourage the
 

employees 29 contribute pp large a percentage pf their
   

salary pp possible. The limit on employee contributions

set by the Internal Revenue Service is 6% of gross wages.

Any percentage higher than this is considered to discrim-

inate against the lower paid employee and would require

submission Of evidence to the IRS that such discrimination

would not occur. Therefore, the maximum saving rate of

the plan designed to raise capital should be 6%. In

addition to the maximum, a series Of allowable saving

rates should be established to encourage those employees

who could not save the maximum to join the plan, e.g. 2%,

8%, and 6%. The higher the company contribution rate,

the more the employees are likely to save.

The plan should specify that all investments must
 

pp ip the stock pf the sponsoring company. This feature
  

would insure that the maximum amount would be available

to the company. When other factors such as safety of
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employee funds are considered, this feature regarding

investment Of funds would most likely be altered.

The plan should be designed to keep the funds 12
 

trust pp long pp possible and require all dividends to be

invested in company stock. The dividends, when paid,

would not constitute a drain on company resources for the

stock held in trust if these dividends were reinvested in

s
—
W
_
—
-
—

company sold stock. In several of the Older plans studied,

the reinvested dividends amounted to more than the company

 contribution. The funds should be kept in trust as long

as possible to have the dividends available for reinvest-

ment. The easiest way to accomplish this would be to

limit full vesting of the stock purchased with the company

contribution to retirement. The long waiting period for

full vesting to retain stock in trust must be evaluated

with a shorter period to encourage greater employee parti-

cipation and more employees saving at the highest rate.

The deferred tax feature Of a qualified plan encourages

employees to keep their funds in trust as any withdrawals

while still employed are taxed at normal tax rates and

not the capital gains rates.

To enable the trustee to invest the maximum amount

in company stock and maintain the liquidity to qualify

under the Internal Revenue Code, all employees who term—

inate from the plan should be required to take their

investment in full shares of company stock. This
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requirement would allow the trustee to invest almost all

of the available funds in company stock as there would

be no necessity to maintain uninvested funds sufficient

to distribute cash to employees leaving the plan.

(0) Retain Flexibilipy: The features described would
 

provide an employee savings plan which would generate the

maximum amount of new equity capital for the sponsoring

company. However, the company must retain some flexibility

should new equity capital not be desired. Accordingly,

the plan should specify that the trustee is to buy stock

from the company if Offered, otherwise purchases on the

Open market are to be made. Further, the plan should

specify that the company may sell to the trustee either

treasury stock or newly issued stock, at the Option of

the company's management. These features would allow

the company to regulate the new equity capital forthcoming.

(d) Planning: The management of a company setting up
 

such a savings plan as has been described would need to

know the amount and timing of available new equity capital.

To determine the amount available, forecasts would have to

be made Of the following:

1. Employee participation rate by wage, class,

i.e. number of employees expected to join and

their gross pay.

2. Employee saving rate, i.e. the percent of

each participating employee's pay expected to

be saved.
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3. Dividends that will be reinvested. After the

plan is established, the number of shares in

trust at a dividend pay date must be estimated

and multiplied by the dividend per share.

8. The percent of available funds the trustee

will invest in company stock or alternatively

the amount the trustee must keep in cash to

maintain the required liquidity.

The timing will depend upon the pay periods of the part-

icipating employees and the frequency of investment by

the trustee. In addition, an estimate must be made of

the market price Of the stock to divide into the projected

funds to be invested to determine the number Of shares

that must be available.

In summary, the savings plan designed to provide

the sponsoring company with an internal source of new

equity capital should contain features which will meet

the Internal Revenue Service requirements for qualifica-

tion as a deferred compensation plan, generate maximum

employee participation and savings, keep the funds in

trust as long as possible, and still retain some flex-

ibility for the company.
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