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SCANLON PLAN

Introduction and Definition of the Scanlon Plan

The Scanlon Plan represents a sophisticated, organization-wide approach to managing
productivity, efficiency, and compensation, fundamentally rooted in the principle of cooperative
effort and shared economic benefit. It is classified as a type of gainsharing program, designed
specifically to align the financial interests of employees and management by rewarding
improvements in organizational performance, typically measured through cost reduction or
enhanced operational efficiency. Unlike traditional bonus schemes that often reward only individual
or departmental performance, the Scanlon Plan views the entire workforce as a unified team
contributing to a single, measurable outcome. This philosophy necessitates a profound shift in
organizational culture, moving away from adversarial relationships toward a system built on mutual
trust and extensive employee patrticipation in decision-making processes.

At its core, the plan functions as a powerful motivational tool, translating enhanced profitability
directly into monetary bonuses shared by all participating members. The mechanism for calculating
this gain is highly systematic, relying on a historical baseline ratio--specifically, the relationship
between total labor costs and the sales value of production. When current performance exceeds
this established baseline, indicating successful cost reduction or efficiency gains, the resulting
financial surplus is pooled and distributed. This structure ensures that employees are not merely
performing tasks but are actively invested in identifying and implementing improvements, such as
streamlining production workflows, reducing waste, or innovating resource utilization. The
successful implementation of the Scanlon Plan therefore requires transparent financial reporting
and a commitment from management to educate the workforce on the economic drivers of the
business.

The psychological impact of this system is often as significant as the financial rewards. By
providing employees with a direct line of sight between their suggestions and the company's
bottom line, the plan fosters a strong sense of ownership and accountability. It formally integrates
employee knowledge--the often-untapped expertise held by those closest to the production
process--into the strategic operations of the firm. This systemic inclusion of input, usually
channeled through structured participation committees, transforms the role of the worker from a
passive recipient of instructions to an active participant in problem-solving and continuous
improvement. Consequently, the Scanlon Plan is not merely a compensation formula; it is an
organizational development strategy aimed at maximizing human capital through empowerment
and equitable reward distribution.

Historical Context and Genesis

The Scanlon Plan is named for its originator, Joseph Scanlon (1899-1956), a highly influential
U.S. union leader and former steelworker. The plan emerged during the tumultuous economic
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period of the Great Depression, specifically in the 1930s, when many industries faced imminent
collapse due to inefficiency and deteriorating labor relations. Scanlon, while serving as a
representative for the Steelworkers Organizing Committee, first conceived and applied the core
tenets of the plan in 1937 at the LaPointe Machine Tool Company in Hudson, Massachusetts. This
company was facing severe financial distress, and the traditional confrontational approach
between management and the union was proving ineffective at saving the business. Scanlon
recognized that the survival of the workers' jobs was intrinsically linked to the survival and
profitability of the company itself, necessitating a radical shift toward collaboration.

Scanlon's innovative idea was to propose a cooperative agreement: if the unionized workers could
devise and implement methods to significantly cut costs and increase productivity, the resulting
savings would be shared equitably between the company and the employees. This initial
experiment proved remarkably successful, stabilizing the company and demonstrating the powerful
potential of combining worker insight with economic incentives. Following this success, Scanlon
joined the faculty at the Massachusetts Institute of Technology (MIT) in 1946, working in the
Industrial Relations Section. From this academic base, he dedicated the remainder of his career to
researching, refining, and propagating the gainsharing philosophy, moving it from an ad-hoc
survival mechanism into a formal, replicable management system applicable across various
industrial settings. His work cemented the concept that labor efficiency could be systematically
measured and rewarded.

The historical context underscores the plan's foundation in crisis resolution and the establishment
of trust. In an era dominated by hierarchical management structures and frequent labor disputes,
the Scanlon Plan was revolutionary because it offered a tangible financial incentive for
cooperation, effectively bridging the chasm between management's need for profitability and
labor's demand for fair compensation. The plan institutionalized the process of suggestion and
feedback, ensuring that worker input was not only solicited but acted upon, leading to measurable
economic benefits for all parties. This historical genesis highlights that the plan is fundamentally
rooted in solving organizational problems through democratic, participative means, making it a
crucial development in the history of industrial psychology and labor relations theory.

Core Principles and Philosophy

The successful operation of the Scanlon Plan rests upon four interconnected core principles, which
collectively define its underlying philosophy of organizational management: Identity, Competence,
Participation, and Equity. The principle of Identity emphasizes that all members of the organization
must clearly understand the company's mission, challenges, and competitive position. This
requires extensive communication and transparency from management regarding business goals
and financial results. Without a shared understanding of where the organization is headed and the
obstacles it faces, cooperative effort becomes fragmented. Identity creates a unified purpose,
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ensuring that all suggestions and efforts are directed toward the common good of increasing
overall efficiency and profitability, rather than simply optimizing isolated departmental metrics.

The principle of Competence recognizes and utilizes the inherent knowledge and skills of the
entire workforce. This principle assumes that the employees who perform the work daily possess
the most detailed and practical insight into how processes can be improved, waste can be
reduced, and workflow can be optimized. The plan institutionalizes the idea that competence is
distributed throughout the organization, not concentrated solely in the managerial ranks. By
providing structured channels for suggestions and ensuring that these suggestions are taken
seriously and implemented quickly, the plan validates the employees' expertise, significantly
boosting morale and intrinsic motivation. This acknowledgment of worker competence is crucial for
generating the continuous stream of improvements necessary for sustained gainsharing success.

Central to the operational mechanism is the principle of Participation, which is formalized through
a structured hierarchy of committees. Typically, this involves Production Committees at the
departmental level and a higher-level Screening Committee, often composed of equal
representation from management and labor. The Production Committees receive, evaluate, and
implement minor suggestions locally. More complex or capital-intensive suggestions are forwarded
to the Screening Committee, which analyzes the financial feasibility and strategic impact of the
proposals. This formal structure ensures that participation is not optional but embedded in the
organizational process, providing a legitimate, non-threatening forum for employees to challenge
the status quo and contribute directly to operational improvements.

Finally, the principle of Equity guarantees that the financial gains resulting from these cooperative
efforts are fairly and transparently shared among all employees involved. This is achieved through
the predetermined bonus calculation formula, ensuring that once savings are realized, they are
distributed across the entire organization, not just to the individuals who proposed the ideas. This
system reinforces the team concept, discouraging internal competition and promoting collaboration
across departmental boundaries. The equitable distribution of the bonus pool--often based on a
percentage of earnings--ensures that every employee feels a direct, tangible stake in the success
of the overall organization, reinforcing the belief that the system is fair and trustworthy.

Operational Mechanics: The Ratio and Bonus Calculation

The technical foundation of the Scanlon Plan lies in its rigorous, transparent method for calculating
productivity gains, which centers on the establishment and continuous monitoring of the Scanlon
Ratio. This ratio is defined as the relationship between total labor costs and the total sales value of
production (SVOP). The SVOP is typically calculated as net sales plus or minus changes in
finished goods and work-in-process inventory. The historical ratio, derived from a representative
baseline period (e.g., the past three to five years), establishes the expected labor cost percentage
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relative to output. For instance, if the baseline calculation determines that 30 cents of labor are
historically required to produce one dollar of SVOP, the target Scanlon Ratio is 30%. This ratio
serves as the performance benchmark against which all future operating periods are measured.

In subsequent operating months, if the actual labor costs fall below the established 30% ratio--
meaning the organization is producing the same or more output with proportionally less labor
expenditure--a gain, or "labor cost saving," has been achieved. This saving is the financial pool
from which the bonuses are drawn. For example, if the current month's actual labor costs amount
to only 28% of SVOP, the 2% difference represents the efficiency gain realized through employee
suggestions and improved processes. This difference, when multiplied by the total SVOP for that
period, forms the monthly bonus pool. This calculation is crucial because it provides an objective,
easily understandable metric that links employee behavior directly to financial outcomes, providing
necessary transparency to maintain employee trust in the system.

Once the bonus pool is calculated, the distribution formula is applied. While the specific
percentages can vary slightly by company, a common distribution model is utilized to ensure
sustainability and equity. Typically, a portion of the total pool is set aside into an reserve account,
often 25%, to buffer against months where the ratio might be missed (a deficit). The remaining
portion, usually 75% of the savings, is then divided between the company and the employees. A
standard split is 75% of the remaining pool distributed to employees and 25% retained by the
company. The employees' share is then typically distributed to all participants as a percentage of
their gross monthly earnings, ensuring that higher-paid employees receive a larger absolute bonus
while maintaining the equity of distribution proportional to contribution.

The implementation of the reserve account is a critical feature that differentiates the Scanlon Plan
from simpler monthly bonus schemes. If a given month results in a negative saving (actual labor
costs exceed the target ratio), the deficit is first absorbed by the reserve fund. If the reserve fund is
depleted, the deficit is carried forward to the following month, meaning that future positive gains
must first cover the accumulated deficit before a bonus is paid. This mechanism introduces a
necessary element of long-term financial responsibility and smooths out short-term fluctuations,
protecting the company from sudden, unsustainable bonus payouts and encouraging employees to
focus on sustained efficiency rather than short-sighted gains. The transparent monthly reporting of
the ratio, the savings, the reserve balance, and the resulting bonus percentage is mandatory for
the plan's psychological success.

Implementation Requirements and Organizational Readiness

Implementing the Scanlon Plan is not a simple managerial decision but a profound organizational
change initiative requiring extensive preparation and commitment. The most fundamental
prerequisite is a high degree of mutual trust between management and the workforce. If a history
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of adversarial labor relations or management dishonesty exists, the plan is unlikely to succeed, as
employees will suspect that any efficiency gains will eventually lead to layoffs or unfair changes to
the calculation ratio. Management must demonstrate an unwavering commitment to the plan,
including the willingness to share sensitive financial data transparently and to genuinely empower
the participation committees with authority to implement changes, even those that challenge
established management practices.

Organizational structure must also be ready to support the participative nature of the plan. This
necessitates establishing the formal committee structure--the Production and Screening
Committees--and ensuring that these groups are properly trained in problem-solving, financial
analysis, and communication skills. The commitment must extend to resource allocation; managers
must dedicate time and resources to evaluate and respond to employee suggestions promptly,
recognizing that slow or dismissive responses can quickly erode the enthusiasm and commitment
required for the plan to generate significant savings. Furthermore, the organization must possess
relatively stable financial data and operational processes suitable for establishing a reliable
baseline ratio. Industries with highly volatile sales figures or rapidly changing product mixes may
find it challenging to define a stable and fair benchmark, though modifications can sometimes be
made.

Finally, comprehensive education and continuous communication are vital for organizational
readiness. Every employee, from the shop floor worker to the senior executive, must understand
exactly how the Scanlon Ratio works, how the bonus pool is calculated, and their specific role
within the suggestion system. Educational efforts must demystify the company's finances and
explain how cost savings translate into SVOP and, subsequently, into bonuses. This ongoing
communication prevents misunderstanding and ensures that when bonuses are high, the reason is
clear, and when they are low or non-existent, the financial realities leading to that outcome are also
transparently explained. A failure to invest heavily in this educational phase often results in
employee skepticism and the eventual failure of the gainsharing initiative, proving that the system
is as much about cultural transformation as it is about compensation.

Psychological and Behavioral Impacts

From a psychological perspective, the Scanlon Plan operates as a powerful motivator by satisfying
several fundamental human needs in the workplace, particularly the need for mastery, autonomy,
and relatedness. The participative structure directly addresses the need for autonomy and
control by providing employees with a formal channel to influence their work environment and the
overall efficiency of the organization. When employees feel their specialized knowledge is valued
and acted upon, their intrinsic motivation increases, leading to higher levels of engagement and job
satisfaction far beyond the simple monetary reward. The process transforms mundane tasks into
opportunities for problem-solving and innovation, linking personal effort directly to organizational
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success.

The system dramatically alters the relationship between management and labor, shifting the
dynamic from an adversarial zero-sum game to a collaborative, positive-sum effort. Instead of
viewing management as solely responsible for problem identification, employees become partners
in the continuous improvement process. This behavioral change is critical; it encourages cross-
functional cooperation, as employees recognize that departmental silos impede organizational
efficiency and thus reduce the potential bonus pool for everyone. The transparency inherent in the
ratio calculation reinforces equity and fairness, minimizing feelings of exploitation that often
accompany traditional incentive systems. Workers know precisely how the "pie" is being measured
and sliced, which builds trust and reduces the psychological costs associated with uncertainty
about compensation.

Furthermore, the plan acts as a powerful communication accelerator. The required monthly
meetings of the Production and Screening Committees necessitate continuous dialogue about
operational challenges, financial performance, and proposed solutions. This constant flow of
information breaks down communication barriers that typically exist in hierarchical organizations.
Employees develop a more sophisticated understanding of the economic realities of the business--
why certain costs must be controlled, why quality is paramount, and how market forces impact their
compensation. This enhanced organizational literacy fosters a sense of collective responsibility
and fosters a culture where employees are encouraged to "think like owners," a crucial behavioral
outcome that drives long-term competitive advantage.

Advantages and Criticisms of the Model

The advantages of the Scanlon Plan are numerous and well-documented across various
industries. Primarily, it excels at driving significant and sustained increases in operational efficiency
and productivity by harnessing the collective intelligence of the entire workforce. The formalized
suggestion system ensures that continuous process improvement is an ingrained organizational
habit rather than a sporadic initiative. Secondly, the plan often leads to dramatic improvements in
labor relations and morale. By making employees stakeholders in the financial success of the firm
and guaranteeing equitable sharing of gains, it fosters a cooperative climate that reduces
grievances, absenteeism, and employee turnover, thereby lowering long-term human resource
costs. The shared economic incentive creates a powerful unifying force across different levels and
departments.

However, the Scanlon Plan is not universally applicable and faces several practical and conceptual
criticisms. One major challenge is the difficulty in establishing and maintaining a stable baseline
ratio in industries characterized by high volatility, such as those with highly fluctuating raw material
costs or rapidly changing technology. If the ratio cannot be reliably benchmarked, the calculation of
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the "gain" becomes ambiguous, leading to employee skepticism and potential collapse of the trust
foundation. Furthermore, the plan focuses heavily on labor cost savings relative to production
value. If an organization's primary problem lies outside of labor efficiency--such as poor marketing,
flawed product design, or supply chain instability--the Scanlon Plan may not provide the necessary
solution, potentially frustrating employees who are improving efficiency but receiving no bonus due
to external factors.

Another significant criticism centers on the psychological impact when external economic
conditions cause bonus payouts to cease. Since the bonus becomes an expected, though variable,
component of total compensation, a prolonged period without bonuses (due to recession, market
shift, or management missteps) can lead to profound dissatisfaction, potentially worse than if the
plan had never been introduced. Employees may perceive the lack of bonus as a failure of
management or an unfair withholding of deserved compensation, even if productivity within their
control remains high. This vulnerability means the plan requires exceptionally strong management
commitment and excellent external performance to sustain the employee enthusiasm critical for its
long-term viability. Furthermore, the initial investment in training, communication, and establishing
the committee structure can be significant, posing a barrier to smaller firms.

Modern Application and Legacy

Although first developed in the 1930s, the foundational principles of the Scanlon Plan remain highly
relevant in contemporary organizational management and industrial psychology. Its structure
served as a crucial precursor and model for many subsequent gainsharing and profit-sharing
models, including the Rucker Plan and Improshare, and influenced the broader movement toward
high-involvement work systems (HIWS). Modern organizations that prioritize employee
empowerment, democratic work structures, and continuous improvement initiatives, such as those
employing Lean or Six Sigma methodologies, often implicitly or explicitly adopt the participative,
suggestion-driven elements central to the Scanlon model, even if they do not use the specific labor
cost ratio formula.

In the twenty-first century, the plan's emphasis on transparency and shared economic destiny
aligns well with the evolving expectations of the modern workforce, particularly in knowledge-based
and service industries. While the specific ratio calculation (Labor Cost / SVOP) might need
adaptation for organizations where direct labor is a small fraction of total operating costs, the core
philosophy--that those who contribute to efficiency gains should share equitably in the resulting
profitability--is enduring. Organizations today often blend the participation structure of the Scanlon
Plan with broader metrics (e.g., quality improvements, customer satisfaction scores) to create
customized gainsharing models that better reflect their unique value drivers, demonstrating the
adaptability of Scanlon's foundational concepts.
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The lasting legacy of Joseph Scanlon's work is the undeniable proof that industrial peace and
superior economic performance can be achieved simultaneously through a structured, cooperative
framework. The plan institutionalized the psychological concept that financial reward is most
motivating when it is tied to collective effort and organizational results, rather than solely individual
achievement. It continues to be studied as a definitive model of successful labor-management
cooperation, providing a template for building organizational cultures defined by mutual respect,
shared responsibility, and economic alignment, thereby ensuring its ongoing importance in
organizational theory and practice.
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