
Sharing Profits
of a Business

It’s Not All That Difficult to Share Profits of a Successful
Business if You Follow Certain Fundamental Principles

By Joseph Arkin, C.P.A., M.B.A.

The allocation of net profits of a
contracting enterprise having

several principals is a vexing, thorny,
problem.

We have to look beyond the time-
honored system of fixing a large base
salary for the senior member of the
company, and a smaller salary for the
junior member(s), with remaining
profits shared according to the capital
accounts or shared equally.

With this system the older, more
seasoned member of the firm justifies
his larger salary on the fact that he put
together the business and bore the

equally apply and be used by the parti-
cipants of a corporate entity. Also note
that the figures used are for illustrative
purposes only. If you want to use
either method you can have your ac-
countant adapt the situation to your
actual dollar amounts.

CASE STUDY 1,
PARTNERS A, B & C

The business of A & B Contracting
was formed years ago with an agree-
ment providing for 75% of the profit
for A and 25% for B. Last year gross
profit income was $228.000 for a net

Three years ago A & B changed the
partnership interests from percentages
to points. The gross profit at the time
was $180,000 so the partners used 180
points as a base. We’ll assume these
additional facts about each partner.

A, age 61. Founder of the business.
He contributed most of the working
capita1 needed to purchase equipment
and other fixed assets and for initial
purchases and operating expenses. It
was his business acumen that was
responsible for the firm’s early growth.
He still devotes full-time efforts but
has indicated that he would like to start

brunt of suffering during the painful of $168,000. The current year shows taking time off and reducing his work-
growth process. a gross profit of $300,000 with a netload.

Yet, the newer member(s) of the of $222,000. B, age 39. He became a partner by
firm never feel satisfied even if they
agree that the senior member does
deserve a greater base. pay. It is usu-
ally the distribution after base salary
income to which they object. No mat-
ter how much they contributed to the
continued growth of the business, they
will forever only get a designated share
of after-salary profits determined at

6000

the time of becoming a partner.
It is for this reason that various

forms of “sharing the pie” have been
put forth. The following are two at-
tempts to illustrate methods of distrib-
uting net profits. While the partici-
pants are called partners in a partner-
ship entity, the fact situation can
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LEVEL #1

Old Base Interim Present Annual
Partner %Salary Increase (1) Salaries %

A $30,000 50% $3000 $33,000 46%
B 18,000 30% 3000 21,000 29%
C 12,000 20% 18,000 25%

Totals $60,000 100% $12000 $72,000 100%

(1) Cost of living increases as agreed to by the partners taking into account
Consumer Price Index and allocation of work duties now that there are
three partners. Present annual salaries are paid on the 1st and 15th of each
month. Should the firm not earn $72,000, then each partner’s salary (or
advance) would be reduced proportionately.



merging his business into that of A.
He’s responsible in a large degree for
an upsurge of gross revenue.

C, age 31. He became a partner
after a very successful estimating stint
with a competitor-company of A & B.

LEVEL 1
Shown in exhibit #1 is how the part-

ners established the then-agreed upon
salaries. Note that A’s former 75% was
reduced to 50% and B was raised from
25% to 30% as a result of a realign-
ment of work duties.

LEVEL 2
It is here where there is an alloca-

tion of net income based on the con-
tributions each partner is making to
the growth of the business. The
method of allocation has to be spelled
out in the partnership agreement, or by
a written rider specifying how such
awarding of points will be made.

Note that the added stimulus of C’s
drive helped to generate increased sales
volume with an increase in gross profit
of $72,000. He’s compensated by get-
ting 17% of the allocation at year-end
without having made any significant
cash contribution to capital, a con-
tribution he could ill-afford.

LEVEL 3
Here is where we calculate how to

distribute any profits remaining after
payment of base salaries and point
distributions. The remainder we will
call a “pool.”

LEVEL 4
This is a combination of all levels to

calculate the total compensation of
each partner.

You would ordinarily face the wrath
of the Internal Revenue Service if you

LEVEL #3

Partner Pool for A & B (1) Pool for A, B & C. (2) Total

A $12,000 $18,000 $30,000
B 12,000 18,000 30,000
C -0 - 18,000 18 ,000

Totals $24,000 $54,000 $78,000

(1) Net income before C became a partner $168,000
Allocated to Level 1 $72,000
Allocated to Level 2 72,000 144,000

Available-Level 3, for A & B $ 24,000

(2) Net income of current year $222,000
Net income prior to C’s becoming a partner 168,000

Available-Level 3, for A, B & C $ 54,000

LEVEL #4

Partner
A
B
C

Salaries Points
Level 1 Level 2
$33,000 $36,720
21,000 23,040
18,000 12,240

Pool
Level 3
$30,000
30,000
18,000

Total
Share

$ 99,720
74,040
48,240

Totals $72,000 $72,000 $78,000 $222,000

kept two sets of books, but it is per-
fectly legal for a business enterprise
(except where inventory is a material
income-producing factor) to keep a set
of books on the cash basis of account-
ing, and another set on the accrual
basis of accounting.

The figures used in this article were
for a cash basis entity and accordingly,
adjustments would have to be made if
your partnership agreement provided
that the accrual method of accounting
has to be used.

LEVEL #2

Points
Initial Awarded Current Total Points

Partner Points (1) % Prior (2) Award (3) Points Pool %
A 120 66-2/3% 15 18 153 $36720 51%
B 60 33-1/3% 9 27 96 23040 32%
C -0- 24 27 51 12240 17%

Totals 180 100% 48 72 300 $72000100%

(1) This is in proportion to initial capital contributions
(2) Based on increase in gross profit of $48000.
(3) Based on increase in current gross profit of $72000.
(4) Points pool is equal to the total amount paid as annual partners’ salaries,

but is allocated in the ratio of each partners’ points.

CASE STUDY 2
Here is yet another method of shar-

ing profits, this time an old-timer joins
in a business venture with an eager-
beaver younger individual, proud pos-
sessor of a carpenter’s journeyman
card, an MBA degree in marketing and
a few years of practical business
experience.

Too often the older businessman,
and probably justly so, does not want
to be “turned out to pasture.” He
wants to continue in business, to find
meaningful purpose to his years of ex-
perience and to keep himself gainfully
occupied. Yet, as age progresses, and
the workload increases, he finds that
he is tired and finding each working
day harder and more difficult.

On the other hand the young en-
trepreneur is increasing his own “start
from the beginning” business and is
beset by the problems of mortgage and
debt payments, as well as coping with
the financial stress of providing for his
family in this era of inflation and high
taxes.

A marriage of both businesses is the
obvious solution. However, the most
common cause of friction is the dissat-
isfaction of how to divide the profits.
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Just how much each is entitled to is
influenced by the factors providing the
income: (1) how much of the income
is generated by each, (2) how much of
the business’ growth is attributable to
each, (3) the time devoted by each to
the firm’s affairs, customer service,
participation in administration, and (4)
capital contributions and goodwill each
brought to the business.

Additional factors have to be con-
sidered as to whether the senior part-
ner’s income is primarily derived from
the business, or does he get involved
in outside investments which could sap
his strength and take up his time; does
he want the business to continue to
grow or is he content with the status
quo?; does he project a “good” im-
age to customers or does he show in-
difference because of his financial
status?; does he want to perform only
his normal duties or is he willing to use
his expertise in providing managerial
services?

To put the problem in some perspec-
tive, let’s take a hypothetical situation
and see if we can produce an equitable
distribution. A is 63-years old and has
been the head of his own firm for
many, many years. He built a good
reputation and has earned a better-
than-average living. He now fits the
pattern as outlined in the second
paragraph of this case. His firm has
gross sales of $360,000.

B is 34-years old and has been in
business for only two years. His firm’s
gross sales amounts to $120,000.

They decide to join forces and
merge their firms, each feeling that it
is the right thing to do and a good
decision to accomplish desired goals.

We can establish a method of slic-
ing the partnership pie by using a
mathematical formula based on an ar-
bitrary set of factors.

1-Assign to A & B a goodwill figure
based on gross income.

2-Require each to make a capital
contribution in the new firm in
cash or merchandise and equip-
ment, in ratio to goodwill.

3-Establish a salary, based upon
their prior year’s net profits, or
other such formula upon which
they agree. This salary must take
into account whether or not they
will put in equal time, or will the
older partner insist on a higher

INCOME DISTRIBUTION

Step No.
1-Beginning goodwill based

on gross sales of prior
business firm

2-Capital investment
required—30% of above

3-Annual sales as negotiated
by partners

4-Return on goodwill at 10%
5-Special distributions

(overtime, etc.)
6-Remainder based on

investment at 25%
Total Income Distributions

Total Partner A Partner B

$480,000 $360,000 $120,000

$144,000 $108,000 $ 36,000

$ 75,000 $ 50,000 $ 25,000
48,000 36,000 12,000

5,ooo -0- 5,000

36,000 27,000 9,000

$164,000 $113,000 $ 51,000

COMPUTATION OF LINE 1 FOR FOLLOWING YEAR

1-Prior year’s goodwill
2-Increase for inflation—

(assumed 10%)
3-Prior year’s salary
4-Total Goodwill

$480,000 $360,000 $120,000

48,000 36,000 12,000
75,000 50,000 25,000

$603,000 $446,000 $157,000

salary because of his long years of
experience.

4-Divide after-salary profits on a
formula basis-crediting each
partner with a return on goodwill,
possibly provide for bonuses for
extra time expended, apportion
balance of income after salaries
on the basis of tangible capital
investment.

5-An item we’ll call “incremental
goodwill” attributable to an in-
crease in gross sales (or if agreed,
upon gross profit) can also be
taken into account. This distribu-
tion can be based on proportion-
ate salaries, on the Consumer
Price Index, or a combination of
both. Using a set of figures for il-
lustrative purposes we can suggest
a method of income distribution:

(Editor’s Note: Joseph Arkin earned
a Bachelor of Business Administration
degree in accounting, St. John’s
University, a Master of Business
Administration degree in taxation,
Pace University, and is licensed by the
States of New York and Florida as a
CPA.)
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