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Abstract 

Corporation Giving: An Investment in Goodwill 

by 

Thomas Edward Mathey 

The philanthropic activities of corporations provide 

an interesting economic problem because traditional economic 

theory appears to not allow for this type of behavior on the 

part of the firm. However, such activity does take place 

and economists have recently begun to investigate the 

philanthropic activities of corporate organizations. 

Three main reasons are usually postulated to explain 

corporate giving. The first is that corporations make gifts 

and contributions for the same reasons individuals make them. 

When a corporation is considered in terms of an organization 

the above reason is no longer a good explanation of corporate 

philanthropic activity. The other common reasons offered for 

corporate giving are first, that gifts can achieve the same 

results as more common types of business expenditures and 

second, corporations give because society requires that they 

do so. Both of these reasons are useful in providing an 

explanation of why corporations undertake philanthropic 

activities. 

In this paper corporate philanthropy is discussed in 

terms of an investment in a stock of goodwill. This 

investment in goodwill concept is used in order to provide 

a framework which will allow corporation giving to be 

studied with the same tools that are used to study other 



business expenditures. The optimal quantity of goodwill from 

gifts is assumed to be related to the amount of goodwill the 

firm obtains from advertising, the amount the firm spends 

on employee fringe benefits, and the amount which society 

expects the firm to give. 

A brief empirical study indicates the relationship 

between corporation giving and the factors mentioned above. 

Other questions such as the cost of the gift to the 

corporation and the relationship between corporation giving 

and economic efficiency are also discussed in separate 

sections. 

The result of this paper is that corporation giving 

has been placed in an analytical frameowrk which allows it 

to be studied by using the traditional tools of economic 

analysis. It also emphasizes the returns to the corporation 

from giving and allows the corporation to approach its 

giving decisions in a more rational manner. 
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I. Introduction 

Corporation gifts and contributions to charitable 

activities have concerned economists more in recent years 

than they did. previously. Interest seems to have shifted 

somewhat from whether corporations should make gifts or 

contributions to why they make gifts. Recent studies have 

made detailed probes into some of the variables which appear 

to influence the decisions of firms concerning how much to 

give. 

This paper sets forth a framework which would allow a 

corporation to come to a rational decision concerning its 

-giving activities. In section II the possible reasons for 

corporate giving are discussed, and section III attempts rfcb 

to derive a reasonable framework within which a corporation 

could form its decision on giving. Section IV is a brief 

empirical examination of some of the variables discussed 

in sections II and III and in section V a brief note is made 

concerning the actual cost to the firm of a corporate gift. 

Section VI discusses corporate philanthropy and economic 

efficiency while section VII gives a brief summary of the 

paper and suggests some areas for future investigation. 
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II. Reasons for Corporate Giving 

In most discussions of corporate giving three main 

views have been posited concerning why corporations would 

undertake any charitable activities. The first is that 

corporation giving represents a philanthropic act. Under 

this view, the corporation is not concerned with whether any 

direct benefits would accrue to the corporation, but instead 

it is Just trying to act like a good citizen.^ The act of 

giving is assumed to involve direct "utility" to the 

corporation. Prom this viewpoint, corporate giving could 

be seen as corporate consumption. That is, the corporation, 

as an organization, can in some way obtain direct "utility" 

through the use of economic resources. This utility is 

assumed to be analogous to that derived by an Individual who 

undertakes philanthropic activities. 

The question of whether a corporation, as an economic 

organization, can derive satisfaction from giving as a form 

of consumption, makes this approach to corporate giving of 

1 
Howard R. Itowen, "Charity and the Corporation," and 

Richard Eells, "Corporate Givings Theory and Policy," in 
Issues in Business and Society: Readings and Cases, William 
J. Greenwood ed., (Boston: Houghton Mifflin Company, 1964) 

Orace Johnson, "Corporate Giving: A Note on Profit 
Maximization and Accounting Disclosure," Journal of 
Accounting Research, (October, 1966). 

2 The term "good citizen" means, in this context, that 
the corporation is attempting to meet the obligations which 
society expects it to fulfill. That is, it tries to perform 
the functions which society feels to be desirable for it to 
undertake. These functions do not necessarily have to fall 
into the scope of what is usually considered economic 
activity. 
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doubtful practical value. The corporation, thought of as an 

organization, cannot gain any type of utility from an 

activity except as the individuals who are members of that 

organization can derive utility from this activity. If the 

charitable acts of the corporation do affect the individual 

utility functions of the members of the organization, then 

the corporate act of giving could be analyzed as a form of 

compensation to the members of the organization for their 

participation in the organization. When this is the case, 

it would seem that a more reasonable approach to corporate 

giving would be to look at it as some sort of employee 

compensation or perhaps a dividend to the corporation’s 

stockholders. In summary, because a corporation, when 

viewed as an organization, cannot gain utility from an act 

of direct corporate consumption, then the view of corporation 

giving as a purely philanthropic activity would appear to be 

an "empty box." 

A second approach to corporate giving is to analyze 

it as a form of business expense. According to this view, 

a corporation can meet through its giving activities, some 

of the same objectives which it would normally achieve by 

allocating funds to the more traditional categories of 

business expenses. For instance, corporation giving could 

be looked uj>on as an additional form of employee compensation 

as was noted above. An example of this could be a donation 

by a firm to a local hospital which would improve the 

quality of the medical care in the community. This type of 



donation might be a substitute for Increased contributions 

by the firm to an employee health insurance plan. A well 

publicized gift to a popular charity would establish 

goodwill toward the firm among customers much as would 

expenditures usually included under advertising expense. 

Similarly, a contribution to an educational institution could 

be viewed as a form of employee training expense. A profit 

maximizing corporation would allocate resources to giving 

up to the point where the marginal cost of the gift to the 

firm would be equal to the marginal revenue product of the 

gift. 

A third approach to corporation giving sees it as an 

informal tax imposed upon the corporation by public opinion. 

This tax is an expression of the view which the public has 

concerning the role of the corporation in society. From the 

viewpoint of the firm, the paying of the tax is one way of 

insuring the existence of the corporation as a legitimate 

institution. Because many of the services provided by 

private philanthropy are in some sense public goods which 

have traditionally been financed through private means rather 

than by the government, it seems reasonable to assume that 

the corporations would be expected to pay for part of these 

“philanthropic public goods" just as they do for the usual 

type of public goods. It is not unusual for a single 

institution to receive both private donations and grants 

made from public revenues, e.g., a new college science 

building financed by gifts from corporations and alumni as 
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well as grants made by the federal government. In such an 

example, the public good aspects of education are being paid 

for, not only by the government, but also by the philanthropic 

activities of individuals and corporations in the private 

sector. Because corporations presumably receive some type 

of benefit from these “philanthropic public goods” the 

public would expect them to help with their financing 

although there is no legal statute forcing the. corporations 

to do so. The provision of a social climate favorable to 

the existence of corporations becomes increasingly important 

when the legitimacy of corporate power is being questioned 

as it is today by some people. 

The above discussion of the results of private ; 

philanthropy in terms of "philanthropic public goods" may 

also'. Indicate a possible reason why firms sometimes put 

pressure on their employees to give to a certain charity. 

One of the most serious obstacles to the optimal provision 

of public goods is the non-revelation of preferences for 

public goods by individuals in a society. This problem 

results from the non-exclusive nature of most activities 

considered to be public goods, e.g., defense expenditures, 

public health programs, etc. When a firm can put pressure 

on its employees to make charitable contributions it can 

force them to reveal their preferences for "philanthropic 

public goods". This allows everyone, both the firm and its 

employees, to benefit from the provision of a greater amount 

of the public good than would be obtained if the employees 
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were not encouraged to reveal their preferences. 

The above discussion of the various approaches to 

analyzing firm giving suggests that the most useful approach 

is to look at it in terms of the benefits that can be 

expected to accrue to the firm as a result of its gift or 

contritution, i.e., to view giving in the same light as other 

business expenditures, but not as a philanthropic act. 

Richard Eells has noted that viewing giving as a purely 

charitable act can lead to an inefficient allocation of a 

firm’s resources.^ By viewing giving as just another type 

of business expenditure it is hoped that better allocation 

of a firm's resources would be one of the results. 

3 Eells, "Corporate Givingi Theory and Policy," p. 155. 



7 

III. Framework for Giving 

Gifts and contributions by a corporation can be viewed 

as the building of a stock of goodwill toward the corporation. 

This stock of goodwill concept is similar to that used by 

4 
Nerlove and Arrow in dealing with advertising. The concept 

of goodwill appears to be applicable in analyzing corporate 

giving because goodwill seems to be the major result of 

giving. There are few other benefits which could be 

obtained through giving, which could not be gained more 

efficiently in another manner. B'or example, spending money 

to send a person to school in a specified field of study and 

with the understanding that the individual will go to work 

for the firm financing his education would be a more efficient 

way to train an employee than just giving a grant to a 

university and then hoping to hire some of its graduates.^ 

In the above example goodwill would be the major result 

of the grant to a university. This goodwill might lead the 

university to steer talented individuals in all fields 

toward the gift giving company and thereby reduce the 

^ Kendrick B. Melrose, "An Empirical Study on Optmizing 
Advertising Policy," The Journal of Business, Vol. 42 (July, 
1969), p. 282. 

^ This point is related to the concept of "general" and 
"specific" training. General training increases the 
productivity of the worker to all firms while specific 
training increases the productivity of the worker only to 
the firm providing the training. In the example in the text 
the giving of the grant to a university would be a form of 
general training while aid given to a person with the 
understanding he will work for the firm providing the aid 
would be more closely related to specific training. 
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company’s hiring expense. This steering activity might 

continue for a number of years in the future. Thus, the 

type of grant just mentioned could be discussed in terms of 

an investment in a stock of goodwill. 

Why should giving be discussed as an investment rather 

than a current expense? The reason is that the stock of 

goodwill generated by a gift is expected to exist for more 

than one period. Casual empiricism would seem to suggest 

that a gift given during one time period would still affect 

the attitudes of people (customers, suppliers, and employees) 

toward the firm in following time periods. It also seems 

logical to assume that the influence of any one gift will 

decline as time passes, i.e., the stock of goodwill 

depreciates. 

Another reasonable assumption would be that there should 

be some sort of optimal level for the stock of goodwill 

derived from gifts just as there should be of any other 

fixed asset employed by the firm. Nerlove and Arrow 

calculated the optimal level of goodwill from advertising 

in relation to a given level of sales during a period. With 

respect to goodwill from giving we shall let, 

(1) G-jj = G(At, e^, v^.) 

where, 

* 
Gfc = the optimal stock of goodwill from 

gifts in period t, 

Aj. = the optimal stock of goodwill from 
advertising in year t, 

ej. = the amount spent on employee fringe 
benefits in year t, 
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Vx. = an informal tax imposed by society 
through public opinion in year t. 

Gifts are related to advertising when they give the 

company a good image in the eyes of the firm's customers. 

It would seem reasonable to expect that in order to obtain 

the maximum benefit from each dollar of giving, the advertising 

resulting from a gift should be combined in the proper 

proportion with other forms of advertising, e.g., a 

charitable contribution should be accompanied by a certain 

amount of publicity to let the public know about the gift. 

This expectation would lead to some optimal stock of gift 

goodwill being associated with each stock of conventional 

advertising goodwill. 

Gifts are also related to that portion of employee 

compensation normally referred to as fringe benefits. An 

example of this would be the case described earlier in which 

a business firm makes a contribution to a local hospital. 

The donation of funds to build a public park available to 

the firm's employees in order that they might derive more 

pleasure from their leisure time might be another example. 

Any type of giving which would improve the prestige of the 

firm in the community in which its employees live should, 

according to March and Simon,^ make it more likely the 

employees will identify with the firm because such an 

identification is a means of gaining personal status. 

° James G. March and Herbert A. Simon, Organizations, 
(New York, John Wiley and Sons, Inc., 1967) p. 107. 
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This should, make the employees more receptive to the goals 

of the firm. Also, by giving to charitable activities 

which are important to the employees, the firm can help to 

combine its special goals with those of its employees. 

The relationship between the optimal stock of goodwill 

and public opinion concerning the desirability of corporate 

giving is expressed by the informal tax rate. The penalty 

associated with not paying this unofficial tax liability 

could be the possible elimination of the corporation. The 

most likely way this would come about would be through a loss 

of business. Another possible, but unlikely to be used, 

method would be the elimination of the business through 

legal channels. This could occur if the public became 

aroused by the failure of the firm to meet what were 

considered to be its social obligations. Any public 

sentiment strong enough to elicit this type of response would 

probably result in the abolishment of most private 

corporations. The amount of attention paid by the firm to 

this informal tax would depend on how the firm estimated the 

the probability of the implementation of such a penalty. 

The problem facing the firm is how much to allocate to 

7 
gifts in any given year. The following expression gives 

one view of hovr much the firm should give in a given year 

^ Gifts may be made either in cash or in kind. We will 
assume here that we are referring to cash gifts because of 
their greater generality. The nature of a corporation’s 
product could restrict its ability to make gifts in kind to 
a very limited range of donees. Some of the analytical 
differences between cash gifts and gifts in kind are 
discussed in section V. 
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when the factors discussed above are considered to be the 

most important determinants of corporation giving. Assume 

that gross giving in any year cannot be negative and that 

the goodwill derived from an expenditure will last beyond 

the period in which the expenditure is made. Then the 

amount to be given in any year, t, can be represented by, 

(2) gt =«Gt-1 + h[b1(at-JAt_1) + b2(et-et-1) 

+ b3(vt-vt_1)] + b4Dt 

where, 

gt = the amount of giving in year t, 

Gt_i = the stock of goodwill from giving existing 
in year t-1, 

a^ = the amount of advertising in year t, 

A^._^ = the stock of goodwill from advertising in 
year t-1, 

** = the rate of depreciation of the stock of 
goodwill from gifts, 

j = the rate of depreciation of the stock of 
goodwill from advertising, 

Dj. = the total dividends paid to stockholders by 
the corporation in year t, 

h -a partial adjustment coefficient, 0<hCl, 

*1 ■ tf 
= 

e 
_ ^ 

> 0 

b3 ~ jnT > 0 

b^w>0 

The expression (a^ - jAt_^) represents the change in 

the stock of advertising goodwill during the proceeding year 

and (e^. - e^_^) is the change in the outlay for fringe 

benefits during the proceeding year, b^ and b^ represent 
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the adjustment coefficients relating the changes in the two 

variables mentioned above to the optimal stock of goodwill. 

The informal tax variable, v^, is defined as follows, 

(3) vt = |i. TU 

where, 

V£ = the informal tax imposed on the firm in year 
t, 

= national, non-corporate philanthropy in year 
t, 

= before-tax profits of the firm in year t, 

Nk = national income in year t. 

The assumption upon which this definition is based is that 

society expects the corporation to contribute an amount 

proportional to the amount given by the non-corporate sector 

of the economy. 

is included in (2) to indicate a relationship between 

gifts which a corporation makes and the amount of dividends 

it pays to its stockholders. Members of the corporate 

organization other than employees, specifically the owners, 

can also be compensated for their participation in the 

organization by means of corporate giving. If a corporation’s 

shareholders can receive the same type of utility from 

giving by the corporation as they do from their own 

individual acts of philanthropy, then the shareholders can 

increase the return on their shares of stock by allovJing 

the corporation to act as an agent through which they carry 

on their philanthropic activities. Appendix A shows that 

for a given amount of pre-tax, pre-gift corporate income 
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the sura of the stockholders' disposable income after giving 

and the total amount given is greater when the corporation 

is the agent doing the giving than when the stockholders 

themselves do the giving. This of course assumes that 

stockholders can achieve the same type of utility from a 

gift given for them by a corporation as they can gain by 

making the same contributions themselves. For this 

assumption to be valid the stockholders would have to play 

a large part in determining the magnitude and the direction 

of their corporation's charitable activities. 

D^. is included in (2) but not in (1) because gifts 

representing a dividend payment are not given for the 

purpose of contributing to a stock of goodwill. However, 

there is no reason why any particular gift would not be able 

to serve more than one purpose, i.e., as both a dividend 

payment and an addition to the stock of goodwill from 

giving. 

The partial adjustment coefficient, h, represents a 

rational response on the part of the firm to the uncertainty 

it faces when making the decision on how much to give. The 

reason h is less than one is that because of the uncertainty 

concerning future conditions, the firm would not wish to 

over-adjust its stock of goodwill from giving. If the 

optimal stock of giving goodwill were to decrease quite 

rapidly, the most rapid rate at which the actual stock could 

be decreased would be the annual rate of depreciation. It 

therefore seems reasonable to assume that the firm may not 
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fully adjust to changes In the parameters which determine 

the optimal stock of goodwill until it is sure that these 

changes will not be reversed in the near future. 

The signs on b^, bg, and b^ are all assumed to be 

positive. The reason for the sign of b^ and bg is that 

giving is considered to be a complimentary expenditure with 

respect to both advertising and employee fringe benefits. 

The reason for the sign of b^ is obvious. The larger the 

tax variable, the greater the amount of giving needed to 

meet the firm's obligations. The sign on b^ is positive 

because it is assumed that the amount of charitable 

contributions which individuals desire to make from their 

dividend income increases (decreases) as their dividend 

income increases (decreases). 

Equation (2) thus gives a rational description which 

firms follow in order to obtain the optimal quantity of 

goodwill from giving, relative to their other assets. 
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IV. Empirical Study 

Schwartz, in his paper on corporate giving, has shown 

that there is a positive correlation between £ifts and 

advertising expenditures.^ In the T>resent paper a brief 

study was undertaken using data from consolidated income 

statements compiled my major industrial group.^ The three 

industrial group>s chosen were selected because their 

relatively high expenditures on advertising seemed to 

indicate the awareness of the industrys* members of the 

usefulness of goodwill and also, that the structure of these 

industries was such as to permit this type of non-price 

competitive behavior. First of all, many utilities, 

communications, and transportation firms are monopolistic in 

nature and are subject to many government controls and 

regulations. This would seem to give them an incentive to 

try to make public opinion concerning themselves as 

favorable as possible. This favorable image, which these 

firms try to foster through advertising and philanthropic 

activities, could affect the ease with which they receive 

favorable decisions on proposed rate changes, etc. 

Similarly, the market structure of most manufacturing 

industries can be best described as oligopoly or monopolistic 

competition. Product differentiation is important under 

^ R.A. Schwartz, '‘Corporate Philanthropic Contributions," 
The Journal of Finance, Vol. XXIII, (June, 1968), p. 493. 

9 Statistics of Income -- Corporation Income Tax Returns, 
Internal Revenue Service ("1957-1966 J 
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both types of market structure and manufacturing firms may 

look upon philanthropy as another type of product 

differentiation. Finally, the large amount of advertising 

done by retail firms suggests they know the importance of 

advertising goodwill. Because the structure of the retail 

industry obviously allows for non-price competitive 

behavior it seems reasonable to assume that it would also 

allow for philanthropic activities whose effects are similar 

to advertising in many ways. 

The three expenditures, gifts, advertising, and employee 

fringe benefits were all computed as a percentage of total 

deductions and the movements of these ratios were compared 

over time. In general, the three ratios seemed to move 

together, particularly when considering the period 

investigated as a whole. During the ten year period, 1957- 

1966, all three of these, deductions tended to increase as a 

percentage of total deductions. The only exception was the 

decline of fringe benefits as a fraction of total deductions 

in the Wholesale and Retail Trade Industry. Concerning the 

short-term year-to-year changes in these ratios, this study 

seems to indicate some relationship between the movements 

of fringe benefit and advertising ratios and the gift ratio. 

With respect to the unofficial tax rate, vfc, the data 

needed to compute the rate could be found only for three years, 

1957-1959* In these three years the ratio of giving to 

total deductions was found to move in the same direction 

as the tax rate. 
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Chart 1. 

Manufacturing 

% of total 
deductions 

Source: Statistics of Income—Corporation Income Tax Returns 
U.S. Government Printing Office, 1957-19667 ‘— 
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Chart 2. 

% of total Wholesale and Retail Trade 
deductions 

Source: Statistics of Income—Corporation Income Tax Returns 
U.S. Government Printing Office, 1957-1966. 
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Chart 3* 

Transportation. Communlcat1on. & Utilities 

Source: Statistics of Income— Corporation Income Tax Returns 
U.S. Government Printing Office, 1957-1966. 
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In order to determine more precisely the relationship 

between the amount of gifts and contributions in any one 

year and the amount spent on advertising, employee fringe 

benefits, and the informal tax rate a regression was run 

using the yearly data used to compute the ratios discussed 

above, jin addition the variable D^. was added to the 

regression equation because of the predicted relationship 

between stock dividends and giving discussed in section III.y 

The two equations tested and the results of these 

tests are shown in Table 1. The equation was run without 

the tax variable (Equation B) because the difficulty of 

finding data with which to compute vt cast the accuracy of 

the figures used for v^. in doubt. ^ However, results showed 

that the presence of this variable did not significantly 

affect the results. 

The signs on all of the regression coefficients are as 

expected however only the coefficients of the variables 

representing advertising expenditures and dividends are 

11 
statistically significant. The advertising variable shows 

®The data necessary to compute vt could be found only 
for the years up to 1959* Prom looking at the value of v. in 
years prior to 1957 a general upward trend was found. 
(Dickinson, The Changing Position of Philanthropy in the 
American Economy" p. 48.) Therefore, as a proxy for the 
actual value of v.., a trend variable was used in the 
regressions. It is possible that using the actual values 
for VJ. during the period studied would have improved the 
results. 

11 The coefficients of the variables representing 
advertising expenditures and dividends were statistically 
significant in both equations. The other coefficients were 
not statistically significant. 
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the strongest relationship with the amount of corporation 

giving and this would seem to lend support to the theory 

that the effects of advertising expenditures and gifts are 

similar in the eyes of the firm, i.e., they both result in a 

stock of goodwill. 
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Table 1. Regression Equations Relating Corporation Giving 

To Various Explanatory Variablesa 

Constant 
Equation Term 

Advertising Expenditures on 
Expenditures Fringe Benefits Dividends 

A Xj= -12.206 +0.036 X2 +0.009 

B Xi= - 5.318 +0.036 X2 +0.007 X^ 

T-Ratios 

A 

B 

Equation 

A 

B 

T-Ratios 

1.991 

1.612 

8.518 

8.446 

0.755 

0.593 

Tax 
Variable 

Coefficient of 2 
Determination (R^) 

+1.087 X^ .979 

.977 

+0.009 X4 

+0.009 X4 

2.116 

2.137 

A 1.325 

aBased on time-series data for 3 industrial groups for the 
10-year period, 1957-1966. 

Definitions of the variables presented in the above 
table: 

X^= Total gifts and contributions of corporations in the 
industry. =gt 

X2= Total advertising expense of corporations in the industry. 

=at 

X3= Total expenditures for employee fringe benefits by 
corporations in the industry. =e^. 

X/|= Total dividends paid to stockholders by firms in the 
industry. =D^ 

Xy= Informal tax variable facing the corporations in any 
given year. =vt 
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V. The Price of Contributions 

Past studies have used the marginal tax rate in order 

to calculate the real “price" per dollar given of 

12 
contributions made by the firm. The line of reasoning 

followed is that if the firm did not make the gift or 

contribution, then the firm's profits would have been 

increased by just that amount and its income tax liability 

would also increase by the amount given multiplied by the 

marginal tax rate. The price of any gift of X dollars is 

(1 - tm)X dollars, where tm is the firm's marginal income 

tax rate. This view of the “price" of giving is certainly 

consistent with the view that the giving of gifts is a 

form of investment. Schwartz's study indicated that the 

amount of giving was affected by the “price" of the gift 
13 

and that giving is price elastic. A point that should be 

mentioned is that the “price" of gifts changes, given any 

marginal tax rate, when the amount of the contributions 

becomes greater than five per cent of the firm's pre-tax 

income because contributions exceeding five per cent of the 

firm's income are not deductible in the year in which the 

contribution is made. In this case the price facing the 

firm for each dollar given over the five per cent limit is 

one dollar just as for any other investment. However, 

12 Schwartz, "Corporate Philanthropic Contributions," 
p. 481. 

13 Ibid., p. 496. 
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unlike most other Investments, depreciation of gift goodwill 

cannot be written off as an expense in future periods for 

tax purposes when the goodwill results from a contribution 

exceeding five per cent of the firm's pre-tax income for 

the year in which the gift was made. Also, the firm must 

have made a profit in order for the "price" to be less than 

one hundred per cent of the contribution. 

It should be noted that this analysis of the cost of 

a dollar of giving applies only when giving is considered 

an investment and does not apply if it is analyzed as a 

current expense. The cost of any elements of giving viewed 

as a current expense is equal to the cash outlay, just as 

for any other current expense. The marginal tax rate would 

not affect the cost of any giving which is considered a 

current expense. 

The price per dollar of a gift made by a corporation 

also depends on whether the gift is made in kind or in cash. 

The advantage to giving in kind is that the gift can be 

deducted from taxable income at its fair market value which 
V 

is equal to cost plus gross profits. Thus, for exactly 

the same caslh outlay the corporation can increase its 

deductions from taxable income by the amount of gross 

profits included in the selling price of its gift and this 

results in higher after-tax profits. The result is that the 

14 price per dollar given by the corporation has been lowered. 

14 For a more detailed discussion of gifts in kind see, 
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As long as gifts in kind are deductible at their 

market price it would be to a firm’s advantage to substitute 

gifts in kind for cash gifts. However, as noted in footnote 

6, such a substitution may not always be possible. 

Floyd E. Gillls and Vernon L. Smith, "An Economic Analysis 
of Contributions Under the Income Tax Laws," The Journal of 
Political Economy, Vol. LXVI, (October, 1958), pp." 432-439. 
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VI. Corporation Giving and Economic Efficiency 

Another question which should be considered is the 

relationship between corporate philanthropy and economic 

efficiency. According to traditional welfare economics 

efficiency in the allocation of resources is achieved when 

the marginal social cost of an activity is equal to the 

marginal social benefit resulting from that activity. (MSC 

MSB) In the case of corporate philanthropy the individual 

firm would attempt to equate marginal private costs with 

marginal private benefits. (MPC = MPB) An important 

question is how do MPC and MPB differ from MSC and MSB? 

First, consider MPC and MSC. It seems reasonable to 

assume that MPC and MSC, measured in dollars, would be 

almost equal. Most activities which would usually be 

included under the heading of philanthropy do not seem to 

involve any major negative externalities x-rtiich would make 

MSC significantly greater than MPC. Similarly, there does 

not seem to be any reason to expect MPC to be significantly 

greater than MSC. 

When comparing MSB with MPB the situation appears to 

be quite different. It generally seems that the MSB from a 

charitable act is much greater than the MPB which is the 

reason charitable acts are ''charitable''. It is not 

difficult to think of charitable acts which would benefit 

many other people or firms besides the firm making the 

gift. This disparity between MSB and MPB provides the 

rationale for making many types of charitable gifts, by 
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both corporations and. individuals, deductible under federal 

income tax laws. 

If the above conclusions concerning MSC and MPC as well 

as MSB and MPB are valid, profit maximizing firms would 

undertake a less than optimum amount of philanthropic 

activity. A profit maximizing firm would undertake 

philanthropic activities until MPC was equal to MPB. 

Assuming MPC = MSC and MPB < MSB, then when MPC = MPB, MSB 

would be greater than MSC and the activity would have been 

undertaken in a less than optimal amount from the standpoint 

of economic efficiency. 

One way to encourage corporate philanthropy, which 

is already in use, is the deductibility of charitable 

contributions for income tax purposes. This tends to 

decrease the "cost" of the gift to the firm when the firm 

views the gift as an investment and encourages it to give 

more. Appendix A suggests that more total giving might 

result if corporations acted as agents through which 

stockholders could carry on their charitable activities. A 

third possible way to increase total philanthropic giving 

might be to encourage programs of matching gifts, i.e., a 

corporation might be willing to match a, percentage of the 

gifts of a group of individuals to a particular charity. 

Each individual or firm not only receives a certain amount of 

benefit from its own gifts but also from the gifts its 

giving encourages others to make. 
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VII. Conclusions 

This paper has provided a framework for corporate 

philanthropic giving. The idea that corporation giving 

can be analyzed as a purely philanthropic act was dismissed 

for two reasons. First, it is not certain that a corporation, 

being an organization, can carry out a purely philanthropic 

act as the term philanthropic is usually understood. 

Secondly, the resources a firm allocates to giving can 

generally be found to be achieving many of the same effects 

as resources allocated to more traditional categories of 

firm expenditures. 

Studying corporation giving as an investment in a stock 

of goodwill was presented as a reasonable way to view the 

effects of giving on the corporation. This type of 

investment should probably be viewed as an extremely long- 

range one. The reason for this is the tax aspect of giving, 

the payment of which helps to enhance the firm's future 

prospects for existence. Because of the long-term nature of 

an investment in giving goodwill, one would probably expect 

it to be a more variable type of outlay than expenditures 

designated for more short-run objectives. That is, one 

would expect giving to be more price elastic and more income 

elastic (with respect to the finn's profits) than other types 

of investment. This is a question which should be looked 

into further. 

Another question which needs to be investigated is how 

can the stock of goodwill from past and present giving be 

measured? Also, how can one accurately determine the 
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returns from goodwill built up from gifts? These questions 

both need to be studied before a corporation could make 

exact decisions concerning how much it should allocate to 

gifts and contributions. 

In conclusion, the problem of corporation giving can be 

discussed in terms of the traditional tools used in 

analyzing the expenditures of a firm and there is no need 

to resort to some sort of hazy philanthropic goal to 

explain corporation giving. Because of this conclusion, a 

more efficient use of corporate resources should be one of 

the products of the approach to corporate giving discussed 

above. 
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Appendix A 

This section will show, assuming a given level of 

pre-tax, pre-giving corporation income, that stockholders 

of a corporation can increase the total amount of money they 

give to charity and still maintain their total after-tax, 

and after-giving dividend income by allowing the corporation 

to do their charitable giving. 

Assume, 

(1) Dt-tpDt-Gst+tpGst = Dgt-tpDgt 

where, 

Dfc = dividends paid to stockholders if the corporation 
did no giving for the stockholders in year t, 

tp = the personal income tax rate, 0 < tp < 1, 

Gst = the amount of charitable giving by stockholders 
from their dividend income in year t if the 
corporation does not act as their giving agent, 

Dgt = the cash dividends paid to stockholders if the 
corporation did’carry on some charitable activities 
as a form of compensation to the stockholders in 
year t. 

(2) Dt = ^(l-tc) - Rt 

(3) Dgt = ?fc(l-t0) - Rt + gt(tc-l) 

- the corporation’s pre-tax, pre-giving income in 
year t, 

tc = the corporation income tax rate, 0<tc< 1, 

R^ = the retained earnings of the corporation from 
income in year t, 

g{. = the charitable gifts made by the corporation as 
compensation to stockholders in year t. 

Substituting (2) and (3) into (1) we get, 

W - Ht - tpf*(l-t0) - Ht] + Gst(tp-1) = 
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(5) -tpfal-tc) - Rt] + Gst(tp-1) = g£(tc-l) - tp fa l-t0) 

-Rt + -l)J 

(6) + tpRf; + Ggp(tp-l) = g^(tc-l) “ tp^fl-tp) 

+ *" tpsl^to_1) 

OstfV1’ = st^o-D - VtlV*) 
GsttV^ “ Sitto-DU-tp) 

G-4- = St(t0-l)(l-tD) 

»V1J 

-G„t = st(tc-DCV1) 
(t-p-it-- 

Gst = St(l-t0) 

which implies, 

Sb >Gst 

If stockholders can receive utility from gifts made 

by a corporation acting as their agent similar to the 

utility they would receive from making the gifts themselves, 

it follows from the above that a corporation could increase 

the compensation paid to its stockholders by making gifts 

to charitable activities as part of a dividend payment. 

(7) 

(8) 

(9) 

(10) 

(11) 



BIBLIOGRAPHY 

Bowen, Howard R., "Charity and the Corporation," Issues in 
Business and Society: Readings and Cases. Edited 
by William T. Greenwood, Boston: Houghton Mifflin 
Company, 1964. 

v Dickinson, Prank G., ed., Philanthropy and Public Policy, 
New York: National Bureau of Economic Research, 
1970. 

Dickinson, Frank G., The Changing Position of Philanthropy 
in the American Economy. New York: National Bureau 
of Economic Research, 1970. 

> Eells, Richard, "Corporate Giving: Theory and Policy," 
Issues in Business and Society: Readings and 
Cases. Edited by William T. Greenwood, Boston: 
Houghton Mifflin Company, 1964. 

Gillis, Floyd E. and Smith, Vernon L., "An Economic Analysis 
of Contributions Under the Income-Tax Laxfs," The 
Journal of Political Economy, Vol. LXVI, (October, 
195877*432-439^ 

Johnson, Orace, "Corporate Giving: A Note on Profit 
Maximization and Accounting Disclosure," J ournal 
of Accounting Research, Vol. 3 (Spring, 1965), 
75-W- 

Johnson, Orace, "Corporate Philanthropy: An Analysis of 
Corporate Contributions," The Journal of Business, 
Vol. XXXIX, (October, 196677*489-504. 

•/.March, James G. and Simon, Herbert A., Organizations. New 
York: John Wiley and Sons Inc., 1967. 

t Melrose, Kendrick B., "An Empirical Study on Optimizing 
Advertising Policy," The Journal of Business, Vol. 
42, (July, 1969), 282-292. 

Nelson, Ralph L., Economic Factors in the Growth of 
Corporation Giving. New York: National Bureau of 
Economic Research, 1970. 

X / Nerlove, Marc and Arrow, Kenneth J., "Optimal Advertising 
Policy Under Dynamic Conditions," Economica, Vol. 
XXIX, (May, 1962), 129-142. 

HY Schwartz, R.A., "Corporate Philanthropic Contributions," The 
J ournal of Finance, Vol. XXIII, (June, 1968), 479- 
497^ 

Statistics of Income--Corporatlon Income Tax Returns. U.S. 
Government Printing Office, 1957-1966. 


