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A FINANCIAL ANALYSIS INTO THE NATURE
OF CORPORATE GIVING
BY: JAMES EDWARD CAIN

MAJOR PROFESSOR: DUANE STOCK, Ph.D.

This dissertation discussesg the possible motives for
corporate giving and the consequences of each to wvarious
government and business policies. Four major motives for
giving are presented: +the profit motive, the social responsi-
bility motive, the through-the-firm consumption motive, and
the pluralistic motive. A review of the literature is pro-
vided and includes the‘development of the theories of giving
as influenced by tax laws and court decisions.

The analysis of giving is based on the reaction of giv-
ing to the following financial variables: the cost of giving,
liquidity, financial leverage, éd&ertising, unemployment level,
return on equity, dividend payout, and officer compensation.
The data used in the analysis was collected from Statistics

of Income, Corporation Income Tax Returns, published for the

years 1936 through 1973. The eight major industries and the
aggregate of these industries were used in a multiple regres-
sion analysis of corporate giving. The statistical problems

encountered by the use of this data, and the methods used to



eliminate problems associated with multicollinearity, hetero-
scedasticity and autocorrelation are discussed.

The results of the regression analysis and the impli-
cations are presented. The interpretations of the regression
analysis, supporting the profit motive and rejecting the
through-the-firm consumption motive are included. This dis-
sertation points out the improbability that giving will
increase in response to the decrease in government expenditures,

as anticipated by the present government administration.
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CHAPTER I

INTRODUCTION

General

The Reagan administration is in the process of decreas-
ing the role of the Federal government in social programs.
Conservatives believe that the government is providing ser-
vices that instead should be provided by the private sector.
Furthermore, the administration is convinced that individual
and corporate donors will fill the void created by reduced
government support of social services. However, the leaders
of many philanthropic organizations are not at all certain
that the private sector, especially corporations, is either
willing or able to increase its assistance to offset the
decrease in government support.l |

From 1940 to 1975, corporate giving increased at an
annual compound rate of 10.5 percent, from $38 million to

$1202 million as shown in Table I, page 2. Over the same

period, corporate profits increased at an annual rate of 7

lenthia Saltzman, "Companies Doubt Their Arts Giving
Would Rise to O0ffset Reagan's Cuts," Wall St Journal 61,
No. 89 (February 26, 1981): pp. 25, 31.

1



TABLE I

EXPENDITURES AND GROWTH RATES OF CORPORATE
GIVING, CORPORATE PROFITS, GOVERNMENT
EXPENDITURES AND NATIONAL INCOME
From 1940 through 1975

EXPENDITURES IN CURRENT DOLLARS
(In Billiong of Dollars)

CORPORATE CORPORATE GOVERNMENT NATIONAL

YEAR GIVING PROFITS EXPENDITURES INCOME
1940 .038 8.7 14.2 79.7
1950 .252 | 33,7 38.5 236.2
1960 482 46.6 100.3 412.0
1970 .797 67.9 218.9 798 .4
1975 1.202 95.5 338.4 1215.0

COMPOUND GROWTH RATES
(In Percents)

1940-75  10.5 7.0 9.0 8.0
1950-75 6.5 4.0 9.0 6.5
1960-75 6.5 5.0 8.5 7.5
1970-75 9.0 7.0 9.0 8.5

SOURCES: U. S. Department of the Treasury, Bureau of Internal
Revenue, Statisticg of Income, 1936-1975, and Lewis C. Solomon,
Economics, 3rd ed, (Reading, Mass.: Addison-Wesley Publishing
Company, 1980): p. 1.
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percent, from $8.7 billion to $95.5 billion, and national
income increased at an 8 percent rate, from $79.7 billion to
$1215 billion. However, government expenditures for goods
and services increased at a 9 percent rate, from $14.2 billion
to $338.4 billion. From 1970 to 1975, corporate giving in-
creased at a 9.0 percent rate while corporate profits increased
at a2 7.0 percent rate. Government expenditures increased at
a 9.0 percent rate and national income increased at an 8.5
percent rate. Corporate giving has grown at a faster rate
than corporate profits and government expenditures have grown
at a faster rate than national inqome. The accelerated growth
in corporate giving and government expenditures cannot con-
tinue indefinitely. The Reagan administration is deliberately
trying to cut government expenditures expecting the private
sector to pick-up the slack. In light of previous increased
costs for social programs, the giving growth rate will have
to increase even faster than before to fill the gap left by
recent legislation to decrease government spending. Tq%help
compensate for some of its other actions and encourage an
increase in the giving growth rate, in 1981 the Congress
raised the allowable deduction for corporate gifts and contri-
butions from 5 percent to 10 percent of pretaxable income.2
Even with this incentive, the extent to which corporate giv-

ing will actually increase is debatable.

2Lindley H. Clark, Jr., "The Business of Business Isn't
Charity," Wall Street Journal 62, No. 77 (February 2 1982): p.25.
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An important factor in predicting the likelihood of such
an increase is the motive for corporate giving, a subject
which engenders significant controversy. The controversy
centers on whether such giving is an expenditure to increase
profits or rather a.form of philanthropy. If giving is profit-
oriented, corporations cannot be expected to increase their
giving in response to reductions in Federal expenditures. If,
on the other hand, giving is philanthropic in nature, then
corporate giving might increase in response to the increased
need for funds by charitable organizations. #hile this con-
troversy remains unresolved, the purpose of this research is
to trace the development of the present theories of corporate
giving as well as to test empirically the appropriate vari-
ables which may reveal whether corporate giving is profit-

motivated and or philanthropic in nature.

Nature of the Problem

Classical economists regarded both private and corporate
giving as irrational and disruptive to economic m.otivation.3
Recently, though, the increasing importance of giving as a form
. of resource allocation has initiated an effort to understand,

rather than to ignore, these transactions.u Research into

3Orace Johnson, "Business Corporations and Philanthropy:
A Study of Why Corporations Give," Ph.D. Dissertation, Chicago
University, 1966, p. 6.

.uRobert A._Schwartz, "Corporate Philant?ropic
Conﬁrlbutlons." Journal of Finance 23, No. 3 (June 1968):
p. 481.
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the behavior of giving has been more extensive i1 the area of
individual, in contrast to corporate, giving. The concept of
the utility function provided a satisfactory and fruitful
method for analyzing individual giving. The corporation,
however, is an artificial being existing only in the contem-
plation of the law, a legal entity separate and distinct from
the corporate owners.5 "Since the theory of the firm does
‘not hypothesize tﬁat corporations have utility functions
. . .,"6 this principle has not been applied to the analysis
of corporate giving}

Marginal benefit is a more pragmatic limitation to the
study of corporate giving. Either the required data is un-
available, or perhaps researchers are unable to recognize
the usefulness of the data that is availéble. This limita-
tion, in fact, is inherent in the nature of corporate giving.
If it is truly altruistic, then there is no reciprocai bene-~
fit to be measured. Even if expenditures are made in antici-
pation of benefits intended to maximize wealth, the benefits

derived are indirect and difficult to measure.

Attitudes Towards Giving
Emerson Andrews, in his studies and interviews concern-

ing the motives for giving, found three basic attitudes

5William W. Pyle, John Arch Wwhite and Kermit D. Larson,
Fundamental Accounting Princiﬁles, 8th ed, (Homewood, Ill.:

6Schwartz, "Corporate Philanthropic Contributions.”
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existing among corporate executives.7 The first attitude is
that corporations do not have the right to give. From this
perspective, corporate giving represents the manipulation of
owners' profits, employees' wages, or costs to consumers.
However, these owners, employees, and or consumers may not
wish for the corporation to act as their intermediary for
giving.

The second attitude is that corporate giving is a neces-
sary business expenditure with positive returns. Expenditures
may take the form of providing employee benefits, improving
conditions in areas where the product or service is sold, or
promoting the product and or goodwill of the corporation
through a form of advertising.8 »

The third attitude is the pluralistic view. According
to the pluralists, corporate giving is necessary to limit the
expansion of government programs into fields which are the
" primary responsibility of private charity. The Reagan admin-
istration would seem to agree with this view.

The polarization of these three general attitudes and

their many variations has hindered understanding the nature

of corporate giving. The opposing views of the first and

7Emerson F. Andrews, Corpor: jving (New York:
Russell Sage Foundation, 1952;: P. 22,

8Kenneth N. Dayton, "The Case for Corporate Philanthropy,"

Vital Speeches 56, No. 20 (August 1, 1980): pp. 619-22 and
"An Optimist's Challenge to the Independent Sector," Trusts
and Estates 119, No. 12 (December 1980): pp. 19-21.




7

second attitudes, in particular, are embodied in most of the
current literature on the theory of corporate giving. Each
writer defends or rejects these two perspectives depending
upon his or her own interpretations of the corporation's role
in social responsibility and profit maximization.9 An addi-
tional problem in the 1l iterature is that of reconciling the
different interpretations of profit maximization because
writers have not clearly distinguished between short-run and

long-run profit maximization.lo

The Data
As Marion R. Freemont-Smith notes, "Attempts to study
corporation philanthropy inevitably prove frustrating, for it
is a subject surrounded by rhetoric, almost entirely devoid

1l

of hard facts." This lack of hard facts, though, is the

9F0r further discussion of the debate between social
responsibility and the profit motive see: Phillip I. Blumberg,
"Corporate Responsibility and the Social Crisis,"” Boston
University Law Review 50 (1970): pp. 157-210; Keith Davis,
"The Case For and Against Business Assumptions of Social
Responsibilities,” Academy of Management Journal 16, No. 2
(June 1973): pp. 312-22; Douglas Dillon, "The Role of Private
Philanthropy in Modern American Society,® Tax Policy 39, No. 1
(January 1972): pp. 3-8; Richard Eells, "A Philosophy for
Corporate Giving," Conf Board Record 5, No. 1
(January 1968): pp. 14-18; and Paul F. Haas, "The Conflict
Between Private and Social Responsibility," Akron Busginess
.and Sconomic Review 10, No. 2 (Summer 1979): pp. 33-36.

loArchie B. Carroll, "A Three-Dimensional Conceptual

Model of Corporate Performance," Academy of Manasement Review
L, No. & (October 1979): p. 497.

yarion R. Freemont-Smith, Philanthropy and the Business
Corporation (New York: Russell Sage Foundation, 1972): p. 1.
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result of almost no empirical research using the available
data. Admittedly, per firm data is limited because business-
men have been reluctant to publish information on corporate

giving in their financial statements.l2

However, since 1936,
corporate giving has been reported as a special category--
"Gifts and Contributions"--on corporate tax returns. The
Internal Revenue Service collects and.summarizes the data by
industry using the Standard Enterprise Classification (SEC),
which is very similar to the Standard Industrial Classification
(SIC). This information is published in Statigtics of Income,
Corporate Income Tax Returns or in the unpublished Corporate
Source Book of Statistics of Income.

In addition to figures for corporate giving, other
financial statement items are included in the Statigtics of
Income data. This study, therefore, will analyze corporate

giving in conjunction with various other financial statement

items. Comparative analysis of cost of giving, liquidity,

121n recent years there has been a trend towards social
responsiblity accounting. Several articles discussing this
topic are: Klaus Brockholl, "A Note on External Social
Reporting by German Companies: A Survey of 1973 Company
Reports," Accounting, Organizationsg and Society 4, No. 1/2:
Pp. 77-85; Meinolf Dierkes, "Corporate Social Reporting in
Germany: Conceptual Developments and Practical Experience,”
Accounting, Organizations and Society 4, No. 1/2 (1979):
pp. 87-107; Denys McDonald and Anthony Puxty, "An Inducement-
Contribution Approach to Corporate Financial Reporting,"
Accounz%gg, Organizationg and Society 4, No. 1/2 (1979):
PP. 53-65; and Hein Schreuder, "Corporate Social Reporting
in the Federal Republic of GermanI= An Overview," Accounting,
Organizationg and Society 5, No. 1/2 (1979): pp. 30-35.
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leverage, advertising, employment level, officers' compensa-
tion and profitability is expected to reveal the significance
of the profit and or philanthropic motives for corporate giv-
ing. Understanding the giving motive 1is essential to anti-
cipating the consequences of both the government and the

corporate policies affecting the future funding of charitable

organizations.

Significance of This Study

As Emerson F. Andrews has stated, "If the purpose of
business is to earn profits, then why do they give away a
billion dollars a year?"13 To some people, the concept of
corporate giving seems an unusual transaction in an exchange
economy in which a good or service is expected in return for
a price. At first glance, giving appears to be a one-sided
transaction where the giver receives no product or service in

exchange for the donation.lu

and this seems an exception to
rational economic behavior.

Ironically, while individual giving has attracted more
research attention, a clear understanding of corporate giving
seems critical to the nation's economic and social future.
Although the individual donates his own assets from his income

or wealth, the manager of the corporation donates assets that

13Andrews. Corporate Giving.
l1"'Schwar'l:z. "Corporate Philanthropic," p. 480.
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belong to someone else: owners, employees, even customers.
Furthermore, the Reagan administration implicitly assumes
that both individual and corporate giving are philanthropic
in nature, while there may indeed be more dominant--and even
- contrary--motives. Therefore, national policy is based on an
assumption that is as yet unproved--and possibly false.

Donation of corporate assets by management has.at least
three interested parties: the recipient, the corporate owners,
and the managers. Each of these parties could benefit from
a clearer understanding of the variables and principlés in-
volved in corporate giving. The organizations that receive
corporate donations need to plan for future operations, and
this planning process would improve if corporate giving poli-
cies could be stated in terms of balance sheet and income
statement items or other economic variables.15 Shareholders
of the corporation, too, would be better prepared to evaluate
and compare giving policies that were expressed in the same

16

variables used in the investment decision process. In addi-
tion, because management's function is to use scarce resources
in a manner consistent with the doctrine of profit maximiza-

tion, management would benefit from a clear statement of

l5‘I'homas Reuschling, “Corporate Philanthropy: An

Unwanted Stepchild," Industry Week 171, No. 8 (November 22,
1971): p. 41. '

161pi4.,
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giving policies expressed in terms of financial statement
variables.l7 A quantifiable decision rule would also allow
for the delegation of the giving function to lower or middle
management. Established procedures based on quantifiable
variables would thus aid management, owners, and recipients
in resolving possible communication gaps inherent in the pre-
sent subjective approach to corporate giving. Finally,
Federal budget decisions could be made with more accurate

knowledge of the probable consequences to society.

Summary

The nature of corporate giving is not clearly understood,
but the Federal government is presently implementing policies
that implicitly assume corporate giving to be philanthropic.
If, on the other hand, corporate giving is actually primarily
profit-oriented, the consequences of such government actions
are likely to be very different from those anticipated by the
Reagan administration. Corporate management, shareholders and
charitable organizations, as well as government officials,
then are expected to gain considerable insight and strategies
from a clarification of the motives for corporate giving.

The issue is difficult to resolve because corporate

giving appears to be analogous to individual giving, and the

l7Richard Mayer, “"Managements Social Responsibility:

Profit Maximization," S.A.M. Advanced lManagement Journal 35,
No. 1 (January 197055 P .
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analysis of individual giving is intuitively appealing as an
explanation for corporate giving. But individuals have util-
ity functions; corporations do not. Any utility derived from
corporate giving must go indirectly to the individuals in-
volved in the corporate business. In addition, data to mea-
sure effectively the benefits received from corporate giving
are insufficient. The proposed alternative, then, is to
examihe financial statement variables. Through such compara-
tive analysis, giving is expected to exhibit predictable
relationships with certain financial statement variables,
relationships indicating the motive as philanthropic and or
profit-oriented.

Chapter II features ampevieyi gf the literature on cor-
porate giving. This review will help trace the development
of corporate giving theories as well as predict the relation-
ships between giving and the other financial variables.
Chapter III provides an explanation of the model used to
determine the nature of corporate giving as well as an expla-
nation of the rationale for giving relative to the financial
position and operation of the firm. The data to be used and
the method of analysis are also included in Chapter III. The
results of the empirical analysis of the data comprise
Chapter IV, and Chapter V presents the conclusions of this

research into the nature and motives of corporate giving.



CHAPTER II

CORPORATE GIVING--AN OVERVIEW

The Development of Corporate Giving
The eighteenth and nineteenth centuries saw little need
for corporate giving. The citizens of the community were

counted on to provide the necessary a.id.l

Business owners
contributed as citizens to the needs of the community. As
corporations grew, two notable changes in this system drew
attention to the need for corporate aid in the solution of
problems in the local communities in which they operated.2
The first change was related to the growth in the

community's population. Increased business activity neces-
sitated a larger labor force. The growth in population in
turn required additional facilities for education, medical
gservices, recreational and other community services. The
second change was caused by the increase in absentee owners
who no longer contributed to the solution of local community

problems.

lEmerson F. Andrews, Corporate Giving, (New York:
Russell Sage Foundation, 1952§z p. 22.
21bid., p. 23.
13
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Growth in Corporate Giving

Corporate giving began in the last quarter of the
nineteenth century.3 Railroad companies needed to provide
housing for workers who had to spend time at distant loca-
tions while waiting for new assignments or return train
assignments. The Young Men's Christian Association (YMCA),
originated in North America in 1851, served the railroad's
purpose.u YMCA buildings were established at locations
favorable to railroad companies' objectives, and the rail-
road companies paid over half the cbst.5 The YMCA expanded
its solicitation efforts after 1900 and was successful in
gaining the support of other corpora‘tions.6

A substantial increase in corporate giving occurred
during World War I. Emerson Andrews asserts that 1917 was
the beginning of corporate giving as a significant factor in
Americén philanthropy.7 The next surge in corporate giving
occurred during World War II. Giving in 1939 was thirty-one

million dollars, but by 1945, had jumped to two hundred and

3Tbid.
uMarion R. Freemont-Smith, Philanthropy _and the

Busin Co tion, (New York: Russell Sage Foundation,
1972): pp. g'7-

5Ralph L. Nelson, Economic Factors in the Growth of
Corporation Giving, Occasional Paper 111, National Bureau of
Economic Research, (New York: Russell Sage Foundation, 1970):
p. 18.

6Fremont-8mith. Philanthropy, p. 7. 7Ibid.. p. 8.



15
thirty-six million dollars. Since World War II, corporate
giving has increased steadily. By 1970-75, corporate giving

surpassed the billion dollar level annually.8

Philosophy of Corporats Giving

Social responsibility of the corporation is suggested
to be the use of corpofate capital "to generate and activate
the basic conditions of health, education and the quality of
life which together constitute the central goals of a free
and open society."9 The manner in which corporate management
fulfills that social responsibility is constantly being scru-
tinized by the family, church, state, and the economy. These
groups have various, sometimes mutually exclusive, interests.lo
Stockholders are interested in dividends and profits, employ-
ees wages and other benefits, government taxes and consumer
protection, customers quality goods and services, suppliers
purchase of their materials and equipment, and not-for-direct

profit organizations contributions of money and services.ll

Corporate management must balance out all these claims.t?

8U. S. Treasury Department, Bureau of Internal Revenue,
Statistics of Income, Corporate Income Tax Returns, 1970-75.

SHomer W. Turner, "The Societal Role of the Corporation,"
The Conference Board Record 5, No. 1 (January 1968): p. 1ll.

loRaymond Mayer, "Managements Social Responsibility:
Profit Maximization," S.A.M. Advanced Management Journal 35,
No. 1 (January 1970): p. 53.

Lprmer, "Me Societal Role,” p. 13. 121p34.,
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The economics of the firm in a free enterprise éystem
suggests that this balancing of claims is to be decided in
the competitive market. Maximizing profits has eﬁolved as
the goal of corporate managers.l3 In his role of maximiza-
tion, the manager also will have effectively balanced the

claims against the corporation.lu

The Economjc System

A major premise for the discussion of the corporate
manager's role in the United‘States is the free enterprise
economy. The economic units in our society are for the most
part competitive. To better understand and clarify the role
of management in the corporate unit, certain features of the
competitive economic market must be reviewed.

In a purely competitive market system, each economic
unit strives to maximize its own self-interest. Each unit's
effort to maximize competitively forces all units toward a
position of maximization of the wealth of the total economy
as determined by the players. The players are those who have
economic resources to sell. The inner workings of such a
complex system of seemingly unconnected events are amazing
to the observer. But in spite of the awe in the efficiency

of the system in maximizing the allocation of resources,

13David Novick, "Cost-Benefit Analysis and Social
Resgonsibility," Buginess Horizons 16, No. 5 (October 1973):
p. 63.

W1pid., p. 6b.
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there are some major criticisms about how this position of
maximization is reached.15
One major criticism is that ﬁhe resulting income dis-

tribution is not satisfactory.16

There are wide income gaps
between the very rich and the very poor. Those without
resources to sell cannot be players in the system.

Another criticism of the competitive free enterprise
system is that it sometimes causes instability as the market
attempts to adjust to new equilibrium positions.l7' These
adjustments often result in one economic unit getting more
while another is getting less. The movement also requires
time, and the time can be a long painful period as resources
are forced from one use to another. This time period can be
especiallj prolonged in the case of human resources. The
unemployed are reluctant to move because of qualitative fac-
tors such as family, friends and or climate which may have
to be sacrificed in a job relocation.

A third major criticism of the free enterprise system
is that the resources of the society are being used by indivi-

18

duals to increase their own position. This may result in

15Milton Friedman, Price Th Provisional Text,
Rev. Ed., (Chicago: Aldine Publishing Company, 19%25:

pp . 6“'11 .

161pid.

17Cam.pbell R. McConnell, Economics, 8th Ed., (New York:
McGraw-Hill Book Company, 1981): p. 8.

B1pid., p. 83.
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an inefficignt and inequitable distribution. The sellers of
society's resources may not be demanding the fair remunera-
tion that would be required if the real owners (society) were
taking part in the bargaining process. Perhaps the owner-
ship of natural resources should be extended to include future
generations, which might iﬁcfease present costs.

The last major criticism is that the free enterprise
system presumes that the "code of ethics" will be'enfbrced by
perfect knowledge in the market. To the extent that know-
ledge is not perfect, self-enforcement is relied on.1?

These criticisms have been noted by society and various
groups have formed together to counteract, or to have govern-
ment enact rules and regulations to prevent the "undesirable"
effects of the free enterprise system from occurring.20 Many
feel that these rules‘and regulations at times create more
problems than they solve.21 Such rules and regulations may
be responsible for moving the economy from a maximum position
on the production function to some point inside the produc-

tion function.22

197pid., p. 85.

207414,

2lKeith Davis, "The Case For and Against Business
Assumptions of Social Responsibilities," Academy of

Management Journal 16, No. 2 (June 1973): p. 312,

22Friedman. Price Theory, pp. 61-65.
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The corporate executive is expected to utilize scarce
resources in order to satisfy the unlimited wants of all the
various groups in society.23 The wants of these different
groups, as previously noted, are often mutually exclusive
and unlimited. It is not possible to satisfy everyone.Z“
Corporate executives are often critized for not achieving the
impossible.25 Some critics have suggested that if management
rejected the profit maximization goal and accepted the doc-
trine of social responsibility, the impossible would become
reélity.zé

Main stream philosophies regarding the appropriate
level of corporate giving disagree primarily because of dif-
fering interpretations of profit maximization versus social
responsibility.27 A critical analysis of the expressed views
of corporate giving reveals the_inconsistencies in interpre-
tation. One major difference appears to be a lack of agree-

ment as to what costs a manager should absorb in his attempt

to maximize profits.

23Mayer. "Managements Social Responsibility," p. 55.

241pid., p. 53.
251pid.
261pid., p. 54.

27Archie B. Carroll, "A Three-Dimensional Conceptual
Model of Corporate Performance," Academy of Management
Review 4, No. 4 (October 1979): p. 497.
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Profit Maximization

In an effort to explain the merits of corporate giving
in terms of profit maximization versus social responsibility,
it is necessary to discuss the different interpretations of
profit maximization. The different interpretations of profit
maximization are grouped into three categories, the outlaw
firm, the short-run méximizer and the long-run profit maxi-
mizer or the wealth maximizer. Social responsibility will be
defined in terms of these three categories. The various
philosophies of corporate giving will be evaluated in tefmsof
profit maximization and social responsibility as it is defined

in the following examples.

Outlaw Corporations

The outlaw corporation is described as a corporation
that covers only those costs that are essential to a level of
production for a limited period. The shorter the period the
greater the possibility of cutting costs. The extreme case
might even allow for nonpayment for raw materials purchased
on credit. The outlaw firm violates the "code of ethics."”
This firm will pursue any method available to increase pro-
fits. An example of an outlaw firm is a used car dealer who
changes location and business name every six months. This
extreme description of the profit maximizer is used to win
support for charitable giving as a payoff for "corporate sin"

as opposed to the merits of giving.



21

Short-Run Maximizers

Short-run maximizers are similar to the outlaws except
they conform, to some degree, to the rules of society or the
"code of ethics." However, attention is centered on the
present and near future in terms of profit maximization.
This firm might reject a highly profitable project if it
required high startup costs or a long construction or develop-
ment period because of the resulting effects on the current
period's income. An example of a short-run maximizer is one
that delibertly lowers the quality of their product. If the
reduction in quality takes several years to detect, current
profits will be increased at the expense of long-run profits.
Again the description of the short-run profit maximizer empha-
sizes the negative characteristics of the corporation to win
support for giving. In the cases of the outlaw firm and the
short-ruh maximizer, the purpose of the interpretation is to

justify support for giving.

Long-Run Maximizers
The long-run maximizer does not sacrifice future pro-
fits for current profits if the present value of the firm is
decreased. This type of corporation will not cut current
costs to increase current profits if the present value of
losses in future revenues plus the present value in future

increased costs exceed the current gain. This is interpreted
to be the "philosophy" of the long-run maximizing corporation.
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The long-run maximizer is a firm whose decisions are based
on profitability measured by a present value approach. The
supporters of this definition of profit maximization are
divided into three groups.

The first group suggests that under this interpretation,
a firm could still decide to accept a profitable project,
even though potentially harmful effects may result and even
though there is a nonharmful alternative available. The harm-
ful project will be undertaken if the cost of paying claims
arising from the harmful effects is less than the opportunity
cost of the nonharmful alternative project. It is assumed
that the actual cost of the harmful effects is greater than
the claims paid, causing society to bear a part of the total
cost. This firm would still be maximizing pfofits in terms
of present value.

The second and third groups reject this feature of
long-run profit maximization. Their long-run profit maximizer
" is a corporation that uses resources in a way that increases
the wealth of shareholders to the greatest extent, as measured
by the interaction of the forces of supply and demand in a
competitive market. The wealth maximizing corporation absorbs
all known costs in the production and sale of their product.
This firm contributes aAproduct of greater value than the
value of any alternative product, including the alternative

of not producing the product at all. The difference between
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the second and third groups are their attitude towards the
benefits of giving. The second group believes giving can
increase long-run profits. The third group does not believe
that giving can increase long~-run profits. They consider
corporate giving philgnthropic. an expenditure that should

be made by shareholders not management.

Social Respongibility

In the area of corporate giving, social responsibility
has been expressed in terms of profit maximization. Corporate
social responsibility generally includes the need for the firm
to donate as compensation for the production costs society
has absorbed that should have been paid by the firm. Since
the amount of these costs vary, depending on the definition
of profit maximization and also the costs associated with
internal and external social responsibility, there is a lack
of any common basis for useful communication. Social respon-
sibility in this paper will be defined in terms of the long-
run maximizer. Social responsibility is the obligation of
managers to make expenditures in a ﬁanner consistent with the
goal of maximizing shareholder wealth.

The failure to properly distinguish between shorﬁ-run
and long-run profit maximization and the common usage of the
term social responsibility has resulted in different views as

to both the form and the level of corporate giving in the
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United States. The following is an attempt to summarize the

discussion of these views of corporate giving.

Social Respopsibility Contrary to
Profit Maximization
The Extreme View
Corporations should give to alleviate the needs of the
society in which they operate, even if this giving is contrary

to maximizing the wealth of the shareholders.2%

Corporate
giving should be based on the "needs" of society and the abil-
ity of the corporation to give. The ability of the corpora-
tion to give should be determined without reference to the
demands of the shareholders. The corporation's proper role

is to maximize the wealth of the society in which it operates.29
This group uses the term “profit maximization” as it is de-

fined in the short-run. Firms in this setting are either out-

law corporations or short-run maximizers. Corporate giving

28For further discussion of this view see: Emerson F.
Andrews, "On Business and Philanthropy," Burroughs Clearing
House (March 1972): pp. 22-23; Keith Davis, "The Case For
and Against Business Assumptions of Social Responsibilities,”
Academy of Management Journal 16, No. 2 (June 1963): pp. 312-
22; Richard Eells, "A Philosophy for Corporate Giving," The
Conference Board Record 5, No. 1 (January 1968): pp. 14-18;
Alfred C. Neal, "A More Rational Basis for Non-Profit
Activities," The Conference Board Record 5, No. 1 (January
1968): pp. 5-7; and Markley Roberts, "Corporate Responsibility

--4A Goal for the 1980's," AFL-CIO American Federationist 86,
No. 11 (November 1979): pp. 8-11.

29'1‘u1:‘ner. "The Societal Role," p. 1l2.



25
is hecessary to atone for the undesirable results caused by
the "maximizing" corporation. This view leads to the impres-
sion that the free enterprise system does not provide accept-
able results. While this may or may not be true, this group
does not advocate the abolishment of the free enterprise
system. They only want to intercede in order to increase
corporate giving.

Such an extreme view appears to be short-sighted. Cer-
tainly to extract all profit from corporations in order to
promote the needs of society would result in short-run in-
creases in corporate giving. But the long-run consequences
in the investment sector would offset the short-run gains and
end the corporate form of business enterprise.3° With no
prospect for shareholder profit, corporate stock would become
worthless and external investment would cease.’> For a cor-
poration to continue to exist, internal funds have to bé great
enough to replace existing assets as they wear out. With
rising replacement costs from both technological advancements
and inflation, the prospect of maintaining the asset base
appears slight. Current corporate tax laws provide an addi-
tional complication. Revenues set aside to cover increases
in replacement cost due to inflationary affects are not deduc-

tible as a business expense. Any holding gains necessary for

3OMayer, "Managements Social Responsibility," p. 55.
MA1bid., p. 56. '
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replacement must be shared with the government. This would
cause a gradual deterioration of corporate assets to a point
where continued operation would cease.

Temporary relief from these consequences could be
provided by accelerated depreciation methods and investment
credit. Cash flow could increase due to allowable write-offs
exceeding economic depreciation in the early years of the
asset. This shielded cash flow could be used to provide addi-
tional depreciable assets. The new assets provide investment
credit benefits and accelerated depreciation again increases
cash flow for additional investment. The perpetuation of this
process depends on cash inflow generated by product sales pro-
'duced by the newly acquired equipment. Unwillingness or in-
ability of the market to absorb an ever increasing quantity
of a product limits this method of postponing the eventual

deterioration of the corporation.

The Modified View
An extreme view would lead to nationalization of cor-
porations which is inconsistent with a free enterprise society.
The modified view would have government legislate some minimum
level of corporate giving. One suggested level is the present

maximum allowable tax deduction of 5 percent32 of pretax

32The five percent limitation was increased to ten
percent in 1981.
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income.33 This method would in essence be a change in cor-
porate taxes. The resulting new tax would permit "giving"

to those charitable organizations chosen by the corporation.
This simple approach would be highly beneficial to charitable
" organizations and would increase giving five fold. But it

is unlikely to be acceptable to the other parties involved.
Increased corporate giving to charities would be at the
expense of some or all the other groups.

Legislating corporate giving higher than the present
level would have the same effect as an increase in income
taxes. In addition, since this approach taxes only corpora-
tions, the change would have two immediate side effects:

(1) A movement from the corporate form of business and a
movement from corporate equity securities, and (2) to the
degree that charitable organizations spending patterns differ,
the change in corporate spending because of the extra tax
would change the distribution of wealth in the society.

Corporate Socigl Regpongibility is to Maximize

Profits Which Excludes Corporate Giving
A corporation's social responsibility is to maximize

profits.Bu Corporate giving is assumed to be altruistic.

33Kenneth N. Dayton, "The Case For Corporate
Phi%inthropy." ital Speeches 56, No. 20 (August 1, 1980):
p. 9.

34For further discussion of this point of view, see:
Archie B. Carroll, "A Three-Dimensional Conceptual Model of
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Altruism in this sense means that the cost of giving provides
no return or benefit. Milton Friedman, a leading proponent,
explains this view as follows:

The best way corporations can be used to accomplish
social goals isr%a) by forcing them to compete so they
don't have these monopolistic profits to throw around
and (b) by setting up rules so they've got to pay for
resources thgy use and charge for the goods they
distribute.3

David Novick also agrees with this concept.

The most efficient use of corporate resources, that
which produces the greatest net profit for its share-
holders, also creates the maximum benefit for all of
society. In this view therefore, profit is the measure
of the extent to which the cogporation is discharging
its social responsibilities.3

Friedman also states that:

In a free enterprise private property system, a corpora-
tion executive is an employee of the owners of the busi-
ness. He has direct responsibility to his employers.
That responsibility is to conduct the business in
accordance with their desires, which generally will be

Corporate Performance," Academy of Management Review 4, No. 4
(October 1979): pp. 497-505; Jill Crabtree, "Retalling and
Corporate Giving," Stores 60, No. 11 (November 1978): pp. 32-
34; Sandra L. Holmes, "Executive Perceptions of Corporate
Social Responsibility," Busipess Horizong 15, No. 3 (June
1976): pp.- #-40; and "Is Social Responsibility a Necessary
Component of Corporate Policy Making?" Fortune 88, No. 5
(November 1973): p. 56.

3Sl\llilton Friedman debating Eli Goldston, sponsored by
the Urban Research Corporation in cooperation with CNA
Financial, Cummins Engine, Johnson Products and Polaroid, and
reported in "Is Social Responsibility a Necessary Component
of C?rporatgéPolicy Making?" Fortune 88, No. 5 (November
1973 H P .

36Novick, "Cost-Benefit Analysis," p. 63.
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to make as much money as possible while conforming to
the basic rules of society, both those embodied in law
and those embodied in ethical custom. . . In so far as
his actions in accord with his "social responsibility"
reduce returns to stockholders, he is spending their
money. Insofar as his actions raise the price to
customers, he is spending the customers' money. Inso-
far as his actions lower the wages of some employees,
he is spending their money.

Social Responsibjlity is to Maximigze Profits
Which Requir Co te Givin

The economic theory of the manager's role in operating
the corporation is the\same as the previous view with one
major exception. This group believes that corporate giving
is not altruistic, but provides benefits to the corporation
greater than the cost.38 Society expects businesses to pef-
form a variety of social services and the corporation must

perform these services if it expects to maximize profits in

37431 ton Priedman, Capitg%i§m and Freedom (Chicago:
University of Chicago Press, 1963): pp. 13-14; reprinted in
Keith Davis, "The Case For and Against,"” p. 318.

38For a further discussion of this point of view, see:
Archie B. Carroll, "A Three-Dimensional Conceptual Model of
Corporate Performance," Academy of Manacement Review 4, No.
4 (October 1979): pp. 497-505; "“Is Social Responsibility a
Necessary Component of Corporate Policy Making?" Fortune 88,
No. 5 (November 1973): p. 56; Raymond Mayer, “Managements
Social Responsibility: Profit Maximization," S.A.M.

Advanced M ement Journal 35, No. 1 (January 1970): pp.
53-60; David Novick, "Cost Benefit Analysis and Social
Responsibility," Buginess Horizons 16, No. 5 (October 1973):
pp. 63-72; and David Packard, "Corporate Support of Private

Universities," Financial Executive 42, No. 3 (March 1974):
pp. 30-35.
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the 1ong-run.39 As a result of the social services provided
by the corporation, the community is a better place to con-
~ duct business. Recruiting high quality labor will be easier,
crime will be reduced requiring fewer taxes to be spent on
law enforcement, e't:c.L"o

This view suggests that “corporate giving" is in fact
an expenditure for factor goods which enhance profits above
the level that would occur without the expenditure. The fact
that benefits may be intangible or indirect does not negate
their existence. Goodwill is an example of one benefit that
may arise from corporate giving. Goodwill is difficult to
isolate for measurement, and even if it is quantifiable, ac-
tions other than corporate giving may have contributed to
its value.

Other benefits of corporate giving that are difficult
to measure, but appear to be present are: (1) educational
contributions which make it possible for employees to acquire
higher levels of professional training, (2) educational con-
tributions used for research that improves corporate techno-
logy, (3) contributions to the arts which provide a better
cultural environment for employees, customers and others.
These benefits are beliefed to be greater than the cost and

necessary in order for the corporation to maximize profits.

+

39Davis. "The Case For," p. 313.
YO1piq,
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Corporate Giving is Necessary to Preserve
a Pluralistic _Society
Plv.aralists""l believe that a number of groups should

make the decisions concerning social problems.l"2 Supporters
feel that concentration of power is a threat to free insti-
tutions including free enterprise J‘.nsinl:i'tn.rt:ions.L"3 They assume
that it is desirable to maximize the economic freedoms of the
individual meﬁbers of society, and that ecoﬁomic freedom is

present when there are alternatives.uu

The corporation is

one group along with the church, the state, ﬁnd the individual

with both the responsibility and the power to help solve social
problems. If corporations do not accept their responsibility,

other groups will step in to assume those responsibilities

and the power that goes with them.45

ulFor furtheir discussion of the pluralistic viewpoint,
see: DMcGeorge Bundy, "Private Institutions in the Public
Service," Financial Executive 42, No. 3 (March 1974): pp. 36-
Lly; Keith Davis, "The Case For and Against Business Assumptions

of social Responsibilities," Academy of Management Journal 16,
No. 2 (June 1973): pp. 312-22; Kenneth N. Dayton, "An
Optimist's Challenge to the Independent Sector,"” Trusts and
Estates 119, No. 12 (December 1980): pp. 19-21; Paul F. Haas,
"The Conflict Between Private and Social Responsibility,"

Akron Busines d Economic Review 10, No. 2 (Summer 1979):
PP. 33-36; and John H. Watson, I1I, "Corporate Contributions
Policy,"uThe Conference Board Record 4, No. 6 (June 1967):
pPP. 12-14,

42pe11s, "A Philosophy," p. 14.
43Andrews. "On Business," p. 23.
44Mayér. "Managements Social Responsibility," p. 54

u5Davis, "The Case For," p. 314.
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Corporate contributions also provide for more creative
giving. The corporation is more sensitive to a change in
society's norms and reacts more quickly to change than a
government agency. Corporations meet the needs of society
without attaching all the constraints characteristic of govern-
ment agencies.

The Filer Commission reporting on private philanthropy

and public needs stated the following:

« « o no single institutional structure should exercise
a monopoly on filling public needs; that reliance on
government alone to fill such needs not only saps the
spirit of individual initiative but risks making human
values subservient to institutional ones, individual
and community purposes subordinate to bureaucratic con-
venience or authoritarian dictates. Thus the third
sectors' role as an addition to governments, has pos-
sibly never been more important, the basic rationale
of the third sector in the philosopﬁ¥ of pluralism has
possibly never been more pertinent.

Recipients need to have more than one external donor to
be truly independent private institutions. Donations need to
be collected from several sources to remove the threat of
domination by the philosophy of one special interest. And
funds provided by government budgets vary on a timetable that

may differ from the needs of the z‘ec:'l.p:'l.en'l:s.)‘"8

%61p14.

47Filer Commission Report, "Giving in America: Toward
a Stronger Voluntary Sector, The Report of the Filer Commission
on Private Philanthropy and Public Needs: A Summary," Irusts
and Estates (February 1976): p. 85.

usBundy. "Private Institutions,” p. 38.
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Tax Developments

Attempts to provide for corporate tax dgductions for
contributions were rejected in 1918 and 1921 by the Congress
even though deductions for individual giving had been allowed
by 8 121(2) of the Revenue Act of 1917.49 A deduction for
corporate giving was not provided until the Revenue Act of
1935 in 8 23(r) .°° Deductions were allowed for gifts to or

for the use of:

« « « a corporation, trust, community chest, funds or
foundations, created and operated exclusively for reli-
gious, charitable, scientific, veterans groups, liter-
ary, or educational purposes or for the prevention of
cruelty to children if they are organized under the laws
of the Federal, State or U. S. Territorial governments,
are non-profit and do not devote a substantial part of
their activities to influencing legislation.5l
Contributions are subject to a limitation of 5 percent
of net income, computed without the benefit of such deductions,
and any excess is not deductible as a business expense unless
it was in fact a business expense.52 Deductions are generally
allowable only for the taxable year in which the contribution
is paid. Accural corporations are allowed to deduct any
49Ronald L. Groves, Esq., Charitable Coptributions by
Corporations, Tax Management Portfolio No. 290 {Washington,
D.C.: Tax Management Inc., 1973): p. A-3.
501bid., p. A-b.

5lpederal Tax Course, 1 , (Englewood Cliffs, N.J.:
Prentice-Hall, Inc., 1955): p. 3119.

521pi4.
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contributions authorized by the board of directors during
the taxable year, even if not paid until after the end of
the accounting period, if paid before the 15th day of the
third month after the close of the accounting year.53

In the years beginning after December 31, 1953, the
excess of 5 percent could be carried over for two years, pro-
vided carry-over year's deduction plus carry-over does not
exceed 5 percent of net income without regard to operating
loss carry-back to the taxable year and special deduction for
Western Hemisphere Trade corpdrations.su The carry-over fea-
ture was extended to five years for taxable years beginning
after January 1, 1963.55

In the enactment of the charitable deduction, the
legislature gave corporations the right to take a special
deduction from taxable income for certain gifts and contri-
butions not to exceed 5 percent of taxable income before the
deduction.f'6 Although. there was considerable concern over
the right of corporations to make gifts and contributions

from corporate funds, this special deduction tended to support

531pia.
S%1pia., p. 3120.
55Groves. "Charitable Contributions," p. A-1l.

56Orace Johnson, "Corporate Philanthropy: An Analysis

of Corporate Contributions," Journal of Business 39, No. &4
(October 1966): p. 491.
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that right, and at the same time implied that corporate giv-
ing was not an ordinary and necessary business expense.

The tax regulations had alrgady provided for businesses
to deduct any ordinary and necessary business expense in arriv-
ing at taxable income. The ordinary and necessary business
expenses are referred to as Section 162 items and the special
deductions for gifts and contributions are referred to as
Section 170 items.”! The implications of Section 162 and 170
have contributed to the controversy over the right of corpor-
ations to make gifts and contributions with corporate funds.

Proponents of corporate charity interpret Section 170
as a mandate for corporations to give. They interpret the
five percent limit as the socially responsible amount corpor-
ations shbuld give.58 Opponents of corporate giving interpret
Section 170 to imply that corporate giving is not an ordinary
or necessary business expense qualifying as a Section 162
deduction. The five percent limit is interpreted as the
maximum expenditure for gifts and contributions not authorized

in corporate charters.

57George Brody, "Tax Effects on Inventory Methods:
Contribution or Business Expense? Tax Results May Differ,"

Taxation for Accountants 10, No. 6 (June 1973): p. 360.
58Dayton, "The Case For," p. 619.



36

Development of the Legal Philosophy

In the period prior to 1915, the courts reviewed cor-
porate giving cases in terms of a literal interpretation of
the powers expressed in the corporate charter.59 This stage
of development in court philosophy has been labeled the "strict
constructionist" view.60 Under the strict constructionist
view, corporate benefit was irrelevant. If the activity was
not authorized by the charter, it was "ultra zigg even though
it might be p.'r:o:t‘i't:al:»le.“él

The second stage of develcpment occurred between 1917
and 1932. The limited corporate charter was replaced with a
liberalized corporate char'l:er.62 Since the charter no longer
detailed a strict purpose of the corporation, the courts
leaned towards a "direct benefit rule.“§3 When corporate giv-
ing was used as a method to increase revenues, and the benefit
was reasonably direct, the courts upheld management's action

as related to business operation authorized by the charter.éu

59Philip I. Blumberg, "Corporate Social Responsibility
and the Social Crisis," Bostopn University Law Review 50,
(1970): p. 168.

601p34,

6l1pid.

62101d., p. 169.

631bid.

€h1pia.
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After the Internal Revenue Code was amended in 1935 to
include an allowable deduction for corporate giving of up to
five percent of taxable income,65 the states began adopting
expressed statutory provisions empowering corporations with
the right to make charitable contributions. The number of
states with such legislation increased from 9 in 1938 to 41
in 1956.66 During the approximate period, 1936-1953, the
courts began to lean toward a policy of upholding the right
of corporate managefs to make contributions for purposes that
appear to provide only indirect benefits. )

In 1953, the Supreme Court of New Jersey, in A.P. Smith
Manufacturing Co. v. Barlow, rejected the benefit rule as
irrelevant and supported a $1500 donafion to Princeton
University basing their decision on the secial responsibility
of business to higher education.67 Supporters of corporate
giving proclaimed the decision in the Smith case as a mandate
for increased corporate giving. This decision marked the

beginning of a whole new philosophy of corporate giving.68

65Groves, “Charitable Contributions," p. A-3.

66Blum.berg, "Corporate Responsibility," p. 167.

67 1bid.

68Norman Kurt Barnes, "Rethinking Corporate Charity,"
Fortune 15, No. 4 (October 1974): p. 170.
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Major Studieg on the Nature
of Corporate Giving

R. A. Schwartz _

A study of personal and corporate philanthropy was
presented by R. A. Schwartz in 1966.69 Schwartz classified
corporate giving motives as either expenditure oriented or
consumption oriented.70 Schwartz used the following as
examples of expenditure oriented giving:

(1) Giving to improve the image of the firm :gsulting
in an upward shift of the demand curve. This type of giving
is a form of advertising.

(2) Giving to educational, health, or cultural institu-
tions that is expected to increase the quality of life for
employees and their families. This is assumed to increase
the productivity of the employees.

(3) Giving for research to universities that is expected
to provide technological advancements beneficial to the firm.
Expenditure oriented giving is one of the many resources used
in production and is consistent with the profit motive.

Consumption oriented giving was assumed to be a through-

the-firm purchase for the personal use of the owner. Schwartz

69Robert A. Schwartz, "Private Philanthropic
Contributions-~An Economic Analysis," Ph.D. Dissertation,
Columbia University, 1966.

7oIbido , Po 73‘
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believed that this type of giving might be truly philanthropic.
Consumption oriented funds have alternative uses such as pay-
ment of dividends, retertion for reinvestment or retirement
of liabilities.

Schwartz tested the strength of these motives using a
time series regression. He used data compiled from various
editions of Statistics of Income, Part II, provided by the
Internal Revenue Service. His analysis covered the period
1936 through 1961. He used data on all corporate returns,
which included firms reporting losses as well as firms report-
ing profits. In his arrangement of the data, Schwartz aver-
aged net income figures by dividing aggregate net income by
the number of returns filed and deflated average income using
the implicit GNP price deflator.

| Schwartz represented the functional relationship of

corporafe giving as: CG = £(P, R, A)

where: CG = Corporate Giving
P = Relative Price
R = Resource Constraint
A = Advertising.

Corporate giving was measured by the amount of gifts
and contributions reported on annual tax returns of all firms.
Relative price depended on the level of income or loss. For

firms contributing less than 5 percent of net income, the

price of giving is (1 - t) where "t" is the marginal tax rate.
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For firms giving in excess of the 5 percent, the cost above
the 5 percent is unity. For loss firms, the price of giving
is also unity. The price is reduced by "t" because corporate
giving is deductible for tax purposes up to a limit of 5 per-
cent of net income.
The weighted price used in the analysis was:

P=(1-1t) ngf

1
Dn + D1
where: t = the average tax rate of the firm
Dn = donations of firms with income

D, = donations of firms without income.’t

The resource constraint was measured by using alterna-
tively net income or cash flow. Cash flow is defined as net
income plus depreciation, depletion and amortization. Adver-
tising was also considered an expenditure oriented wvariable.
Factors which cause the firm to ‘advertise more might also
cause the firm to give more.

Schwartz suggested that if corporate giving reacted
positively to a decrease in the tax rate then giving was
consumpt;on oriented and therefore philanthropic in nature.
He assumed that changes in the tax rate would not affect the
least cost combination of factors or the best profit output

equilibrium under a static analysis. Therefore there would

7}Schwartz excluded the present value effect of carry-
over which exceeded the five percent limitation.
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be no change in the level of expenditure oriented corporate
giving as a result of a change in the tax rate. Expenditure
oriented donations should be more responsive to changes in
cash fléw than to changes in income. Any relationship be-
tween advertising and donations meant that giving rates were
affected by considerations of profit maximization.72

Schwartz concluded from his analysis that the reaction
of changes in giving to changes in price supported giving as
more than just expenditure oriented. However, the strength
of the changes in giving to changes in cash flows, as com-
pared to income, supported the expenditures oriented approach.
Schwartz deleted advertising because the results of the re-
gression analysisvindicated fhe variable was insignificant.

The main criticisms of the Schwartz study, according to
Ralph L. Nelson73 and Orace Johnson7u concerned his inclusion
of loss firms and his averaging technique. Since firms can-
not have negative gifts and contributions, the inclusion of

loss firms lowers aggregate net income while not lowering

728chwartz,'?rivate Philanthropic Contributions," p. 71.

’ 73Ralph L. Nelson, Economic Factors in the Growth of
Corporate Giving, Occasional Paper 111, National Bureau of
Economic Research (New York: Russell Sage Foundation, 1970).

7%

Orace Johnson, "Corporate Philanthropy: An Analysis
of Corporate Contributions," Journal of Business 39, No. 4

(October 1966): pp. 489-504,
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gifts and contributions. This tends to increase variability,
depending on the amount of losses reported.

Another criticism is that since the independent variable
is net income, the exclusion of loss firms, where giving was
probably due to other variables, would have allowed for a
better analysis of the effects of net income. Averaging of
net income and gifts and contributions, even with the exclu-
sion of loss firms, may cause considerable variatioﬁ in the
analysis due to mergers and consolidations reported on joint
returns or consolidated tax basis. While net income'and gifts
and contributions may not change due to merger, the number of
firms decreases, thus affecting the average and relative change
in the independent income variable and the dependent gifts
and contributions variable.

Nelson also criticized Schwartz's use of the average
tax rate as opposed to the marginal tax rate.75 While the
marginal tax rate is theoretically superior, it is difficult
40 define. The marginal tax rate varies depending on before
tax income. For example, in 1976, the marginal tax rate was
zero for firms having no net income; .2 for firms with net
income before tax between zero and 25,000; .22 for firms with
net income before tax of 25,000 to 50,000; and .48 for firms

with net income before tax of 50,000 or greater. Other

75Nelson, Economic Factors, p. 40.
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factors which also affect the marginal tax rate are the
surtax and excess profits tax, excess accumulated earnings
penalty tax, and carry-forward. Nelson pointed out that the
ideal tax rate would be an average of the marginal tax rates
of different firms weighted by the relative amounts of gifts
and contributions made at each marginal tax rate. However,
the available data is not arranged for computation of the

ideal price and an approximation is necessary for analysis.76

Orace Johnson

Orace Johnson attempted to determine the effect of firm
size and industry structure on corporate donations in his 1966
study.77 The dependent variable was a contribution ratio
derived by dividing gifts and contributions by "compiled net
profit" as reported in tax returns filed with the Internal
Revenue Service. The data was compiled from the unpublished
editions of the Source Book of Statistics of Income, Corporate
Income Tax Returns for the years 1936-61.

The Johnson study defined the motives for corporate giv-
ing as either profit maximization and or social responsibility.
The percentage of giving to net income was defined as the
contribution ratio. The contribution ratio was used as the

dependent variable under each of five separate hypothesis.

761pid,

770race Johnson, "Business Corporations and Philanthropy:
A Study of Why Corporations Give," Ph.D. Dissertation,
University of Chicago, 1966.
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(1) If corporations were socially responsible, their
contribution ratio would be five percent. The allowable tax
deduction was interpreted as the level of social responsi-
bility set by law.

(2) The contribution ratio of socially responsible
firms should increase with size and industrial concentration.
Johnson argued that with economic power would come added
responsibility.

(3) Service industries would report giving at a lower
rate than product industries because of higher net cost. The
difference in cost was because donation of a product is de-
ductible for tax purposes while donation of a service is not
a tax deductible item. Industries predicted to give more
were trade, manufacturing, agriculture and construction.
Those having non-deductible or unusable products were regu-
lated utilities, finaice, service and mining.

(4) Highly competitive and monopolistic industries would
give less than oligopolistic industries. Johnson classified
oligopolistic firms as rival firms. Rival firms were expected
to give more as a method of innovative strategy. Competitive
firms could not give and remain in competition. The monopo-
listic firm could not gain from giving and donated products
would result in decreased sales. Manufacturing, services,
trade and construction were classified as rivals. Agricul-

ture was more competitive. Utilities, finance and mining
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were more monopolistic. Since only rivalry allows for a
gain, the contribution ratio should be higher for the first
four industries.

(5) If size could be used as a measure of monopolistic
power, then small and large firms should give less than inter-
mediate size firms.

Industry averages over the period 1936-61 were calcu-
lated and compared to the contribution ratios. Johnson con-
cluded the following from his analysis:

(1) Businesses have shown no desire to reach the five
percent level of giving.

(2) Power as measured by concentration does not lead to
greater social responsibility.

(3) Two sectors, agriculture and services, did not
behave as hypothesized.

(4) Test results supported the industry structure
hypothesis that competitive and monopolistic firms would give
less and rival firms more.

(5) The analysis also supported the hypothesis when
total assets could be used as a measure of size.

R. A. Schwari:z78 had three major criticisms-of Johnson's
analysis. First; he failed to present g priori reasons for

believing that income elasticities would be greater for

78Robert A Schwartz, "Reply," Journal of Finance 25,
(1970): pp. 153-57.
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medium-sized than for large or small firms. Second, he
failed to distinguish between consumption and expenditure
oriented motives for giving. Third, he failed to realize
that the effect of market structure on consumption oriented
giving is relatively unpredictable.

Schwartz thought the system of industry classification
was a good framework for further analysis. He was concerned
about Johnson's use of income instead of cash flow, since the
analysis was primarily interested in expenditure oriented |
donations. He also questioned Johnson's method of assigning
major industry groups to market structure. While the results
tended to support the hypothesis, "further disaggregation may
show that within-gpoup dispersion is so great that between-
group differences are not significant."79 Schwartz also felt
that the regression method of analysis was superior whenever
the relationship between variables can be adequately des-

cribed by standard functional equations.80

Ralph L. Nelson
The last major study of corperate giving to be dis-
cussed was published by Ralph L. Nelson in 1970.81 Nelson
also used Internal Revenue Service data for the period 1936-

1963. He used time series regressions to test for a scale

?91pid., pp. 155-56.

801pid., pp. 149.

81Nelson, Economic Factors.
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effect, price effect, profitability effect, trend factor, and
a variable for measuring the effect of anticipation of a tax
rate change. Cross-sectional analysis was performed for the
effects of corporate size, profitability and giving, employ-
ment and giving, and dividends and giving.

Nelson concluded from the cross-sectional analysis that
large corporations gave neither more nor less in proportion
to their size than do small ones. Results of the time series
analysis supported tax deductibility of corporate giving as
a "significant factor in the giving decision,"82 Both the
time series and the cross-sectional analysis indicated only a
slight responsiveness of giving to changes in the rate of
return on shareholder investment. The cross-sectio&él analy-
sis found there was a significant relationship between cor-
porate giving and labor used in production. Lastly, the
cross-sectional analysis found a significant relationship
between contributions and dividend payments.

Nelson restricted his time series regressions to aggre-
gate all-industry data for firms reporting net income. He
assumed non-linear relationships and tested using a log base
ten. He did not test the major industries separately in his
time series regressions. Nelson used the highest marginal
tax rate in computing his price. The inclusion of after tax

income as a proxy for income measure is biased by changes in

821v14., p. 54.
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the income tax rate, which is also being used to measure
price. The use of net worth discounted by the implicit GNP
price deflator tends to understate changes in net worth and
therefore overstate the responsiveness of donations to net

worth.



CHAPTER III
PLANNED ANALYSIS AND DATA

General
Previous studies into the nature of corporate giving

concentrated on a dichotomy between profit maximization and
social fesponsibility, The position of this research paper,
as discussed in Chapter II, is that there is no dichotomy be-
tween profit maximization and social responsibility. The
social responsibility of a corporation is to maximize long-
run profits. Therefore, the value of the product or service
should be greaigr than the cost of production as determined
by the market. In those cas;;'whére the market system does

not force payment for all the costs of production, regulation

is preferred to restitution in the form of corporate giving.

The Model
Two motives will be examined to test the nature of cor-
porate giving, both of which have received considerable atten-
tion in the literature. They are as follows:
(1) the business expenditure motive, which is expected
to provide a satisfactory return on the outlay;

49
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(2) the through-the-firm consumption motive, which seeks
to provide a product or service that otherwise would have had
to be purchased by the donor from wages or dividends. With
this motive, both the recipient and the donor benefit because
of tax considerations, for example, as with business lunches
and philanthropic giving.

Corporate giving as a form of through-the-firm consump-
tion is defined as philanthropic in nature. The utility
derived from corporate donations accrues to either management
or the shareholders. However, there are supporting arguments
suggesting that management through-the-firm consumption pro-
duces no significant effect on the level of corporate giving.

If the business expenditure or owner through-the-firm
consumption motive exists, then the manager may receive con-
siderable persongl utility in his role as a corporate giver.
As a result of manager giving to increase profits or to act
as an agent for shareholder giving, the recipient of the
donation will tend to ignore the distinction between the mana-
ger making the decision'and the corporation. The manager will
be treated as though he is in fact the donor.

Giving not classified as business-oriented or share-
holder consumption is classified as management consumption
and threrfore a substitute for management's salary. As there
appears to be no income tax advantage or cost savings either

to the corporation or to the manager, any additional reasons
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for giving by management appear to be served more directly
through personal giving. Therefore, one premise of this
study is that management through-the-firm consumption is not
significant, and it is excluded from the model in the first
stages of testing.

The preceding discussion suggests that corporate giving
is the result of a number of factors acting_as determinants
of the size of contributions. In order to simplify the dis-
cussion of the statistical methodology, the assumption (at
least provisionally) is that corporate giving is determined
functionally as follows:

CG = f(A, E, D, P, L, F, C)
where: CG

Corporate Giving,

Advertising,

Employment Level,
Dividend Payout,

Profitability,

Liquidity.

- T ~ B« T = B - N
n

Financial Leverage,

C Cost.

It

The variables selected have differing degrees of power
in explaining the nature of corporate giving. Liquidity.
employment level, and dividend payout may indicate support for
either the business expenditure motive or the through-the-firm

consumption motive, depending on the significance and or the
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direction of the relationship. Advertising and profitability
may be explanatory g priori only if the significance and

direction of the relationship is as predicted.

The Varigbles
The following section presents the variables initially
tested and explains the rationale for their possible signifi-
cance to corporate giving, thus Jjustifying their inclusion in

the regression model.

The Dependent Variable

Corporate giving (CG) is the dependent variable. The
dependent variable represents corporate contribution of
resources to education, health, welfare, arts, and other
social services which may or may not provide a direct bene-
fit to the firm. Gifts and contributions as a category re-
ported on Federal tax returns is used as a surrogate for
corporate giving. Reported gifts and contributions, however,
do not include the value associated with services rendered for
charitable purposes by employees on company time. The cost
of administrative services associated with corporate giving
are also excluded. However, the value reported is believed
to remain a relatively proportionate amount of total corporate
giving and thus adequately serves as a surrogate for testing

the nature of corporate giving.
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The Independent Variables

Advertiging. The papers and television frequently
report corporate community involvement with some social pro-
motion for the advancement of health, education, or a cultural
project. For example, a scholarship to a collegé for an
athlete's outstanding performance during a game is announced
af the end of the contest. Later the local paper reports the
contribution in conjunction with the local firm. The scholar-.
ship fund then 1is established by the institution's financial
aid office under the name of the donor, and the donor's name
is publicized through literature circulated by the financial
aid office.

In another instance, a corporation donated funds to
build a special addition at the local hospital, for which the
corporation receives publicity in the various news media.

The hospital eventually places special plaques in the new
addition citing the donor's generosity as responsible for the
construction, and perhaps the facilities are even named after
the donor. Some corporations include in their budgets funds
specifically to help publicize their contributions to community
projects.

Such corporate efforts to publicize social involvement
is, in effect, a form of advertising that emphasizes the image

of the corporation, rather than its products or services.
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However, product‘advertising is also achigved when the cor-
poration donates goods and services. An assqmption in this
study is that giving to improve image and product advertising
are complementary inputs, an assumption consistent with that

made by Whitehead in his cross-sectional model.1

This direct
relationship between advertising and giving would support the

business expenditure motive.?

Employment Level. Corporate giving began in the last
quarter of the nineteenth century when the railroad companies
paid over half the construction cost of YMCA.buildings favor-
ably located for railroad employees. The practice of giving
to vocational schools to train potential employees is a more
recent example of corporate giving related to em.ployment.3
The employee-oriented nature of corporate giving is suggested
by Levy and Shatto:

When businesses move employees into a developing
section of the country, the increases in population
strains existing facilities--schools, hospitals, and
the like. Moreover, the employees complain about the
shortage of services and cultural benefits, especially

those services customarily provided in their old locales.
Recognizing the correlation between profits and a stable

l-J'ames P, Whitehead, "Some Economic Aspects of Corporate

Giving," Ph.D. Dissertation, Virginia Polytechnic Institute
and State University (May 1976): p. 32.

2Corporate giving and advertising may also be substi-
tutes. But an inverse relationship between advertising and
giving would also support the business expenditure motive.

3Ferdinand K. Levy and Gloria M. Shatto, "A Common Sense
Approach to Corporate Contributions," Financial Executive 56,
No. 8 (September 1978): p. 37.
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workforce, corporations promote music and art programs

as well as health and educational facilities. By im-

proving the quality of life for their employees, through

supporting and initiating community services, corpora-

tions exhibit enlightened self-interest ancillary to

their profit motive ¥

The employment motive for giving suggests a positive
relationship between giving and the number of individuals
employed. The number of employees per industry, however, is
not given in the data provided by the. Internal Revenue Service.
On the major industry level, the classification of businesses
by the Standard Industrial Classification (SIC) method is
basically the same as the Standard Enterprise Classification
(SEC) method. Because the SIC does give the number of employees
by industry, it was used to measure the level of employment.
A direct relationship between corporate giving and the number
of employees would support the profit motive.

Dividends. The differing tax treatment of dividends
and corporate giving offers a potential advantage for through-
the-firm consumption. Shareholders may direct management to
donate to a charity some of the funds available for dividends.
Since corporate giving is a deductible expenditure and divi-
dends are non-deductible, shareholders may increase their giv-
ing dollars at no extra personal cost. For example, if the

corporation has a marginal tax rate of fifty percent, manage-

ment can donate two tax-deductible dollars to a charity where

Y1vid.
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it might otherwise pay taxes of one dollar and declare the
other dollar a taxable dividend to shareholders.

If the corporation is to aid shareholders in giving,
some decision criteria should be available for determining
the appropriate level of contributions. One basis would be
to designate some proportion of the funds available for divi-
dends. This would result in determining corporate giving
according to the same variables which influence corporate
dividends. Therefore, if corporate giving is a form of through-
the~-firm consumption, a direct relationship is expected between
giving and dividends.

Another basis for giving could be that, after some mini-
mum level of dividend payout, a proportion of the remaining
funds available would be allocated for giving. This second
basis should also result in a direct relationship between giv-
ing and dividends. Alternatively, management may first deter-
mine the funds available for distribution to the owners, and
then divide the allocations between giving and dividends. In
this case, dividends and giving would be substitutes; and an
inverse relationship would exist.

Up to this point, the discussion of dividends has been
viewed from the consumption-oriented motive. However, the
business motive may also influence decisions relating to divi-
dends. Management is usually reluctant to reduce dividends,
and this attitude results in a similarly conservative reluctance

to increase dividends until maintenance of the increased level
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is relatively assured. To avoid shareholders' pressure for
higher dividends because of excess liquidity, management may
use giving as a means of temporarily reducing liquidity. This
"smoothing effect" would be justified if the giving serves a
business motive and would result in increased giving during a
period of constant dividends and decreased giving with an
increase in dividends. If giving is a form of through-the-
firm consumption, the relationship to the dividend wvariable
is expected to be significant--either direct or indirect. An
insignificant relationship would suggest that giving is not a
form of through-the-firm consumption and thus would tend to
support the profit motive.

Profitability. Schwartz defines net income and cash flow
as a measurement of prufits and therefore used them to repre-
sent the ability of the corporation to give. Nelson defines
his resource constraint as net income, stating that net income
is a measure of profitability. Both researchers hypothesized
that if either higher income or cash flow (profitability)
resulted in proportionately higher giving, the consumption-
oriented motive was supported. However, net income and cash
flow are more appropriately defined as liquidity constraints
and will be discussed with that variable.

For the corporation, profitability is defined as a
return on investment. This return on investment is defined

as net income divided by stockholders' equity. The equity
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base is used because the goals are related to maximization
of shareholder wealth.

During periods of high profitability, the firm's abil-
ity to give will increase. According to the consumption
motive, those who have mbre will give more. Therefore a dir-
ect relationship between giving and profits may be interpre-
ted as supporting the through-the-firm consumption motive.

An inverse relationship would indicate that giving is not a
form of through-the-firm consumption.

If giving is a form of advertising, giving may increase -
during a period of falling profits and decrease when profits
are up. The firm will increase advertising (giving) in order
to minimize the drop in profits. When profits are high, there
is less need to push the product or firm's image, resulting
in a decrease in advertising (giving). This would suggest
that an inverse relationship between profits and giving would
result if giving is a business, or advertising, expenditure.

Liguidity. Previous studies have all included a mea-
sure to determine the resources available for corporate giving.
The level of income proved to be a valuable explanatory vari-
able in the study of private giving. Cash flow could also
be expected to show a strong direct relationship to individual
giving. Cash flow usually is the same as income for the indi-

vidual, therefore,both may serve as a measure of the ability

to give. If corporate giving is an extension of personal
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giving, the liquidity of the firm is expected to be a contri-
buting factor in explaining the nature of corporate giving.

Schwartz hypothesized that since the individual gave
more as income increased, corporations would also give more as
income increased if giving were consumption-oriented. While
Schwartz interpreted income as a measure of profit for the
individual, his extension to the corporation changed the form
of income. Schwartz was really testing corporate giving to
liquidity whereas a better measurement of liquidity is the cur-
~rent ratio. This latter measurement has the advantage of mea-
suring liquidity on a relative basis whereas income and cash
flow do not.

If corporate giving is a form of through-the-firm con-
sumption, an increase in liquidity will result in an increase
in giving. If, on the other hand, corporate giving is related
to the profit motive, then an increase in liquidity is not
expected to cause an increase in giving.

Fingncial Leverage. As the level of debt increases for
a firm, within a giving industry and relative to stockholders’®
equity, the level of risk also increases. Since risk is an
important factor in any business.exyenditure, corporate giving
is also expected to be affected if such giving is based on a
business-oriented motive.

The increase in risk from an increase in financial lever-

age is partially measured by the resulting current position
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of the firm and also by its ability to cover the increase in
Pixed cost associated with debt. The manager may offset the
risk from increased financial leverage by decreasing operating
leverage and increasing the funds available to cover fixed
cash costs by reducing corporate giving. This results in
improved liquidity and coverage ratios and a slight improvement
in‘the debt-to-total-assets ratio, as less giving means more
retained earnings. Therefore. an inverse relationship between
giving and leverage would support the business expnediture
motive. |

Cost. The previous studies by Schwartz and Nelson de-
fined the cost of giving as (1 - +) where "t" was the marginal
tax rate, and the tax treatment of giving relative to other
variables was suggested to be important in examining the mo-
tives for giving. For example, if the nature of giving is
profit-oriented, then it is competing for funds with other
expenditures which are deductible. Therefore, a change in the
tax rate without a relative change in the ratio of giving to
other factors would support the business motive for giving.

On the other hand, if giving is not a business expendi-
ture, then it is competing with dividends, reinvestment, or
reduction of liabilities, which are not deductible for tax
computation. Therefore, according to Schwartz, the cost of
corporate giving would decrease with an increase in the tax

rate relative to dividends, reinvestment, or the retirement of
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corporate 1iabilities.5 He thus concluded that an inverse
relationship between giving and the cost of giving suggested
that the motive for giving was through~the-firm consumption.
Conversely, the lack of a response in the level of giving to
a change in the tax rate may support the buéiness motive, at

least under a static analysis.

The Manager-Owner Agency Relationship

While this description of the research model has thus
far excluded the factor of through-the-firm consumption by
management, consideration of the role played by management in
its agency relationship with the owners is important. Owners
prefer to diversify their investments to reduce risk rather
than attempt to concentrate their investment for control pur-
poses, and this ‘diversification requires ownérs to contract
for an agent to manage their common interests. These agents
are ultimately responsible for the operation of the firm.6

Managers are generally non-equity owners who are seeking
to maximize their own self-interest. The concern is this: how
can the shareholders' self-interest be preserved while the man-
agers are maximizing their own self;interest? This potential

conflict of interest is an important feature of the workings

5Robert A. Schwartz, "Private Philanthropic Contributions--
Anégconomiﬁ Analysis," Ph.D. Dissertation, Columbia University.
1966, p. 74. .

6Hand, John H.; Lloyd, William P.; and Rogow, Robert B.,
"Agency Relationships in the Close Corporation," Financial
Management (Spring 1982): p. 25.
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of the market system. In particular, this factor is apparent
in the labor market for corporate managers. Specifically, the
market's evaluation of equity securities reflects the relative
efficiency of the corporate manager; furthermore, the evalua-
tion of equity securities is considered in the labor market
to determine the manager's compensation for his services.

Within the firm, executive incentives are provided

through the dependent nature of each individual’s mar-

ginal product. Each manager realized that his value in
the labor market is determined, in part, by the perform-
ance of the firm which is dependent on the actions of
other hired managers. This leads to an internal polic-
ing effort that monitors and controls contrary executive
behavior.?

The corporate manager's act of giving should be reflect-
ed in the internal and external labor market as well as in the
securities market. If giving is a form of manager through-the-
firm consumption, it will be viewed as manager compensation by
the owners--a factor reflected in the securities market. It
will also result in lower contract wages in the labor market.
Thus, if corporate giving is interpreted as a form of agency
cost or manager through-the-firm consumption, managerial com-
pensation will decrease as corporate giving increases.

If, though, corporate giving is a form of owner through-

the-firm consumption, it will not be reflected in a decline in

security prices. Since corporate giving is deductible for

7Clif:t‘ord B. Sowell and W. Stewart Mounts, Jr., "The
Economics of Corporate Giving: Theory and Evidence,” An un-
published paper presented at the Midwest Economics Association
Meeting, Louisville, Kentucky, April 1981.
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corporate tax purposes, the giving needs of the individual
could consequently increase. The owners could effectively give
more by allowing the corporate manager to make their contribu-
tions rather than to distribute the after-tax profits in the
form of dividends. In this situation, the desirability of
owner through-the-firm consumption would be reflected favorably
in the securities market with a corresponding favorable effect
for the manager in the labor market. Therefore, a direct rela-
tionship between giving and officer's compensation may be in-

trepreted as supporting owner through-the-firm consumption.

The Data

The major portion of the data used in the following
analysis was collected from the Corporate Source Book of
Statistics of Income, a set of unpublished worksheet tables,
or from the annually published Statistics of Income, Corporation
Income Tax Returns.8 Balance sheet and selected income state-~
ment items are available for each year after 1936 with the
exception of 1962. Because only limited balance sheet data
were available for 1962, that year's data were generated using
an average percentage of common size statement items for 1961
and 1963. For example, in 1962 one of the figures provided was

total assets. The total assets figures for 1962 and 1963 were

8The limited number of observations (38) is less than
ideal. However, the previous studies by Schwartz and Nelson
used only 26 and 28 sets of data, respectively.
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first used to calculate the respective percentages of cash,
accounts receivable, etc., for those years. The resulting
percentages for 1961 and 1963 were then averaged; that average
figure was then multiplied by 1962's total asset figure to
generate cash, accounts receivable, etc., for 1962. This
method provided estimates very close to the two other balance
sheet items actually listed for 1962, inventories and depreci-
able assets.

Balance sheet and selected income statement items were
provided by each year in one of two formats: (1) the aggre-
gates for all corporations and also for all corporations re-
porting a net income, or (2) the aggregates for all corpora-
tions reporting a net income and also for all corporations re-
porting a net losé. Regardless of which format was used, three
consistent sets of data for each year, 1936 through 1973, were
compiled: (1) the aggregate for all corporations, (2) the
aggregate for all corporations with a net income, and (3) the
aggregate for all corporations with a net loss. (Data set 1
equals data set 2 plus data set 3.)

In the tradition of earlier studies, data set 1 (includ-
ing all firms) would be the choice to use for analysis. How=-
ever, a preliminar& review indicated that such a general ap-
proach would not necessarily yield the most useful results.l
The aggregate data of loss firms indicated that while these
firms generally gave less than two percent of total corporate

giving, they generally constituted more than thirty percent
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of total corporations. Failing to distinguish the data of
loss firms from the other corporate giving data thus reflects
large increases in most of the aggregate dollar items reported,3
a decrease in aggregate net income, and only a slight increase
in corporate giving.

Since this study, however, is primarily concerned with
"why cdrporations give," the exclusion of corporations that
do not give should clarify the interpretation of the regfession
results. This decision to exclude the loss firms, furthermore,
is consistent with the studies performed by Johnson and Nelson
and thus facilitates comparison of results with these studies.

The aggregates were divided into major and minor indus-
tries using the Standard Enterprise Industrial Classification
issued by the Office of Statistical Policy and Management
Information Systems, 0ffice of Management and Budget, Publi-
cation 647.9 Publication 647 provided a comparison between
the gbove classification and the Standard Industrial Classifi-
cation, and although there were some differences between the
minor industry classifications, the major industry classifica-
tions were the same.

In addition to the aggregate nature of the data, other
limitations are described in Publication 647. The line items

listed in the balance sheet were not the same in each year.

9Treasury Department, Internal Revenue Service,
Corporation Source Book of Statigtics of Income, Publication
7 (Rev- 2-78)a
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For example, govermment securities were listed as one figure
in the earlier years and separated into Federal and State com-
ponents in later years. The most condensed figure was used
in those cases in order to have a consistent classification
for the entire time span covered by the data.

Another limitation was related to the reporting method
of large companieg with diversified interests. If a consoli-
dated return was used for reporting purposes, the comparabil-
ity might be compromised as stated in the following:

Even though the classification system is designed to
apply to the company rather than the establishment, its
application to corporation income tax return statistics
has limitations. For corporations, industry statistics
are generally governed by the returns of the larger com-
panies. Since a return is classified by industry based
on the activity accounting for the largest percentage

of total receipts, this means that large corporations

with diversified activities are included in only one

industry even though many of their business operations
are unrelated to the industry in which they are classi-
fied . . . Statistics for an industry may be either
understated by amounts reported by corporations whose
principal activity lies elsewhere, or overstated by

amounts reported by corporations classified in the indus- 10

try but having substantial operations in other industries.
When the reporting unit files separate returns for each member
of a group of related companies, the problem is minimized.

The problem becomes more critical when disaggregation is
attempted and or a large number of consolidations, mergers
or spin-offs are transacted during the reporting period.

Since this analysis does not disaggregate the data below the

101pig., p. 2.
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major industry classification, the.limitation was assumed to
be minor.

The Eost of corporate giving is reported in current
dollars as "gifts and contributions" on tax returns filed
with the Internal Revenue Service. The purchasing power of
gifts and contributions are affected by the changing real
value of the dollar. Adjusting for the changing purchasing
power of the variables used in this analysis depends on find-
ing some'index to measure the change. Most indexes are based
on a quantity-price relatibnship. They cannot separate changes
in prices due to: (1) quality changes, (2) technological
changes, and (3) other economic changes from changes in pur-
chasing power. An appropriate index for corporate giving
presents another complication related to the measuring unit.
The variables used are intangibles, no common unit of measure-
ment is provided. This makes the deVelopmeht of an index,
to adjust for purchasing power changes over time, difficult.
The traditional solution is to rely on one of the common
indexes: (1) the Wholesale Price Index, (2) the Consumer
Price Index, or (3) the Gross National Product (GNF) Implicit
Price Deflator. Expressing the variables in ratio form eli-
minates chpsing whigh index to use. The lack of goods which
dominate the consumer basket and the failure to acquire goods

at wholesale prices, makes it necessary to reject the Consumer

Price Index and the Wholesale Frice Index. Corporate giving
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is for a variety of purposes: capital improvements, health,
education, cultural services, advertising, etc. The diver-
sity of these expenditures makes the GNP Implicit Price
Deflator the best choice. Schwartz and Nelson also chose
the GNP Implicit Price Deflator in their studies.

Internal Revenue Service data is the only comprehensive
set of data presently available for an analysis of corporate
giving. Although the analysis undertaken in this research
paper is expected to greatly increase the understanding of
the nature of corporate giving, any interpretation of the

results must consider the limitations imposed by aggregation

of the data.

The Method of Analysis
The analysis will assume that the structural form of
the firm's decision process may be expressed in terms of the
general linear model using generalized least squares estima-
tion. In particular, let the relationship be as follows:
(1) CG = K + BAy + BoE, + BBD‘G + B,P, + B5L,c + BgF, +

B7Ct + B8U

where: t=1,2, 3, . . . 38, for the years 1936-1973.

£ + et.

Uy =0 if t is less than 18 (1953) or
1 if t is equal to or greater than 18 (1953).

€t random error tern.
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The analysis of the statistical methodology begins by
assuming the simplest structural model, namely, the single
equation model, equation (1) above for each major industry.
However, within each equation there are several statistical
problems that must be anticipated. The least squares method-
ology assumes that the model being estimated is of full rank
and hence all coefficients are est;mable. However, the
matrix of independent variables may be singular or sufficien-
tly close to being singuiar so that precise estimation of some
or all of the individual parameters may be impossible. In
effect, strong correlation among some independent variables,
such as leverage and profit imply that one of the variables
is almost an exact linear combination of another or several
other variables. Hence the matrix of regressors will be far
from orthogonal. This is especially common where balance
sheet and income statementé are used, duelto the accounting
identities. A factor analysis of all the variables will be
used to'test for collinearity. If collinearity exists, then
one way around this impasse is to induce orthogonality be-
tween some of the variables by regressing, for example, profit
on leverage and using the residual between observed and pre-
dicted profit as a measure of profit. By virtue of the least
squares methodology, residual profit is known to be orthogo-

nal to leverage, hence the collinear relationship between the

two variables is broken.
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Treatment of collinearity along the lines suggested
above also resolves another problem--the potential presence
of simultaneous equation bias. Looking over the regressors
in equation (1), it is apparent that several are not strictly
exogenous. The inclusion of profit, advertising and size in
the same equation makes the problem a potentially serious
one. Profit is defined in terms of size relative to revénue
less some measure of cost. Costs ordinarily include adver-
tising so that the latter variable as well as revenue may be
regarded as logically prior to profit, hence the latter is
clearly endogenous. In the single equation context proposed
for this study, ignoring this dependency leads to the possibi-
lity that simultaneous equation bias will be present. Fortu-
nately, the suggested approach for dealing with multicollin;
earity purges the equation of this source of bias. The argu-
ment would follow one used to rationalize the use of instru-
mental variables or two stage least squares by Maddala in a
general discussion of simultaneous equation models.ll

Another common statistical problem encountered in con-
texts similar to the proposed application is the problem of
heteroscedasticity or nonconstant variance among the error
terms. This problem is likely to be severe when the eight

industries are pooled since the variance of the error term

llG. S. Maddala, Ecogoméjrics. (New York: MecGraw-Hill
Book Company, 1977): pp. 220-51.
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tends to grow with some measure of firm or industry size such
as total assets or sales. The statistical consequences are
identical to those induced by multicollinearity, namely inef-
ficient estimation of the regression parameters and biased
estimates of thelr variances are produced. Test; will be per-
formed to assess the presence of heteroscedasticity distur-

bances, in particular the Goldfeld-Quandt12

methodology. 1If
these tests indicate that the problem is serious enough to
warrant adjustment, each equation will be weighted separately
and re-estimated following the construction of the orthogonal
measure of profit in order to assure that the residuals ex-
amined for heteroscedasticity afe indeed unbiased.

Another statistical problem that often occurs in time
series of this type is autocorrelation. The effects of auto-
correlation are unbiased but inefficient estimates of the
parameters while the variances are biased. The Rz as well as
the "t" and "F" statistics are exaggerated. The Durbin-Watson
D statistic will be used to detect the presence of autocorre-
lation. If autocorrelation exists, adjustments will be

accomplished using the methodology provided in the S.A.S.
User's Guide, 1979.13

le. M. Goldfeld and R. E. Quandt, "Some Tests for

Homoscedasticitg,“ merican Statigtical Association Journal
(September 1965). ,

135.A.5. User's Guide 192% Edition, Edited by Jane T.
Helwig and Kathryn A. Council, (Raleigh, North Carolina:

SAS Institute, Inc., 1979).
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Structural change may also have occurred in the model.
Referring back to equation (1), the coefficiegts of Ut within
each industry will be tested. This will make it possible to
detect any structural change that may have resulted from the
1952 court decision noted earlier. The variable Ut will allow
for the possibility of a different intercept value for the

pre and post 1952 period.

Aggregate lodel

Two methods are available for testing the model using
the aggregate data. The first is to sum the eight observa-
tions (one for each industry) in time period "t." For
example, for the year 1936, the current ratio for the aggre-
gate data will be the sum of current assets of the eight
industries divided by the sum of current liabilities of the
eight industries. This method may be represented in the same
form as equation (1).

The second method is to treat each observation within
the eight industries separately.ln The advantage of this
Jmethod is that there will be 304 observations as opposed to

the 38 observations used in equation (1). This method is

represented by equation (2) as follows:

(2) CGyy = Ko + Byjhyy + BpgByy + BagDiy + BysPre ¥
BesLig * BgiFiq * BngCsg + BgilUsy *+ €4y
1“John Neter and wWilliam Wasserman, Applied Linear

Statistical Models, (Homewood, Illinois: Richard D. Irwin,
Ine o) 1974) H P 350 .
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Where: i=1, 2, 3 . . « 8, industry classification
from Internal Revenue Service data.
t=1, 2, 3, « « « 38, for the years 1936 to
1973.
Usp =0 if t is less than 18 (1953 or before)

1l if t is equal to or greater than 18
(1953 or after)
e = random error term.

The same statistical procedures will be used to test the
aggregate data as was used in the major industry analysis.
Namely, tests will be run to test and correct for multicollin-
earity, heteroscedasticity, simultaneous equation bias, auto-

correlation and structural change.

Interindugtry Differences

There are a number of factors that may cause inter-
industry differences. Orace Johnson hypothesized that indus-
tries with products would give more than service industri.es.15
The differing tax treatment is responsible for this. Products
are deductible at cost, but donations of services are not
deductible. As a result, industries that donate their pro-
ducts will report a higher level of giving than industries

that donate services, all other things equal.

1501‘ace Johnson, "Corporate Philanthropy: An Analysis
of Corporate Contributions,” Journal of Buginess 39, No. &4
(October 1966): pp. 489-504.
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Additionally, the donation and use of a product may
increase future sales. An example may be the donation of
computers to public schools. Students who learn on a given
brand name computer may be inclined to purchase that brand
name in the future.16

Another feature that might explain interindustry dif-
ferences is capital intensity. Highly capitalized industries
may tend to give less than more labor intensive industries.
This would especially be true if giving is a form of employee

benefit.

Summary

The two motives for corporate giving--business expendi-
ture or through-the-firm consumption--will be tested empiri-
cally using Internal Revenue Service data. The relationship
between corporate giving and the variables: advertising,
employment level, dividend payout, profitability, liquidity,
financial leverage, and cost will be tested using the general
linear model. The statistical methodology will proceed as
follows:

(1) A principle components analysis will be used to
test the variables for multicollinearity.

(2) The Goldfeld-Quandt methodology will be used to

test for heteroscedasticity.

18 conard M. Apcar and Marilyn Chase, "Apple Wants A
Big Tax Break So It Can Give One Of Its Computers To Every
Public School," Wall Street Journal (March 19, 1982).
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(3) The Durbin-Watson D statistic will be used to test

for autocorrelation.
(4) The parameter estimates of the independent vari-
ables will be evaluated to determine their significance in

explaining the nature of corporate giving.



CHAPTER IV
ANALYSIS OF THE DATA ON CORPORATE GIVING

The indepéndent variables used to explain the nature
of corporate giving were presented in Chapter III. Profit,
employment, leverage, advertising, liquidity, dividend policy,
and cost were expected to be significant variables in explain-
ing the nature of corporate giving. Several alternative
surrogates were available for testing the hypothesis.

The absolute value or some transformed value could be
used. Absolute values were rejected because of the growth
in all the variables that occurred over time. In addition
to the increase in the number of corporations, the average
size of the firms changed. To avoid the growth factor and
the heteroscedasticity that might result, the variables were
transformed into traditional ratio form or common size state-
ments. For common size statement form, éither total assets
or total sales were used for the transformation.

Corporate giving was expressed as a percent of sales.
Giving as a percent of net income was:considered. but

rejected because of its sensitivity to all the independent
76
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variables in the model. The interaction of cost and revenue
on income resulted in significant relationships which could
not be clearly interpreted in terms of the hypotheses in
Chapter III.

Several surrogates were also available to measure the
independent variables. Cash equivalents, net working capital
as a percent of assets or sales, the current ratio, or the
acid test ratio all appeared to be satisfactory as a surrogate
for the liquidity variable. In a well structured model where
only the liquidity variable remained to be selected, each sur-
rogate could be tried and the "best" included in the model.
However, since each independent variable had several surro-
gates, the stepwise procedure used to select the best éombin-
ation failed. Some variables were represented with several
surrogates while others were not represented at all. As the
number of surrogates forced into the procedure increased, the
greater became the problems associated with multicollinearity.
Given these problems, selection of the surrogates by machine
did not seem to be an acceptable research technique supported
by statisticians.l Unaware of a machine process to select
the surrogates to represent the variables, the unusual proced-

ure of exercising the mental process was used.

1c. s. Maddala, Ecopometrics (New York: McGraw-Hill
Book Company, 1977): pp. 125-27.
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The current ratio was chosen to represent the liquidity
measure because of.its general acceptability in financial
analysis. Advertising expenditures were expressed as a per-
cent of sales. There was only one measurement for adverti-
sing. The problem was the method of transformation. Sales
appeared to be a better choice than assets or net income
because of the seemingly direct relationship between adverti-
sing and sales. |

The choice of measurement relating giving to employee
fringe benefits was between the national unemployment level
and the number of employees within each industry. The number
of employees measurement included employees of noncorporate
businesses. Since the level of unemployment might also serve
as an indicator of the nature of corporate giving as motivated
by some philanthropic rationale, it was chosen to measure the
employee effect on giving.

The measurement of profit should consider the level of
investment. The return on equity was used to measure the im-
pact of profitability on corporate giving. The traditional
measurement of total liabilities over total assets was used
to measure financial leverage. Other measurements considered
were interest payments as a percent of sales or liabilities.

Giving as a form of owner through-the-firm consumption
was discussed in Chapter III. The level of corporate giving

of this nature might be determined by management using some
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predetermined percent of dividends. Dividends as a percent

of income or as a percent of sales were alternatively included
in the model. Other variables tested were: size measured as
average total assets, cost measured as the average tax rate,
and officer compensation as a percent of sales.

The model was tested using statistical methods provided
in the Statistical Analysis System (SAS) User's Guide.? The
System Regression (SYSREG) procedure was used to determine
estimates of coefficients of the independent variables used
in the model. This procedure uses the ordinary least squares
(OLS) method to determine estimates of the coefficients. It
has the advantages of: (1) avoiding simultaneous equation
bias, and (2) including a method for "seemingly unrelated"
regressions useful for analysis of the aggregate data. The
analysis is composed of two parts, first the presentation of
the results of testing the individual industries and second,

the results of testing the industries pooled.

Resul sis

jon
of the Major Industries
SYSREG was first used to estimate the coefficients of
the ihdependent variables for each of the major industries.
Overall, the model appeared to be significant in éxplaining

the variance in corporate giving. The multiple coefficient

2SAS User's Guide, 1979 Edition, Edited by Jane T.
Helwig and Kathryn A. Council (Raleigh, North Carolina: SAS
Institute, Inc., 1979).
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of determination (R%), the F ratio and the probability greater
than F are presented in Table II, page 81 for each of the
eight industries. The R? statistic for the model was highly
significant in six of the eight groups tested. The lowest R2
was .49 in the agriculture industry followed by utilities
with a .62. The highest R® was .98 in the construction in-
dustry followed by a .93 in the mining and services industries.
Three industries, finance, trade and manufacturing had Rz's
of .88, .86, and .85, respectively. The mean R? was 81.8.

The F ratio ranged from 5 to 109. The mean F ratio was
4o for the eight major industry groups. These figures indi-
cate that the model was very successful in explaining the
variance in corporate giving in at least 6 of the 8 major
industry groups. Agriculture and utilities, where prices are
strongly influenced by government actions, are the two

exceptions.

- The Independent Variables
To avoid excessive redundance, the independent variables
will be discussed individually across the eight industries.
Their order of presentation is based on the significance and
the consistency of each variable in explaining the nzture of
corporate giving. The variables will be discussed in the
following order: advertising, unemployment, leverage, liqui-

dity, return on equity, dividends, and cost.
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TABLE II

STATISTICS FOR THE EIGHT MAJOR INDUSTRIES

Industry

Agriculture, Forestry,
and Fisheries

Mining
Construction
Manufacturing
Utilities
Trade

Finance, Insurance,
and Real Estate

Services

R

.62

.86

.88

F_Ratio

109

35

35

62

41

Probability
Greater Than F

.001
.001
.001
.001
.001

.001

.001

.001
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Advertising

The relationship between advertising and giving was
positive and significant at a five percent level in all in-
dustries as Table III, page 83 reveals. The direct and sig-
nificant relationship supports the hypothesis that giving is
a form of advertising. The direct relationship indicates
that on an aggregate basis, within industry, giving is a
complement to advertising. A negative relationship would have
suggested that giving was a substitute for advertising;.how-
ever, still supporting the hypothesis that giving is a form
of advertising. The relationship between giving and adverti-
sing supports the profit motive. This variable was not hy-
pothesized to provide any insight into the through-the-firm

consumption motive for giving.

Unemployment

Corporate giving was hypothesized to be a form of fringe.
benefit to the employee. The preferred measure of this vari-
able was the number of corpbrate employees per industry. How-
ever, the number of employees per industry included noncor-
porate employees in addition to corporate employees. This
measurement was originally used in the model and the results
were inconclusive. The level of unemployment was substituted
into the model, in the hope that this measurement would pro-

vide insight into the through-the-firm consumption motive
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TABLE III
ADVERTISING

Prameter Probability
Industry Estimates 1 Ratio Gregtgg Than t
Agriculture, etc. .035 2.4 .02
Mining .084 5.7 .01
Construction .050 6.6 .01
Manufacturing .020 3.6 .01
Utilities .060 2.2 .03
Trade .066 2.1 04
Finance, etc. .155 6.6 .01

Services .018 6.2 .01




8k
not provided by the use of the number of corporate employees.
Table IV, page 85, shows the results of the analysis. The
relationship was negative and significant in all of the
groups tested. The results indicate support for the profit
motive and rejection of the through-the-firm consumption
motive. As the level of unemployment increases, giving de-
creases. This also suggests a possibility of employee related
giving. .

The decrease in giving during a time of increased
unemployment indicates that the philanthropic mood of the
corporate giver is not responsive to the poténtial increase
in need. This might be the result of lower profits which
translates into a lesser ability to give. However, the in-
crease in unemployment might also be interpreted as a reac-
tion by managers to maintain profits by reducing labor cost.
The repqrted level of unemployment could be less than the
actual level if management is exhibiting a form of giving by
retaining more employees than marginally profitable. The
significant inverse relationship supports the profit motive,
but is mitigated by a possible management reaction that can-

not be measured from the data as analyzed.

- Leverage

The sign of théhestimated parameter for the independent

variable'leverage in each of the eight major industries was
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TABLE IV
UNEMPLOYMENT

Parameter Probability
Industry Estimates 1t Ratio Gregter Than t
Agriculture, etc. -.00068 - 2.9 .01
Mining -.,00093 -14.1 .01
Construction -.00040 - 8.9 .01
Manufacturing -,00077 - 5.1 01
Utilities - . 00047 - 2.5 .02
Trade -.00023 - 2.7 .01
Finance, etc. -.00198 - 2.4 .02

Services -.00048 - 5.1 .01
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negative. As Table V, page 87 shows, only in the utilities
and manufacturing industries was the estimate not significant
at the 5 percent level. The hypothesis that giving is profit
oriented is consistent with the negative relationship between
giving and leverage. This view is that giving is reduced as
leverage increases in order to: (1) preserve a better opera-
ting leverage position, and (2) preserve a better liquidity
position which will reflect favorably in leverage ratio

analysis.

Liquidity
The relationship between giving and the liquidity
variable was significant and direct in all the groups tested
except the utilities and agriculture industries at the 5
percent level. As Table VI, page 88 shows, the results

support the through-the-firm consumption motive.

Return on Equity
In the eight industries tested, all indicated an inverse
relationship between giving and return on equity. Only trade
and agriculture, see Table VII, page 89, were not significant
at the 5 percent level. This inverse relationship is contrary
to the findings of Schwartz and Nelson. They found that the
profitable firm was more socially responsible or philanthropic

than the less profitable firm. Their conclusions, however,
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TABLE V

LEVERAGE

Parameter Probability
Industry Estimates t Ratio Greater Than t
Agriculture, etc. -.0014 -2.0 .05
Mining -,0020 -5.5 .01
Construction -.0005 ~5.5 .0l
Manufacturing -.0011 -1.4 .16
Utilities -.0021 -1.2 .23
Trade -.0007 4.1 .01
Finance, ete. -.0087 -3.9 .01
Services -,0013 -5.8 .01




88

TABLE VI
LIQUIDITY

Parameter Probability
Industry Estimates 1t Ratjo Greater Than t
Agriculture, etc. .000084 1.7 .09
Mining +000023 2.3 .03
Construction .000198 7.5 .01
Manufacturing .000203 3.7 .01
Utilities .000169 1.9 .07
Trade .000247 b4 .01
Finance, etc. .000063 7.6 .01

Services .000031 5.1 .01
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TABLE VII

RETURN ON EQUITY

Paraﬁeter Probability
Industry Estimgtes 1_Ratio Greater Than t
Agriculture, etc. -.0022 -1.8 .08
Mining | -.0019  -5.3 .01
Construction -.0017 -7.9 .oi
Manufacturing ' -.0031 -2.8 .01
Utilities -.0082 -2.8 .01
Trade -.0060 -1.6 11

Finance' ete. "0025!'" -2 07 01

Services -.0021 -2.3 .03
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were based on a measure of profit represented by some form
of income and or cash flow. In this study, profits defined
as a return on shareholders' equity, supported rejection of
the through-the-firm consumption motive based on the ability

to pay.

Dividend, CSst‘and Structural Change

The dividend and cost variables were insignificant
when tested in conjunction with the other variables. The
iack of significance supports rejection of the through-the-
firm consumption motive. ...

The dummy variable used to test for structural change
was also insignificant. The contention that the Smith v.
Barlow decision influenced an upward shift in the corporate

giving function is rejected.

Analysis of the Aggregates

Aggregates of this type are not likely to produce mean-
ingful parameters applicable to any specific corporation.
However, the significance and the sign of the parameters of
the independent variables tested using aggregate data may
reinforce the results from testing the eight major industries
separately.

The method of adding common independent variables

across the eight industries in each time period will be
labeled All Industries Summed. as shown in Table VIII,
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page 92. The method of treating each industry as a separate
observation will be labeled All Industries Pooled as shown
in Table IX, page 93.

The results of the regression analysis using the
aggregate is very consistent with the industry analysis.
Advertising is significant and directly related to giving,
supporting the business expenditure motive. Unemployment is
significant and inversely related to giving supporting accept-
ance of the business expenditure motive and rejection of the
'consumption motive. Return on equity is significant and
inversely related to giving supporting rejection of the con-
sumption motive. Liquidity is significant and positive which
supports the consumption motive.

Leverage is significant and directly related to giving
in the aggregate, but was inversely related and generally
significant in the major industry analysis. However, the
opposite relationship is not interpreted to be inconsistent.
Within each industry, increased financial leverage may be
considered to be associated with increased risk. In the
aggregate, however, more leverage in one industry than
another suggests less risk. The industry that can consistently
finance relatively more debt does so because of less business
risk. Therefore, those industries that must keep financial
leverage relatively lower than other industries give less.

This supports the business expenditures motive.



TABLE VIII

ALL INDUSTRIES SUMMED

THE INDEPENDENT VARIABLES

Parameter Probability
Estimates t Ratio Greater Than t
Intercept .000565 1.8 .08
(1) Advertising .019908 3.7 .01
(?) Unemployment -.000633 -5.3 .01
(3) Liquidity .000019 . 3.3 .01
(4) Leverage .001161 3.1 .01
(5) Return on Equity -.005173 -5.3 .01

Where:

(1) Advertising = Total advertising divided by total sales.

(2) Unemployment = Total unemployed divided by civilian labor

force.
(3) Liquidity = Current ratio.
(4) Leverage = Total liabilities divided by total assets.

(5) Return on Zquity = Net income divided by stockholders'

equity.
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TABLE IX

ALL INDUSTRIES POOLED

THZ INDEPENDENT VARIABLES

Parameter Probability
Estimates +t_Ratio Greater Than t
Intercept -.000119 -0.8 43

(1) Advertising 054506 9.5 .01

(?) Unemployment -.000280 -2.8 .01

(3) Liquidity -000060 12.3 .01

() Leverage .002399 9.9 .01

(5) Return on Equity -.002379 =3.7 .01

Where:

(1) Advertising = Total advertising

(2)

(3)
(&)
(5)

Unemployment = Total unemployed divided by civilian labor

force.

Liquidity = Current ratio.

Leverage = Total liabilities divided by total assets.

Return on Zquity = Net income divided by stockholders'

equity.

divided by total sales.
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Officer Compensation

Barlier in this analysis, management through-the-firm
consumption was assumed to be of little significance in influ-
encing the level of corporate giving. However, the ieVel of
corporate giving is usually a management'decision. Owners
may, therefore, see giving as an additional agency cost. Two
reasons for this may be: (1) management is attempting to
maximize their own wealth, or (2) because of the separation
of ownership and management, information may be lost. If cor-
porate giving is interpreted by the owners as a form of addi-
tional payment to managers, this additional cost will be re-
flected unfavorably in the value of corporate securities.

This will, in turn, result in lower officers' salaries. Offi-
cer compensation may be thought of as a measure of the desir-
ability of corporate giving to the owners. A direct relation-
ship would support the acceptability of corporate giving by
the owners.

To test the acceptability of corporate giving by the
owners, officer compensation was added to the equation as an
independent variable. The All Industries Fooled data set was
used to tes£ this relationship because there were 304 observa-
tions and the problem of multicollinearity appeared to be less
significant.

The results of this regression analysis are presented

in Table X, page 95. As in the previous All Industries
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. TABLE X

ALL INDUSTRIES POOLED

THE INDEPENDENT VARIABLES

Parameter Probability
Estimates t Ratio Greater T t
Intercept .000173 1.3 21

(1) Advertising 048159 8.6 .01

(2) Unemployment -.000596 -5.5 .01

(3) Liquidity .000042 8.5 .01

(4) Leverage .001426 5.9 .01

(5) Return on Equity  -+002245 -3.6 01

(6) Officer Compensation +012647 10.2 .01

iWhere:

(1) Advertising = Total advertising divided by total sales.
(2) Unemployment = Total unemployed divided by civilian labor

force.
(3) Liquidity = Current ratio.
(4) Leverage = Total liabilities divided by total assets.
(5) Return on £fquity = Net income divided by stockholders'
equity. .
(6) Officer Compensation = Officer salaries divided by total

sales.
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Pooled regression analysis; advertising, liquidity, and
leverage are sign;ficant and directly related to corporate
giving. Return on equity and unemployment also remained
significant and inversely related to giving. The added inde-
pendent variable, officer compensation, was significant and
directly related to corporate giving. This direct relation-
ship between officer compensation and corporate giving suggests
that the owners of the firm interpret managements' decision
to give favorably. This, in conjunction with the relationship
between giving and the other indepéndent variables suggests

that owners view giving as consistent with wealth maximization.

Summary

The results of the regression analysis suggest that the
leverage, advertising, and unemployment variables support giv-
ing as a business expen&iture. Unemployment, dividénds, cost,
and return on equity results suggest that giving was not con-
sumption oriented. The liquidity variable was the only vari-
able that could be interpreted as supporting the through-the-
firm consumption motive. In a secondary analysis using officer
compensation as an explanatory variable, the acceptability of
corporate giving by the owners was supported by the direct

relationship between giving and officer compensation.



CHAPTER V
CONCLUSION

The purpose of this study was to investigate the nature
of corporate giving. Of particular interest were the motives
behind the donation of corporate funds. The literature exten-
sively discussed concern over the right of managers to donate
funds that might be the property of shafeholders. Managers,
as agents of the owners, are intrusted with property to be
used to promote the welfare of the owners. If donations are
consistent with the profit motive and maximization of share-
holder wealth, the decision to give is appropfiately the func-
tion of corporate managers. Owners may also delegate autho-
rity to the executives of the corporation to make philanthro-
pic donations for them.

This analysis attempted an indirect appfoach by analyz-
ing financial variables that might provide more insight into
the nature of corporate giving. The variables chcsen to be
regressed on corporate giving were: liquidity, leverage,
advertising, unemployment, dividends, cost, and return on
equity.

97



98

While the regression results indicate a predominance
of support for the profit motive, the consumption motive
could not be eclearly rejected. Overall, the advertising,
unemployment, and leverage variables tended to suggest that
managers donate corporate funds on a basis consistent with
the profit motive. Regressions of officer compensation sup-
port the acceptability of corporate giving as perceived by
the owners. Only the liquidity variable supported the con-
sumption motive. The through-the-firm consumption motive was
rejected on the basis of the unemployment, return on equity,
dividends, and cost variables. Advertising was a neutral
variable, not directly supporting or rejecting the consumption
motive. .

The overall conclusion is that the securities and labor
markets do not allow management to go unchecked in disbursing
corporate funds for philanthropic purposes. Such'expenditures
must be acceptable to the shareholder as either profit orien-
ted or owner thfough-the-firm consumption. The results of
this sfudy strongly support the profit motive and generally
tend to reject the consumption motive. The expectations by
the Reagan administration that corporate giving will increase
to offset the decrease in government expenditures for social

programs are unlikely to materialize.
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Autocorrelation

In time-series data the successive residuals tend to be
highly correlated. This type of correlation is called serial
correlation or autocorrelation. One common method used to
test for autocorrelation is the Durbin-Watson test. Durbin-
Jatson derived upper (du) and lower (d;) limits to determine
the nature of a.utocorrelation.l

The Durbin-wWatson D statistic was calculated for each
major industry using a five percent level of significance and
compared to the bounds provided in Applied Linear Statistical
liodels, Table A-6. At the five percent level of significance
with 38 observations and 5 independent variables, the upper

bound was 1.79 and the lower bound was 1.21.2

The test indi-
cated that the construction industry was not serially corre-
lated above 1.79. Utilities, trade, service, and finance
industries were indicated to have positive autocorrelation
less than 1.21. In the agriculture, mining, and manufactur-

ing industries, the D statistics were in the indeterminate

range between 1.21 and 1.79.

lG. S. Maddala, Econometrics (Wew Yorik: [McGraw-Hill
300k Company, 1977): pp. 277-20L.

27ohn Neter and William Wasserman, Applied Linear
Statistical Models (ilomewood, Illinois: Richard D. Irwin,
inc., 1974): p. 817.
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To adjust for autocorrelation, the technique provided
in the SAS User's Guide, pages 131 to 136 was applied. This
method (Autoreg) approximates least squares estimates in a
manner similar to Cochrane-Orcutt.3 The parameter estimates
are generally similar to ordinary least squares estimates,
but the standard error may be very different. The Yule-
Walker equations are solved to obtain estimates of the auto-

regressive parameters, 8 v oo aq, and a preliminary estimate

of sigma squared.u

The variables from the original Qata are transformed.
Using the transformed data, the betas are re-estimated by an
OLS regression which is eguivalent to a generalized least

squares estimate with appropriate weights.

Multicollinearity
The variables used in this study were selected from
financial statements and tend to be interrelated. Correlation
matrices and principal components tests were employed to
determine the extent of the correlation between the independ-
ent variables. When two of the independent variables were

determined to be excessively correlated, the residual resulting

3Maddala. Econometrics.
L

SAS User's Guide, 1979 Edition, Edited by Jane T.
Helwig and Kathryn A. Council (Raleigh, North Carolina: SAS
Institute, Inc., 1979): p. 131.
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from a regression of the two variables was substituted for
one of the two related independent variables.

The unadjusted model contained the following independent
variables; liquidity, unemployment, advertising, leverage, and
return on equity. When testing each of the eight major indus-
tries, it was necessary to substitute residuals for some of
the independent variables. The adjustments for multicollin-
earity within each separate industry were as follows:

(1) Agriculture

Residual of Unemployment = Liquidity
Residual of Liquidity = Leverage
Residual of Leverage = Return on Equity.

(2) Mining

Residual of Unemployment = Liquidity
Residual of Leverage = Return on Equity
Residual of Return on Equity = Liquidify.
(3) Construction
Residual of Advertising = Leverage
Residual of Liquidity = Leverage.
(4) Manufacturing
Residual of Unemployment = Liquidity
Residual of Liquidity = Leverage
Residual of Leverage = Liquidity.
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(5) Utilities
Residual of Liqgidity = Leverage
Residual of Leverage = Liquidity.
(6) Trade
Residual of Unemployment = Advertising
Residual of Liquidity = Leverage

Residual of Leverage = Return on Equity.

(7) Finance

Residual of Leverage = Return on Equity.
(8) Service
Residual of Advertising = Unemployment
Residual of Liquidity = Leverage.
All Industries Summed
Residual of Advertising = Leverage.

All Industries Pooled

No adjustment necessary.

Results of Analysis
The results of the regressions in each of the eight
major industries are presented in Tables I through VIII,

pages 118 through 125.
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TABLE I
AGRICULTURE, FORESTRY, AND FISHERIES

RESULTS OF THE REGRESSION ANATYSIS OF CORPORATE GIVING

Durbin-Watson D Statistic 1.26 R® 49

Probability Greater Than F .001 F Ratio 5

THE INDEPENDENT VARIABLES

Parameter Probability
Estimates t_Ratio Greater Than t
Intercept .000624 5.9 .01
(1) Advertising .035025 2.4 .02
(2) Unemployment -.000681 .-2-9 .01
(3) Liquidity 000084 1.7 .09
(4) Leverage -.001434 -2.0 .05
(5) Return on Equity -.002163 -1.8 .08

Where:

(1) Advertising = Total advertising divided by total sales.

(2) Unemployment = Total unemployed divided by civilian labor
force.

(3) Liquidity = Current ratio.

(4) Leverage = Total liabilities divided by total assets.

(5) Return on Zquity = Net income divided by stockholders®

equity.
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TABLE II
MINING
RESULTS OF THE REGRESSION ANALYSIS OF CORPORATE GiVING

Durbin-Watson D Statistic 1.72 R? 93
Probability Greater Than F 001 F Ratio _2%

THE INDEPENDENT VARIABLES

Parameter Probability
Estimates 1t _Ratio Greater Than t
Intercept 000417 .9-2, .01
(1) Advertising .0813673 4,7 .01
(2) Unemployment -.000925 -14.1 .01
(3) Liquidity .000023 2.3 .03
(4) Leverage -.002007 =5.5 .01
(5) Return on Equity -.000898 -5.3 .01

Where:
(1) Advertising = Total advertising divided by total sales.
(2) Unemployment = Total unemployed divided by civilian labor

force.
(3) Liquidity = Current ratio.
(%) Leverage = Total liabilities divided by total assets.

(5) Return on Zquity = Net income divided by stockholders'

equity.



120
TABLE III
CONSTRUCTION
RESULTS OF THE REGRESSION ANALYSIS OF CORPORATE GIVING

Durbin-Watson D Statistic 1.98 R? .98
Probability Greater Than F .001 F Ratio 109

THE INDEPENDENT VARIABLES

Parameter Probability
Estimgtes t_Ratio Greafter Than t
Intercept +001082 23.5 .01
(1) Advertising .050110 6.6 .01
(2) Unemployment -.000398 - 8.9 .01
(3) Liquidity .000198 7.5 .01
(4) Leverage -.000519 ~ 5.5 .01
(5) Return on Equity -.001705 =~ 7.9 .01

Where:

(1) Advertising = Total advertising divided by total sales.

(2) Unemployment = Total unemployed divided by civilian labor
force.

(3) Liquidity = Current ratio.

(4) Leverage = Total liabilities divided by total assets.

(5) Return on Equity = Net income divided by stockholders'

equity.
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TABLE 1V
MANUFACTURING

RESULTS OF THE REGRESSION ANALYSIS OF CORPORATE GIVING

Durbin-wWatson D Statistic 1.37 R2 .85

Probability Greater Than F 001 F Ratio 35

THE INDEPENDENT VARIABLES

Parameter Probability
Estimates t _Ratio Greater Than t
Intercept .000862 6.9 .01
(1) Advertising 019656 3.6 .01
(2) Unemployment ~-.000767 -5.1 .01
(3) Liquidity 000203 3.7 .01
(4) Leverage -.001169 . =1.b4 .16
(5) Return on Equity -.003123 -2.8 .01

Where:
(1) Advertising = Total advertising divided by total sales.

(2) Unemployment = Total unemployed divided by civilian labor

force.
(3) Liquidity = Current ratio.
(4) Leverage = Total liabilities divided by total assets.
(5) Return on Zquity = Net income divided by stockholders®

equity.
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TABLE V
UTILITIES

RESULTS OF THE REGRESSION ANALYSIS OF CORPORATE GIVING

Durbin-Watson D Statistic .91 r2 .62

Probability Greater Than F .001 F Ratio 8

THE INDEPENDENT VARIABLES

Parameter Probability
Estimates Lt Ratio Greater Than %
Intercept 000964 5.4 .01
(1) Advertising 060399 2.2 .03
(2) Unemployment ~.000474 -2.5 .02
(3) Liquidity 000169 " 1.9 .07
(4) Leverage ~.002105 -1.2 «23
-0008247 "2-8 001

(5) Return on Equity

Where:

(1) Advertising = Total advertising divided by total sales.

(2) Unemployment = Total unemployed divided by civilian labor
force.

(3) Liquidity = Current ratio.

(4) Leverage = Total liabilities divided by total assets.

(5) Return on Zquity = Net income divided by stockholders®

equity.
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TABLE VI
TRADE
RESULTS OF THE REGRESSION ANALYSIS OF CORPORATE GIVING

Durbin-Watson D Statistic .80 R2 .86
Probability Greater Than F .001 F Ratio _35

THE INDEPENDENT VARIABLES

Parameter Probability
Estimgtes t Ratio Greater Than t
Intercept .000404 7.6 .01
(1) Advertising .065662 2.1 .04
(2) Unemployment ~.000226 -2.7 .01
(3) Liquidity .000247 b.bL .0l
(4) Leverage ~.000677 4,1 .01
(5) Return on Equity -.006031 -1.6 11

Where:
(1) Advertising = Total advertising divided by total sales.

(2) Unemployment = Total unemployed divided by civilian labor

force.
(3) Liquidity = Current ratio.
(4) Leverage = Total liabilities divided by total assets.
(5) Return on Zquity = Net income divided by stockholders!®

equity.
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TABLE VII
FINANCE, INSURANCE, AND REAL ESTATE

RESULTS OF THE REGRESSION ANALYSIS OF CORPORATE GIVING

Durbin-Watson D Statistic 1.15 G .88
Probability Greater Than F .001 F Ratio _62

THE INDEPENDENT VARIABLES

Parameter Probability
Estimates t_Ratio Greater Than t
Intercept 003005 3.1 .01
(1) Advertising 154824 6.6 .01
(2) Unemployment -.001976 -2.4 .02
(3) Liquidity 000063 7.6 01
(4) Leverage -.008676 -3.9 .01
(5) Return on Equity -.025429 ~2.7 .01

Where:
(1) Advertising = Total advertising divided by total sales.

(2) Unemployment = Total unemployed divided by civilian labor

force.
(3) Liquidity = Current ratio.
(4) Leverage = Total liabilities divided‘by total assets.
(5) Return on Equity = Net income divided by stockholders'’

equity.
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PABLEVIII
SERVICES
RESULTS OF THE REGRESSION ANALYSIS OF CORPORATE GIVING

Durbin-Watson D Statistic 90 R2 93
Probability Greater Than F __+001 F Ratio _*L

THE INDEPENDENT VARIABLES

Parameter Probability
Estimates t_Ratio Greater T t
Intercept «001937 21.1 .01
(1) Advertising .018241 6.2 .01
(2) Unemployment -.000477 -5.1 .01
(3) Liquidity .000031 5.1 .01
(4) Leverage - =.001338 -5.8 .01
(5) Return on Equity -.002065 =2.3 03

Where:

(1) Advertising = Total advertising divided by total sales.

(2) Unemployment = Total unemployed divided by civiizan labor
force. |

(3) Liquidity = Current ratio.

(k) Leverage = Total liabilities divided by total assets.

(5) Return on Equity = Net income divided by stockholders'

equity.



