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Abstract

Even though there were over two million firms with positive net income in 1990, only
1300 firms had foundations. However, these foundations contributed nearly $1.3 billion to
charities. This paper examines the effects of tax and other government policies on the
establishment and use of corporate foundations in the United States from the early 1900s
until the late 1980s. In addition, the study looks at the effect of the Tax Reform Act of 1986
on corporate and foundation giving. Two hypotheses are tested. First, corporate foundations
may allow firms to smooth corporate gifts and to maintain a steady level of corporate
"goodwill". The notion of goodwill is similar to firm image or reputation. Second,
corporate foundations may allow firms to minimize their tax bills, or maximize profits, over
time. The findings of this paper support both hypotheses under the assumption that firms are
profit-maximizers. Tax and government policy-makers can affect the timing and amount of
corporate charitable donations by changing the corporate marginal tax rate, the social
perceptions of corporate charitable activities (including foundations), the rulings on tax
liability for foundations, and laws on deductibility of corporate and foundation gifts.

This research has been supported by the Center for the Study of Philanthropy and
Voluntarism at Duke University and the Program on Non-Profit Organizations at Yale
University. I am grateful for comments from Charles T. Clotfelter, Philip J. Cook, William
M. Gentry, Michael J. Moore, and Hayden W. Smith.
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Overview

Corporate foundations' in the United States contributed nearly $1.3 billion to charity? in
1990, approximately 25% of all corporate donations. What makes this a remarkable fact is
that only 1300 corporations out of over two million firms had foundations.?,* In view of
the government’s call for support from "a thousand points of light," this paper examines the
effects of tax and other government policies on the establishment and use of corporate
foundations. Many aspects of corporate giving having to do with corporate foundations have
m;t' been examined, and policy implications remain unclear.

The paper is divided into five sections. Section 1 defines foundations and corporate
foundations and presents the current tax and legal status of corporate giving and corporate
foundations. In this section the issue of deductibility of corporate gifts versus the amount of
giving occurring through foundations is further explored. Section 2 summarizes the

advantages and disadvantages of corporate foundation establishment and use. In Section 3,

"Corporate foundations" may also be called "corporate-sponsored foundations" or “company
foundations. "

’In this paper, the word "charity" is used in the broadest sense. It includes all of the activities carried
on by organizations in the nonprofit sector covered in Section 170(c) and all organizations covered in
Section 501(c)(3) of the Internal Revenue Code of 1988. These organizations are all entities that are

exempt from federal income tax under the principal exemption statute, Section 501 of the Internal
Revenue Code.

*There were approximately 1300 corporate foundations and just over two million firms with positive
net income in 1988. These foundations accounted for at least 33% of all corporate cash donations, and
25% of total corporate gifts. Total corporate giving includes in-kind gifts such as gifts of product,
services, office space, etc. (These figures were calculated from data on corporate foundations in The

Foundation Center Directory (1988), and from data on the number of firms with positive net income in
Statistics of Income (1988).)

“Among the top 1000 U.S. firms, approximately 30% have company foundations. (This percentage
is calculated from the firm-specific data collected in the 1980s for Fortune 1000 firms. It is described
in Appendix A.)



the economic theory underlying corporate giving is reviewed and a model of corporate giving
discussed. Hypotheses that result from the model, theory and literature are presented. Data
are analyzed in Section 4 to determine the effect of changes in the marginal tax rate on the
establishment of corporate foundations and on corporate direct and foundation gifts.
Differences in total firm giving and the tax deduction a firm receives for its contributions in
a given year are explored. Section 5 summarizes the findings and discusses specific policy

implications for corporate giving and corporate foundations.

Section 1: Private and Corporate Foundations

What is a foundation?

One definition of a private foundation is a "nongovernmental, nonprofit organization
having a principal fund of its own, managed by its own trustees and directors, and
established to maintain or aid charitable, educational, religious, or other activities serving the
public good, primarily by making grants to other nonprofit organizations."> Congress
designated the term "private foundation" in 1969, and included most tax-exempt grantmaking
organizations in this category. Private foundations were defined under Internal Revenue
Code 509(a) of (the Internal Revenue Code of 1954 as amended by) the Tax Reform Act of
1969.% Some of the important restrictions on private foundations are found in Sections
4940-48, Section 508(e)(1), Section 6033 and Section 6104.

Corporate foundations are distinct from other private foundations because they depend

entirely on the corporation for support, and have close ties to the parent or funding

*The definition is made by the Foundation Center, in Read (1983, p.3).
“The version of the Code referred to in this paper is the Internal Revenue Code of 1988.
2



corporation.” (The corporate foundation nearly always has corporate executives as members
of the board of trustees.) Corporate foundations, like all private foundations, must adhere to
strict rules laid out by the Internal Revenue Service. The restrictions that are most important
for corporation foundations have to do with minimum payout rules, excise taxes, regulations

prohibiting transactions that benefit the donor, and specific tax return filing procedures.®

The Establishment of Corporate Foundations

. The creation and use of modern corporate-sponsored foundations in the U.S. may be
traced back through the history of philanthropy in England, and to early 19th and 20th
century philanthropy in the U.S.° In 1601, England enacted the Statute of Charitable
Uses', which gave one or more private citizens the opportunity to perform charitable
activities in exchange for certain privileges. Legal codes modelled after this statute have
existed in many countries for over 450 years.!!

The private foundation in the U.S. is largely thought of as a twentieth century

phenomenon. Several independent foundations were created in the late 1800s, but only seven

"The distinction between corporate and independent foundations is often unclear. For example, the
Ford Foundation is an independent foundation: it was set up using the personal assets of the Ford family,
not corporate assets.

*For an extensive coverage of the tax treatment of nonprofits see Smith ("To Have or Have Not. ..
A Corporate Foundation,") Simon (1987), and Petkun and Lerner (1990).

°Foundations come from surplus wealth, thus it is difficult to find many examples of foundations in
the early history of the U.S. Early philanthropy may have been carried out by individuals like Benjamin
Franklin, who once gave one thousand pounds each to the cities of Boston and Philadelphia.

““The most extensive coverage of the history of corporate business involvement in "philanthropic"
activities is Hall (1991).

"In general, the laws have preserved tax-exempt status and existence in perpetuity of nonprofits as
long as they serve a charitable function.



of any importance were carried over from the nineteenth century into the twentieth (Keppel
1930). Corporate-sponsored foundations did not come into existence until the 1900s. The
Altman Foundation, set up in 1913 as a holding company for the Altman department stores,
was the first company foundation established. Sears Roebuck followed in 1918. There were
no corporate income taxes until 1909, no allowed deduction for contributions that might be a
part of the cost of doing business (business expenditures) until 1921, and no allowed
deduction for charitable gifts until 1936. Therefore, early foundations received no tax
acli\"rantages. Corporate foundations were difficult to justify -- besides no monetary
advantages to setting up a foundation, they drew attention to corporate involvement in an
activity that was not generally accepted as a proper extension of business.

When federal income and estate taxes were established during World War I, and the
estate tax exemption for charitable donations enacted in 1919, a rise in the establishment of
private foundations began. Although foundations made a considerable amount of gifts to
charities in these days, Keppel (1930, p.xiv) notes that "In 1922, the public still had
relatively little knowledge of foundations, and what knowledge they did have tended to be
colored by pre-World War I, progressive distrust of monopolies, trusts, and robber barons."
The Walsh Commission of 1915 were the very first hearings held by the federal
government on the wisdom of tax exemptions for foundations. From the time of the Walsh
Commission to the debate surrounding the Tax Reform Act of 1969 (TRA69), some
politicians have denounced foundations as dangerous concentrations of wealth and political

power, tax dodges, and supporters of immoral or liberal causes.'?

“For more on this debate see Andrews, Patman and the Foundations (1968).

4



Up to the Tax Reform Act of 1935, only a few corporations created corporate-sponsored
foundations. (Seventeen were established before 1940.") In 1935 Congress allowed a
deduction for corporate charitable gifts, subject to the condition that the gift must result in a
direct benefit to the corporation. Corporate contributions were deductible as long as they did
not exceed 5% of taxable income.

Several corporate foundations were established during World War II, and the peak
creation of corporate foundations took place during the Korean War years, 1952-53. (Graph
1 I'shows the number of corporate foundations created versus the marginal tax rate in each
year from 1936-1987.) One of the reasons for the explosive growth in the number of
foundations is that excessively high tax rates (some firms faced rates exceeding 80 percent of
taxable income) made contributing an attractive alternative for lowering taxable income.
When tax rates are high, giving is less expensive.'

Corporate contributions indeed rose dramatically during the war years, and the number
of corporate foundations grew from 172 in 1946 to 620 by 1953 (Hall 1989, p.236).
Foundations became a popular method for funnelling money from corporations to charities.
The sharp increase in tax rates made corporate foundations more popular because they
offered a way to "hold" assets for later use in corporate giving programs, they provided
incentives for giving more during high tax years, and they allowed greater flexibility in the

timing of corporate gifts.

This figure comes from a summary of the data from The Foundation Center (1991).

A corporation’s share of a dollar of giving is the complement of its marginal tax rate. This figure
falls when the tax rate rises.



Although corporate giving was becoming more widely accepted during the 1950s and
60s, and corporate foundations offered a convenient vehicle for financing charitable
activities, the 1950s and 60s were characterized by concerns about and accusations directed
towards the use of corporate foundations. The Patman Investigation and the Tax Reform Act
of 1969 affected the use of corporate foundations. Companies that planned to start a
foundation may have been deterred by uncertainty about future legislation.

From the mid-1950s until the late 1970s there was a gradual decline in the number of
né{v- foundations created. This time period was not characterized by high marginal tax rates,
and the 1970s were characterized by lethargic economic growth (at least in part due to the
1973 oil shocks) and high inflation rates. The combination of increased regulation and
taxation of foundations, questions about the advantages and disadvantages of corporate direct
giving programs over company foundations, changes in the economy, and lower tax rates
may have caused the creation rate of foundations to drop.

The mid-1980s were characterized by the creation of company foundations at a level
second only to the period of 1952-53. The Task Force on Private Sector Initiatives,
established in 1981 by the Reagan administration, was set up to encourage the private sector
to increase contributions to offset cuts in federal spending. At the same time, American
business was threatened by superior technologies and management styles of foreign
companies. Increasing numbers of takeovers and buyouts forced some corporations to
carefully reconsider their debt positions, and some industries faced tougher economic times.
All of these reasons suggest that corporations may have been rethinking corporate social

policy and giving. It is not clear how these factors contributed to the significant rise in the



number of new corporate foundations created. The combination of increased pressure from
the government, conditions in the business community, and increased acceptance (and even
expectation) of corporate donations may be changing the environment for the establishment

and use of corporate foundations.

Current Tax Laws Regarding Corporate and Foundation Giving

Corporations are allowed to make donations in any amount to any group. However, a
ﬁ;‘m must make all donations to 501(c)(3) organizations within the U.S. in order to deduct
the gift from taxable income. Currently, corporations may deduct corporate contributions to
charities (501(c)(3) organizations) up to 10% of taxable income in a given year. Note that
taxable income includes depreciation allowances which change over time. Gifts are treated
the same as any other operating expense or cost of doing business: the cost of the gift is the
complement of the marginal tax rate.

The Internal Revenue Code of 1954 allowed corporations to carry deductions in excess of
the ceiling on contributions forward". Corporate foundations may have been positively
affected by this change. Firms with little or no taxable income, that previously were not able
to make donations in a low profits year, could choose to carry contributions forward to a
year when taxable income was positive or higher. Corporate foundations may have become

more attractive because firms could spread their contributions over several years.

The Internal Revenue Code of 1954 allowed carry-forwards for two years. The Revenue Act of
1964 extended the limit to 5 years. Up until 1981, 5% of taxable income could be donated in any year.
The Economic Recovery Tax Act of 1981 raised the ceiling to 10%.

7



The Tax Reform Act of 1969 enacted laws allowing corporations to deduct gifts of
company property (including corporate stock) or products on a cost basis of the appreciated
value of the property. Previously, corporations could deduct the market value of their gifts
of product or property.'® If firms choose to make product donations, TRA69 made the use
of a corporate foundation less attractive. In addition, the TRA69 made foundations subject to
an excise tax on earnings, strict rules on dealings between sponsors of the foundation and the
foundation, and rules on distribution of earnings. Because costs (or the threat of a
sﬁb’staﬂtial penalty) associated with the use of foundations rose as a result of this act, this law
may have had negative effects on the establishment and use of corporate foundations.

In summary, corporations may make contributions and deduct up to 10% of taxable
income in a given year as long as the contribution is made to a 501(c)(3) organization within
the U.S. Any contributions made in excess of 10% must be carried first forward, then back,
to offset profits made in other years. Gifts of product or company property must be
deducted on a cost basis, except for certain gifts made to enhance technology or to assist
infants, the infirm or the needy. The next section further explores the difference between

deductibility of gifts and total corporate gifts to charities.

The Flow of Corporate Giving and Deductibility of Corporate Gifts
Perhaps the most important tax and legal issues regarding corporate gifts have to do with

the deductibility of both corporate direct and foundation gifts. In order to more clearly

"“There are two exceptions: certain gifts of product that will enhance technological innovation, and
medical supplies for infants, disabled persons, or the infirm may be deducted at market value.

8



understand the deductibility of corporate gifts and the process by which firms give donations,

consider Figure I. -

Figure 1: Corporate Gifts to the Corporate
Foundation and to Charities

Corporation

% B

L Foundation

| Charities l

- |

A + B = tax deduction
A + C = total giving

Firms with foundations make contributions to charities either directly (A) or through a
foundation (C). Since most corporate foundations do not have large endowments, the firm
gives money to its corporate foundation (B), at least periodically, to fund foundation gifts.
The sum of the direct gifts (A) and gifts to the foundation (B) make up the firm’s tax
deduction for corporate giving in a year (A+B = DEDUCTIONS)."” However, the firm’s

total gifts to charity in a year are the sum of direct gifts (A) and foundation gifts to charities

"DEDUCTIONS are taken in the current year as long as they do not exceed 10% of taxable income.

If the deductions exceed 10%, they must be carried forward or back and applied against taxable income
in another year.



(C), (A+C = GIFTS). A firm with a foundation may minimize its tax bill by timing a large
part of its deductible contributions (DEDUCTIONS) in years when the corporate marginal
tax rate is high. The firm may smooth the flow of gifts by ensuring that total gifts (GIFTS)

remain relatively constant.'®

Section 2: Advantages and Disadvantages of Corporate Foundation Use

In deciding whether or not to have a foundation, the firm’s executives may consider
some or all of the following questions: (1) What is the benefit (including tax advantages) of
having a corporate foundation? (2) Does a foundation suit the tradition of the corporate
giving program? (3) Is a foundation needed for efficiency of corporate giving and/or to be a
part of the corporate community, or will direct giving suffice? and (4) What are the start-up
(fixed) and long-run costs of a foundation, and what are the long-run benefits of operating a
corporate foundation? Answers to these questions, along with other advantages or
disadvantages associated with operating a foundation will determine whether the firm
establishes a foundation. Advantages and disadvantages are summarized in Tables 1 and 2,

below.!®

¥Note that a firm may have smooth contributions without a corporate foundation as long as total gifts
remain relatively constant (or increase) over time. However, the deductibility of corporate contributions
may come into play when firms have years with little or no profits. The tax code allows corporations
to carry deductions for gifts first forward (five years) and then back to offset corporate taxes to be paid
in the future or already paid in the past. The carry-forward/carry-back provisions may allow firms to
deduct contributions made in years when taxable income is low or negative. However, smooth giving
over time and tax minimization from making contributions will not be possible to achieve if earnings are
low or negative for several years in a row. Additionally, if earnings fluctuate even moderately, it may
be difficult for firms to smooth giving and/or minimize taxes without the use of a corporate foundation.

“For further explanation of these advantages and disadvantages, see "Company Foundations and the
Economics of Corporate Giving," forthcoming by the author as a PONPO working paper.
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Table 1: Reasons for Having a Corporate Foundation

Tax advantages™:

Company may reduce tax liability by giving to foundation in higher-profit years, and
contributing less to foundation when profits are lower.

Corporations can fund foundations with appreciated property or up to 10% of stock
although deduction is limited to cost plus some appreciation value?).

Foundations can sell property and pay no capital gains tax on earnings.
. Foundations face no ceiling on gifts. Firms do.

Foundations can give outside the U.S. Firms cannot deduct gifts made outside the U.S.

Other advantages:

Foundation can make grants out of built-up reserves in years when it receives less from
the firm.

Foundation may serve to signal commitment to charitable causes.
Foundation may enhance the firm’s image or reputation.

Foundation may make commitments for several years. Firms may also do this, but are
subject to fluctuations in profits and available cash.

Foundations may make giving programs more efficient by centralizing planning and
staffing departments for corporate giving. In addition, foundation officers handle
telephone calls, freeing executives’ time.

PAdvantages and disadvantages were collected from the Code Sections 4940-48, Section 508(e)(1),
Sections 6033 and 6104, Read (1983), and conversations with corporate giving officers and foundation
officers (July 1991).

“The allowed deduction is cost plus 18/46 of the appreciated value.

11



Table 2: Reasons for Not Having a Corporate Foundation

Tax reasons:

Foundations must pay 2% excise tax on earnings.
The payout rule requires that 5% of all foundation assets be given out annually.
Tax laws prohibit some gifts from being made through a foundation.”

Foundations must file separate tax forms.

Other reasons:

Foundations have start-up costs, and may require additional personnel and legal
counsel.

Using a foundation may not be significantly different from using a direct giving
program, and may be more difficult in some cases.?

Foundations must inform public of actions (firms may want to keep amounts and
recipients of gifts private).

Gifts may not be as strongly associated with the company name as public affairs
officials and corporate executives would like.

Company may prefer to handle giving through regional/plant/local sites.

Sources for Tables 1 and 2: Internal Revenue Code of 1988, Sections 4940-48, Section
508(e)(1), Sections 6033 and 6104, Read (1983), and conversations with corporate giving
officers and foundation officers.

ZFor example, the IRS requires that scholarship programs set up through a company foundation give
awards to no more than 25% of eligible applicants. Many companies have scholarship programs for the
children of employees and do not want to be restricted to giving a certain number of scholarships.

ZFor example, gifts of product may be more easily donated directly from the company’s warehouses,
not passed through the foundation.

12



Section 3: A Theory of Corporate Giving

Previous studies of corporate giving concentrated on the amount and timing of aggregate
contributions in relation to the price of giving, firm size, industry structure and other
aggregate variables.” None of the studies examined the issue of corporate foundations, nor
have they addressed the important issue of the effect of corporate contributions on firm
image or reputation. These studies have modelled corporate giving based on four possible
reasons for corporate giving -- profit-maximization, altruism of the owners, social
réﬁponsibi]ity or duty, and managerial utility. This paper assumes that firms are profit-
maximizers. A new theoretical model of corporate giving, including the effect of
contributions on firm image, is discussed below.

This paper uses a model where firm executives make corporate giving decisions with
profits in mind. The model incorporates firm image into the profit-maximizing equation by
examining the effect of contributions both on the demand and cost functions of the firm.
Since many corporate gifts can be linked to efforts to increase demand or improve the local,
business or cultural environment in which the firm operates, one way to think about how
contributions enter the demand and cost functions is that they build up firm reputation or a
stock of corporate goodwill.

Contributions affect goodwill by increasing demand for the firm’s product or service, or

by lowering input costs. In cases where contributions are directed at increasing demand,

*For more on these studies see: Clotfelter (1985), Maddox/McElroy & Siegfried (1981a, 1981b,
1982), Bennett & Johnson (1980), Goldberg (1979), Whitehead (1976), Nelson (1970), Schwartz (1968),
and Johnson (1966). For a summary of the results of many of these studies, see Clotfelter (1985) pp.
194-5. A few studies have used firm-specific data to address the same issues. These are: Stotsky 91991),
Singamsetti & Sullivan (1990), and Navarro ( 1989, 1990).

13



their effectiveness results in an increase in goodwill in the consumer or output market. On
the other hand, some contributions benefit employees, their families, and the quality of life
they enjoy, both at work and in the community. Contributions may also benefit the firm in
the eyes of creditors or regulators that make decisions about the firm. These expenditures
may be made to generate or increase a sort of "internal goodwill" -- gifts are made in order
to lower the factor costs; they may lower the wages and benefits required to find, hire and
keep qualified employees, or lower some other cost associated with the firm’s business
oﬁerations.

Very simply, the profit-maximization equation for a firm in any given time period may
be expressed as a function of the firm’s costs, the price the firm charges for its product, the

corporate tax rate, and the stock of goodwill the firm possesses.®,? For firm i:
n=(1-1) [(p-c) g+5]

where = is the profit equation for firm i in the current period, t is the corporate tax rate, p
is the price the firm may charge (the demand function), c is the cost function, g is the

quantity produced by firm i, and S is the stock of goodwill firm i possesses in the current

period.

»This model incorporates ideas from James Friedman’s 1983 paper.
*The mathematical representation of this model is contained in a forthcoming article by the author.

14



Goodwill from contributions expenditures may last into future periods and is depreciated
at a rate denoted by &. Current expenditures on contributions, s, are assumed to increase

the stock of goodwill at a decreasing rate”.
S,=(1-8)S, ,+1lns,

The firm’s cost, c, is dependent on its output level, @, and the stocks of goodwill that it

and all other firms possess S, S;.

C=f(q: S; E Sj}

The price, p, the firm may charge for its product depends on the firm’s output level, g,
the level of output produced by all other firms, g, and the stocks of goodwill both the firm

and its competitors possess (S, Sy).

p=9(a, S,y gy, S;)

This model may explain the motivation of corporate executives in allowing many
different types of corporate contributions. If contributions affect both the cost and demand
functions for the firm, then expenditures which affect either or both markets may increase
firm profits. In addition, this model allows the effects of firm image or goodwill to
depreciate over time and to depend on the image of other firms in the marketplace.

First-order conditions resulting from this model are standard: Firms produce output until
marginal cost equals marginal revenue. Included in the calculation for marginal revenue is

the amount of goodwill that the firm has in the current period and any residual amount

#The natural logarithmic form is used to capture the effect of diminishing marginal returns on
corporate goodwill from additional contributions expenditures.

15



remaining from previous periods. In a two-period version of this model, the first-order
conditions show that if the tax rate is expected to be higher in period 2 than in period 1, all
else constant, then firm executives will delay making contributions until period 2 when the
tax advantage of giving is higher (remember that the cost of giving is the complement of the
marginal tax rate). Alternatively, if the tax rate is expected to fall next period, contributions
will be larger this period.

Implications for tax policy result from this finding; specifically, tax policy may be used
as a tool to alter the timing of corporate direct gifts or the flow of gifts to and from the
corporate foundation. In addition, this model allows a better analysis of the corporate giving
function and provides a theoretical framework to examine the use of corporate foundations in
the corporate giving process. In the next section, implications of the theory and literature
are combined to provide testable hypotheses for the establishment and use of corporate

foundations.

Hypotheses Explaining Tax Policy Implications for Corporate Foundations

Two hypotheses about the use of corporate foundations are discussed below. These
hypotheses are derived from the theoretical model, the economics literature, the tax code,
and information collected on corporate foundations and corporate giving programs.?® Note
that these hypotheses are not mutually exclusive. Firms may choose to have corporate

foundations for either or both of the hypotheses.

*For more on information collected on corporate foundations, including four case studies of corporate
giving programs, and tests of hypotheses related to firm size, volatility of firm earnings and industrial
characteristics of firms with foundations, see "Company Foundations and the Economics of Corporate
Giving," forthcoming by the author as a PONPO working paper.
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