Chapter Six

ENDOWMENT AND
DEVELOPMENT

Therearelegd, contractua, and mora responsibilitiesthat
apply to obtaining and managing an endowment. Statelaw plays
acritical rolesince most states have adopted the Uniform Non-
profit CorporationAct. Many states have a so adopted the
Uniform Management of Ingtitutional FundsAct (UMIFA). Both
of these statutes contain standards by which fiduciary decisionsof
trustees and directors are assessed and eval uated.

|. Endowment Policy

Critical tothefund raising enterpriseisthe devel opment of
auniversity policy that dealswith giftsand gift giving. When
tough decisions concerning such issues as acceptance or
rejection of agift or the need to obtain releases of liability for
potential exposure must be made, it isimportant to be ableto
rely on asound endowment policy.

When auditing the institution’s devel opment policy, the
key questionsto ask are:
¢ Who hastheauthority toreceiveagift?
+ What typesof giftswill be accepted?
¢ What typesof restrictionswill be permitted on endow-
ment funds?
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+ What isthepolicy onrecelving certaintypesof gifts, such
asland, that can create environmenta liability?

+ Whatisthepolicy on providing appraisal statementsfor
certaingiftsof property?

+ What minimum amountsarerequired for particular gifts?

+ What isthepolicy on giftssuch ascharitable remainder
trustsand other deferred gifts?

I1. Donor Rightsand Privacy

Donorshaverightsthat should be protected by theinstitution.
Theseincludetheright to have personal information kept private.
Thismay belegally required andisalso necessitated by ethical
considerationsand the need to establish productive donor
relations.

Critical concernsin thisareafocuson thedissemination and
collection of dataon potential or actual donors. Acquisition may
involveintrusveinquiries. Thecarelessdissemination of informa-
tion leading to theinvolvement of personswho do not needto
know about aparticular donor’snet worth or capacity togive
can creategreat harm and potential ligbility.

The Council for theAdvancement and Support of Education
(CASE) hasdevel oped aseriesof guidelinesregarding donor
privacy and ethical consideration.

When auditing theinstitution’s donor privacy policies, the
key questionsto ask are:

+ Isthereapolicy onthedisclosureof persona information
that should not be made public?

¢ |Istheresomelimitation on the scope of donor research so
that itislimited to theindividual and the capacity or
inclinationto makeagift totheingtitution?

¢ Isthereapolicy onaccessto donor information with
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guiddinesfor determining who hasalegitimate need to
know suchinformation?

¢ |Isthereapolicy limiting the sharing of donor infor mation
with other indtitutions?

¢ Isthereapolicy onwhat type of informationisrecorded
onadonor’srecords so that defamatory and inaccurate
material isnot retained?

[1]. Endowment Management

Trusteesand directorshavelegal dutiesrelated to the over-
sight of the management of the endowment. They must exercise
due care and loyalty and make decisionson thebasisof the
“prudent” standard in managing and monitoring endowment
performance.

Thisduty hastaken on new meaning asingtitutionsleverage
their endowmentsby investing in new businessesor other nontra-
ditional venues. Board membersor officersof theingtitution may
also own someinterest in these more specul ative ventures. Such
situationscan createlega conflictsof interest or at least call into
guestion the exercise of thedutiesof careand loyalty to the
indtitution.

Trusteesmust avoid both conflictsof interest aswell asthe
appearance of aconflict. Accordingly, any potential conflict must
bedisclosed. Intheareaof endowment management, sucha
conflict might occur through investment decisionsor inthe selec-
tion of the providersof investment management or other custodia
Services.

Theleading case defining therespong bilitiesand duties of
directorsisthe Sibley Hospital (1974) decision. Inthat widely
followed and quoted ruling, the court responded to claims of
mismanagement and conflict of interest whenit ruled that atrustee
or director must “ use duediligencein supervising the action of
those officers, employees, or outside expertsto whom the
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respondg bility for making day-to-day financia or investment
decisonshasbeenddegated.” Further, thecourt ruledthat “a
director whofailsto acquiretheinformation necessary to super-
viseinvestment policy or consstently faillsevento attend the
meetings at which such policiesareconsidered hasviolated his
fiduciary duty tothe corporation.”

When auditing the institution’s management of its endow-
ment, the key questionsto ask are:

L4
L4
L4

.

Who hastheauthority to makeinvestment decisions?
Who hirestheinvestment counsel or managers?

How isthe performance of theinvestment managers
assessed?

How frequently istheinvestment performanceevauated
and monitored?

What isthe policy regarding thetypesand percentages of
Investmentsthat can be made?

What isthe policy for establishing the degrees of risk that
the managers can assumeor obligate?

What isthe spending policy?

What isthe policy and the law on the all ocation and use of
capital gains?

Have statelaws such asthe Uniform Management of
Institutional FundsA ct been reviewed to determinethe
preciselimitsand range of authority in certain investment
decisions?

If thereisan endowment policy onencumbering the
endowment, and if the endowment hasbeen pledgedin
any manner, hastheingtitution obtained alega opinionon
thepledge of theendowment?

Do governing decision makersunderstand the prudent
person rule and what it meansfor making endowment
decisions?
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Theappendix containsachecklist of questionsabout endow-
ment management and asample endowment policy and asample

spending palicy.
V. Charitable Solicitation Laws
and Disclosure Requirements

M ost states have adopted charitable solicitation lawswith
which collegesmust comply. Thelawsaredesigned to protect
consumersfrom excessive puffing of charities worth. Theselaws
inform consumersof the basic mission of the charity andthe
charities adminigtrativecosts. Theregulations, however, are
directed primarily at independent fund raising consultantsand
paid solicitors, rather than at fund raisersemployed by ingtitu-
tions.

In most cases, educationd ingtitutions are exempted from
theselaws. However, collegeand university administrators must
beaware of their applicable statelawsthat cover fund raising.

Duetothe publicity of somelarge scale charitable misman-
agement, thereismounting pressureto increase charitable ac-
countability. Further, themisuse of 501(c)(3) nonprofit organiza-
tionsfor political purposeshasfostered increased scrutiny.

In auditing an institution’s charitable solicitation activi-

ties, the key questionsto ask are :

¢ |Istheingtitution exempted or must it comply with state
charitablesolicitation statutes?

+ Doestheingtitution have an exemptionfromfiling or from
registering under the statutes?

+ Arethereother consumer lawsrequiring disclosure of
solicitation expensesfor mgjor fund raising campaigns
applicabletotheindtitution?

+ Doestheingtitution know what it coststo implement
annual fund raising or other mgjor gift campaigns?
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+ Doestheingtitution haveaprocedurefor handling re-
queststo review theingtitution’snonprofit incometax
return, Form 9907

+ Do Form 990 review requests establish to whom and how
such requests should be made along with costsrel ated to
obtaining thereturn?

+ DoesForm 990 accurately reflect the compensation,
including fringe benefits, of the officersfor whichthe
ingtitution must report?

V. Alumni Clubs

Alumni clubsaregenerdly consdered anintegra part of the
overd| advancement program. Initially, most dumni clubswere
directly related to the advancement function and did not have any
separatelegd status. Inlight of theinterest of alumni clubsin
raising funds, controlling thosefunds, and possessing greater
autonomy, somealumni clubsseek aseparatelegal existence.
Furthermore, someingtitutions encourage separateincorporation
inorder to protect theingtitution from ligbility.

Regardlessof their legd status, itisimportant that theinstitution
know what ishappening withtheaumni clubs. Theingtitution
should be aware of whoissoliciting money and what commit-
mentstheclubsaremaking.

When auditing the institution’s alumni clubs, particularly
those that are separately incorporated, the key questions to
askare:

+ Who hiresthe employeesand determinesother employ-

ment matters?

+ Aretheemployeesrequired to takedirection fromthe

university, particularly itsadvancement office?

+ Who doesthe accounting and how?
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¢ Aregiftspassed directly totheuniversity or arethey
retained by thealumni club?

+ If giftsareretained by thea umni club, for what purposes
may they be used?

¢ Doestheinstitution haveany obligationto pay the billsof
thea umni club?

+ Who purchasesinsurancefor theactivitiesof theaumni
club?

¢ Doesthat insurance cover employeesof theuniversity
whenthey act on behaf of theaumni club?

¢ If acoordinated capital campaignisdeveloped, istherole
of theaumni club clearly established?

V1. Taxation and Substantiation of Gifts

Thenonprofit status of collegesand universities producestwo
major benefits. Firgt, theincome of the collegeisnot subject to
taxation unlessit ischaracterized asunrel ated businessincome.
Second, giftsto the collegefrom donorsaretax deductible,
driving many large charitablegiftsto collegesand universties.

Thereareresponsibilitiesthat go a ong with being atax-
exempt organization. Oneof thoselimitationsrelatesto political
and lobbying activity. Therearedso reporting requirements
mandated for all giftsinkind or in cashin excess of $250.00.
Further, there aremore specific requirementswhen giftsof certain
property in excess of $5,000 are donated to the college.

Specificaly, therearedefinitethresholdsand substantiation
requirementsthat apply to charitable contributionsand to the
trestment of quid pro quo contributionsthat must befollowed by
theinditution.

Thebasic principleon charitable contributionsis: “ A deduc-
tionisnot allowed for apayment to charity in considerationfor
goodsor servicesexcept to the extent the amount of the payment
exceedsthefair market value of thegoodsor services.” Itis
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incumbent upon theingtitution to determine how to valueaquid
pro quo contribution. When making certain gifts, donorsmay
receive benefits such asrecognition events, dinners, accessto
athleticeventsor clubfacilitiesand parking, al of which must be
vaued by theingtitution.

Therearebenefitsof “insubstantial value,” that do not need to
bereported to thedonor. Itisimportant for theinstitution to
establish how it will valuethese benefitsand to make sureit
complieswiththesubstantiation rules.

Furthermore, giftsmadeto universitiesmust not directly
benefit thedonor. For example, adonor cannot giveadeductible
scholarshiptotheingtitution that solely benefitsthedonor’s
children.

In auditing an institution’s taxation and substantiation

responsibilities, the key questionsto ask are::

+ Doestheingtitution have adefinite procedurefor ac-
knowledgingdl gifts, particularly thosethat must be
acknowledged pursuant to the I nternal Revenue Service
requirements?

¢ Doestheingtitution have aprocedurethat ensuresthat
benefitsreceived by donorsare properly substantiated?

+ Doestheinstitution haveapolicy regarding the appraisa
of gifts“inkind”?

¢ Doestheingtitution makeit clear that whileit may advise
donorson certain tax consequencesof gift giving, the
donor isresponsiblefor obtaining their own tax advice?

+ Doestheingtitution review al mgor giftsto ensurethat
they areof alegally acceptable charitable nature?
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V1l. Enforcement of Donor Gifts

Generaly, donors make pledgesthat bind the donor while
ingtitutionsmake commitmentsand undertake obligationsinlight
of thedonor commitment. Theingtitution may haveto confront
the problem of nonpayment of the donor’spledge. Thereis
widely accepted caselaw that, under certain conditions, the
collegeor university hasalega right to enforceadonor commit-
ment, particularly when theinstitution hastaken stepstoward
implementing the purpose of thegift. Obvioudy, whether to bring
alawsuit or tothreaten legal actionisapolicy judgment for the
ingtitution. A widely followed caseinvolved adonor who at-
tempted to revokeagift and who relied on the Uniform Manage-
ment of Institutional FundsAct asalegal basisfor thedonor
challenge. (Herzog Foundation v. University of Bridgeport
(1997)).

Enforcement of giftshasbecomeanincreasing problemin
light of the new accounting standardsrelated to accounting for an
irrevocablepledge.

In auditing an institution’s enforcement of donor gift

responsibilities, the key questionsto ask are:

+ Aregiftsproperly reported for audit purposesas required
by the new audit guidelinesapplicableto nonprofit institu-
tions?

+ Beforemaking commitmentsfor certain obligations, has
theingtitution fully satisfied itself that thedonated funds
will, infact, beavailable?

+ Doestheinstitution haveapolicy or procedurefor
enforcing thedonation of mgjor giftsthat becomedelin-
quent or remain unpaid?
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VI1II. Affiliated Foundation Agreement

Someingtitutions chooseto establish foundationsthat are
controlledinternaly. Othersdesireto establishfoundations
independent of theingtitution. Ingenerd, foundationsare estab-
lishedin order to obtain new sources of revenue and for opera-
tiond efficiencies. Separate entitiesmay attract board members
who would not otherwise serve on aboard controlled by the
inditution.

For publicingtitutions, obtaining exemption from open
meeting and open recordslawsmay also form the catalyst for the
formation of an affiliated foundation. Exemptionsfromtheselaws
maly also provide better protection of donors confidentia infor-
mation.

I ndependent ingtitutionsare general ly not covered by the
open meeting and openrecordslaws. For theseingtitutions,
however, theremay be some benefit in having their endowment
assetscontained asaseparate entity, particularly if thereare
concernsabout the surviva of theingtitution.

In establishing affiliated foundation agreements, itisimportant
to definethe particular rel ationship between thefoundation and
theinstitution, establish clearly the service and benefitsthat each
entity will receive, andimplement any other control sthat the
ingtitution deemsnecessary to protect itself anditsfundraising
efforts.

When auditing the institution’s affiliated foundations, the
key questionsto ask are:
+ What isthereasonfor the establishment of thefoundation?
¢ |Istheappropriatelega structure used?
+ Isthereaservice agreement between the foundation and
theinditution?
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+ Doesthe service agreement contain the appropriate
provisonsfor respong bility andindemnification?

¢ Doestheingtitution havetheright to abolishtheentity or
to control itsgoverning board if such actionisneeded?

| X. Record Retention

Theingdtitution should devel op policiesregarding retention of
gift and alumni records, and donor files.

A gifttoaningtitutionisconsderedincomeand must be
treated asatax record. Recordsof current cash giftsshould be
retained at least 4 yearsfrom thetimethey are given but do not
need to beretained morethan 7 years. Recordsof non-cash
gifts, such asreal property or stock, should beretained during the
timetheinstitution has possession of thegift plusat |east 4 years
after possessionisrelinquished. If thevalueof anon-cash gift
exceeds $500, the donor must complete Form 8283, whichis
attached to the donor’sfederal incometax return. Form 8283
must contain adescription of the property, theinstitution’sac-
knowledgment of receipt, and for certain property, aqualified
appraiser’svauation of thegift.

In some cases, the Internal Revenue Servicerequiresthat the
ingtitution retain certain gift recordsfor aperiod of years. Inits
annua Form 990 return, aninstitution must report al giftsand
must identify the namesand addresses of al substantial contribu-
tors. Aningtitution’sForm 990 return must be made avail ableto
the public during regular businesshoursfor 3 yearsafter the
returnisfiled.

Most contributors gppreciate having their giftsacknowledged
insomemanner. |If adonor requestsanonymity, thisrequest
should be honored asmuch aspossible.

Sincetherearenolega requirementsfor aumni record
collectionand retention, record retention decisionsshould be
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based oningtitutional needs. However, dumni publicationshave
been identified as one of the documents subject to Internal
Revenue Serviceingpection during an audit. Therefore, if these
publications are kept, they should beretained for 3yearsfrom
thedatetheingtitution’s tax return wasfiledif published for that
year, or 4 yearsfrom the date of the publication. Currentinfor-
mationisusually kept during thelifetime of theformer student,
with records purged upon theformer student’sdesth.

Alumni information may be used to plan classreunions, solicit
charitablegifts, and solicit job leadsfor current graduates.
Alumni records providetheinformation that isavailablein alumni
newsdl ettersand directories, and news
of aparticularly notableformer student may enhancean
indtitution’srecruiting efforts.

In auditing an institution’s record retention policies, the
key questionsto ask are:

+ What istheingtitution’sretention policy onaumni
records?

+ How long doestheinstitutionretain gift recordsand data
for theInternal Revenue Service?

+ What istheingtitution’spolicy on storage of records?

+ Hastheingtitution developed apolicy on accessto alumni
recordsby alumni and doesthat policy require consent?

+ What istheingtitution’s policy onaccessto donor
records?

+ Whatistheingtitution’spolicy onreviewingfilestoremove
sengitive donor research data?
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