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Designated Funds

Introduction

MANY CHARITABLE INDIVIDUALS, through years of traditional giving,
have become connected to specific nonprofit organizations, because those
organizations are credible, or because the donors have personal or emotional
connections with the good work that the organizations do. No matter the parti-
cular circumstances, donors want to be sure that their gifts make the biggest, most
positive impact possible. Despite the eagerness of nonprofit leaders to accept gifts to
use toward mission and operating costs, many such leaders encounter difficulty in
accepting certain gift types. Their nonprofit organizations stand to benefit from
community foundations’ ability to accept a range of gift types as well as their
ability to endow and manage investments. Because of these offerings, community
foundations are positioned to address the needs of both donors and the nonprofits

they support with their gifts through Designated Funds.

This paper examines Designated Funds and provides considerations and strate-
gies for community foundations as they communicate to key audiences about
this important gift type. For in-depth guidance on legal accounting and tax
issues related to Designated Funds, please consult Community Foundations and
Agency Endowments, a Council on Foundations Publication (see Resources
page in this document).

What Is a Designated Fund?

A Designated Fund, also called a designated beneficiary fund or agency endowment,
is established to support one or more specific organizations or causes. Designated
Funds may be established by individuals or nonprofit agencies, and can be expendable
or endowed.
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Donors who establish Designated Funds with their community foundations
create lasting support for the organizations that they designate. By giving to an
organization through his or her community foundation as opposed to making
a direct gift, a donor adds to that gift’s potential, providing both short-term and
long-term support for the designated nonprofit organization(s). Plus, giving
through the community foundation often adds to the options of gift types a
donor can contribute — from cash, to stock, to real estate, and more. And, he or
she can augment the fund with additional gifts, year after year.

Many times, a nonprofit organization itself will establish its own Designated
Fund (also called an Agency Endowment) with the local community founda-
tion. Nonprofits do this to create a good source of funding, which can increase
an organization’s ability to plan. Having a Designated Fund also introduces an
endowment capacity and creates an effective “home” for donor contributions,
while it leaves investment management and paperwork to the community
foundation. These resource-building, time-saving benefits help nonprofits by
allowing them to focus their energies and resources on mission fulfillment.
Having a Designated Fund also increases a nonprofit’s flexibility in fundraising,
enabling it to receive gift types it would not likely be prepared to accept on its
own, such as real estate, appreciated stocks, and other forms of personal
property. A Designated Fund is especially beneficial to small nonprofits with
limited capacities that would be well served by a community foundation’s
professional expertise and capabilities.
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Bridging the Gaps

It is critical that nonprofits address their communities’ vital needs — function-
ing effectively when they are needed most. To do their important work, do it
well, and do it with predictability, nonprofits need protection from some of the
ups and downs that occur in their local marketplace. They need sustainability.

The good news is that community foundations are well suited to help in a way
that goes beyond grantmaking. They have the knowledge and expertise to help
build and sustain nonprofit organizations with a number of capabilities —
endowment being one of the most important.

The concept of endowment is appealing to organizations in many ways. Yet
many nonprofit organizations do not have the capability or the resources to
manage an endowment. This is just one of the areas in which working through
a community foundation adds an important capability for a nonprofit. Non-
profits with Designated Funds through their community foundations gain the
ability to endow, leaving management and reporting requirements to the com-
munity foundation.

Other ways a community foundation can use Designated Funds to support the
work of a nonprofit include accepting complex gifts on its behalf, sharing
administrative and investment management expertise, and pooling assets with
other funds at the foundation for the purpose of receiving maximum return and
reduced management fees.

A nonprofit can also use its community foundation as a planned giving center,
using the foundation’s expertise to develop and offer planned giving programs.
A nonprofit that can offer a community foundation’s menu of sophisticated
planned giving options to its regular donors has a terrific ability to cultivate
major gifts.
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By working with the community foundation, a nonprofit may also increase its
visibility and credibility, tapping into what the community foundation has
developed over years of local grantmaking work. Credibility and positive visi-
bility within a community only add to an organization’s effectiveness and ability
to fulfill its mission.

Designated Fund Benefits to Nonprofits

e Easy for a nonprofit to establish

e Less costly to administer and may receive a better rate of return (because it is
pooled with other funds at the community foundation and benefits from economies
of scale with regard to management fees and professional investment managers)

¢ Allows the organization to stay focused primarily on its mission, rather than on
investment management

¢ Access to experts and information on planned giving
¢ Added sense of security for donors

e Increase in visibility through the foundation’s marketing efforts (annual report,
newsletters, website, etc.)
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Educating Nonprofit Leaders

Community foundations are not always well understood by the nonprofit
leaders they support. Just because an organization receives a grant from the
community foundation doesn’t necessarily mean that those who operate it
understand the overall concept of a community foundation. They may confuse
a community foundation’s role with private foundations, not understanding its
other roles outside of grantmaking — for example, serving as a community
catalyst, convener, leader, etc. A community foundation that is highly visible
within its community may be viewed by nonprofit leaders as competition for
the same philanthropic dollars rather than a philanthropic partner.

To encourage nonprofits to take full advantage of their community foundations,
it is important that they understand several key aspects. One way a community
foundation can facilitate this understanding is by meeting with nonprofit
trustees and executives to help them better understand the foundation’s role
within its community. In these meetings, important messages to convey are the
source of grant money (donors) and the ways a community foundation can be
a valuable nonprofit resource aside from simply supplying grants. Nonprofit
leaders who understand the potential their organization has when partnered
with its community foundation are more equipped to make informed decisions.

Typical Nonprofit Concerns

Who controls the fund? Initial work with nonprofit leaders is likely to surface
this question. The answer is, simply, that the community foundation has ulti-
mate control of Designated Funds, just as it has with any other funds it holds.
A Designated Fund is set up to support the needs of a specific nonprofit, but in
order to give the nonprofit the benefits of working with a community founda-
tion, the foundation must have ultimate control of the fund. A nonprofit leader
must understand that this is the case, yet value the community foundation’s
offering above control of the fund.

Another concern that a community foundation may want to address proactive-
ly with nonprofit leaders relates to grantmaking dollars. Some may think that
if their organization establishes a fund at the community foundation that
provides an annual return, it might negatively affect the organization’s chances
of receiving future grants from the foundation. In reality, it may increase the
likelihood of receiving grants because the community foundation is affirmed
that the organization is positioning itself for the long term and is a viable partner
in addressing future community needs.
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Appeal to Donors

Many people who are philanthropic already direct their giving to one or more
favorite organizations. A Designated Fund at a community foundation may be
an attractive option to these donors because it helps them continue that support,
plus it enables their gift to keep giving for an extended period of time, or in
perpetuity through permanent endowment. While the idea that a gift would not
be “used up” and has long-term value for the community is appealing, many
potential donors are not yet familiar with the concept and word, “endowment.”
This creates an opportunity and a challenge to community foundations to get
the message of endowment and the benefits it entails out to potential donors —
and especially those interested in supporting a specific organization. These are
candidates for a Designated Fund.

A donor’s motivations for establishing a Designated Fund are similar to those of
a nonprofit organization itself; however, the benefits must be slightly reposi-
tioned to suit a person rather than an organization.

Designated Fund Benefits to Donors

e Flexibility to give assets that a nonprofit organization might not be able to receive
on its own, such as gifts of appreciated stock or real estate

¢ Ability to establish the fund in the donor’'s name, a family name, or in the name of a
loved one or business to create a legacy (or give anonymously)

o Ability to continually add to the fund
e Maximum state and federal tax advantages

e Option to redirect funds to a comparable organization should the original
organization cease to exist

¢ Ability to provide a source of continual income to an organization so that it can be
more strategic about supporting its mission
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Strategies

Nonprofit Trustees and Executives

Educating nonprofit leaders about the role of the community foundation
outside of grantmaking, including the benefits of endowment, is as critical as
creating awareness of specific tools, such as Designated Funds.

Message

The community foundation works with local nonprofit organizations by offering
a variety of services and tools, including the ability to establish an endowed
fund. When they work through community foundations, organizations can build
their endowments to provide lasting support and take advantage of investment
economies of scale and planned giving expertise.

Tactics

When making a grant to an organization for the first time, consider making a
presentation to the organization’s board to ensure that nonprofit leaders
understand key aspects of a community foundation with a focus on its ability
to establish a Designated Fund. If your community foundation already has
Designated Funds with other nonprofits, mention them as examples to help
establish credibility.

Promote the benefits of endowment and the ability to establish Designated
Funds in communication materials targeted to nonprofits. For example, many
community foundations list Designated Funds under a “Ways to Give” section
of their website typically geared toward donors — and do not make reference to
it in the section of their site that is geared toward nonprofits. A nonprofit is
unlikely to find this information if it resides only in a “Ways to Give” section
because they typically make an initial contact as a grant seeker and are not trying
to learn about establishing a fund.

If your community foundation offers services to local nonprofits (e.g.,
workshops, conferences, etc.), use these sessions to give a brief introduction
about what the community foundation is and how nonprofits can benefit by
working with it (i.e., receiving grants, connecting donors to community needs,
establishing a Designated Fund). Make sure to promote Designated Funds as
well as any services or other advantages associated with this fund.
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Policy Considerations

Many community foundations have limited staff resources, and some gift vehi-
cles can be very time intensive. Putting the right policies into place will help your
community foundation manage its offerings so that they do not overly strain
your resources.

To Endow or Not to Endow

If your community foundation is interested in attracting individual donors or
nonprofit organizations to this fund type, your policy on endowment must be
considered. Must all funds be endowed? While the capability to permanently
endow might be attractive to both a community foundation and to a donor
(either nonprofit or individual), some will be interested in the option to let
funds “pass through” and spend down toward some charitable goal. A donor
might want the community foundation to be able to make a distribution from
principal, should the designated organization experience an emergency; or, the
donor may look to the community foundation as a safeguard, preserving funds
for the long haul. Some community foundations require that all funds be
endowed. Some allow pass-through. Still others permit pass-through only for
organizations for which there is already an endowed fund. Some donors
may appreciate pass-through capabilities, but you also have to consider your
community foundation’s capacity to offer it since it involves work for the com-
munity foundation without the reward of adding to the endowment.

Accepting Gifts

Although anyone can give to a Designated Fund, your community foundation
will want to have a policy in place that specifies the types of gifts you will accept.
Is there a minimum gift for establishing a Designated Fund? Is there a minimum
gift for subsequent contributions to a Designated Fund? Fundraising that will
generate many small gifts ($25 to $100), can be very time consuming and cost-
ly to the community foundation bearing the responsibility of processing these
gifts. In these instances, it may actually cost the community foundation more in
processing than the total value of the gifts. By setting a minimum gift size and
determining appropriate administrative fees, the community foundation pro-
tects its general fund and ensures that the nonprofit organization receives the
best return on its investment. If the organization would like to accept small gifts,
encourage it to manage these itself. The organization can accept small gifts
directly and then make a lump sum payment to the Designated Fund once the
minimum is reached. The community foundation can also choose to set a one-
time flat fee for processing gifts for a particular fundraising campaign.

In your fund acceptance policy, you will also want to establish that the commu-
nity foundation has the power of variance. This is important especially in regard
to Designated Funds, in the event that a designated organization changes in its
mission or ceases to exist.
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Payout

A Designated Fund does not have an annual distribution requirement. This
flexibility allows a nonprofit organization to establish a fund, then let it grow for
several years before using the assets. An individual donor benefits from tax
savings in the year the gift is made, allowing assets within the fund to grow
undisturbed for years so that they eventually provide larger distributions in the
future. A community foundation must determine the exact advantage it will
offer donors and nonprofits, with respect to responsibilities that will thereby be
added to the foundation. For example, the foundation should answer questions
like these: Is there a limit on the number of years the community foundation
will let the fund grow before some of it must be distributed? What is the
recommended annual payout? How will the community foundation handle
distributions in a down market?

Privacy and Promotion

Your community foundation may also want to consider its policy on the level of
privacy that donors who create Designated Funds receive. If an individual donor
makes a gift to a Designated Fund, will the community foundation share that
donor’s name and/or gift amount with the designated nonprofit? Does the
community foundation require that it be advised of any marketing materials the
designated nonprofit sends out to promote the fund? How will the community
foundation help promote the fund (annual report, website, etc)?
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Sample Legal Language

Sample Designated Fund Agreement

(If you are in trust form, the fund agreement should be modified in accordance
with your Resolution and Declaration of Trust and the appropriate state law.)

THIS AGREEMENT is made as of the _____ day of , [year], at , between
the (“_"), a corporation established under the nonprofit corporation law
of the State of ____, with its principal office located at ____, and Community
Foundation of __ (the “Foundation”), a corporation organized under the
nonprofit corporation law of , with its principal office located at ____.

WHEREAS, the Parties to this Agreement have a common interest in the welfare of
the community and in serving charitable, scientific, or educational purposes
for the benefit of the community;

WHEREAS, each Part is a qualified charitable organization (as defined in paragraph
7); and

WHEREAS, the Foundation has been established with a principal purpose to
receive and administer funds as endowments for various charitable, scientific, or
educational purposes and organizations in the __ community, various interested
persons have expressed a desire to establish a fund in the Foundation in the nature
of an endowment to provide current income and long-term protection for the
operations of _____and _____ wishes to have the benefits of such a fund.

NOW, THEREFORE, the Parties agree as follows:

. Establishment of the Fund. A fund shall be established on the books of the
Foundation and shall be known as the _ Fund (“Fund”). The Foundation
acknowledges receipt of the property listed in Schedule “A” attached hereto and
made a part hereof as the initial property of the Fund.

. Property of the Fund. The Fund shall include the property received with the
execution of this Agreement, such additional property as may from time to time be
transferred to the Foundation by ____ for inclusion in the Fund, such additional
property as may from time to time be transferred from any other sources for
inclusion in the Fund and accepted by the Foundation, and all undistributed
income from the foregoing property. The Fund shall be the exclusive property of the
Foundation, held by it in its corporate capacity, and shall not be deemed a trust
fund held by it in a trustee capacity. The Foundation shall have the ultimate
authority and control over all property in the Fund, and the income derived from
it in accordance with the Articles of Incorporation and Bylaws of the Foundation
(as they may be amended from time to time), and the terms of this Agreement,
applied in a manner not inconsistent with said Articles and Bylaws.

continued

10




Designated Funds

3. Designation of Purpose. The Fund shall be used for support of the charitable,
scientific, or educational purposes of and its affiliated agencies (if any). (You
may wish to have the agency detail their mission to assist you in future years.)

4. Distributions of Income. Distributions from the fund shall be in accordance with
the spending policy established by the Board of the Foundation and shall be paid
and distributed at least annually, or more frequently, as the Parties may from time
to time agree.

5. Other Distributions. Distributions in excess of the Foundation’s spending policy
may be made to ____ in any year as determined by the Governing Board of the
Foundation. Recommendations for such distributions may be made from time to
time to the Foundation by the ____ Advisory Committee (“Committee”), which
shall consist of not more than ____ persons appointed from time to time by ____.
Recommendations of the Committee shall be solely advisory and not binding on
the Foundation.

6. [Alternate] Other Distributions. In transferring its property to the Fund, __
intends to create a permanent endowment. However, distributions in excess of the
amount dictated by the application of the Foundation’s spending policy may be
made to _____in any year as determined by the Governing Board of the Foundation
provided one of the following conditions is met: (1) the distribution is for the
purpose of enabling to acquire or renovate a capital asset; (2) is faced
with unexpected financial needs that are not likely to recur, and the distribution will
enable ___ to meet those needs. Recommendations for such distributions may be
made from time to time to the Foundation by the Advisory Committee
(“Committee:”), which shall consist of not more than persons appointed from
time to time by ____. Recommendations of the Committee shall be solely advisory
and not binding on the Foundation.

7. Exercise of Variance Power.
(a) This Agreement is subject to the Foundation’s authority to vary the terms of the
gift. As stated in section ____ of the Foundation’s [insert reference to document
containing variance power], the Foundation may [repeat words of variance power].
(b) The Foundation shall promptly notify ___ of any decision made to exercise the
variance power. Notification of the exercise of the power shall be delivered in
writing to the last known address of ____ within days following the Board’s
decision. The Foundation shall also notify if it becomes aware of any other
action instituted or proposed by any person to vary the purposes, uses, or method
of administration of the Fund.
(c) If the Foundation ceases to be a qualified charitable organization or if the
Foundation proposes to dissolve, the assets of the Fund shall, after payment or
making provision for payment of any liabilities properly chargeable to the Fund, be
distributed to ____. If ____is not then a qualified charitable organization, said
assets shall be distributed in such manner and to such organization or organizations
in the ___ community as satisfies the requirements of a required charitable
organization and serves purposes similar to those of ___.

continued

11
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8. Definitions and Construction.
(a) As used in this Agreement:
(1) “Qualified charitable organization” means an organization described in section
501(c)(3), which is other than a private foundation under section 509(a) of the
Internal Revenue Code.
(2) References to any provision of the Internal Revenue Code shall be deemed
references to the U.S. Internal Revenue Code of 1986, as the same may be amended
from time to time, and the corresponding provision of any future U.S. Internal
Revenue Code.
(b) It is intended that the Fund shall be a component part of the Foundation and
that nothing in this agreement shall affect the status of the Foundation as an entity
that is a qualified charitable organization. This Agreement shall be interpreted in a
manner consistent with this intention and so as to conform to the requirements of
the Internal Revenue Code and any regulations issued pursuant therein applicable
to the intended status of the Foundation. (Emphasis added)

IN WITNESS WHEREOEF, each Party has executed this Agreement by its duly
authorized officers effective as of the day and year first above written.

By:

(Authorized signature)
COMMUNITY FOUNDATION NAME

By:

(Authorized signature)

Schedule A

(List property transferred to community foundation to establish the fund)

This template is found in Community Foundations and Agency Endowments by

Edward J. Beckwith, et al. A complete citation can be found on the Resources page
of this document.
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Resources

For in-depth guidance on legal accounting and tax issues related to Designated Funds, please
consult the following publication:

Beckwith, Edward J.; David L. Marshall; Baker and Hostetler, LLP, Community
Foundations and Agency Endowments, Council on Foundations, 2001.

The content of this development brief was generated largely from the contributions of
members of the Community Foundations R&D Incubator and several other community
foundation practitioners representing organizations across the country. Special thanks to
these individuals. Thanks also to the Legal Services and Community Foundation Services
groups within the Council on Foundations for their legal review of this content.
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