Legal Counsel

Can You Modify
Restrictions on
Charitable Funds?

Must you always use restricted funds as donors prescribe?

A new law gives you more flexibility.

any donors place restric-
tions on the funds they con-
tribute. These restrictions

limit the way you, the nonprofit,
can invest and spend the funds (for
example, endowment funds from
which you can only spend the in-
come), or the purposes or programs
toward which you can apply them.
You're bound by these restrictions
in the same way that a trustee is
bound by the restrictions in a trust
instrument.

Restrictions on charitable funds
usually align with the nonprofit’s
programs. Over time, however, pri-
orities and programs can change
and fall out of sync with restrictions
on some funds. In such cases it may
be necessary, as a matter of good
stewardship and fiduciary responsi-
bility, to explore ways to modify or
release these restrictions.

What Are the Problems with
Restricted Funds?

While restricted funds are com-
mon, their usefulness is occasion-
ally questionable. Some nonprofits
have restricted funds dedicated to
projects that have been canceled,
leaving them with money they can’t
use. Other organizations risk hav-
ing to close their doors unless they
can find money for general rather
than specialized purposes. Others
possess funds subject to impractical
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The new act has
been approved by all
states except Florida,

Mississippi, and

Pennsylvania.

restrictions (such funds to support
students with a major no longer of-
fered by the college).

It can be difficult to persuade a
court to release or modify these
restrictions, especially if donors
aren’t available to grant their con-
sent. However, due to the Uniform
Prudent Management of Institu-
tional Funds Act (UPMIFA), recent-
ly adopted in most jurisdictions,
nonprofits now have much more
flexibility in dealing with restricted
funds.

What Is UPMIFA?

At its annual meeting in 2006,
the National Conference of Com-
missioners on Uniform State Laws
(NCCUSL) approved the Uniform
Prudent Management of Institution-
al Funds Act (UPMIFA) and recom-
mended it for enactment by state
legislatures to replace the existing
Uniform Management of Institu-
tional Funds Act (UMIFA). UPMIFA
has subsequently been approved by
all states except Florida, Mississip-
pi, and Pennsylvania. (Florida and
Mississippi adopted UMIFA, while
Pennsylvania hasn’t adopted either

of the uniform acts.)

UPMIFA gives boards more clar-
ity in investing and managing assets
than UMIFA. It requires the board
(and others responsible for man-
aging and investing) to act in good
faith and with the care of an ordi-
nary prudent person and notes that
the nonprofit may incur only appro-
priate and reasonable costs. In ad-
dition to this update, UPMIFA also
added Section 6, which sets forth
circumstances in which a nonprofit
may modify or release restrictions
on funds or endowments.

How Can You Use UPMIFA to
Loosen Restrictions?

First, in Section 6(a), UPMIFA
lets you release or modify restric-
tions on a fund by obtaining donor
consent, as long as the fund contin-
ues to be used for a “charitable pur-
pose of the institution.” This is a big
improvement over the predecessor
UMIFA, which allowed restrictions
to be released but not modified. You
don’t need to get such restrictions
approved by the court. You can sim-
ply contact the donor and request
permission to use the fund for a dif-
ferent purpose or to eliminate the
restriction entirely.

In Section 6(b), UPMIFA lets you
petition the court to amend restric-
tions on a fund or endowment with-
out donor consent. You can modify
or release a restriction’s adminis-
trative provisions (how assets may
be invested and held) if “the restric-
tion has become impracticable or
wasteful, if it impairs the manage-
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This provision lets you
petition the court for
permission to invest the
funds differently.

ment or investment of the fund, or
if, because of circumstances not an-
ticipated by the donor, a modifica-
tion of a restriction will further the
purposes of the fund.” For example,
if you have a fund that can only
be invested in subprime mortgage
bonds (which may have seemed
like a good idea at the time), this
provision lets you petition the court
for permission to invest the funds
differently.

Through Section 6(c¢), you can
modify or release restrictions held
on a particular charitable purpose
if the restrictions have become
“unlawful, impracticable, impos-
sible to achieve, or wasteful.” This

application of UPMIFA is perhaps
the most useful of all. It gives you
the option of petitioning to use re-
stricted funds for general purposes
if necessary to stay afloat in tough
economic times.

In petitioning for a release or
modification described above, the
quality and persuasiveness of the
petition is crucial. You must con-
vince a judge that modifying or re-
leasing the restriction on a fund is
consistent with the donor’s intent
and that the charitable purpose of
the gift will continue after the modi-
fication or release is granted. Every
restricted fund has a different story
behind it. Be sure to tailor your pe-
tition to your organization’s unique
story. B

Tailor your petition
to your organization’s
unique story.

Harry Drogdowski, an associate with
Mitchell Silberberg & Knupp LLP in
Los Angeles (wwww.msk.com, 310-312-
3234), provides comprehensive estate
planning solutions in addition to as-
sisting donors, foundations, and chari-
table organizations in achieving their
philanthropic objectives.
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