What is an Endowment?

The term endowment is a term used to describe funds set aside for the long-term benefit of the nonprofit rather than for current operations.  While operating funds are generally invested in cash equivalents and short-term bonds to maximize current income, endowment funds are invested in equities and longer-term bonds to achieve growth and an increasing stream of income.  There are three types of endowments:  true endowments, quasi-endowments, and term endowments.

True Endowment:  A true endowment refers to funds permanently restricted by donors, the courts, or by other authority to generate income for the nonprofit.  Principal may not be spent.  Income may be narrowly defined as the dividends, interest, and rental income from the endowed assets, or more broadly to include realized or unrealized capital gain, depending on state law and the governing document for the funds.  When a donor limits the use of endowed funds, the endowment gift is considered restricted.  When the donor leaves spending discretion to the nonprofit, the gift is considered unrestricted.  Most endowments consist of a pool of unrestricted funds as well as many small groups of restricted funds pooled for investment purposes.

Quasi-Endowment:  While a permanent endowment has restrictions on the use of principal, a quasi-endowment does not.  Quasi-endowed funds are funds committed to long-term use (endowment) by board resolution.  Board-restricted funds may include unrestricted bequests or planned gifts received by the nonprofit, surplus funds available at year-end (that are not needed for operating reserves), or funds resulting from the sale of an asset.  Since the donor did not restrict the funds, the board can remove its self-imposed restriction and make the principal available for use.  Normally, the board will establish procedures to govern distribution of income and withdrawal of principal.

Term Endowment:  A term endowment is a gift restricting the use of the principal for a specific period of time.  For example, a donor may create a gift for ten years to benefit a particular university program or to fund a need for a limited period of time.  Alternatively, a donor may contribute funds to amortize a bond issue and tie the restricted term of the life of the bonds.  After the expiration of the time, the board may use the principal or allocate it to a quasi-endowment.  During the restricted period, the funds are treated as a true endowment.

Starting an endowment is not hard, or expensive. You can start small ($10) as long as you have board action setting up the rules of the endowment (that it is a restricted fund, that earnings can be used under certain conditions, that principle cannot be used in other than extraordinary circumstances, etc.). If you set up your endowment as a restricted fund in your existing corporation, you don't have to set up a new nonprofit to house your endowment. 

Endowments can give you long term stability. Simply starting and having an endowment means that you are doing a good thing: thinking long term. Far too few nonprofits think beyond the current fiscal year, or even past the next payroll. Having an endowment means you are being a long-term steward, forcing yourself to not spend every dime you have right now.

Endowments can provide new sources of revenue. Endowments can provide a competitive advantage in fund-raising, since you are giving a potential donor the option to give "the gift that keeps on giving" rather than only the choice to give for bricks and mortar or for current operations. Having another option, one that by its establishment declares your organization is going to be around for a long time, provides a great message to a donor.

