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| nvestment Sandar ds of Charities

Everyone worries about investments, and
trustees and boards of directors doubly so because
investment decisions are among their most
important responsibilities. Inrecent years, anumber
of legal developments, including the Prudent
Investor Rule, the Uniform Management of
Institutional Funds Act (“UMIFA”), and the
Uniform Principal and Income Act, have
influenced how trustees and directors make
investment decisions.

This issue of Professional Notes focuses on
investment concerns of charitable organizations,
whether organized in corporate form or under trust
law. Because different standards apply based upon
the form of organization, the implications of these
standards should be considered by any
practitioner advising a client about creating a
charitable organization.

The Prudent Investor Rule, foundin New York
Estates, Powers & Trusts Law (“EPTL") §11-2.3,
took effect in New York in 1995. The rule did not
eliminate trustees' liability for investment of trust
assets, but changed the nature of investment
responsibility so that the focus is now on overall
portfolio strategy rather than on individual
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investments, bringing the law more into line with
modern investment theory.

A variation of the Prudent Investor Rule is
embodied in the New York Not-for-Profit
Corporation Law (“NPCL”). Lessdetailed than the
provisionrelating to trusts and estates, NPCL 8717
mandatesthat “ directorsand officersshall discharge
the duties of their respective positionsin good faith
and with that degree of diligence, care and skill
which ordinarily prudent men would exercise under
similar circumstancesin like positions.”

New Standard Supercedes “ Prudent Man
Rule.” Under New York’s former “prudent man
rule,” the appropriateness of each investment was
determined separately. If an executor or trustee
bought an asset and it decreased in value, it could
have been considered an imprudent investment even
if the overall portfolio did well.

The Prudent Investor Rule makesiit clear that
there are no investments that are inappropriate or
imprudent per se; it stresses the investment of the
entirefund, as opposed to each individual asset, and
the conduct of the fiduciary rather than the
performance of the portfolio. Theexecutor or trustee
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is expected to “ exercise reasonable care, skill, and
caution to make and implement investment and
management decisions as a prudent investor would
for the entire portfolio taking into account the
purposes and provisions of the governing
instrument.” EPTL 811-2.3(b)(2). As described
below, he or it must pursue an investment strategy
that takesinto account the particul ar circumstances
of thetrust anditsbeneficiaries, the appropriatelevel
of risk, and the probable effects of inflation.

Factors To Be Considered. An executor or
trustee must pursue an overall investment strategy
designed to enable him to make “appropriate’
present and future distributionsto the beneficiaries.
Rather than enumerate acceptable investment
programs (as New York law did prior to 1970), the
statute sets forth a non-exclusive list of factors to
be considered in devising an investment strategy
including:

® the size of the portfolio

® thenature and expected duration of thetrust
or estate

® [iquidity and distribution requirementsof the
governing instrument

® general economic conditions

® the possible effect of inflation or deflation

® theexpected tax consequencesof investment
decisions or strategies and of distributions of
principal or income to the beneficiaries

® the role that each investment plays within
the overall portfolio

® the expected total return of the portfolio
from both income and appreciation of capital

® the present and future distribution needs of
the beneficiaries, to the extent reasonably known to
the trustee

Related trusts, the beneficiaries’ other assets
and resources, and the special value of particular
assets to one or more of the beneficiaries are other
circumstances that may be taken into account.

Executors Strategies May Differ. Executors
of estates also are subject to the requirements of
the new law, but its effect on them may be different
than on trustees. Because of the expected short
duration of an estate, an executor may determine
that thereisno need to diversify. Or hemay createa
conservative portfolio designed to preserve the
estate assets and seek little or no growth. However,
where the estate’s assets subsequently will be held
in trust under the will, the executor may want to
anticipate the risk and the return objectives of the
trust to be funded.

Diversification. Under the former rule, a
fiduciary wasunder no duty to diversify investments
unless, in agiven situation, prudencerequired diver-
sification. The new rule establishes a strong
presumptioninfavor of diversification: thetrustee
must diversify the trust’s portfolio unless he
determines that the purposes and terms of the
governing instrument do not require it and it isin
the beneficiaries’ best interest not to do so.

Moreover, the fiduciary is required to
determine within a reasonable time whether to
retain or dispose of theinitial assetsheld by thetrust
or estate.

Effect of Inflation. Under the old rule, there
was no requirement that a fiduciary invest assets
to protect the principal from erosion by inflation.
The new rule identifies the probable effect of
inflation asakey factor to be considered. Asaresult,
it generally will be necessary to be able to show
that theinvestment strategy was designed to achieve
reasonable principal growth.

Fiduciary duty will no longer be fulfilled by
traditional “capital preservation”—maintaining the
same dollar value of a trust. If a portion of the
portfolio is to be invested in bonds or other fixed-
income securities that do not appreciate in value
over time, the strategy probably should include a



means of counteracting the erosion of the
purchasing power of that portion.

Appropriate Level of Risk. The trade-off
between risk and return may be the trustee’s
most difficult task. The fiduciary must determine
the appropriate level of risk that conforms to the
objectives of the trust and will also meet any
distribution requirements that the will or trust
agreement has imposed. Since the trustee or
executor is charged with the obligation at least of
preserving the real value of the portfolio, he
generally must take at least as much risk as is
necessary to prevent inflation from eroding thevalue
of thefund asawhole.

In determining the appropriate all ocation of the
portfolio among the categories of investmentsfor a
trust, the fiduciary will have satisfied the
requirement of considering the “market” risk. In
theory, at least, returns correlate with risk in each
investment category; the more volatile the type of
investment, the greater the potential return on the
investment. However, the appropriate degree of risk
varies with the purposes of the trust and the needs
of the beneficiary. Asnoted in the 1994 Report of
the National Conference of Commissioners on
Uniform State Laws, a program set up by the
trustee of a trust for an elderly beneficiary with
limited resourceswould be very different from that
of atrustee of adiscretionary trust for aminor who
is supported by his or her parents.

In addition, thereisrisk that is uniqueto each
particular asset and is not compensated for by the
market. Themarket may riseover time, but thevalue
of a particular stock or an industry can be
depressed for reasons unigue to that company or
industry. Asnoted above, the new law emphasizes
the need to protect the portfolio from this risk
by diversifying theinvestments. An exception might
be a trust specifically designed to hold a closely
held business interest.

I nvestment for Total Return. The new law
encourages trustees to focus on total return from
both ordinary income and capital appreciation. The
“total return” concept allows greater investment
latitudein the case of an instrument that givesbroad
discretion to pay or accumulate income and to
distribute principal to the beneficiary.

However, this spur to total return may have
little practical effect if the governing instrument of
the trust strongly preserves the distinction
between principal and income. For example, if the
purpose of a trust is to provide support for the
beneficiary, and all the income must be paid to the
beneficiary with no or limited principal invasion
provision, thetrustee cannot ignorethe beneficiary’s
need for income (generally interest and dividends)
and invest exclusively in growth securities, even
though they might produce a greater total return.
(The impact of the Uniform Principal and Income
Act onthisdistinction isthe subject of afutureissue
of Professional Notes.) Similarly, if the trust isto
qualify for the marital deduction and isrequired by
Federal tax law to pay all of its income to the
surviving spouse, it will be necessary to continue
to focus on the production of ordinary income.

Delegation. A significant change brought
about by the Prudent Investor Rule permits a
trustee to delegate discretionary investment
authority to an investment advisor. However, in
delegating investment authority, the trustee must
exercise” care, skill and caution” in:

® selecting a suitable advisor, taking into
cons deration the del egated functions, the natureand
valueof assetsinvolved, and the advisor’sexpertise;

® establishing the scope and terms of the
delegation, consistent with the purposes of the
governing instrument;

® periodicaly reviewing the advisor’'sexercise
of the delegated function and compliance with the
terms of the delegation; and

® controlling theoverall cost of the delegation.
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The investment advisors themselves become
liable as fiduciaries in the investment process as a
result of the delegation, and both the investment
advisor and the trustee are liable for the agent’s
decisions concerning theinvestment of trust assets.
Any attempted exoneration from or limitation on
liability isvoid as against public policy.

EPTL 811-2.3 (b)(5) requiresafiduciary with
special investment skills (i.e., the professional
trustee) to exercise those skills and provides that
performance will be judged accordingly. This
suggeststhat atrusteethat holdsitself out ashaving
special skillsmay not delegate authority to another
except in areas outside the trustee’s expertise.

Varying the Rules. It isimportant to bear in
mind that the Prudent Investor Rule is a default
provision and applies only to the extent that the
terms of the governing instrument do not provide
otherwise. Other standards or guidelines may be
prescribed, provided they are not contrary to
public policy.

Thedraftsman may want to provideinvestment
guidance to the trustees by stating the primary
purposeof thetrust intheinstrument. For example,
an instrument could require that atrust be invested
to provide maximum income and safety, regardless
of the impossibility of growth and the resulting
likelihood that the real value of the principal will
be diminished by inflation, or it might emphasize
growth for achild who haslimited need for current
income. Or the instrument might provide that
diversification isunnecessary and assetstransferred
to the trust have special importance to the grantor.

Documenting Procedures. A trustee or
executor will need to ensure compliance with the
provisions of the new law. He should determine
and document the objectives of the trust, the
investment strategy designed to meet those
objectives, and the procedures to be followed in
pursuit of that strategy.

Directorsof anot-for-profit corporation are not
trustees, although theterms* director” and “trustee”
are sometimes used interchangeably. Nor is the
corporation somehow a“trustee” with respect toits
assets. The New York Not-for-Profit Corporation
Law specifically provides that a charitable
corporation is not a trustee of assets given to it.
NPCL 8513(a).

The Uniform Management of Institutional
FundsAct (*UMIFA”) which hasbeen adopted, with
some variations, in most statesincluding New York,
governsinvestment and endowment spending. The
standard of care for directors of nonprofit
corporationsisbased upon corporatelaw’sbusiness
judgement rule and differs from the standard for
trusteesin severa ways.

NPCL 8717 mandates that “directors and
officersshall dischargethe dutiesof their respective
positions in good faith and with that degree of
diligence, care and skill which ordinarily prudent
men would exercise under similar circumstancesin
like positions.” Unlike Trust law, the emphasisin
corporate law is on “ordinarily prudent men,” not
the " prudent investor.”

Factorsto be Considered. Ininvesting assets
and del egating investment management, the board
is charged with considering, among other relevant
considerations:

® the long- and short-term needs of the
corporation in carrying out its purposes

® its present and anticipated financial
requirements

® expected total return on investments

® pricelevel trends

® general economic conditions

As with trustees, there are no restrictions on
thetypes of investments aboard may make (subject
to limitationsin the gift instrument). New York law
providesthat the governing board may invest in any



real or personal property it deems advisable,
including mortgages, stocks, bonds, debentures,
and interests in partnerships, and pooled or
common investment funds (such as mutual funds
or REITS), whether or not it produces a current
return. NPCL 8512.

Diversification. New York law also does not
specifically mandate diversification, and NPCL
8512 authorizes the governing board “to retain
property contributed by adonor . . . for aslong as
the governing board deems advisable, taking into
account any request by the donor to do so.”
However, “prudence” generally is understood to
require diversification, subject, of course, to the
terms of the gift instrument.

I nvestment for Total Return. Although
investment for total return is not explicitly
mandated, UMIFA asadopted in New York requires
a board to consider total return when it makes
investment decisions and when it wishes to spend
capital appreciation. Federal tax law adds an
interesting wrinkle here: regulations governing
private foundations (Treas. Reg. 853.4944-1)
effectively require investment for total return,
viewing investment decisionswithin the context of
the entire portfolio.

Delegation. UMIFA expressly authorizes a
charity’s governing board to delegate investment
decisions either to a committee of the board, or to
outside investment advisors. Unlike the trust law
rule, the board may rely upon the agent’sdecisions,
provided the board exercised the requisite standard
of carein selecting the agent. NPCL 8514.

As is always the case with a comprehensive
new statute such as the Prudent Investor Rule, its
enactment has introduced areas of uncertainty that
will remain until the courtsinterpret its provisions.

Although UMIFA has been embodied in New
York’s Not-for-Profit Corporation Law for many
years, it, too, isrelatively untested. UMIFA currently
imposes astandard of care on directorsthat ismore
flexible than that imposed on trustees. If enacted, a
recent draft of an amended UMIFA, dated October
20, 2002, would bring UMIFA sharply into linewith
the trust law’s prudent investor standard, as
described above.

With these uncertaintiesin mind, atrusteeor a
board of directorsof anot-for-profit corporation may
want to seek professional advice to meet the
requirements of the applicable law and take full
advantage of the opportunitiesit may present. The
differencesin the standardsimposed on trusteesand
boards of directorsalso should be taken into account
when helping a client create a charitable
organi zation and determine whether it should be set
up in trust or corporate form.
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About The Trust

Since 1924, The New York Community
Trust has served the needs of donors
and nonprofitsinthe New York area. One
of the oldest and largest community
foundations, The Trust, with assets of
more than $1.5 billion, is an aggregate
of funds set up by individuas, families,
and businesses to support the charitable
organizations that are crucial to a
community’svitality.

A fund in The Trust can help your
clients carry out their charitable
objectives while qualifying for the
maximum tax deduction allowed by the
law. Funds can be set up during lifetime
or by will and often are an essential part
of financial and estate planning. In
addition to gifts of cash and publicly
traded securities, funds can be
established with awide variety of assets
including closely held stock, limited
partnerships, mutual funds shares,
retirement plan assets, and copyrights.

Because of our administrative
efficiency, we are able to offer our
servicesfor avery low fee—three-tenths
of 1%, i.e., 30 basis points; investment
fees are also low. Expert financial
management of fundsis not tied to any
one company or investment vehicle;
vehicles are matched to each donor’s
grantmaking plans.

Trust staff, who have thorough
knowledge of the New York area’ s needs
and its most effective nonprofits, are
always available to advise donors about
grantmaking opportunities and ensure
that their charity will be carried on
beyond their lifetimes. Donors can
recommend grants to qualified charities
anywhere in the United States, with the
assurance that each nonprofit is care-
fully scrutinized for its fiscal and
programmatic soundness.

If you have questions, or need further
information, please call our general
counsel, JaneWilton, at (212) 686-2563,
or e-mail her at janewilton@nyct-cfi.org.
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