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Executive summary

Before debating the pros and cons of different spending policy models 

and rates, nonprofit boards of directors and finance teams need to 

rigorously analyze the financial position of their own organizations.  

Much of the literature on spending policy focuses on inflation and 

prospective returns but ignores how greatly nonprofits differ in: the 

diversity of their revenue sources, their dependence upon investment 

returns, and the volatility of their revenues and expenses.

The wide range of organizational differences makes it plain that, when it 

comes to spending policy, one size can’t fit all. We urge nonprofits to begin 

the process of thinking about spending by analyzing their statement  

of operations and capital structures, and planning the time horizon of 

their mission. In our companion piece, A Financial Health Framework for 

Nonprofits, we offer a three-step framework to guide that essential analysis.  

Through such an exercise, nonprofits will understand how variable their 

revenues and expenses are and develop a clear sense of the size and 

composition of their desired capital structure, which may or may not 

include an endowment. Only then can boards decide on an appropriate 

spending policy and rate. Helping boards assess their organization’s 

historical finances, current capital structure, and future state involves 

having them answer a series of questions to ensure that any spending 

policy is tailored to their unique circumstances.



INTRODUCTION

What is a spending policy?

What do nonprofits mean when they talk about having a “spending policy?” They generally mean  

how much of the value of their investment assets they intend to tap each year to fund operations,  

help pay for capital projects, and the like.  

Many organizations speak about their endowments, which refer to a cluster of restricted and  

unrestricted gifts, as well as board-designated funds, but this piece addresses all of an entity’s  

investments, including operating cash, construction pools, self-insurance pools, and more.

Much of the literature on spending policy is focused on answering questions concerning the  

asset allocation side of the equation:

• What returns can a nonprofit anticipate from its investment assets?

• What level of spending can be sustained?

• What policy should be adopted to either make budgets more predictable or maximize the  

future value of the investment assets? 

For a detailed look at some of these questions, see the Vanguard research paper,  

Is 5% the Right Return Target for Institutional Investors? (Wallick, McShane, and Tasopoulos, 2018). 

Instead of using the potential returns available to their investments as the starting point to  

discuss spending policy, we believe institutions should begin by thinking about the nature and  

predictability of their revenues and expenses as well as the tools at their disposal to cope with  

revenue shortfalls or unanticipated expenses. In addition, they need to think carefully about  

the desired future state of their organization.

After completing these exercises, both the board and finance team should have a better sense  

of the draw they’d like to obtain from their investment assets. They also should be able to decide  

whether they need to build up the amount of their assets, particularly if they believe prospective  

returns might not be as robust as historical returns.
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Spending policy should not be one-size-fits-all

When it comes to spending policy, our industry tends to focus on the experience of the great research universities. 

Though much can be learned from institutions such as Yale and Stanford, they are not a useful model for most 

nonprofits given their extremely large asset bases as well as the wealth of their alumni, the size and sophistication  

of their investment staffs, and the unique access they enjoy to the best managers. 

Nonprofits differ massively in the diversity of their revenue sources, in their dependence upon investment returns, 

and in the volatility of both their revenues and expenses. Therefore, it’s crucial for organizations to adopt a spending 

policy specific to their organization. 

Revenues

As opposed to private foundations, which are overwhelmingly dependent on a single revenue source (their 

endowment), public charities derive their support from individuals, governments, corporations, and private 

foundations by soliciting donations and/or grants, and selling goods and services. There are three groupings:

 1.  Statutory charities, such as colleges, secondary schools, hospitals, and churches/religious organizations;

 2.  Charities supported through public donations, such as community foundations and food pantries;

 3.  Charities largely dependent on exempt-function income (those deriving a majority of income from
program-service revenue), such as museums, operas, and orchestras.

Within these groupings, organizations can vary by source of revenue. For example, hospitals are overwhelmingly 

dependent on a single revenue stream, generating more than 90% from net patient revenues. 

At the other end of the spectrum are nonprofits such as museums that possess multiple revenue sources, including 

membership, admissions, grants, government funding, and investment income. Between those extremes lie the vast 

majority of nonprofits with a mix of revenue sources, including orchestras, research universities, private secondary 

schools, and four-year private colleges.

Among public charities, about half of their revenue was derived from fees for services and goods from private 

sources, such as tuition payments, net patient revenues, and ticket sales in 2015, according to Guidestar, which 

collects, organizes, and distributes data about nonprofits. The public sector accounted for about one quarter  

of revenues in the form of government contracts and Medicare and Medicaid payments. Private charitable giving 

amounted to 13%, while government grants provided 8%. 
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Investment returns

Similarly, nonprofits vary in their dependence on investment returns.  At one end of the spectrum are nonprofits 

providing social services (food pantries, homeless shelters, etc.) which as a rule don’t have endowments and  

don’t derive a lot of support from investments, but are highly dependent on current donations and in-kind giving. 

Similarly, nonprofit hospitals are highly (90%+) dependent on net patient revenues, with a much smaller reliance 

on investment returns.

At the other end of the spectrum are private foundations, wholly dependent upon investment returns. In between 

are community foundations and state university foundations that depend on investment returns for about two-

thirds of their revenue, with the balance from current gifts and grants and other sources. See Figure 1 for some 

hypothetical examples. 

Figure 1. Varying dependence on investment returns

To sustain or expand? Weighing the merits of endowments

If your nonprofit typically runs an operating surplus, has established appropriate working capital and construction 

funds, and has set up an operating reserve (as well as a secured line of credit), you might not require an endowment 

or dedicated investment assets to ensure your liquidity and ability to survive a rainy day. Why might you need or want 

an endowment?

To answer this question, the board must first answer another question: Would the primary purpose of the endowment 

be to sustain or to expand the nonprofit’s mission?  We recognize that many decisions about the direction of nonprofit 

spending are not binary and suggest that nonprofits think about this on a spectrum. In general, however, we believe 

that doing more of what your nonprofit is already doing in the same geography falls on the sustaining side of the 

spectrum, while adding entirely new activities, expanding into a different region, or merging with another entity falls 

on the expansion side. For additional information on sizing your endowment, refer to Appendix B.
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The implications of major gifts

When a nonprofit receives a gift from a donor with the potential to influence the organization’s future direction, 

much of the attention falls on the dollar amount. However, the board and staff must consider the implications  

of accepting such a gift:

• Some nonprofits spend substantial amounts of development resources on soliciting major gifts, but not 

enough time evaluating the terms of the gift and any restrictions the donor puts in place. Remember:  

If you accept a restricted gift, you‘ve created an endowment, whether you mean to or not.

• Does the time frame of the gift match that of the organization? If the gift is intended to be in perpetuity 

but the organization is not explicit about a perpetual time horizon, it could prove to be a mismatch.

• Will the purpose of the gift still be relevant in 10 years, 40 years, or 100 years? Do you have language 

in the gift instrument that permits you to use the proceeds for related purposes?

Reasons to have an endowment  
to sustain your mission

• Most shortfalls should be covered by a board-

designated reserve fund, but an endowment  

might be nice to have in the event of a  

protracted downturn.

• A substantial portion of your revenues are from 

government contracts, whose long-term funding 

status might be uncertain.

• You receive significant grant funding but want 

additional funds to defray overhead.

• You want funds dedicated to operations and 

maintenance costs of facilities.

• You provide grants, fellowships, or scholarships, 

and you would like to have a dedicated source  

to fund those activities in the future.

• You have a major donor who wants to give you a 

restricted gift. If you accept that gift, you‘ve created 

an endowment, whether you mean to or not.

Reasons to have an endowment  
to expand your mission

• You have a major donor who wants to give you  

a restricted gift to expand a particular program  

or to fund future operating costs.  

• Income from an endowment can be a useful  

source of risk capital, allowing you to embark  

on a new program before you’ve secured  

full-time financing.

• You have future plans that will require significant 

levels of funding (such as a significant expansion 

of your mission either in scope of services or in 

geographic reach), and you don’t want to stage 

recurring capital campaigns. 

For additional information on the different types  

of endowments and the restrictions that often 

accompany them, please refer to Appendix C.
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Designating a spending policy model and choosing a rate

Much of the literature on spending policy focuses on a market-based model, which revolves around inflation and 

prospective returns. While these are significant factors, this approach doesn’t holistically capture factors more 

specific to your organization. An organization-specific approach should begin with a detailed financial analysis of 

your organization. As Figure 2 shows, the market-based model can then be utilized to provide additional context.

Incorporating both of these lenses—financial and investment—is essential for building consensus on how to 

balance two divergent aims: maintaining the inflation-adjusted level of spending versus growing the value of 

investment assets to support future spending.  

Figure 2. Integrating two models for spending policy

Market-based model

Portfolio  
return

Inflation

Target spend rate

Revenue 1

Revenue 2

Revenue 3

Organization-specific model

Expense 1

Spend rate

Expense 2

Your 
spending 

policy
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Types of spending policy 

The consensus nonprofit boards reach on how to balance these divergent aims will point nonprofits toward either  

a fixed or more variable spending policy as well as toward a lower or higher spending rate. If your board is more 

concerned with sustaining current activities, then you might want a policy that provides more funding assurance.   

If you are more concerned with growing your activities in the future, you want a more variable policy.  

All spending policies are one of two types: those whose starting point is a percentage of an asset pool vs.  

those whose starting point is the amount of money spent in a previous period. Each type has associated flavors  

as well as a range of spending rates. We discuss the types and flavors in detail in Appendix A.

Figure 3 highlights four common flavors of spending policies on a scale that runs from the flavor with the least 

variability in the amount spent to the most variability. “Inflation-based” is least variable because it starts with last 

year’s spending and applies an inflation factor to generate a fairly predictable amount. “Simple” is most variable 

because it starts with the current year’s beginning market value of investments and applies a fixed spending 

percentage to produce an amount that can differ greatly from year to year (4% of $100 million is different from  

4% of $130 million). 

Figure 3. Spending policy models

 

Spending policy rates typically range from 3% up to 7%. This rate can vary depending on the size of the organization 

and what nonprofit sector it occupies. Research by Sandeep Dahiya of Georgetown University and David Yermack of 

New York University found the smallest U.S. endowment funds make no payouts in most years while endowments 

with assets over $100 million have annual distributions with a mean payout rate of 4.5%. 

The Internal Revenue Service (IRS) mandates that private foundations spend no less than 5% of their endowments 

(non-charitable use assets) on grants and charitable overhead, and that number has become anchored in people’s 

minds. In Europe, private foundations have no government-mandated minimum spend, but the bulk of them spend 

between 3% and 3.5% of assets. At the other end of the range, an optional subsection of the Uniform Prudent 

Management of Institutional Funds Act (UPMIFA), adopted by many states including California and New York, holds 

that spending more than 7% of the value of an endowment fund (averaged over at least three years) creates a 

“rebuttable presumption of imprudence.” 

As for Vanguard, we believe it’s essential that nonprofit boards and finance staff consider spending policy within the 

context of the nonprofit’s whole financial picture as outlined in Figure 4. 

 

Least  
variable

Most  
variableInflation-based Hybrid Smoothed Simple

Source: Vanguard illustration.
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Figure 4. Considerations affecting spending policy

Policy rate Policy model

Analyzing statement of operations

Lower predictability of revenues Lower rate More variable

Lower variability of revenues Higher rate More fixed

Determining capital structure

Large portion in endowment — More variable

Large operating pools — More fixed

Planning the time horizon

Short-term or intermediate Higher rate More fixed

Perpetuity (sustaining the mission) Lower rate More variable

Perpetuity (expanding the mission) Lower rate More variable

Evaluating required assets

Endowment amount exceeds required size Higher rate —

Source: Vanguard.
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Impact of decision-makers on spending policy

One mark of a well-functioning nonprofit is that multiple actors—not just the investment committee or the CFO— 

are involved in discussing and setting the appropriate spending policy. Organization-specific factors highlighted  

in Figure 4 will directly influence the spending policy decision, and it’s important to document how such analysis led 

to the spending policy selected when canvassing decision-makers. This helps ensure there is consensus around—

and a strong understanding of—your funding model at the board, investment committee, and finance staff levels.

Nonprofit finance staff generally prefer to have a predictable amount of money each year to facilitate planning and 

budgeting, while investment committees often prefer a more variable spending rule in order to maximize the growth 

of the investment assets and fulfill the mission of the organization in years ahead.

A National Bureau of Economic Research paper by Keith Brown & Cristian Tiu using NACUBO data found that 

“endowment funds modify their spending policies to a far greater extent than the investment problems faced by  

the sponsoring institution would seem to warrant.” The study analyzed the migration patterns in spending rule 

adoption and found that endowment funds were far more likely to stick to a smoothed or hybrid spending policy  

than a simple percentage. 

This illustrates the tension between theory and practice for spending policy. While a flexible spending policy may be 

the best choice based on a goal of growing the endowment, it can pose a challenge for decision-makers who desire 

stable budgets. Such competing factors reinforce the importance of building consensus among decision-makers 

when selecting as well as implementing a spending policy. 

In the next section, we use four examples to illustrate the issues facing nonprofits as they seek the spending policy 

that is appropriate for their institutions. All examples assume that the boards have examined—and are comfortable 

with—the balance sheet and statement of operations, and that the other parts of the capital structure are solid 

(moderate debt burden, funded reserves, etc.). 
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Nonprofit case studies—Four hypothetical examples

Private foundation, 100% dependent on its endowment.  

Private foundations are unique in two ways: most have no revenue sources other than their endowments  

and the government mandates their spending policy. They illustrate the issues that arise from having to adhere 

to a simple spending policy.

The IRS requires that private foundations must have annual adjusted qualifying distributions of at least 5% 

of the net value of noncharitable use assets.  

What does this mean? Adjusted qualifying distributions approximates the sum of grants made and the  

bulk of the costs associated with performing the foundation’s mission (salaries and benefits, rent, and other 

overhead expenses), reduced by excise taxes paid to the government. Noncharitable use assets approximates 

the corpus of the foundation’s endowment.

Take a private foundation with a corpus of $500 million. It outsources its endowment and has a staff of 12 

people.  The fully loaded costs of staff are $2 million and occupancy, IT, and other costs are $1 million, which 

represents $3 million of charitable use assets before the foundation makes a grant. The IRS mandates that 

foundations spend 5% of charitable use assets, which is $25 million. As we’ve seen, $3 million is largely  

fixed, leaving $22 million for grants.  

If the value of the corpus decreases by 20% in a given year—to $400 million—5% of charitable use assets  

is now $20 million. Assuming payroll and other costs remain flat at $3 million, the amount left for grants is  

$17 million vs. $22 million the prior year. This presents the foundation with difficult choices: reduce the 

amount of grants made (either by cutting all grants across the board or eliminating grants), maintain the grants 

budget and further eat into the endowment, or cut staff to reduce operating costs.

History suggests that most private foundations choose to maintain grants budgets to the extent possible,  

which causes the real spending rate to creep up over time and the value of the endowment to fall. Hence the 

challenge facing foundation boards: do they cut grants budgets immediately, trim them gradually over several 

years, or not cut them at all?  Most try to trim them over several years.

Private college, 53% dependent on its endowment.  

Elite private colleges tend to be highly reliant on draws from their endowments, and this reliance is increasing  

as net tuition revenues (tuition minus scholarships and aid) decline. Hence, college chief financial officers want 

to be able to have a stable draw from their endowments.

The situation is complicated by the fact that alumni of these schools are generous donors and gifts continue to 

grow the endowment, beyond appreciation from investments. One of the issues for boards is to assess the future 

growth rate of gifts.  Moreover, boards try to assess how many gifts will be restricted vs. unrestricted, which can 

be complicated by capital campaigns (many gifts raised during these campaigns are restricted for new buildings).  

2

1
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High dependence on an endowment argues for use of a hybrid spending rule, with more weight given  

to the portion derived from prior year spending adjusted for inflation and less to the portion derived from 

the value of the endowment. David Swensen noted in his book, Pioneering Portfolio Management: An 

Unconventional Approach to Institutional Investment, “as Yale’s endowment support moved from one-tenth 

of revenues in the mid-1980s to one-third of revenues in the mid-2000s, the university opted for greater  

stability in operating budget support. By changing the weight on previous year’s spending from 70 percent  

to 80 percent, Yale reduced the likelihood of a disruptive spending drop (at the expense of greater risk to 

purchasing power preservation).”

Were trustees to become concerned about the inflow of gifts slowing, which, if all else were equal, would slow 

the growth of the value of the endowment, they would allocate an even higher portion to prior year spending.

Museum, 20% dependent on its endowment.  

The museum has a strong balance sheet with little debt, and receives a diverse stream of funding, including 

admissions, annual memberships, local government support, foundation grants, and facilities rentals. The 

museum generates surpluses even before taking a draw from its investable assets (though in a few years, 

notably after 2008–09, it needed the draw to avoid a deficit). It uses the endowment draw to fund facilities 

upgrades and expansions and to purchase items for the collection.

The fact that the museum can generally achieve a surplus before drawing from its endowment suggests it can 

tolerate more variability in the spending policy it chooses and might seek to stress preservation of purchasing 

power over operating budget stability.  

That said, we would encourage the board to think in more detail about future plans for endowment funds.  

How pressing are the needs for new facilities? Can staff make legitimate use of an expanded budget to  

purchase items for the collection, or are there already more items than the museum can exhibit?

Might it be helpful for the board to think about a fixed aspect of future endowment draws (say $25 million a year 

for four years to expand facilities) as well as a discretionary piece (up to $10 million a year for 10 years to expand 

collections but could be zero)?

Religious charity, 5% dependent on its endowment.  

This organization benefits from high levels of annual, recurring support and runs consistent surpluses before 

any draw from its investable assets.  It doesn’t have consistent uses for its endowment (which is largely 

comprised of unrestricted gifts) and uses it to support “nice to have” projects.  Its members are quite loyal,  

but they are aging and the board wonders what the organization will look like in 20 to 25 years. Board 

members are concerned about future funding as its supporters age (their children have moved away and are 

less involved in the organization).

This religious charity might well adopt a flexible policy with a low (under 2%) base rate as well as a low 

percentage (under 20%) of fixed (vs. discretionary) spending. That way it will maximize the future corpus of 

the endowment. The board might consider a 20-year plan to increase the endowment draw to support its 

budgets as aging reduces the amount of recurring annual support.

4

3
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Conclusion

We’ve attempted to show how different nonprofits are in their funding sources and in their dependence on 

investment returns. Because of these differences, no single policy or rate is universally appropriate. Hence we 

encourage nonprofits, before discussing the implications of different approaches to spending, to take a long, hard 

look at their revenues and expenses in order to understand how predictable or variable they are. Board members  

will find it helpful to be able to articulate the size and composition of their desired capital structure. 

After analyzing their statement of operations and implementing an appropriate capital structure, the board can 

determine whether a broader pool of investments in the form of an endowment is appropriate. By reviewing integral 

aspects of its finances in addition to market factors such as prospective returns and inflation, board members can 

ensure the spending policy they select is tailored to their organization’s specific circumstances.
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Appendix A: Types and flavors of spending policy

There are two basic types of policy, but dozens of flavors.  We’ve chosen to illustrate six, though most surveys by 

NACUBO and others indicate that over 75% of institutions use a smoothed approach. 

Types of spending policy

• A percentage—however derived—of an asset pool (e.g., “4% of $100 million”).

• Amount of dollars spent in a previous period (e.g., “last year’s budget was $4 million and we will grow that

by inflation”).

Flavors of spending policy

Simple 

Simple rules are just that: simple. “Spend 4% of the beginning market value of the portfolio,” “spend all the income 

generated by the portfolio,” or “fund X% of current year expenses from the endowment.” 

The problem is that there can be a lot of variability, whether in spending or in the change in the value of the corpus.  

If the endowment decreases in value by 20% to $80 million, a 4% draw is only $3.2 million, meaning spending 

would have to decrease by 20% to keep pace. If the draw is kept at $4 million, the corpus of the endowment would 

drop by more than 20%.

Similarly, if spending jumped 20% to $4.8 million but the corpus of the endowment remained at $100 million, the 

effective draw rate goes up by 20% (from 4% to 4.8%), which will crimp the compounding of the corpus over time.

Smoothed (or moving average) 

Organizations often use smoothing to help stabilize spending and reduce some of the variability produced by simple 

policies: “Spend 4% of the 12-quarter moving average of the beginning market value of the endowment.” The longer 

the moving average (16, 20, or even 24 quarters), the greater the smoothing impact.

In addition to smoothing using a moving average, some institutions will also use a spending reserve, to be tapped 

when the endowment performance falls short of the policy objectives.

The main criticism of the moving average is that endowments tend to overspend in down markets and underspend in 

upward trending markets. However, Vanguard’s research paper, “Is 5% the Right Return Target for Institutional Investors?” 

suggests that moving average policies successfully preserve endowment value and sustain future spending.

Inflation-based

Inflation-based rules attempt to achieve stability in spending. “Take last year’s spending and multiply by an inflation 

factor relevant to the organization as the basis for current-year spending.” A typical example of such a rule takes last 

year’s spending multiplied by an inflation factor (the Consumer Price Index, the Commonfund Higher Education Price 

Index, or whatever is most relevant) as the basis for current year spending. 

While this method allows for a stable, inflation-adjusted amount to be budgeted from year to year, it ignores critical 

external factors such as market performance. If market returns are poor, a spending policy based purely on inflation 

may substantially reduce the value of the endowment corpus. This method ignores that and, strictly followed, makes 

it hard to reduce spending, even when that might be the prudent thing to do. 
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Percentage of portfolio with a ceiling and a floor (a banded approach)

Under a banded approach, spending is either held within a fixed range or the increase in spending is range-bound. 

For example, if the initial budget is $100,000 and the floor and ceiling are 4 percent and 5 percent, respectively,  

then annual spending going forward would not fall below $96,000 or go above $105,000. 

Alternatively, spending might be increased by the rate of inflation, but there is an upper band of 5% and a lower  

band of 2%. First-year spend is $1 million with inflation of 3%, so second-year spend is $1,030,000 ($1 million 

increased by 3%). Second-year inflation is 8%, so third-year spend is $1,081,500 ($1.03 million increased by 5%).  

This method gives a nonprofit a bit more latitude with what it can spend each year, while at the same time taking 

into consideration the performance of the stock market. The floor and ceiling percentages can be adjusted— 

or can stay the same—thereby protecting the endowment in down years. 

Hybrid

Hybrid methods try to find a balance between the flavors. Part is based on the prior year’s spending (to stabilize 

budgeting) with the remainder based on the value of the endowment. Hybrid methods are used by well-known (and 

sophisticated) institutions such as Yale and Stanford and have garnered a lot of attention. Yale’s rule is straightforward: 

{80% x (Prior Year’s Spending x [1 + Inflation])} + {20% x (Current Portfolio Value x Spend Rate)}

Of course, a nonprofit can vary the percentages in the formula. The more a nonprofit desires predictability in the 

amount available to spend, the higher the percentage based on prior year’s spending. 

Flexible

With a flexible spending policy, an institution would cut or increase spending significantly depending on the most 

recent trailing asset returns. The flexible spending rule has two categories, nondiscretionary and discretionary 

spending. Such a rule provides investors with some control over the discretionary portion of their expenditures  

each year.  

The discretionary portion of the spending rule is calculated as the product of a baseline spending rate (4%, say) and 

the variable spending factor (how much of overall spending is subject to change; 20%, say).  The variable spending 

factor is adjusted once a year: if returns are in a normal band (0% to 10%), it might be set at 1.0; if returns are very 

strong (>10%), it can be set at 1.2; if returns are slightly negative (9% to –5%), it might be set at 0.5, and so on.

Total spending = fixed spending + discretionary spending.

Total spending = fixed spending + (baseline variable spending x variable spending factor).

In our example, the base spending rate is 4%. 80% of spending is fixed and 20% is discretionary. In the year just 

ended, the corpus fell (5%), so the variable spending factor is set at 0.5.

(4%*.8) + (4%*.2*.5) = (3.2%) + (0.4%) = 3.6%

This limits spending when returns have been reduced and increases spending when returns are most favorable. 

When losses are significant, the variable spending factor is set at zero, giving a spending rate of 3.2% in the  

above example. 
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Appendix B: Thinking about your investment assets as a min-max problem

A long-used inventory control specifies two variables: the minimum level of inventory required and the maximum 

amount.  If the quantity falls below the minimum line, the business reorders. However, it can’t order if the quantity 

exceeds the maximum amount. 

Applying similar logic to investment assets, let’s say a nonprofit would like to generate $5 million per year to fund 

future projects and expansion. The nonprofit assumes a low annual rate of return of 3%. Dividing that $5 million goal 

by the 3% rate of return suggests an endowment of about $167 million.  If the nonprofit believes 6% is an achievable 

annual return, that same calculation suggests a minimum endowment of $83 million. Now the institution has 

bounded its endowment size

One can also use the formula for a growing perpetuity, which is D1/(r-g), where D1 is the amount the nonprofit would 

like to generate next year, r is the assumed rate of return from the portfolio, and g is the growth rate of inflation.  

If we assume inflation is 2%, the endowment can earn 6%, and next year’s desired spend is $5.1 million ($5 million 

plus 2% inflation), that suggests an endowment size of $127.5 million, which is ($5.1 million / [.06–.02]).

If we assume inflation is 2%, the endowment can earn 4%, and next year’s desired spend is $5.1 million ($5 million 

plus 2% inflation), that suggests an endowment size of $255 million, which is ($5.1 million / [.04-.02]).
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Appendix C: Legal and accounting terms related to endowments

Legal

People often speak loosely about charitable “endowments,” but it is important to understand the different types of 

endowments, and particularly the restrictions that often accompany them:

• True endowment fund. Created with funds received by a donor.  Traditionally the funds are to be invested

in perpetuity with the use of the income generated restricted to a purpose stipulated by the donor (though

unrestricted endowment gifts are becoming more and more common). Lady Margaret’s Professor of Divinity,

the oldest professorship at Cambridge, was endowed by Margaret Beaufort in 1502 and the endowment continues

to generate income over 500 years later.

Frank Monti, CPA, a recognized specialist on restricted giving, has nicely illustrated the difference between a

restricted and unrestricted gift. Two donors each give a charity $5,000, which the charity invests in a stock paying

an annual dividend of $250. The first donor does not stipulate how the income is to be used, so the charity may

use the $250 in any manner they wish within the charity. The second donor specifies that the annual income is

to be used for staff training. So the charity may only use the $250 for paying the expenses of staff training. Any

unspent money must be carried forward and saved for future staff training expenditures.

• Term endowment fund. The donor‘s gift stipulates that the principal may be expended—in whole or in part—

only after a stated period of time or upon the occurrence of a certain event.

Neither true nor term endowments are fungible: the returns generated by the funds can’t be used for purposes

other than the ones specified by the donor.

• Some institutions will further classify endowments as “income for spending” or “reinvested income” but

these are not common legal terms. Similarly, for accounting or recordkeeping purposes, nonprofits may group

endowments by purpose: for professorships, scholarship and fellowship aid, prizes and awards, etc.

• Quasi-endowments, also known as “funds functioning as endowments” or “board-designated endowments,”

are established by the board of the nonprofit itself. Principal and income may be utilized at the discretion of the

organization, which can spend all the funds if it so chooses. This is a vital distinction, as true endowment funds

permanently restricted by the donor can’t be spent down.

Accounting

For periods beginning after December 2017, the Financial Accounting Standards Board (FASB) changed how 

nonprofits referred to restricted funds (mainly endowments) in their financial statements. In the past, nonprofits 

classified funds as unrestricted, temporarily restricted, or permanently restricted.  Now there are only  

two categories: “with donor restrictions” and “without donor restrictions.”
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The old language:

• Unrestricted funds were and are net assets that can be used, without restriction, for any purpose at the discretion 

of the nonprofit. The nonprofit can use these assets for purposes other than those for which they were originally 

budgeted without outside approval.

• Restricted funds may be used only according to restrictions assigned by a donor—usually by contractual 

agreement. Restrictions may be permanent or temporary.

 º Temporarily restricted assets require fulfillment of a condition before, or in the process of, making the 

expenditure. These conditions involve either time, as in life income funds, or purpose. In the latter case, a donor 

might provide money restricted to use by the library. The restriction is lifted simultaneously with the purchase of 

library materials. Donations to scholarship funds are even more temporary. When the scholarship is awarded, the 

money becomes tuition income which is, by definition, unrestricted.

 º Permanently restricted assets, such as endowments, are donated with the restriction that the actual money given 

not be used at all. Only the investment income from these assets can be used for the stated purpose of the 

endowment. (The law requires that the purchasing power of the principal donated be maintained. Therefore the 

yearly income is decreased by the amount required to do so.)

The new language:

• FASB essentially merged the categories of “temporarily restricted” and “permanently restricted” driven by the 

logic that funds either do or don’t have restrictions on their use, and the nature of the restriction is less important 

than the existence of a restriction.

• Under both the old and new terminology, the process for moving funds from restricted categories to unrestricted 

is the same and is referred to by an item called “Revenue Released from Restriction” or “Net Assets Released 

from Restriction.” This means money that came in with a donor restriction has now either been used for the 

purpose the donor intended or within the time period designated.

Keep in mind:

Designated funds are net assets with use restricted by the administration and/or governing board. Designation, 

however, is not an irreversible restriction of assets; it simply represents the present plans of the administration.  

For financial analysis purposes, designated funds should be treated as unrestricted funds. As the National Association 

of College and University Business Officers (NACUBO) puts it: “Only donors can place a restriction  

on a fund. Management or a governing board can place a designation on a fund—but not a restriction . . .  

Normally only a donor can modify or remove a restriction; however management or a governing board can  

change a designation at any time.”
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Appendix D: The legal background permitting a shift from income-based spending policy  
to total return

After interest rates and dividend yields tumbled starting in the 1990s, most nonprofits shifted from an income-based 

spending policy, adopting a total return perspective to guide their spending. The introduction of the Uniform Prudent 

Management of Institutional Funds Act (UPMIFA) in 2006 allowed nonprofits to spend prudent amounts of their 

endowment principal based on total return investing.

Investing endowment funds

For investment of endowment funds, UPMIFA provides guidance informed by modern portfolio theory. A charity  

is required to make decisions about each asset in the context of the entire portfolio of investments, as part of an 

overall investment strategy. This means that an asset which in isolation might seem imprudent for a charitable 

organization to hold because of its risk profile may nevertheless be retained by the charity if it fits into a diversified 

portfolio comprised of various asset classes. Indeed, another general UPMIFA investment directive is to  

diversify investments.

This investment guidance encourages institutions to invest for total return including capital appreciation, rather than 

focusing only on assets which will generate current income such as interest and dividends.
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