A DEEPER LOOK AT SPENDING

POLICIES: ARETHERE BETTER OPTIONS
FOR COMMUNITY FOUNDATIONS?

QUICK ANSWER:

We believe a community foundation’s spending policy works best when it is treated as a
governance decision, not a fixed formula. While traditional fixed-rate spending policies are
easy to implement and explain, they often have unintended consequences that can impact
the foundation’s finances and credibility. Boards can benefit from evaluating a range of more
resilient policies, including smoothing or hybrid approaches. By basing annual distributions on
multiple years of asset values, adjusting prior spending or inflation, or applying predetermined
floors and ceilings, these approaches can reduce abrupt changes in grantmaking while helping
protect the portfolio’s long-term purchasing power.

For community foundation boards, spending policy is a challenging and potentially highly consequential
governance decision. A well-designed policy can strengthen mission delivery, provide greater
consistency for grantees and reinforce confidence among donors and the community. A policy that is
poorly aligned with a foundation’s resources or obligations can instead create difficult tradeoffs between
current distributions and long-term sustainability. A good spending policy therefore must account for
evolving variables, including community need, investment strategy, fundraising, inflation and economic
conditions.

Given these uncertainties, the instinct is to simplify by adopting a flat percentage of assets.That simplicity
is appealing, but in our experience, the formula alone does not determine whether spending will remain
sustainable or predictable. Working with community foundation clients, NEPC has recommended
alternative ways to manage the complexity of spending policy, so foundations can meet today’s needs
without compromising tomorrow’s.

WHY FIXED FORMULAS STRUGGLE INTHE REAL WORLD

In this paper, an asset-based policy refers to applying a fixed spending rate to the foundation’s most
recent marketvalue. For example, a 5% policy applied to a $250 million portfolio would authorize a $12.5
million distribution. If the portfolio’s market value rises or falls, the following year’s distribution changes
with it.

A rolling-average policy may use the same 5% headline rate, but applies it to the average market value
over a trailing period, commonly 12 or 20 quarters in our experience. Because a single strong or weak
market year represents only part of the calculation, we see changes in annual spending generally occur
more gradually.
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We've seen asset-based spending policies function best when there is a level of predictability -
something community foundations rarely have. In addition to market and economic variability, these
institutions often face episodic surges in grant demand. They must balance near-term grantmaking with
intergenerational equity, respect the requirements of both donor-advised and unrestricted funds, and
manage payout expectations derived from legal obligations (such as minimum distribution requirements)
or reputational expectations (such as donor demands or demonstrated community need).

Asset-based spending policies may be simple to implement and communicate, but they do not always
reflect the operating realities faced by community foundations. Because annual spending is tied directly
to current market value, distributions can rise quickly following strong markets and contract after periods
of weakness. For organizations seeking predictable grantmaking, that variability can create difficult
tradeoffs between meeting current community needs and preserving long-term financial sustainability.

Importantly, the current market value formula does not appear to be the prevailing methodology among
community foundations in the 2025 Council on Foundations/Commonfund study', 75% of participating
community foundations report spending policy as a percentage of a moving average. Among community
foundations with assets between $101 million and $500 million, the figure was 84%. This provides useful
context for why rolling average methodologies should be treated as a central industry practice, rather
than simply an alternative to current market value formula.

YEAR-TO-YEARTWEAKING VS. DURABLE AND ADAPTABLE POLICIES

Faced with these pressures, we've seen many foundations end up tweaking spending policy on an ad
hoc basis. It's relatively common to see foundations temporarily increase grants during heightened
community need, or to consider reducing them after a difficult market year. In the short term, these
adjustments make the foundation more responsive. But over the long term they may raise real governance
concerns, because they undermine policy discipline during periods of stress, when arguably discipline is
most needed — and when community need is greatest.

NEPC has made it a priority to help foundation boards implement more durable and adaptable
approaches. In our experience, many boards devote significant time to debating whether a foundation
should spend 4.5%, 5.0%, or 5.5%, while spending less time evaluating the variables that ultimately
determine spending sustainability. As a result, spending policy is often most effective when viewed
through aTotal Enterprise Management lens rather than solely as a distribution formula.

The 2025 Council on Foundations/Commonfund study reported an average stated spending policy
rate of 4.6% for community foundations, unchanged from 2025, with relatively consistent rates across
asset-size cohorts. It also found that 94% of community foundations distributed in accordance with their
established guidelines. These findings reinforce that the more consequential governance questions
often concern the policy’s structure, underlying assumptions, and organizational fit, rather than small
differences in the headline rate alone.

1. Council on Foundations, & Commonfund Institute. (2025). 2025 Council on Foundations—-Commonfund Study of Investment of
Endowments for Private and Community Foundations. Council on Foundations. https://cof.org/content/2025-council-foundations-
commonfund-study-investment-endowments-private-and-community.
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We advise spending policies built around a range of financial factors, including portfolio structure and

asset mix; smoothing mechanisms and guardrails; alignment between liquidity and cash flow; and the

organization’s enterprise-level risk tolerance.

In our experience, these factors can be applied in one of two ways:

Rolling average, or smoothing, policies apply a spend rate, typically 4-5%, to asset value averages
over a multi-year trailing period, commonly 12 or 20 quarters.This simple approach can meaningfully
reduce year-over-year volatility in distributions, which grantees and budget-conscious boards tend
to appreciate.

The key design decision is the length of the averaging window - that is, a longer period smooths
more but responds more slowly to a changing environment. A shorter period responds more quickly,
but allows more market volatility to flow into annual spending. We believe boards should therefore
select the averaging period in the context of their grant commitments, operating dependence,
liquidity, and tolerance for changes in annual distributions, rather than viewing the window as a
purely technical decision.

Inflation-linked policies generally begin with the prior year’s dollar distribution and increases that
amount by an inflation measure. Hybrid versions then blend that inflation-adjusted amount with the
market value component or subject the resulting distribution to minimum and maximum effective
spending rates.

For example, a foundation might increase the prior year’s distribution by inflation but limit the final
payout so it remains between 4% and 6% of the current market value.The purpose of the range is not
to target the highest permissible distribution. Instead, the floor may prevent spending from falling
too low relative to the portfolio after strong market growth, while the ceiling can limit the risk that an
inflation-adjusted dollar amount becomes unsustainably large following a market decline.

Inflation-linked and hybrid models are more complex than a straightforward asset-based or rolling
average calculation, but they can balance year-to-year predictability with protection of the portfolio.
Their effectiveness depends on clearly defined calculation rules, appropriate limits, and board
discipline. Repeated exceptions can undermine the protections the structure is intended to protect.

FOR EXAMPLE:
Consider XYZ Community Foundation, an illustrative organization that is weighing its spending policy
options. XYZ is a typical community foundation with the following characteristics:

$250 million in assets

Relies on the investment portfolio, to a moderate degree, to support operational expenses

In the midst of an unpredictable fundraising environment and reduced government grants

Facing an uncertain macroeconomic landscape, highlighted by recession concerns and an elevated
interest rate environment

Needs to balance ongoing grantmaking with period increases in community demand.
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In our experience, XYZ's circumstances are broadly representative of many community foundations.The
question facing XYZ is therefore not whether it should spend, but rather which methodology provides
the most appropriate balance among near-term spending, predictability for grantees, liquidity, inflation
protection, and preservation of long-term purchasing power.

The above is an illustrative example of a theoretical scenario and is not intended as investment advice.
NEPC does not provide legal or tax advice. Please see additional disclosures throughout these materials.

WHATTHE ILLUSTRATIVE MODELINGTESTS

e To compare the mechanics of the three approaches, NEPC developed a five-year illustration using
the following common assumptions:

e Starting portfolio value: $250 million

e |nitial spending rate: 5.0%

e Initial dollar distribution: $12.5 million

e Return assumption: 4.7%

e |nflation assumption: 3.0%

e Inflation-linked or hybrid policy bands: 4.0%-6.0%

The return assumption reflects a beta-only expected return based on the asset allocation of a
representative community foundation portfolio and excludes any value-add from active management.
The assumption is intended solely for illustrative purposes and is not a forecast or expected return for
any specific foundation. This illustration is not a forecast and does not identify one universally optimal
methodology. It is intended to show how the same starting portfolio and spending objective can produce
different distribution paths depending on the policy formula selected.

Spending Outflows
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The above is intended for illustrative purposes and is not representative of any past or current NEPC client portfolio. Please see
important disclosures at the end of these materials.
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The results demonstrate that spending methodology, not simply spending rate, can materially affect
annual distributions over time. While no single approach is inherently superior, each reflects a different
tradeoff between spending stability, responsiveness to market conditions, and preservation of long-term
purchasing power.

CURRENT MARKET VALUE ASSET-BASED POLICY

Because XYZ has only a moderate reliance on portfolio distributions for baseline grantmaking, a
current value asset-based spending policy remains a viable option. It is straightforward to calculate and
communicate, and it allows spending to participate in portfolio growth relatively quickly.

The tradeoff, however, is that annual grantmaking becomes more closely linked to market value. Under
a different market path than the one illustrated, the same formula could transmit portfolio gains or
losses into spending more quickly than a multiyear average. That may be acceptable if XYZ has flexible
grants, diverse sources of funding, and sufficient reserves. It may be less appropriate if grantees or the
operating budget depend on a stable distribution.

Rolling average policy

The rolling average approach can reduce the influence of a single year’s market value and create a
more measured distribution path.That can help XYZ plan its operating budget and give grantees greater
visibility into future support.

The tradeoff is that smoothing does not eliminate risk. A trailing average may maintain spending
temporarily after a market decline, which can place additional pressure on the portfolio, and it may allow
spending to rise more slowly during strong markets.The length of the averaging period should therefore
reflect how much stability XYZ needs and how quickly it wants spending to respond to a sustained
change in asset value.

Inflation-linked or hybrid policy

The inflation-linked or hybrid approach provides the strongest direct connection between annual
spending and the purchasing power of the prior year's distribution. In the illustration, the $12.5 million
initial payout increases by 3% annually and remains within the 4%-6% market-value bands throughout
the modeled period.

This structure may be attractive if XYZ prioritizes consistency in the real value of its grantmaking. The
floor and ceiling can also act as predetermined decision rules when the inflation-adjusted payout would
otherwise become unusually low or high relative to the portfolio.

The tradeoff is greater complexity. The board must understand which inflation index is used, how the
market-value component or bands operate, and under what circumstances an exception is permitted.
Without that discipline, the policy can become an inflation-adjusted formula in favorable environments
and a discretionary formula in difficult ones, weakening the benefits of the original design.
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There Is No Universal Answer

Spending policy is best understood as a strategic governance tool, not a static formula.The right policy
should simplify annual spending decisions, manage risk for both the foundation and grantees, and
fortify the relationship with donors and the community. Foundation boards can benefit from examining
multiple spending policy options to determine which approach will fit best.

The objective is not to identify the formula that produces the highest distribution in a particular
illustration. It is to select a policy whose behavior the board understands and can sustain across a range
of environments. Scenario analysis can then be used to test that policy against the risks that matter most
to the foundation, including market declines, elevated inflation, reduced fundraising, or a temporary
increase in community need.

Selecting a spending policy is not a one-time exercise. Community foundations evolve over time as
board membership changes, leadership transitions occur, fundraising patterns shift, and grantmaking
priorities evolve. As a result, foundations may benefit from periodically revisiting whether their spending
policy continues to align with their mission, operating model, and long-term financial objectives.

In our experience, spending policies are often worth revisiting following significant governance changes,
such as board or executive leadership turnover, or after meaningful strategic or operational shifts
within the organization. Even absent major change, a review every five to seven years can help ensure
stakeholders remain aligned on the policy’s objectives, assumptions, and long-term implications.

NEPC works with community foundations to evaluate spending policies within the broader context
of governance, asset allocation, liquidity management, and organizational objectives. Through policy
reviews and scenario analysis, boards can better understand how today’s spending decisions may affect
future grantmaking capacity and long-term financial sustainability.

To learn more about how NEPC can support your foundation’s spending policy and broader investment
strategy, reach out to our team.
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IMPORTANT DISCLOSURES

Past performance is no guarantee of future results. All investments carry some level of risk. Diversification and
other asset allocation techniques do not ensure profit or protect against losses. Indices are intended to illustrate
general market performance. Comparisons shown are for informational purposes only, do not represent specific
investments and are not a portfolio allocation recommendation. It is not possible to invest directly in an index.The
return assumptions reflect a beta-only expected return based on the asset allocation of a representative community
foundation portfolio and excludes any value-add from active management. The assumption is intended solely for
illustrative purposes and is not a forecast or expected return for any specific foundation. This illustration is not a
forecast and does not identify one universally optimal methodology. It is intended to show how the same starting
portfolio and spending objective can produce different distribution paths depending on the policy formula selected.

The information herein has been prepared by NEPC, an affiliate of Hightower Advisors, and should not be considered
a recommendation to purchase or sell any investment or pursue any specific investment strategy. The information
should not be relied upon to make any investment decision and does not take into account the investment objectives,
financial situation and particular needs of the recipient. Recipients of the information presented herein should
neither treat nor rely on such information as advice relating to legal, taxation or investment matters and are advised
to consult their own professional advisors. The opinions presented herein represent the good faith views of NEPC
as of the date of receipt and are subject to change at any time. There can be no assurance regarding the accuracy
of such views, including with respect to any forward-looking information or other commentary that is subject to
uncertainty, future contingencies or other market factors. NEPC has prepared the information as general market
commentary, market update and/or other general topics relating to portfolio construction and risk allocation. The
information is not, and does not purport to be, a complete discussion of all relevant considerations, risks and other
applicable factors. The performance information of any indices or strategies represented herein is based on third-
party sources, and such performance information does not necessarily represent the performance or experience of
any NEPC client.

The information in this report has been obtained from sources NEPC believes to be reliable. While NEPC has
exercised reasonable professional care in preparing this report, we cannot guarantee the accuracy of all source
information contained within. Neither NEPC nor any of its affiliates has any obligation to update the information
contained herein. NEPC has prepared the information as general market commentary, market update and/or other
general topics relating to portfolio construction and risk allocation. The information is not, and does not purport
to be, a complete discussion of all relevant considerations, risks and other applicable factors. The performance
information of any indices or strategies represented herein is based on third-party sources, and such performance
information does not necessarily represent the performance or experience of any NEPC client. This presentation
identifies potentials benefits relating to NEPC’s services to its clients and/or its commentary regarding current
market events and portfolio construction considerations. Any NEPC investment strategy also is subject to certain
risks and limitations. Although NEPC believes it and its personnel may have certain competitive advantages
regarding portfolio construction and management. There can be no guarantee that NEPC will be able to maintain
such advantages over time, outperform third parties or the financial markets generally, implement its investment
strategy or achieve its investment objectives for a client or avoid losses.
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