Total Return vs. Income Only Spending Policy

Act 141 Considerations

Pennsylvania Act 141 allows non-profit organizations, including churches, to use a total return spending policy regarding donor-restricted or “true” endowment funds. However the Vestry must elect to be governed by Act 141 and approve a statement that says the church has decided to follow a total return spending rule. If no action is taken, the church, by default, is required to follow an income only spending policy.
Participation in the Diocesan Pooled Investment Fund 

By signing the agreement to become part of the Diocesan fund, churches agree to follow a total return spending policy. Each year the Investment Committee of the Diocese will set the spending rule and inform churches of the “funds available for expenditure” in the coming year. Their decision will take into consideration the draw percentage, inflation, fees, and investment strategy so as to preserve the value of the funds in perpetuity. The church decides whether to receive the distribution on a quarterly basis, or reinvest the draw. 
Using the total return policy the Investment Committee will establish a “spending rule” which is usually stated as a fixed percentage of an average net asset value of the funds over a period of years. The current average draw percentage selected by most non-profits is between 3% and 5%. It is usually applied to a rolling three-year average value of the endowment fund taken at the end of the previous three years or 12 quarters

By restricting the draw to a fixed percentage, and applying it to a rolling average value of the fund, a total return policy captures the ups and downs of the market (in terms of appreciation/depreciation) and over time thereby maintain the spending power of the endowment fund. 

By contrast, if an income only policy is used, an Investment Committee may be inclined to invest in more fixed income investments so as to generate more “income” and miss out on capital appreciation. Or, if there is significant capital appreciation but relatively little income generation, the corpus of the fund will grow, but there will not be much growth in the money available for expenditure. 

A key advantage of using the total return policy is that you are able to spend some of both the income received as well as capital appreciation. The discipline of setting an annual spending rule linked to an investment strategy helps to preserve the fund’s spending power in perpetuity.
(See attached illustration of total return)
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