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Nonprofit Boards Must Keep an Eye on Hedge-Fund Investments

ONPROFIT ORGANIZATIONS
Nhave long relied on the in-

come from carefully in-
vested endowments to cover ex-
penses. Those endowments are of-
ten run by professional money
managers and overseen by finan-
cial officials at the nonprofit insti-
tution as well as members of the
board and other volunteers.

Due to the nature of nonprofit
endowments, managers tradition-
ally have placed funds in relative-
ly safe investments to protect the
perpetuity of the endowment.
That generally meant that the ma-
Jjority of the money was invested in
a combination of conservative
stocks and bonds. But as nonprofit
organizations have faced growing
demands on their endowments,
many are leoking for better re-
turns than that mix can produce.

The biggest nonprofit endow-
ments have turned to hedge
funds—a type of private and un-
registered investment pool, tradi-
tionally limited to sophisticated,
wealthy investors. ?

For example, college endow-
ments have more than 40 percent
of their money in hedge funds and
other alternative investments, up
from just 27 percent in 2000, ac-
cording to the National Associa-
tion of College and University
Business Officers.

The returns from hedge funds
are a big reason some of the
wealthiest institutions have
achieved such stellar returns in re-
cent years. However, as the crisis
in the financial markets shows—
especially with the collapse of Bear
Stearns—the reason hedge funds
can offer such great returns is that
they are risky.

The trustees and other volun-
teers who oversee nonprofit en-
dowments need to ask tough ques-
tions when their organizations are

considering putting any portfolio

000. This approach allows for

assets into hedge funds. As a
member of several nonprofit
boards, I know that volunteers in
charge of investing oversight are
keeping a close eye on matters
such as how much of the endow-
ment has been invested in sub-
prime loans—and that is wise—
but few people who sit on invest-
ment committees are looking
nearly close enough at hedge
funds.

Hedge funds ean be tricky to un-
derstand as they often rely on an
array of creative investment prac-

tices. The fund’s managers are
able to “short” stocks (bet.against
them by selling them first and
then seeking to rebuy them at a
lower price).

Often, borrowing is a key aspect
of what hedge-fund managers do.
For example, a fund places $100,-
000 with a prime broker that then
lends the fund $500,000 to invest,
potentially increasing returns by
six times. As a simple example, if
the $600,000 returns 10 percent,
the fund has made $60,000 return
(not counting interest and fees
from the initial $100,000 invest-
ment). Without the loan from
the prime broker, the return on
$100,000 would have been $10,-

much higher returns but also in-
creases the possibility of greater
losses since the loan needs to be
repaid regardless of how the in-
vestment performs.

This approach to borrowing—
known as leverage in financial cir-
cles—is not something to be avoid-
ed entirely; it is an effective and
common practice in the banking,
business, and real-estate indus-
tries. However, the public fall of
the prime broker Bear Stearns
was largely due to its aggressive
lending to hedge funds. The col-
lapse has frightened many other
prime brokers into reducing the
amounts that they will loan to
hedge funds.

For certain hedge-fund clients,
several investment banks have
raised the minimum equity re-
quirements. This tactic allows the
banks to insure themselves from
hedge-fund collapses due to mar-
ket turmoil.

However, it alters the economics
of the hedge funds and puts new
pressures on them to maintain in-
vestment returns while using less
leverage. As a result, John Gris-
wold Jr., executive director of the
Commonfund Institute—a re-
search arm of the organization
that handles the investments of
many colleges and other nonprofit
groups—told The Economist that
“some investment committees,
stuffed with alumni, may be start-
ing to lose track of the risks their
endowments are taking.”

If an endowment’s returns are
largely due to effective use of
leverage in hedge funds, and the
source of credit needed to continue
this practice no longer exists, what
is to hecome of the nonprofit enti-
ties relying on this income?

At worst, an organization will
face serious financial woes, and at
the least, the mission of the organ-
ization will be compromised by a

lack of money. It is therefore criti-
cal that those people in charge of
endowment investments are
aware of all practices, particularly
practices such as leverage, which
can lead a nonprofit organization
to financial ruin.

Thanks to a lack of disclosure
rules for hedge funds, many com-
mittees remain unaware of the po-
tentially dangerous reliance on
leveraged hedge funds.

Hedge funds are often very se-
cretive about investment strate-
gies and holdings, and because

they do not have to register with
the U.S. Becurities and Exchange
Commission, they are not required
to report their results to the pub-
lic. Many investors are even re-
quired to sign nondisclosure agree-
ments, so they are unable to share
information and may themselves
have only limited information in
the first place. This ambiguity cre-
ates a situation in which nonprof-
it investment-committee members
are unaware of how much their
portfolios rely on leveraged fiinds.

Because an endowment is essen-
tial to helping organizations do a
good job of carrying out their mis-
sions, any loss of income due to
bad investing practices would be
extremely detrimental. According

to a June 2008 article in Pensions
& Investments, the Art Institute
of Chieago held 87 percent of its
endowment, then worth $667-
million, in hedge funds in 2001.
That year the institution lost $43-
million in a failed hedge-fund in=
vestment, a fate any institution
would prefer to avoid.

The main goal for an endow-
ment must be preservation of cap-
ital for the use of future genera-

‘tions. The returns generated from

the invested amount must be high
enough to sustain the needs of the
current generation, and the in-
vestment practices used to gain
these returns must be prudent. It
is imperative that each endow-
ment committee is not only aware
of, but also understands, all meths
ods used by its fund managers.

To do so, each endowment com-
mittee must instruct staff mem-
bers and consultants to conduct an
immediate and exhaustive review
of their hedge funds’ reliance on
leverage. It would be meaningful
to include a review of all private
equities as well, as many rely on
leverage to conduet buyout prac-
tices. The results of each study
should then be reported to the
committee for full discussion. It is
only through greater openness
about investment choices that in-
stitutions can steer away from

. budget problems and ensure that

they will have the resources they
need to benefit future generations.
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