Sage Advisory Services, Ltd. Co.
Mission Driven Investing
for
Foundations, Charitable Organizations
& Endowments

Robert G. Smith, I1l, AIF® & CIMC, President & CIO

May, 2010

‘Sage Advisory Services, Ltd. Co.
5900 Southwest Parkway,
Building | + Suite 100

Austin, Texas 78735
‘www.sageadvisory.com

4/7/2010

Table of Contents

Non-Profit Institutlonal Funds - Purposes and Regulations ____

The Current Landst and Industry 5
What the Process?. 10
a Spending Policy. 12
Asset i3
Mission Driven Investing and 14
Mission Driven Investing Summai 16
Appendix A - A Case Study Al
Appendix B - Sage Contact Bl
Appendix C- c1

S—

Non-Profit Organizations - a Quick Overview

. Non-governmental entity that is I as a profit ion or a
charitable trust

. Principal purpose is making grants to izati instituti or
indivi for scientifi { cultural, religious, or other charitable purposes

- Several Types:
. Public Charities and Supporting Organizations
- Private Foundations
. Donative or Non-Operating - solely provide grants

. Operating - provide charitable services

. Diverse group of organlzations that have varying regulatory obligations, funding
processes, and spending needs
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Institutional Funds - Purposes and Restrictions

- Must consider i needs of ion or ( ization when
developing specific investment goals for funds

. Some Fund Types:

. - ly and institution should identify investment
criteria to accomplish charitable goals

. Endowment - the most well known, essentially the assets in the fund are not
wholly expendable on a current basls (7% Rule In UPMIFA)

. Program-Related Purpose - must be spent for a speclific charitable purpose

. Institutional Requirements
=  Private Donative Foundations, to maintain tax status, must distribute 5% of
assets (based on 12-month average)
- Private O F to intain tax status, must expend
substantially all of the lesser of its net Investment Income or the minimum
5% for its own charitable purposes (inside the charity)
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UMIFA and UPMIFA - | d Standard.

Investment °B obligation

Conduct standard of performance

« Express diversification requirement
« Portfolio rebalancing required
« Special skills standard of
performance

[PISTVZU T X Al * Prudent delegation in good faith, care

* Delegation allowed without express

Expenditures

- General economic conditions
- Inflation/deflation effects

- Expected total return

- Other resources

- Institutional investment policy

« Optlonal, over 7% of total return
presumed Imprudent for Endowments

standard of prudent person standards
Investment « Agent has duty of reasonable care
Management || Agent subject to court jurisdiction
+ Delegation to committees, officers or
employees as authorized by other law
.  Net may be spent for
7 factors: purposes of endowment
- Fund duration * Historlc dollar value limitation on
- Fund/institution purposes spending
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UPMIFA Enactment

Twnns ACE
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The Current Landscape - Foundations
. Before 2007, the average Foundation, whether family, corporate, or community,
had witnessed often positive annualized returns for relatively long periods of time
. Large allocations to equities, international, and alternative strategies

- Private and Independent Foundations led the charge, with Public Foundations
remaining slightly more conservative

. During this decade, public interest in the tax free accumulation of funds put
pressure on Foundations to increase spending

. Flash forward to 2008 and the world has dramatically changed - Foundations
experienced a 28% decline in the value of their assets over 2008

- Portfolio allocation modification

. Consultant and manager turnover 2

. Increased pressure on ability to meet spending goals

. iti F ion giving is to have declined in 20093

1.Time s of the Essence: Foundations and the Poliies of Limited Life and Endowment Spend-Down, Thelin and Trollinger, the Aspen Institute, 2009
2. Results of a Survey by the Councilof Foundations, Second Edition, March 6, 2009

3.The Foundation Center, Foundation Yearbook, 2009
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The Current Landscape - Educational Institutions
. iti the least i profit
their to i ies during the past decade

. Usually endowment funds - maintain the corpus first and foremost
. Yale Model - pioneered the move recognizing that liquidity came at a price
and that the long-lived endowment of Yale did not need to pay for much liquidity

. Resulted in double-digit returns for many years

. For the 2009 fiscal year, the 842 colleges and universities surveyed in the
NACUBO-Ci Study of i

. Average annual return of -18.7% (net of fees)

. Average annualized 10 year return of 4.0% (net of fees)
- Average spending rate of 4.4%
. Average gift decrease of 45.7%

. i ituti are now inning to rethink their asset allocation process
and spending policy to better combat future financial “hiccups”
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The Current Land. -N fit Hospital

=  “[Moody’s] expect hospitals that plan to use cash to fund capital will
pursue a more conservative investment strategy that focuses on very limited
downside risk in values and a very high degree of liquidity™*

= During this decade, however, Hospitals and other healthcare providers
sought to produce more investment revenue to reduce balance sheet
operating liability by emulating the i i of
universities and foundations

L] U.S. nonprofit health-care groups saw their combined average annual
investment returns plunge 21.2 percent in fiscal 2008 - based on the
Commonfund Institute’s ysis of 143 i

1. Not-For-Profit Hospitals Vulnerable To Investment Market Volatiity , Moody's, November 2007
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Industry Perspective

. 2009 Pyramis E&F Pulse Poll (conducted October, 2009)
. Top two concems are risk management and funding operating budgets

. ranked a I t as top concern

. Foundations ranked operating budget as top concern

. Moving towards a factor-based asset allocation model (inflation, volatility,
liquidity and interest rates)

. Fundfire Opinion - “An Old-School Approach to Lift Endowments” February 25th,
2010 by Lou Morrell, Managing Director at Wake Forest University
= “Endowments exist, first and foremost, to provide both stabllity and a rellable
Income source to supplement recelpts from tultlon and fundralsing.”
. Need to be responsible fiduciaries
. Must be considered in light of the overall financial position of the institution -
develop the line between risk management and risk avoidance
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The Road Ahead
- F i and other Chari [ izati are now inning to rethink their

asset allocation process and spending policy to better combat future financial “hiccups”
= Risk Management or Budget
= Spending Policy Management

= Tactical/Strategic Investment Decisions

. Misslon Driven Investing is a holistic approach to the investment process that

many profit are to il
- i once an izati the true cost of their
mission, they can, with the aid of il i an

appropriate, unique portfolio response specifically tailored to that mission

. In order to capture the mission, you must understand the institution

www.sagsadvisory.com . | Pomeatcontaotal
Operating Nature Infl thel Process
Saver Foundation Investor Foundation
* RigkAverse * RiskTolerant
* Short-Term Oriented *  LongTerm Oriented
* Yileld Focus * Total Return Focus

* Concentrate on “Real Return”

Ignore the effects of Inflation

Sophisticated Approach to Investment
Process

Do-It-Yourseif Approach to Investment
Process

* AssetAllocation Blased Towards Higher
Beta Equities and Similar Risk Proflle
Investments

Asset Allocation Heavlly Blased Towards
Fixed Income/Low Beta Equities
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You Know You're Not Yale When....

Many foundations and other charitable organizations spent the last decade
mirroring the investment model of the Yale Endowment, without truly evaluating
the appropriateness of the Yale model. In general, the Yale Model is not
appropriate when:

* Your fund is not an endowment fund

*® You have a limited life or projected “spend-down”

*® You do not anticipate further receipt of gifts

® Your assets < $10 million
* You are required to spend 5% (due to tax considerations)

*® You have specific

g due to needs
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Developing a Sensible Spending Policy - Und ding the Mission

Need to Identify an appropriate balance between:

“Pricing the
Mission”

Spending Portfollo
Policy Value

——_—_ A

Objective:
= Maintain a policy which sustains the grant making goals (i.e. capital utility) of the institution
while promoting net real growth of the investment portfolio

Many Optlons to Consider: Spending Levels, Levels, Inflation, Expenses
Governing Prioritles: )
= Current spending and operating needs a.ka.“Capltal Uty

= Future spending objectives
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Traditional Investment Approach

= Establish “Policy Portfolio” based on long-term financial targets and return variability tolerance

= Assets are managed against an asset index, not th

= Assets are allocated to match an “expected rate of return” or some “industry-wide standard” (e.g.,
the 60/40 portfolio)

* Portfolios are built around asset index characteristics
= This approach is misleading and Inefficlent:

= Not responsive to specific disbursement cash flows
= Not responsive to particular client needs as a business or organization

= Not responsive to disbursement “return” or growth rates

Client Asset Portfolio vs. Market Asset Portfolio  Client Asset Portfolio vs. Client Disbursements
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Mission Driven Investing
Step One:

Distribution & Cost Analysis

against this benchmark taking
into account policy constraints

risk budget versus mission

benchmark portfolio.

Understand the StepTwo:
distributions/costs and
struct. driven Risk Budget
benchmars). Define objectives and risk StepThree:
toleranco, and sot isk budget | pgeot trategy

return expectations, assumed
correlations and scenario
analysis. Identify optimum
asset policy within risk budget.

and funding strategy. Identify i’if!:.2‘;:‘2‘.!3”::,2?:2:‘.:‘;“ Step Four:
assets. Optimize basedon | Implementation & Monktoring

As DI is a dynamic strategy,
proper implementation and
monitoring procedures must be
created to ensure that the plan
portfolio continues to meet ts
benchmark, risk budget and
return expectations.

= Cash flow based
= Interest rate (Duration) based

* Time/Horizon based
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= Assess current structure of assets and

Long-term d medium-te)
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MDI Advantages
- complex asset, issues into balance sheet dynamics and “CFO-
frlendly” terms

and develop a means

of meeting disbursements on an on-going basls:

= Term structure analysis and dynamic cash flow modeling

* Interest and inflation rate sensi
= Risk/return analysis
= Deterministic and

contributions, etc.

= Develop scenario analysis: market

of i returns,

cost of

policies

= Assumption sensitivity testing

. desired il strategy

N— ‘
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Driven | ting S y

unique Indlvidual

misslon of each Institution

Performan

ic method of analysis

= Identify desired operating expenditure objectives, projected liquidity needs, current and projected
endowment support, as well as, management risk tolerances.

= Establish a comprehensive strategic financial management plan.

Mission Driven

= Identify the distinct purpose or objective of each component of the mission invested assets

= Implement MDI to reflect the various purposes and objectives of each component of the mission

Monitor and every t/

= Develop a tool to evaluate and revise asset allocation and disbursement strategies
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Appendix A - A Foundation Case Study

= Foundation: provides assistance to those who are unable to afford corrective optometric medical
procedures
= Contributions:
= $500, 000, $1 million, and $1 million in the remainder of 2009, 2010, and 2011
= Beyond 2011, expected to grow at 2% per year
* Disbursements:
= $12 million, $18 million, and $12 million in the remainder of 2009, 2010, and 2011
= Beyond 2011, expected to be 5% of the average fund balance at the beginning of the year
for the previous three years
= Administrative Expenses: Assume none
= Discount Rate: I.R.C. § 430(h)(2) Corporate Yield Curve, as of June 30, 2009
= Period: 40 years
= Goals:
= Create a 5 year cushion of certain funding
= Assess the viability of the current spending projections based on the expected contributions
and capital market assumptions

4/7/2010
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Appendix A - Total Fund Characteristics
Sample Foundation, as of June 30, 2009
= Does the market value of assets meet or exceed the present
value of projected disbursements under various discount rates?
= If Historical EROA assumed? Projected EROA assumed?

Prosen Ve f roms Dot Total Fund Caracterstca Over 40-Your Hovlzon
Matorkal . Aametive EROA Assaiions
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Appendix A - Asset and Disbursement Tranche Structure
$Sample Foundation, as of June 30, 2009
= Decompose assets and disbursements into tranches
(short, intermediate, long OR short and long)

= Clearly identify underfunding by tranche = Calculate key statistics for each tranche
e
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Appendix A - Asset and Disbursement Cash Flows
‘Sample Foundation, as of June 30, 2009

= Develop visual ion of projected di
asset cash flows and contributions
= Continue to identify potential areas of underfunding

Disursements and contuions e computed using historical EROR of The annual suplus (6eic) s ssset casiows o contbutions less
. asouraments.

0 to exemie dissnement nqrsment. Fundeg knels I

(2) auity and akamato asso casiows aro cashflows for led ncomo
provies cotespondin o each sty o atematie asset bonchmark. This

rares world ek slvisto soms of the carber detin. Expoctnd
[ - costibtions d nol la o sgeflcas ol Infrclag eirsomerte.
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Appendix A - 5-Year Cash Flows: Interest Rate Sensltivity
Sample Foundation, as of June 30, 2009

= Fixed income portfolio (income and principal) meet short-term cash flow needs?

* Portfolio to minimize asset/di i in any interest
rate environment? Capture the “dollar effect” of duration.
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Appendix A - D inistic Scenario: 6.9% Return, Spending Sensitivity
$Sample Foundation, as of June 30, 2009

= AFund’s balance can be improved or maintained either by Increasing
Increasing returns

= How sensitive are the fund balance and cumulative disbursements to variations
in the above?

MMWE“W
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A dix A - D lc Scenarlos: Si y

Sampla Foundatlon, as of June 30, 2009

= What are the
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Appendix A - Deterministic Scenarlos: The Cost of Underperformance

Sample Foundation, as of June 30, 2009

= Is the Fund’s spending policy achievable in any market environment?

= If underperformance occurs, how large of an impact s it likely to cause?
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Appendix A - Stochastic Simulations: Fund Balance and Annual

Disbursements
‘Sample Foundation, as of June 30, 2009

= What Kind of variation can the Fund expect in its returns, fund balance, and

disbursements?

R

= Monte Carlo
simulations used to
generate statistics
for asset returns

o o and cash flows.
s
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Appendix A - Stochastic Simulations: Best, Worst, and Mean Fund
Balance Paths
Sample Foundation, as of June 30, 2009
= What might a best, worst and mean fund balance path look like?
= Variation in returns, fund balance, and disbursements

= How important is timing and magnitude of variation?
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Appendix B - Sage Contact Information

Asset/LI y Research

Meghan Elwell, J.D., AIFA® Alex Pekker, Ph.D., ASA Robert G. Smith, lll, AIF® & CIMC
Vice President Vice President President & CIO
isory.com isory.com i isory.com
Marketing Contacts
Jeffrey M. Thomas, J.D. ‘Willlam T. Coleman
Vice President, Markenng Wes! Vice President, Marketing-Northeast
isory.com
Phone (c): 714.44.. 1352 Phone (c): 215.429.2201
W. David McShane, CFP®, AAMS® Gregory . Figaro, AIF®
Vice President, Marketing-Southeast Principal, Client Services
isory.com i isory.com
Phone (c): 512.779.6654 Phone: 512.327.5530

5900 Southwest Parkway, Building I, Suite 100, Austin, TX 78735
Phone: 512.327.5530 | Fax: 512.327.5702
www.sageadvisory.com
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Appendix C - Disclaimer

The information and analyses contained herein (‘Information’) have been generated by Sage, an organization which provides
asset liablty analysis and plannin for erployee benefit lans, nsurance pocls and ther lailty drivn nstiutons.  The

Information gener y Sage regarding the likelihood of various Investment outcomes is hypothetical In nature, does not
Toflct actuat Ivostment rosute and s net 8 uaramae of ftre e, Plesss ol thatth vl gsnemiod by Sage may
vary with individual Additional

may
lar or superior to those which have been
aluation. The Information s for

ot have been considred in s analyss may have characteristce which are simil

nalyzed herein. Additional,the Actuarial Data may change subject 1o actuaril 1

Informationsl purposes oy and s not ntended 1o be an offer, solctation, o recommendation with espect t te purchase o

 a recommendation of the services su ny money management organization. This investment

avauation s drectad onl 1 the clent for whom the evalustion was parformed. The Tnformaton conained In e accompaning
t0 be

ihe underhing computatons based horoun. eretore, any such informaton mey ne ncompleto or sondonsec. Any deciion to

the Information described herein should be made after conducting such investigations as you deem necessary including.
‘consulting your own legal, actuarial, accounting and investment consultants in order to make an independent determination of
the suitability and consequences of the Information herein.

These materials contain statements and analyses that are *forwarc-iooking statements.” These forward-looking statements are
based upon certain assumptions. Actual events are difficult to predict and are beyond the preparer's control. Actual events may
differ materially from those assumed. All forward-looking statements included are based on information available on the date
hereof and Sage, nor its respective affilates, does not assume any duty to update any forward-ooking statements. Accordingly,
there can be no assurance that estimated returns, yields or projections can be realized, that forwarc-looking statements will
materialize o that actual returns, yields or results will not be materially
have a significant impact on the valuation of assets and the Actuarial Data. Annual, cumulative, and annualized returns are
calculated assuming reinvestment of dividends and income plus capital appreciation. Past performance results are not
necessarlly indicative of future performance.

The Information herein Is confidential. Any reproduction of this Information, in whole or in part, is prohibited and you may not
r advisors and professionals who will be assisting you in evaluating the

Information. Please read and understand this entire statement before utilizing the Information. The Information is illustrative
and is not intended to predict actual results which may differ substantially from those reflected in the Information. You should
nderstand W assumptions and evalste whether they are aparopiae ot yourpurposes. Perfomance st ae based
mathematical models that use to calculate results.”As with all models, results may vary significantly depending upon the
Vatuo of the inputs Een. vou should consider whether the behavier of hese anélvees should be tested with assumptions
different from in the Information.
ubtatlon may e onger b complet or curent T stdy decs hor acceunt fo asaon: Sags dock nol ofer on achico and

ult a tax adviser for specific advice about the tax implications of an investment portfolio. The study does not
consider all investment opportunities available to investors (other investments not considered may have characteristics similar
or superior to those analyzed by the study).
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