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I am thrilled to be here and I have to say that I am incredibly gratified to see both the size of the crowd and the number of foundations here.  Greg Ratliffe, who is in the crowd, and who was the Director of the PRI Program at MacArthur, and I were reminiscing earlier today that in the late ‘80s and early ‘90s, the Ford and MacArthur Foundations spent a lot of time and money trying to encourage other foundations to get involved in the PRI business.  

And after years of doing that, we concluded that it wasn’t working.  And we decided “let’s stop and see, if we stop, will other foundations jump into the void?”  And in fact, none did.  Seeing the spontaneity of the group here, it’s a very humbling experience for us to realize that you can work really hard on things, and they just don’t happen because the time isn’t right.  But it seems the time is right now.
I think that this PRI Makers Network really stems from a meeting that was held a few years ago at the Annie E. Casey Foundation, where they invited about 20 foundations to help advise them on starting a PRI program.  And at that meeting, John Kinghorn from Prudential said – this is a lot of fun and we ought to try this again.  And out of that has sprung this network.  So I really congratulate all of you and I am thrilled that all of you are so interested in PRIs.

So I see my remarks as sort of framing a conversation over the next two days.  I’m going to try to set a context which I hope will help you listen to and react to the things that you are going to hear in the next two days.

And I’m going to divide my remarks into three sections – one is to present an overview of how I think that the field has grown and changed and where we are currently.  And the second set of remarks focuses on identifying a number of the choices that foundations confront and need to make in both starting a PRI program and managing it over time.  And then finally, leaving you with a couple of things that I hope that you will think about, both at the rest of this meeting and as we go forward.

When I look back at the amount of time that Ford has been doing PRIs and that I have been involved, the PRI field has become incredibly dynamic in a number of very important ways.  First, the field has grown significantly in the last twelve years, and even though the data isn’t available to support this, I believe the field is growing at an increasingly rapid pace.

The data that I’m going to present come from the Foundation Center’s most recent report in 2003, which reports on data as of 2001.  So things have probably changed in the last four years, but I suspect they are changing in the direction that I’m going to report.  First, the number of PRIs has grown pretty dramatically in the last twelve years, by 72 percent between the 1993/1994 and the 2000/2001 biennia.  The dollar value has grown by 139 percent, and the number of foundations making PRIs has increased by 84 percent.  Compared to earlier growth rates, I think this has been substantial growth.

Another interesting indicator of the dynamism of the field is to look at who the top ten PRI makers are.  The Foundation Center in each of its reports identifies the foundations that have made the largest number and dollar value of PRIs.  If we look back to 1991 and 1992, only two of the top ten foundations in that period are still in the top ten in 2000 and 2001, and they are the Ford and MacArthur Foundations.

Six of the top ten in 2000 and 2001 were not even in the top ten two years earlier.  So there is incredible movement, a lot of folks getting into the game and then doing it in a big way.  And at the other extreme, there are a lot of new entrants into the field.  When the organizers of this meeting called the registrants, 29 percent of the foundations coming said that they had only made PRIs for two years or less, and 30 percent said they had yet to make a PRI.  So we’ve got big PRI makers who are fluctuating, and we’ve got a lot of new entrants into the field.  

The field is also very diverse in terms of the types of funders making PRIs, the size of the PRIs and the use of funds.  As we can see by looking at the registration list, almost every type of foundation is represented, from corporate to community to family, etc.   The field contains foundations that make large volumes of PRIs and those that make PRIs at a small level.  In 2000 and 2001, the top four PRI makers accounted for 33 percent of the value of PRIs, but only 11 percent of the number of PRIs, indicating that there are a substantial number of small-scale PRI lenders.  

This diversity is also reflected in the size of PRIs made.  Surprising to me, fully a third of the PRIs made in 2000 and 2001 were for less than $100,000.  Another third were between $100,000 and $500,000 and only 16 percent for over $1 million.  

And finally, there is substantial diversity in the kinds of activities funded by PRIs.  And just to give you an example, PRIs made for housing and community development comprised 63 percent of all PRIs made in 1993 and 1994.  Only 30 percent today.  We look at the environmental and educational areas.  Twelve years ago, environmental PRIs represented only 8 percent of PRIs and now that number is 18 percent.  And educational PRIs comprised 5 percent twelve years ago and fully 17 percent now.  So in addition to the growing volume and scale and growing diversity, the field has achieved many critical successes in the last twelve years.  

I’d like now to give you my impressions of the success of the field.  You all may have your own versions.  First, we’ve identified ways to manage complex levels of risk.  And this ability has allowed us to demonstrate that we can recover enough of the PRIs to not discourage new entrants in the field.  So we can make PRIs and we can collect funds with a reasonable level of regularity.  

Two, we have a growing number of very experienced PRI makers who operate at significant scale, and that number is growing every year.  Three, we’ve built an infrastructure of very capable and creative borrowers who continue to innovate. You will meet a number of these tomorrow and Friday in the various panels.

We’ve also begun to build an emerging infrastructure to support the field from folks like Jed Emerson, who are helping us think through ways of reaching capital markets, to a number of the foundations who are pioneering new ways of making PRIs.  Heron, for example, is pioneering the notion of mission-related investing, while the Calvert Foundation is pushing the envelope in terms of reaching out to individual borrowers.

And finally, there’s wide-spread collegiality and sharing of best practices and learning among the foundations.  We were just commenting at dinner how great it feels to work with your peers and to learn of practices that you hadn’t thought about.  All of this growth, diversity and success is very encouraging.  However, while we have much to be proud of, there’s still much work to be done.

Unfortunately, the need for financing in all the fields that we work in is increasing, not diminishing.  And much of this, I think, stems from the withdrawal of the public sector from many of the fields in which we work.  So I suggest, that we need to push the field ahead by first strengthening our existing strategies and activities.  That is, the things that we now do, making sure that we do them well and do them better going forward.

Second, by expanding the number of new PRI makers, that is encouraging more foundations to become active in the field.  Third, by expanding the scale of our activities, and fourth, by looking for new ways to increase access to financing for the organizations that we support.  In thinking about how to get to scale, how to expand, all of us as a field and individually as foundations, face a number of choices in doing this.  And let me highlight some of these key choices. Again you all may identify others.

One key choice, and I think this was discussed today in the PRI Fundamentals for Grantmakers session, is where do we get the funds to fund our PRIs?  Do we fund PRIs out of income, do we fund them of our portfolio or endowments?  The second choice is do we need to use PRIs to meet payout?  That is, do we need to disperse funds, or can we use our balance sheets to guarantee activities without pushing the money out the door to meet payout?

What’s the scale of investment that we should be pursuing?  Both how much in aggregate terms and how much annually?  Should we be seeking to use a fixed portion of our portfolio to do that?  And what are the size of the transactions, that is, how big a deal do we feel comfortable making? The fourth key choice is what is the breadth of uses that we fund?  That is, do we fund only in the program areas that we make grants in, or do we make PRIs outside those programmatic areas?

What kinds of investment instruments do we feel comfortable using?  The choices are widespread.  We can use linked deposits, senior debt, subordinate debt, guarantees, equity investments, real estate purchases.  Which of these do we feel comfortable using?  Next, should we make the PRIs in-house, or do we contract them out?  Do we manage them in-house, do we contract out the management?  There is any range of combinations.

And lastly, do we do PRIs on a systematic basis year in and year out, or do we do them on an episodic basis?  Clearly, there are many choices for both new foundations, and even for ourselves.  For example, Ford has been doing PRIs since 1968 and as we rethink our program now, we are grappling with many of these issues.  So these choices, remain relevant, even as we grow our programs.

It’s also important to state that there is no right answer.  There is no right way to do this and there is no best way to do this.  Every foundation ultimately has to decide for itself what makes sense.  And a lot of us, the more experienced PRI makers, often talk about new ways to leverage the capital markets or new sophisticated instruments. But this isn’t the only important type of PRI activity that we should be thinking about.  

Foundations who make what we call plain vanilla investments, the $100,000 loan to help the CDC buy a piece of land, or to help the church-based CU expand by making a  fixed deposit, are incredibly important.  So I hope that out of these two days, you will come away with the recognition that there is no right way, no best way, no sexy way to do this because all of it is important.

Let me now highlight some of the factors that underlie the choices we make.  That is, as you think about the choices I’ve outlined, what are the things that help us think through where we come out on these choices.  First is program focus, what are the things we do well from a programmatic basis and how does this inform the PRIs that we make?

One of the things that we’ve learned at the Ford Foundation over the years is when we stray from our core areas of expertise, we don’t do very well.  And if you look at some of the PRIs that we’ve written off, some of it’s because we really didn’t understand the programmatic activity that we were financing.  

A second is geographic focus.  Obviously, local foundations have a fixed geographic focus and many national foundations do as well.  And so it’s important to really play within the areas that you know well.

And third, what are the opportunities available?  For example, we have tremendous opportunities for PRIs in the work that we do to promote home ownership and many fewer in our workforce development area.  And so it’s important again to be comfortable with the opportunities that the work presents to you.  

A fourth is the level of resources.  Clearly, larger foundations can afford to devote a greater percentage of their assets to PRIs.  So again, one has to choose or recognize the constraints within which you operate.

Another issue is staff capacity to make PRIs and to manage them.  It’s obviously important to make sure that you can do the financial work involved in  PRIs.  The next factor is risk tolerance, and I’m going to come back to this because foundations differ significantly in their willingness to take risk and it’s important to understand and be clear about this.  And finally, what’s the motivating factor behind making a PRI?  

Let me just spend a few minutes elaborating on these two issues, both the risk and why we do PRIs.  We have been making PRIs at Ford since 1968.  We’ve made $373 million in PRIs and we’ve written off $33 million.  If you take an overall loss rate of just dividing $373 million by $33 million, the loss rate is 8.9 percent.  But that’s artificially low, because many of our PRIs have yet to amortize.  So if you take the loss rate and divide it by the amount of PRIs that have either begun to or should have begun to amortize, our loss rate is 14.5 percent.

We’ve just gone through and risk rated our portfolio to see what level of exposure we think we have for loss and we’ve identified that we should be reserving our portfolio at about 15.7 percent of our current outstandings because we project that could be the level of loss that we face.  Now that doesn’t mean that all of you should reserve your PRIs at 15.7 percent, or that all of you will have similar exposures to risk.  But because of the choices we make and the kinds of PRIs we want to do, that’s the level of risk that we are comfortable with and that our Board of Trustees is comfortable with.

I’d be happy in Q and A or at some other point to discuss why we got to that level of loss, and why we think we will have a similar exposure going forward.  And some of that relates to the reasons why we do PRIs.  In my mind, there are three reasons, and one is probably the most common to all of us.  We make PRIs because the grantees that we support have a need for capital to pursue their development missions whether it’s charter schools, arts and culture activities, developing affordable housing.  So we’re responding to a felt need among our grantees, and we are supplying that capital. 

But there’s a second reason, and this is especially important to us, which is trying to change the way a specific market operates.  That is, when you look at a particular market, whether it’s for charter schools, home ownership or workforce development, the market is not functioning well.  Frequently, the risk of loss is perceived to be higher than the private sector thinks it is.  And we design PRIs that work with our borrowers to demonstrate that something that is believed to be unfeasible, in fact, is doable.  And so in this case, it often means that we are leveraging other resources and we are coming in either as equity or subordinated debt, and we understand that we are taking a high risk position.  

And the third reason for doing PRIs is to change the way capital markets, in general, operate.  This is often described as building a field of social investment.

This goal also leads to a willingness to take higher risks.  I’m not arguing that every foundation should make PRIs for all of those reasons.  But if you are motivated by the latter goals, it means that you will inevitably have a higher risk exposure in what you do.  Let me now end by highlighting three themes that I hope you will think about through the rest of the conference.
And the first is scaling up.  I would urge all of us to think about how we can do more in aggregate.  That is, how we can expand the size of our PRI portfolios, and also to look for ways to make bigger investments.  So if you are making $100,000, can you tolerate going to $200,000?  We’re seeing that many of our borrowers in the field are increasingly capable of doing bigger deals, of taking on larger levels of debt.  And I think it’s important for us as lenders to try to keep pace with that.

A second theme is to try to leverage other funders or investments.  That is, can we use our resources to leverage other funders to participate in deals, whether it’s other foundations, the public sector or the private sector.  I think that this is one of the real roles for philanthropy in trying to leverage markets to do more.  

And finally, can we seek ways to collaborate?  I’m convinced that working together, we can accomplish much more than we can working singly.  And let me now just end by giving you an example of a recent PRI that we made that I believe exemplifies these three themes.  In New York City, five foundations spent probably about six months working with a set of CDFIs (community development financial institutions) to design a guarantee fund for the acquisition of land to develop affordable housing.

One of the issues in New York was that the City of New York for years had acquired a significant inventory of vacant land and vacant buildings in neighborhoods where the market did not work.  And it used this inventory to provide land and buildings for the development of affordable housing.  Because New York’s market has become so strong, the city has run out of inventory and developers of affordable housing find themselves having to compete in the private market to acquire land for affordable housing.

One of the real barriers to doing this is that banks, because of their regulations, cannot lend more than 50 percent of the appraised value of vacant land, which means that the developers have to come up with 50 percent of the purchase price.  And this effectively is stopping the flow of affordable housing.  The foundations got together and in aggregate, made $32 million in PRIs to capitalize the guarantee pool that would leverage $160 million of bank financing.

So we collaborated.  We are using common legal documents.  We shared due diligence.  We are sharing all of our thinking about charitability requirements and financial covenants.  And in doing this, all of us have commented that the deal is turning out to be a lot better than if any one of us had done it on our own.  I think that all of the foundations involved have made a bigger PRI into this guarantee fund than we had previously.  So we, in effect, leveraged each other by raising the ante.

And finally, we’re leveraging a lot of private sector debt.  This kind of work, scaling up, leveraging, and collaborating, can be done on much simpler things than the brain damage we went through in trying to get this fund up.  I hope that my comments are helpful to you as you go through the next couple of days.  
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