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I am particularly proud to be introduced by Doug Stamm of the Meyer Memorial Trust, because the Meyer Memorial Trust is now one of a dozen foundations, and the number is growing, that have committed to mission-related investing, the alignment of their investment practices with their mission in a comprehensive way.
Several of those foundations are represented here.  And I hope you’ll take the time while you’re here to talk with some of them about their decision process, and how they go about doing or planning to do what they’re doing.  

In addition to the Meyer Memorial Trust and,of course, the FB Heron Foundation, there is the Mary Reynolds Babcock Foundation of North Carolina, the Annie E. Casey Foundation of Baltimore, Maryland, and the Gaylord and Dorothy Donnelley Foundation of Chicago, who are here and have committed to mission-related investing as an integral part of their investing activity.

Today I was asked to talk about specifically PRIs and their emergence as an important tool in philanthropy.  And, specifically, why a mid-sized foundation like the Heron Foundation has committed 7 percent of its assets to PRIs.  That’s 7 percent on top of another 17 percent that represents market-rate mission-related investments.  So we’ve committed 24 percent of our endowment to investment activity, both below-market and market rate, that aligns with our mission and programmatic interests.

We’ve done this while producing an overall return for our endowment which has been consistently at or above the median for private foundations.  And we think that that suggests there is opportunity for other foundations to take a closer look at whether they can extend their impact, consistent with their mission, using a broader range of tools perhaps than they have considered to-date.

My colleagues from several of the foundations who will follow me on this panel will talk about the particular and distinct paths that they have taken in their approach to this work.  And there will be plenty of opportunity for questions and comments from you, and we look forward to that discussion.

In thinking about the evolution of PRIs, I mischievously thought that the question could be framed as “PRIs – Evolution or Intelligent Design?”  And then I became a little concerned that people might think that I was applying for a job in Washington and that’s the reason why I framed it that way.  

But while thinking about it, I did some research.  And I think that research may be of interest to some of you here.  I looked at what were the origins of the PRI?  Does anyone know?  Can you identify an institution or an individual that is associated with the very beginning of program-related investing at foundations and trusts? Do you have any idea who that might be?  

Ford Foundation, I hear someone say.  Anyone else?

Well, the origin of the PRI in the United States actually is an individual whose birthday we celebrate the 300th anniversary of this month:  Benjamin Franklin.  In 1790, when Franklin was then 84 years old and for his time had had a very long life, he died and left a will in which he endowed a trust with 2,000 pounds sterling, which I understand today would be worth about $300,000 dollars, for the purpose of creating a revolving fund for young apprentices and emerging tradesmen to borrow start-up capital. 

And this was, of course, very much related to the fact that Franklin himself was an apprenticed printer.  Those were his origins.  And he thought that the lack of access to capital and insufficient savings of people of very modest means trying to establish themselves in their craft of choice, necessitated an endowed vehicle.  In fact he thought of it as a perpetual vehicle.  

The proceeds were to be used for married young men of any race, which was very significant in 1790, who were apprenticed or who were tradespeople, provided it was not to be a gift.  They were to receive loans, and would pay an interest rate of 5 percent.  And the loans would be repaid.  And from the repaid interest and principal, loans would be made yet again to future generations of tradesmen and apprentices.  

Franklin was of course very familiar with the power of compound interest, and calculated in detail what the value of the corpus would be of such a trust at the centenary of his death in 1890, and at the second anniversary of the centenary of his death in 1990.  

Of course, the system of apprenticeship didn’t survive the first centenary of Franklin’s death.  It died.  But the trust which he endowed was responsible for making loans to thousands of young men and families in Philadelphia, which was his adopted city, and Boston, his city of birth.  Loans were repaid with a staggeringly low default rate, and as a result in 1990 when the remainder of that trust was finally split among the cities of Philadelphia and Boston, the endowment was valued at $5 million dollars.  Today that endowment supports the Franklin Institute of Philadelphia, and the Franklin Union, a technical school, in Boston.

Now, I had the opportunity to tell this story last September at an annual conference of the Association of Charitable Foundations in the United Kingdom, where PRIs and mission-related investing are a matter of growing interest and practice.  And during a question and answer period a woman at the back of the room raised her hand and said that she was from the Bridge Trust in the United Kingdom, which is a very old trust which is associated with the construction and maintenance of many of London’s best known bridges including, famously, London Bridge.

She pointed out to me that that trust in fact was created in the 13th Century.  And in the early years of its creation did its first PRI.  So, in turns out, the Bridge Trust’s PRI may have predated Franklin’s by at least 500 years. Unable to reconcile the fact that there were actually two separate creation events on separate continents, I quickly decided to forget the whole idea, and simply call this “The Evolution of PRIs.”  

There is, however, a serious point.  And that is that PRIs have been around for a long time, as a potential tool of philanthropy.  And given how long they have been around, the question is why are they so rarely used?  

Frank DeGiovanni in his great remarks last night, talked about the increased use of PRIs by foundations.  But the reality is that as of 2004, only 1 percent of the charitable distributions of private foundations in the United States are PRIs.  And less than one-tenth of one percent of the assets of private foundations are PRIs.  So this is clearly an under-utilized resource, and represents an opportunity for many foundations to extend the impact of their work by expanding the range of tools and resources they bring to their mission.

Now, at the Heron Foundation, and this is, I promise, the only slide I will use, we think of our program-related investments and mission-related investing as part of a continuum of engagement and continuum of investments.  All foundations know of grants and grant support.  That’s the core of what most program staff focus on.  
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All of the asset classes that you see represented on the left side, so-called below market side, of the investment continuum represent eligible charitable distributions of foundations.

I would like to say that, from my perspective, the Heron Foundation and the field owe a great debt to both the Ford Foundation and to the MacArthur Foundation.  They were pretty lonely for a very long time in this space.  But it is because of their pioneering efforts and the work that they did in educating other foundations about the opportunity of PRIs that the field is now poised to advance. Greg Ratliff of the MacArthur Foundation literally held our hand when we did our first PRI back in 1996.  

And that is something that we often look to return to other foundations who have asked us for support and sharing of resources and collaboration, as they have considered using PRIs.  So I wanted to thank both you, Greg and the Ford Foundation for the real opening that you’ve created here for us.  Now we’ve got to step through that opening.

Why, given the fact that PRIs are not a new concept, are they so rarely used?  And as I have talked to foundations, it seems that there are two principal reasons why that is so.  

One is the perception of the complexity of PRIs.  And the second is the perception of the risk of PRIs.  And those tend to be the two dominant reasons we hear repeatedly.

I’d just like to make a few comments about both of them, and to give people really an opportunity to engage with them as we go forward during this conference.  PRIs don’t have to be complex.  There are very simple and straightforward PRIs.  In fact, when we began our PRI making, we made it a point to focus on what Frank DeGiovanni referred to last night as “plain vanilla” PRIs.  Not because we thought that there was something great about being plain vanilla as opposed to Rocky Road, but because that was where our staff capacity was at that time.  And it made sense for us to do this incrementally and to learn by doing.  And as we did, we were prepared for and began to take incremental risk.  

So, if you refer to the investment continuum slide, we made simple deposits, for example, in low income designated credit unions and senior loans to a variety of intermediaries or community development corporations.  We initially stuck to the “cash” and “senior loan” end of the spectrum.

And as we learned, and with experience, we became interested in the leverage opportunities presented by subordinated debt and equity investments of various kinds.  So, to begin on this road does not have to involve the complexity that many fear.  

Moreover, if PRIs are complex it seems to me that this is an opportunity for the foundation community to engage both sides of “the wall.”  It’s an opportunity for program officers and investment officers to share information and share perspectives and learning within the foundation.  Too often, this is not done.  And as a consequence, we avoid the opportunity to use PRIs, because we have not tapped all the resources that exist in our own institutions.

And in not encouraging the program side of foundations and the investment side of foundations to work together around these mission objectives, we miss the benefit of the expertise of investment staff, but also the opportunity to educate investment staff about how capital actually furthers the mission of the foundation.  And how the investment and programmatic objectives of the foundations can be brought into greater alignment.

Also with respect to complexity, I think it’s time that all foundations begin to ask their investment consultants to get into the game.  Very few of us actually say to our investment consultants, “Is there a role you can play in providing us with additional due diligence?  Is there a role you can play in providing us with monitoring of PRIs that are made by this foundation going forward?”

We have resources as foundations, that we can use.  Our internal staffs.  Our consultants.  And we have each other.  And this is one of the important reasons why, I think, the PRI Makers Network is a very important step forward in lowering the barriers to PRI making for foundations.

Then there is the question of risk.  “They’re too risky.  And that’s why we draw back.”  Well, I think that’s  interesting, and it has to do with the way in which we are defining risk. Rarely when someone says PRIs are too risky are they talking about the likelihood that programmatically it will fail.  What they mean is, “It’s too risky because I may not be repaid.  It will be a bad investment.”

And it’s very interesting that we perceive PRIs to be too risky, but in fact what we spend the lion’s share of our programmatic work on, grants, are in fact the most risky thing we can do.  What is the return of a grant, financially?  It is zero.  Frank talked about the fact that he discounts his PRI portfolio by 15 percent, given expected losses.  That means 85 percent of principal will be returned.  What percentage of grants are returned?  Well, none.

But we think of this as not being a risky activity.  It’s an important activity, it is critical to the growth of non-profit organizations, the funding of research and development, etcetera.  But it is a risky activity.  Yet we avoid considering opportunities that may actually represent less risk, that are part of the overall charitable distribution, or opportunity set available to a foundation.

So, why not do more?  Maybe part of the problem is that we have not articulated strongly enough what some of the compelling reasons are for why a foundation should consider PRIs.  And I would say that there are at least five solid reasons that we should consider PRIs as part of our mix of activities at a foundation.

One, there is substantial empirical evidence that PRIs can achieve greater social impact than grant making alone.  That, I think, is very important.  And it should be one of the central considerations that we all apply to the question of whether this is in fact worth the effort.

It has a lot to do with the issues of scale that were alluded to yesterday.  But clearly, PRIs, although not for every group -- and there are many groups in our portfolios for whom PRIs would not be an appropriate instrument or tool to have or to use -– they increase the resources available to groups; it’s a form of patient capital, in fact, typically far more patient than grants are in terms of their stability; and they also allow an organization to think about how to manage their resources, not simply an income statement, but a balance sheet as well as an income statement.

Secondly, there is empirical evidence that PRIs actually can promote better and stronger management at non-profit organizations.  Repaying debt, reducing or even paying a modest return on an investment, requires operational discipline at an organization.  And often requires a more experienced and savvy management that thinks in the long term, not just in the short term.

Third, there is empirical evidence that organizations that are effective in using PRIs, are often more sustainable than those who do not use PRIs.  And one of the reasons for that is that typically organizations receiving PRIs have some portion of their resources that derive from earned income.  They are not typically entirely dependent upon government appropriations or foundation grant cycles.  And that creates organizations capable of more diversification, greater strength, and sustainability.

Fourth, in some cases, PRIs can actually help groups access broader private capital markets.  There’s been much discussion of this already; there will be more discussion today.  But there is no question that PRIs can play a very important role in giving groups the opportunity to access a broader spectrum of private capital, that much larger and deeper vein of private capital represented by the right hand side of this spectrum, investments of the type that our endowments invest in.

The Community Reinvestment Fund will be talking to us later this afternoon.  Nancy Andrews on behalf of the Low Income Investment Fund spoke to us briefly last night.  Habitat For Humanity, a quintessential non-profit which raises quite a bit of grant money, actually also issues asset backed securities to market-rate investors to provide additional resources for their affiliates around the country and around the world.  So there is the opportunity for PRI making to actually help strengthen access to capital well beyond what we might ordinarily think possible.

And finally, I think it’s important to recognize that PRIs can be an important part of the asset management of a foundation.  This can be described in two ways.  One, we think of it as payout.  Clearly, a foundation whose five- percent payout requirement consists of grants alone will have to achieve and will have to maintain a higher level of total return than a foundation that meets its payout requirement with a blend of grants and PRIs, if it expects to maintain its inflation-adjusted asset value.  That is an issue that matters to some foundations and not to others.  But it is a factor.  PRIs are in fact an asset management tool of a foundation.

I think it’s interesting that as invest returns have declined in recent years, that we are compelled as foundations to seek more and more exotic, more and more risky conventional investment opportunities in order to meet a payout requirement largely based on grants only.  Maybe if we had a more flexible use, a more flexible understanding of the charitable distribution requirement, we would not feel as compelled to invest ever larger portions of our endowments in activities that, if we were perfectly candid, we would acknowledge that we do not fully understand.

For the Heron Foundation we do not typically use our PRIs to meet our payout requirement.  This will vary from foundation to foundation.  

At our annual meeting in November, our investment consultant came in and said, “It’s very interesting.  Your PRI portfolio has actually outperformed your stock portfolio in 1999, 2000, and 2001.  And by the way, this year, meaning in 2005, it’s on track to outperform the fixed income portfolio, based on the rather weak results in that sector.”

So, they stepped back and said, “You know, I think we have to take a look at this PRI business.  Because although it’s a fairly modest return, it is a consistent and steady return, particularly where there’s proper underwriting, control and monitoring.”  And I want to quote to you what they said to our investment committee:  
“That Heron’s PRI portfolio in practice functions much as an absolute return vehicle, producing a steady if modest return, while reducing overall portfolio volatility.”  So, again, there are a variety of reasons for considering PRIs -- reasons that benefit the institution; reasons that benefit the mission; reasons that benefit the groups that are recipients of PRIs.  And I think we have a very real obligation and opportunity to take a look at it and to consider dusting off the tool that Ben Franklin introduced, at least on these shores, and putting it to more robust use than we have seen to-date.

And in a real sense, the evolution of PRIs is this group.  You are the evolution. Never in recent memory has a broad and diverse group of foundations such as this assembled for this purpose.  And in these few days there is an important opportunity for us to improve our understanding of the vehicles: how they increase impact; how they can in fact broaden and deepen pools of capital that are available for social benefit; and how we can together as fellow PRI makers, as investment and program officers, and even as investment consultants, can lower the barriers that prevent many of our institutions and our colleagues from considering this opportunity.  

Thank you very much for your time.
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