B FEATURE ENDOWMENT FUNDS I

As hedge funds begin to make their way back into investor portfolios,
the endowment and foundation industry, traditionally long-term
champions of alternative investments, speaks about its experience
and expectations in the aftermath of the credit crisis

BY KAPILA GOHEL
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espite continuing adverse market conditions
in 2009, hedge funds saw a quicker bounce
back in the eyes of investors than anyone ex-
pected. Particularly in the university founda-
tion and endowment space, which has long
championed the use of alternatives.

Although most, if not all, endowments and foundations
attending the annual Nacubo (National Association of
College and University Business Officers) conference in
January last year were left shaken from the losses suffered
at the end of 2008, most investment officers HFMWeek
spoke to at the time declared they would stand by their
hedge fund allocations.

“They are performing better than the equity markets so
we will continue to use them,” said Roger Kempa, invest-
ment officer and assistant treasurer, Wayne State Univer-
sity in Michigan, at the time.

A year later, investors remain similarly committed.
“Most of our clients weren't pleased with their returns,
but they were realistic,” said David Shukis, director of
Hedge Fund Research and Consulting at Cambridge As-
sociates — an independent consulting firm that provides
investment oversight and advisory services to 825 clients
including colleges and universities, foundations, hospi-
tals, museums and libraries, as well as family offices and

Stanford University, California: One of many US endowments
with a history of hedge fund investment

other institutional investors.

In fact, while most hedge funds and alternatives per-
formed poorly, in line with most other investments last year,
the average allocation to alternatives for US endowments
and foundations with at least $1bn jumped from 52% in
2008 to 61% in 2009, according to the 2009 Nacubo-Com-
monfund Study.

Preliminary results from the latest study show that the
institutions returned an average of -18.7% (net of fees) for
the 2009 fiscal year (1 July 2008 - 30 June 2009). The study
covered data from 842 US institutions of higher learning
with a total of $306bn in endowment assets, a drop in assets
of almost $100bn since last year’s study.

FOR CAMBRIDGE, REDEMPTIONS last year came
mainly from investors rebalancing their portfolios; for ex-
ample, those that were overweight in hedge funds due to the
fall in equities and had capital calls for assets such as private
equity that had to be met. Private investors such as family
offices comprised the majority of investors pulling out of
hedge funds.

As long-term investors, endowments and foundations
adapted their investment strategies to take advantage of the
market conditions, they expected a number of changes in
the hedge fund space as a result. Issues such as risk manage-
ment, transparency, hedge fund fees were brought to the
forefront and investors demanded an improvement.

“The main concern among hedge fund investors was li-
quidity. Hedge funds imposed gates and this posed the big-
gest problem for our clients,” said Shukis. “Following the
crisis, investors have found that some managers are provid-
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ing better terms such as lower fees and more flexible lock-
ups. There has been a modest improvement over the entire
industry, but that hasn’t been universal”

‘What most investors hoped for was a lowering of fees.
The expectation coming out of 2008 was that there would
be a dramatic reduction in the standard 2/20 fee structure.
But the demand for hedge funds returned quicker than any-
one expected.

“We tried to negotiate fees but we found the quality of
managers we invested in would not negotiate,” said Ralph
Alvarez, associate vice president for Budget/Planning and
Financial Services, Florida State University.

Newer hedge funds and those under pressure lowered
their fees to enhance their terms, but overall, fee reduction
throughout the industry was marginal. Investors have real-
ised that to get the best talent, they have to pay.

However, the adverse market conditions created oppor-
tunities for many managers and investors. Hedge funds that
have survived the past year have proved themselves to be
extremely proficient managers.

“I see some interesting prospects in the hedge fund space
and we will certainly be looking into them,” said Bruck Fink,
director of investments at Saint Mary’s College in Indiana,
whose $100m endowment will be starting a move into di-
rect hedge fund strategies for the first time.

SAINT MARY’S COLLEGE has traditionally invested
in funds of hedge funds (FoHFs) but is now in the proc-
ess of increasing its exposure to single manager funds. With
the portfolio doing well in the recent recovery period, it is
something the endowment is ready for, says Fink.

And the college isn’t the only endowment thinking of
doing the same. The Florida State University, which has an
endowment of $399m, will also eventually move to an ex-
clusively direct hedge fund portfolio, Alvarez revealed.

The original intention for the FoHFs was to
diversify the portfolio. Now we want to be more
targeted when it comes to investment style

RALPH ALVAREZ, FLORIDA STATE UNIVERSITY, ON THE MOVE TO DIRECT INVESTING

“The original intention for the FoHFs was to diversify the
portfolio. Now we want to be more targeted when it comes
to investment style.”

Florida State University is advised by Cambridge Associ-
ates, and Shukis adds that the move from FoHFs to direct
investing has been a long-term trend among endowments.
“As investors become more comfortable with hedge funds,
many of them move to building direct programmes with our
assistance," he says.

But FoHFs still make sense for diversification and Shukis
believes there are some excellent FoHFs out there. In fact
some investors still have faith that FoHFs offer diversifica-
tion, expertise and thorough due diligence on underlying
managers.

The $350m University of Wisconsin System Trust Funds
will be searching for its first hedge fund investment (outside
of a mandate managed by GMO) and will most likely use a
FoHF, Doug Hoerr, director of finance, pointed out. “We
think it is good value and are willing to pay the double layer

ASSET ALLOCATIONS

FOR US HIGHER EDUCATION ENDOWMENTS AND
AFFILIATED FOUNDATIONS FOR FISCAL YEAR 2009
Source: 2009 NACUBO-Commonfund Study
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*Alternative strategies are categorised in the NCSE as follows:
Private equity (LBOs, mezzanine, M&A funds, and international
private equity); Marketable alternative strategies (hedge funds,
absolute return, market neutral, long/short, 130/30, and event-
driven and derivatives); Venture capital; Private equity real estate
(non-campus); Energy and natural resources (oil, gas, timber,
commodities and managed futures); and distressed debt.

of fees for that level of expertise.”

‘While investors built up exposure to credit and distressed
strategies over the past year or so, Shukis has not seen much
in the way of dramatic changes in allocations to strategies.
However, there have been a fair number of changes in the
names of hedge funds in the portfolio. “Firms [like Brevan
Howard and Moore Capital] that were previously closed
suddenly reopened offering an ‘upgrade’ for an investor’s
portfolio and many took advantage of that.”

Investors are also looking to the secondary market to
purchase hedge funds, such as the Florida State University,
Alvarez revealed. But that doesn’t mean smaller and start-up
managers will not see any interest going forward.

“We are still actively looking for newer managers and
exploring ways investors can diversify their portfolios,”
advised Shukis, stating that there are still arguments for in-
vesting with newer managers. “They are dedicated to suc-
ceed and can participate in smaller transactions. There are
opportunities out there but people need to be selective,”
adding that Cambridge Associates prefers to see a year or
more of performance from new managers. However, while
performance is important, it is only one aspect of the due
diligence process. “We qualify managers based on a multi-
tude of qualitative factors as well,” says Shukis.

Most of all, investors are looking for those managers that
can add value and can satisfy their concerns following re-
cent events. According to Shukis, the main thing managers
have done to address these concerns is to hire a third-party
administrator, addressing risk and transparency concerns.
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WITH RISK MANAGEMENT a greater consideration,
endowments are also looking further afield for new op-
portunities. “Over the last month I have seen an increase
in managers that had launched just before the crisis, coming
to people’s attentions,” Shuklis points out. Endowments and
foundations are also keeping an eye out for long/short eq-
uity hedge funds coming from outside of the US.

“As the hedge fund market develops in Asia, Europe and
LatAM, there is an appetite developing there,” Shukis speaks
from his experience with clients.

Endowments themselves are also hiring more in-house
staff to add that extra layer of governance and understand
funds thoroughly. However, there is also the option of out-
sourcing the investment duties altogether. Last year, the
University of Colorados $825m endowment’s investment
portfolio management was outsourced to Perella Weinberg
Partners.

Similarly some US pensions have taken the same route.
Shukis is no stranger to the movement — today Cambridge
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COMPARED TO THE US, WIDESPREAD HEDGE FUND INVESTMENT BY UK
ENDOWMENT FUNDS HAS YET TO TAKE OFF. WHAT'S STOPPING THEM?

IN THE UK, only the universities and colleges of Cambridge and
Oxford have utilised hedge funds — a fact that has changed
little in the past 12 months. “The majority of UK universities

still don't use hedge funds,” says Karl Sterberg, of Oxford
Investment Professionals (OXIP), an entity not associated with
Oxford University. “The UK is dominated by a handful of large
endowment funds, such as those at Cambridge and Oxford,
worth billions of pounds.”

In 2007 Oxfords university endowment totalled £900m
($145bn), with the combined value of the 38 colleges’
endowment funds £2.7bn ($4.35bn) (£900m Christ Church
among the largest, with the smallest in the £10m-£20m bracket).
Cambridges structure (31 colleges) and values compare similarly.

OXIP who oversees mandates for a number of UK
endowments, including Oxford-based colleges, manages
anything from 5% to 85% of a funds portfolio. About 40% of
OXIPs investments are in hedge funds (all single managers).
This, says Sternberg, has remained relatively static over the
past year. “The investment committees of UK colleges tend to
comprise a number of switched-on investors. As such, they
were in no way panicked by negative headlines.”

Sternberg estimates that, by value, half of UK university
endowment funds invest in hedge funds, but by number, only
one-quarter do — a scenario in contrast to the US. “The vast
majority of US university endowments invest in hedge funds.
They'e a lot bigger and tend to be more innovative than the
average UK endowment fund."

HFMWeek spoke to a number of non-Oxbridge-endowments
funds. Edinburgh University, whose £190m ($306m) endowment
ranks among the largest outside Oxbridge, offered a typical
response. “An allocation is not on the cards, though we wouldn't
rule it out,” said the university's director of finance, Jon Gorringe.

“In recent years, there has been a lot of pressure for UK
endowments to follow the “Yale model — which worked well
for many US endowments until 2008 says Nicola Ralston of
investment consultants PiRho. “For all sorts of reasons many
of the UK universities didn't want to go down the hedge fund
route. Following the disappointing returns of 2008, the ‘anti’
camp may feel more comfortable with that decision.”

W t griffiths@hfmweek com

provides hedge fund outsourcing services to nearly 250 cli-
ents, many of whom were long-standing consulting clients
of the firm before migrating to the comprehensive oversight
model.

“It is definitely an area of our business that is set to grow,
Many endowments see it as a good option as their portfolios
become more complex and they recognise they do not have
the resources or the bandwidth to provide the necessary
level of oversight.”

He adds that in a traditional format there is an investment
committee, internal investment staff and a consultant that
work together. But today, many committees are concerned
that they cannot dedicate enough time, given a quarterly
meeting cycle, and they seek a partner who will be account-
able for the day-to-day oversight.

“Have you ever worked with an investment committee?”
asked one investment analyst at a large US endowment. “It’s
tough,” he said. But in an environment like the industry has
experienced this past year and a half; it can be appealing to
have a significant decision maker. l
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