Discussion Paper

Investment governance –
increasingly critical
for not-for-profit directors

PROGRAM PARTNER

1. The roundtable events held across Australia in early 2015 were hosted by Perpetual in conjunction with the AICD. The events were by invitation only and
reflected the diversity of size and scope of the NFP sector. Attendees were asked a range of open-ended questions regarding investment governance and notes
were taken from the discussion that followed.
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Outline

In an increasingly competitive environment, it is becoming more
important for not-for-profit (NFP) organisations to consider
investment strategies to diversify income streams and reduce reliance
on more traditional forms of fundraising.
A series of roundtable discussions held in 20151 revealed the critically
important role of NFP directors in setting the policies for investments
and determining the risk appetite of the organisation. As the discussions
progressed, the benefits of a well-articulated strategy for investment
decisions became clear.
This discussion paper explores these issues and the opportunities and
challenges facing those in charge of such funds.
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Introduction

Changing times

For most NFPs, investment returns are a small component
of revenue when compared to donations, bequests and
government funding. For many, interest paid on cash
deposits is the only investment income received.

The need to diversify income streams to help address
funding uncertainty, record low interest rates on deposits
and relatively strong returns from equity investments
are changing the outlook for many NFP boards.

Investment governance, however, is increasingly relevant
across the sector as new potential income streams emerge,
and stakeholders who work with NFPs take a keener
interest in how funds are used to support its mission, now
and in the future.

“It wasn’t that long ago when no one thought about
sustainability. There is definitely an increased level of
sophistication around the board table in relation to that,”
said one roundtable participant.

The first step in good investment governance for an NFP
board is the development of an investment policy or
strategy that is aligned to the mission of its organisation.
Subsequent implementation challenges include explaining,
justifying and possibly defending the policy in discussions
with staff, donors and other funders.

“We are on a journey,
moving into a mentality
where risk is increasingly
an element.”
This discussion paper draws on the expertise of the
NFP directors who attended the roundtables hosted by
investment advisory group Perpetual and the Australian
Institute of Company Directors, and whose combined
experience has much to offer the sector as a whole.
As the roundtable discussions made clear, these activities
are not limited to boards managing large endowments
with the means to contract external investment specialists
to help develop policy and manage funds. Investment
governance is also relevant for organisations that are
evolving from membership-based advocacy groups and
which need to manage risk without becoming consumed by
the task. These issues are of particular concern for those
NFPs − such as those in the aged-care sector − that face
new prudential requirements.

“In the past, many NFPs would have said good
management is making sure the organisation comes
out at the end of the year ‘in the black’. Now many
are seeking to build endowments for the future. We
are on a journey, moving into a mentality where risk is
increasingly an element,” commented another.
Many directors would like their boards to consider
extending investments beyond cash, term deposits and
property (often a default investment gained through
bequests) but when conservative financial management
has been a point of pride, establishing an acceptable
level of risk is difficult. This is particularly likely when
there is a lack of experience in financial markets around
the board table.
That lack of familiarity can lead to fear, one director
noted. “The first board that shows a big loss from an
equity-related investment is going to have a lot of
explaining to do – that’s what really frightens most
boards.”
Even so, many of those who attended the roundtables
have seen major changes in attitudes to investments
over the last five years. This is timely given the
important role bequests play in NFP funding. The largest
intergenerational wealth transfer in history has now
begun and will gather pace over the next decade. This
is likely to substantially boost the corpus of many NFPs
and such a change should cause boards to reconsider
their financial management strategies.
Scott Hawker GAICD, National Manager, Not-for-Profit
Endowments at Perpetual Private, said investment
strategies need to be balanced against the flow of other
funding.
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“The first board that shows a big loss from an equity
related investment is going to have a lot of explaining
to do – that’s what really frightens most boards.”

“If you have a thin corpus and volatile funding then
you do need to be conservative. But if you have reached
critical mass, you can be constructive in the way you
approach the investment markets,” Mr Hawker said.
NFPs that embark on well-considered forays into
financial markets often have an advantage because they
are investing in the long term. They can afford to ride
out the volatile times.

Putting an investment policy in place
At each of the roundtable discussions, there was a
firm consensus that it is the board’s role to define an
investment policy to ensure decisions are made in a
considered fashion and reflect objectives regarding risk
and return.
As one director explained “No matter what size the
organisation, there should be a clearly articulated policy
and charter around risk and stewardship. Even if you are
only investing $500,000, that conversation needs to be
had and owned by the board, not by the CEO or finance
manager.
“If you put the right building blocks in place to begin
with, then as the organisation grows, that responsibility
and sense of governance grows with it.”
Investment policies typically set boundaries around
asset ownership, risk profile, compliance and legal
requirements, time horizons and may also specify use of
the investment income stream.
Ethical considerations may also restrict the choice of
asset class.

One organisation represented at the Sydney roundtable
was developing a strategy for what it viewed as “stranded
assets”– shares in companies with carbon assets. The NFP
was considering the impact these assets could have on the
value of its investment and over what time frame.
Working capital considerations also loom large in
determining an investment policy, particularly for those
with buildings to maintain and periodically overhaul.
Some NFPs also have to factor in financing property
purchases they may want to make in the future.
Depending on an organisation’s needs, investment
policies can be complex and will be developed with
assistance from an external specialist. For others, a few
well-considered paragraphs will suffice.
It can take months – even years – of deliberation
before a board unites around an investment strategy.
Monitoring and managing the policy can then be handed
over to a board subcommittee. This can involve working
with external investment managers as well as making
sure the policy is observed across the organisation.

“No matter what size the
organisation, there should
be a clearly articulated
policy and charter around
risk and stewardship.”
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One director spoke of his experience in maintaining his
organisation’s reserving policy. He said there were times
when management would like to plough investment
revenue back into operations or to pay down liabilities
and persuading them not to could be “a real challenge,
particularly when you consider a one per cent increase in
expenditure can be the difference between a substantial
loss and a small surplus.”

recorded substantial losses, at least on paper. “These were
long-term investments and we had no intention of
selling at that time and realising that loss. Still it didn’t
look good. We were surprised by how many donors got
that. I think it was because their balance sheets looked
much the same.”

Donor stewardship

Many charities begin as community organisations,
born out of someone’s passion, tragedy or commitment.
As an NFP evolves, the financial literacy of its directors
has to increase.

Communicating an investment policy to existing and
potential supports can be daunting. Some donors are keen
to work with NFPs that view investing and managing risk
as a means of reducing exposure to what one Melbourne
roundtable participant described as “the vicissitudes of
government funding”.
However, not all share this view, according to Caitriona
Fay, National Manager, Philanthropy and Non Profit
Services at Perpetual Private.

Director skill-sets

One director from an NFP with a largely parent-based
board described a challenge where the group had
recently received a large bequest. It subsequently
faced both the task of educating its members about
investments and the board’s struggle to determine an
appropriate level of risk.

“We are looking for guidance and I think there are many
other boards in the same boat.”

“While a strong balance sheet can be reflective of quality
governance, NFPs may need to talk some donors through
how the investment and corpus strategy link to the overall
mission. NFPs should be prepared to talk about and
educate donors on the ‘hows and whys’ of their financial
governance,” Ms Fay said.

“We are looking for guidance and I think there are many
other boards in the same boat.”
Another director noted the church-based charities that
are so prominent in the sector have long been proud of
their past. Now they are recognising that the future also
needs safeguarding and that requires specialist skills.

Conversely, being able to demonstrate a good level of
investment governance can be a major selling point. This
is often more likely to be the case in conversations with
donors who are focused on bequests and are comfortable
with their funds being invested for the future, rather
than being directed immediately into operations.

“When you are on the board of an organisation that has
been around for 150 years, no one wants to be the one
that blows it up. We want to guarantee its future for the
next 150 years and that requires asking some difficult
financial questions”.

One NFP director described being pleasantly surprised by
the attitude of donors during the global financial crisis
when equity values plunged and the NFP’s investments

There is help available. The Australian Scholarship
Foundation facilitates scholarships for NFP directors
to undertake training including programs focused on
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finance and governance. Perpetual supports a number of
these scholarships each year.
There are also investment advisory groups with specialist
skills in the NFP area that can help organisations develop
and implement appropriate investment policies.
Networking across the sector − where scale varies so
dramatically − can also help.
One director with considerable funds under management
said his board was able to take risk methodically thanks
to substantial investment expertise among directors. It
was willing to share its expertise. “We would be very
interested in lending support to smaller organisations,
to see how we could work together and get a collective
outcome”.
Others have opted to augment their skill base by inviting
non-directors with the required audit and risk skills to
become board committee members.

Striking the balance
Increasing sophistication in investment policy is moving
NFP boards one step closer to mainstream commercial
organisations.
And yet they have no desire to become mirror images of
for-profit organisations, even as their need for directors
seasoned in complex financial governance grows.
Across the country, NFP boards are focused on resolving
the tension posed by the need for both social acumen
and commercial acumen.
This was one of the liveliest topics of conversation
at the roundtables. Some thought the balance
should swing in favour of commercial “nous” around
the board level providing there was an emphasis
on social acumen at the operational level.
However, seasoned directors were adamant that risk
and investment expertise have to exist alongside the
traditional focus of an NFP board. Without people who,
in the words of one participant, “really believe that
making a difference to people is critical”, boards can lose
their connection to the grassroots of an organisation.
That is when organisations can lose their way.

Concluding note
Investment discussions held by NFP boards do not take
place in a vacuum. Most boards are also on a continuing
hunt for revenue. All are focused on setting strategy to
ensure funds are used in the best way possible to meet
mission.
For some, emerging forms of social investment represent
potential new income streams, however, these add yet
another level of complexity to investment and financial
governance due to the introduction of measurable key
performance indicators.
Meanwhile, more traditional sources of revenue,
including traditional funds and foundation, governments
and even private networks are becoming ever more
exacting in their demands.
In this environment, directors know they can leave no
stone unturned. Many are discovering that getting the
investment governance piece right is fast becoming an
essential part of getting funds through the door.
While many NFPs are becoming more involved in
the hunt for investment dollars, the sector remains
determinedly different. This is apparent in the generosity
shown in sharing knowledge, and the willingness to help
others treading an unfamiliar path.
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Perceptions of financial sustainability

How would you describe your NFP’s
financial sustainability?

How important is financial sustainability?

13%

66%
Totally certain
Reasonably certain

21%

Very
important

79%

Absolutely
critical

9%

Not sure
Some concern

Vast majority are in it for the long term yet very few
convinced of their long term sustainability

9%

Under threat

4%
0%

Unlikely to survive

Investment governance a plus for confidence
A straw poll of 47 not-for-profit (NFP) board members by Perpetual demonstrated a sharp divergence in the
strength of investment governance depending on an NFP’s size and age.
The survey found directors who rate the investment experience on their boards highly are more confident of their
organisation’s future.
Larger, more established NFPs rated their strength in investment governance much more highly than smaller,
younger NFPs.
All of the survey participants were committed to the long-term operation of their organisation. They all rated
sustainability as either very important or absolutely critical. However, confidence in the future varied considerably.
Only 13 per cent were “totally certain” of their future while 66 per cent were “reasonably certain”.
Those who rated their investment governance highly were more likely to have a confident view of their future.
Directors from NFPs that had a formal investment policy were the most likely to be “totally certain”.
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Disclaimer
The Australian Institute of Company Directors and Perpetual appreciate the participation of not-for-profit directors in these roundtable discussions.
The ideas presented in this paper are not necessarily the views of the Australian Institute of Company Directors or Perpetual and may not reflect the
view of all of those who took part in the roundtables.
Perpetual’s Philanthropic Services and advice are provided by Perpetual Trustee Company Limited (Perpetual) ABN 42 000 001 007, AFSL
236643. This publication contains information contributed by third parties. It contains general information only and is not intended to provide
you with advice or take into account your objectives, financial situation or needs. You should consider whether the information is suitable for your
circumstances and we recommend that you seek professional financial, tax or legal advice. The information is believed to be accurate at the time of
compilation and is provided in good faith. To the extent permitted by law, no liability is accepted for any loss or damage as a result of any reliance
on this information.

companydirectors.com.au

11

For further information
t: 1300 739 119
e: research@aicd.com.au
w: companydirectors.com.au

05122-1-15

