THE LONG FALL:

NFEP investment strategies
in a low rate world
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Executive summary
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Today, NFP boards and investment committees are
having to manage the effect COVID-19 is having on
their investment portfolios whilst dealing with long-
term trends that can make their traditional investment .
approaches sub-optimal. In this White Paper we look at s
the short and longer-term issues they face and at some T
strategies they can use to manage their investment N
portfolio more effectively. A

Not-for-profits (NFPs) are already dealing

with lower investment income because of the
long fall in cash rates since the GFC. The
economic rebuilding required post-COVID
means rates are almost certain to stay low for
the foreseeable future.

Over the past five years (including COVID-19
impacts) a diversified portfolio would have
provided more income than a portfolio based
around Term Deposits. A diversified portfolio
would also have grown the underlying capital.

NFP investment committees and boards need
to look at more diversified investment
strategies when looking to replace ‘lost’ Term
Deposit income.

In doing so, they need to be careful about
the types of risk they add to their portfolio.

And consider the benefits of a ‘total return
approach.
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The investment
environment

all

The essence of any investment strategy is
understanding your starting point. Only then can you
set realistic objectives, build a plan to achieve them and
act on that plan.

So, in investment terms, where are we now?

The Australian stockmarket is down 15% on
its peak. The UK is off over 20%

5

By contrast, the US stockmarket is down just
5% from its peak — as is the MSCI World index
(all figures from MSCI, end September 2020)
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All these markets are up substantially from
their COVID-19 crisis lows

The economic outlook going forward is
clouded by the aftermath of COVID-19
lockdowns, a reversal in globalisation and
damage to major industries including tourism
and entertainment
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In response to the COVID-19 pandemic and to stimulate
the broader economy, the Reserve Bank of Australia
(RBA) cut the cash rate target twice in March. Rates are
now at an all-time low of 0.25%. In August 2008, the RBA
Target Cash Rate was 7.25%!

This medium-term perspective is important. It’s easy for
any investor - including not-for-profit (NFP)
investment committees and boards - to look at the
latest rates and conclude that they are emergency
settings. They are emergency settings — but they were
set after the previous emergency - the GFC.

Anyone who relies on cash or term deposits for the bulk
of their income has been fighting the curve since the
GFC hit in 2008 and Central Banks and governments
used basement level rates — even negative rates - to
restart the economy. Cash loving investors are facing an
income shortfall - because cash markets have endured a
long fall.

The cash crash

Historically the RBA cash rate has trended above
inflation (CPI) and an investment in cash/term deposits
delivered a positive real return.

However, with the RBA cash rate well below inflation,
any interest income being generated on cash/term
deposits is being eroded by inflation, delivering
investors a negative real return outcome on their
cash reserves.

What does this mean for NFPs? As the value of the
underlying capital is what drives future income, this
erosion will put pressure on NFPs capacity to meet their
mission over the short, medium and long-term.
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Long-term cash rate vs inflation
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Do you see cash in your future?

Just as Central Banks pushed rates lower to help us
recover from the GFC, they are doing the same in this
crisis - rates are set to remain lower for longer.

This has crucial implications for not-for-profit
organisations. “Many NFPs have conservative
investment strategies and emphasise holding reserves
in term deposits,” says Jamie Cockerill, a Partner at
Perpetual Private.

“It’s counter-intuitive,” says Jamie, “but that
conservative approach is now costing NFPs money.
Now more than ever, community organisations need
more sophisticated investment strategies to protect and
grow their income and assets — and to underpin their
essential operations.”

Let’s have a look at that more sophisticated investment
approach.
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Your inve stment
strategy options

Because investment income can make a material
difference to the activities and mission of an NFP, we
believe it is crucial for not-for-profit organisations to
have a plan to deal with the current and (likely) future
economic environment. The goal is to put in place a
tailored investment strategy that helps the organisation
meet ongoing funding requirements, whilst also
growing their reserves.

There are of course many strategic investment options
available. The strategy for organisations entrusted with
stewarding other people’s money (donations,
government funding etc) to deliver for an at-need
community should be robust and backed by long
practice and research. So, let’s look at two common
options open to NFPs.

Cash versus diversified portfolios

The chart below compares the capital value and
monthly income generated by two different options over
the 5 years to 30 June 2020. It assumes reserves of $10m
invested in:

Option 1: A diversified ‘Balanced’ portfolio
(65% growth and 35% defensive; including some
investment in alternative assets).

Option 2: A portfolio where funds are invested
purely in term deposits.

This is not a model - it’s the reality of the past five years
and includes the impact of the COVID-19 market falls.
Let’s pull out the key points.

Monthly Income (3)
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Source: Perpetual July 2020; Based on Perpetual Private’s Balanced portfolio, 65% Growth/35% Defensive assets
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Growth

Starting at $10 million, the Balanced portfolio has grown
to be worth $11.8 million (even after income was drawn
from the portfolio). If income were reinvested, the
portfolio value would reach $13 million.

By contrast, the Term Deposit portfolio remains stuck
on a capital value of $10 million. If income were
reinvested, the portfolio value would reach $11.1 million.

Volatility

As expected, the portfolio value in the Balanced
portfolio has fluctuated significantly. Yet, despite the
market impact of the COVID-19 pandemic (and other
economic shocks over the past five years), the overall
value of the portfolio continued to grow over time.

Income

More strikingly, income from the Term Deposit
portfolio has steadily declined, in line with the fall in
rates discussed above. Originally yielding just under
$22,000 a month in 2014, income has dropped by over
65%, to less than $7,000 a month today.

“Over the past five years, Term Deposit investors have
seen their income drop - and drop a lot,” says Liz
Wheatley, an Associate Partner at Perpetual Private.
“For the next few years at least, Central Banks and
governments will do all they can to spark a post-COVID
recovery. It is unlikely we will see an improvement in
cash-derived income any time soon.”

Over the same five-year period, the income generated
by the Balanced portfolio rose from about $16,000 a
month, to nearly $19,000 a month today. The income
growth highlights some key points about using a mix of
growth and defensive assets to generate income.

= Firstly, the income growth reflects an increase in
the value of the underlying capital due to the
growth generated by the portfolio’s share and
property holdings.

= A substantial portion of this income would have
come from share dividends which may be franked.

Some NFPs can get a tax refund for this franking that

adds to the value of this dividend income.

® The income generated by the portfolio is somewhat
variable. Pre COVID-19, the monthly income
generated by the portfolio was nearly $21,000 a
month. It’s now closer to $19,000. Whilst this needs to
be considered by NFPs, context is also important. As
we have seen, Term Deposit income also varied over
the past five years - but it only varied downwards.

Dividend income in tough economic times

By some estimates, Australian companies have cut their
dividends by around 30% since the pandemic washed
ashore (see our dividends article here). Does this
weaken the case for looking at diversified portfolios to
replace the income deficit from low-rate Term Deposits?
Perhaps not.

= Diversified portfolios generate income from a wide
range of sources — not just share dividends. This can
include cash, credit and bond-generated income and
property yields. Diversified portfolios that contain
alternative assets can pay income from an even wider
range of sources - everything from infrastructure
income to foreign exchange trading gains.

=  Whilst many companies reduced dividend payments
in the face of COVID, some of these measures were
precautionary - to ensure capital stability in the face
of the pandemic. As the virus becomes better
understood, treatments improve and the costs of
lockdowns fade, many companies will rebuild
dividends (even if at a reduced rate).

= Some companies have enjoyed higher revenues
during COVID-19. Retailers of essential goods, tech
companies and some mining stocks have boomed
over the past few months and dividends from those
stocks could rise.

= As part of their normal stock selection process,
managers of diversified funds will shift money away
from stocks weakened by the lockdowns, and
towards those capable of generating strong revenues
- and maintaining dividends.
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https://www.perpetual.com.au/insights/worried-about-your-dividends

Recommendations

Based on our experience — and our view of the current
economic and market environment - here are some
broad recommendations NFP boards and investment
committees could embrace. Naturally, investment
strategy decisions should only be taken after extensive
consultation and customisation.

Allocate your capital

In determining your organisation’s spending policy and
future capital expenditure requirements, we recommend
setting aside the cash required for immediate
expenditure, then considering what portion of these
reserves could be invested in a well-diversified portfolio
of assets. A portfolio designed to deliver income and
the longer term capital growth that protects the real
value of your assets.

A spending policy

Having a clearly articulated spending policy can
provide strategic clarity when it comes to your
investment approach. This provides the foundation for
calculating how much of an investment portfolio is
distributed on an ongoing basis into the operating
budget. Essentially, it should help balance the tension
between spending too much (potentially running out
of money) and spending too little (short-changing
current beneficiaries).

Don’t race up the risk curve

In seeking to replace ‘lost’ Term Deposit income, some
NFPs can go too far the other way and add excessive
risk to their portfolios. This could be via a too-heavy
exposure to equities. From ill-discipline when it comes
to deciding which equities to own. Or from having more
illiquid assets than is strategically sound.

Andrew Garrett, Perpetual Private’s National
Investment Specialist, says broad diversification can
help manage risk and bolster returns. “NFPs can use
assets like alternatives, property trusts, residential
property and high-yield shares to meet their goals. It’s
not just about shares versus cash.”

Think total return

Perhaps most importantly, NFPs can manage the cash
crunch by thinking outside the square on income.
Andrew Garrett says, “It doesn’t matter who you are or
what kind of portfolio you run, the ability - and
willingness — to draw down capital when required gives
you crucial flexibility.

Most investors need to stop thinking that there’s capital
and income and they always stay separate. If you
manage your portfolio carefully — and actively - you can
’replace’ capital you’ve drawn down during parts of the
investment cycle where returns exceed your needs.”

Indeed, in a tax-free NFP environment, so-called
‘total return’ is more relevant than seeking to draw
on yield alone.
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How can Perpetual
Private help?

“Not-for-profit and community organisations need to
come to grips with the risk-return trade-off,” says Scott
Hawker, Perpetual Private’s National Manager for Not-
For-Profit Endowments. “With rates so low, they need
their investment portfolio to work harder, to understand
the risks that this might involve and be across all the
strategy and governance issues that follow.”

To manage this, boards, CEOs and CFOs of not-for-
profit organisations need to develop the right
investment strategy for their organisation. They need to
find a partner who understands the uniqueness of their
organisation and can give them investment advice
commensurate with that profile — investment advice
that aligns with their mission, size, objectives and of
course, risk profile.

Perpetual works with not-for-profit organisations to
craft an investment management strategy that is
tailored for each organisation. Our clients leverage our
industry expertise to enhance performance while
moderating risk. We work with our clients to determine
the best possible investment strategy for their hard-won
capital under difficult conditions, and help
organisations offset increased operating costs and
counterbalance declining interest rates.

To review your organisation’s future
investment strategy and learn more about
Perpetual Private and how we can assist
over the longer term, please don’t hesitate
to reach out to our team.
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Jamie Cockerill

Partner

P: 02 9229 3476

M: 0431 759 546

E: Jamie.Cockerill@perpetual.com.au

Greg Kynoch

@ Senior Financial Adviser
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1\- M: 0422 411 841

E: Greg.Kynoch@perpetual.com.au

VIC Team
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¥ P: 03 8628 0567

A‘ M: 0421 286 935

E: Daniel. Tome@perpetual.com.au

Brianna Choi

Financial Adviser
P: 03 8628 0522
E: Brianna.Choi@perpetual.com.au

QLD Team

Marisa Senese
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P: 07 3834 5696
E: Marisa.Senese@perpetual.com.au

George Marshall

Associate
P: 07 3834 5602
E: George.Marshall@perpetual.com.au

Liz Wheatley

Associate Partner

P: 02 9229 3645

M: 0431 006 670

E: Liz.Wheatley@perpetual.com.au

Phillip Bures

Financial Adviser

P: 02 6243 6507

M: 0405 796 992

E: Phillip.Bures@perpetual.com.au

Katie Pancari

Senior Financial Adviser

P: 03 9665 0271

M: 0481 907 165

E: Katie.Pancari@perpetual.com.au

David Hurley

Adviser

P: 03 8628 0525

M: 0481 902 934

E: David.Hurley@perpetual.com.au

Scott Hayward

Financial Adviser
P: 07 3834 5684

59 h E: Scott.Hayward@perpetual.com.au

Perpetual Private - The long fall: NFP investment strategies in a low rate world | 2020



mailto:Jamie.Cockerill@perpetual.com.au
mailto:Phillip.Bures@perpetual.com.au
mailto:Daniel.Tome@perpetual.com.au
mailto:George.Marshall@perpetual.com.au
mailto:Liz.Wheatley@perpetual.com.au
mailto:Greg.Kynoch@perpetual.com.au
mailto:Brianna.Choi@perpetual.com.au
mailto:Katie.Pancari@perpetual.com.au
mailto:Scott.Hayward@perpetual.com.au
mailto:David.Hurley@perpetual.com.au
mailto:Marisa.Senese@perpetual.com.au

Chris Marshall

Partner

P: 08 9224 4412
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Bruce Cooper

Senior Financial Adviser

P: 08 9224 4437

M: 0481 007 844

E: Bruce.Cooper@perpetual.com.au
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Z ) Senior Financial Adviser :—: Financial Adviser

P: 08 9224 4461
M: 0466 334 280
E: Daniel.Gallacher@perpetual.com.au

Rebecca Galvin

Associate

P: 08 9224 4465

E: Rebecca.Galvin@perpetual.com.au

Andrew Parker
Partner

P: 08 8418 5611

P: 08 9224 4403
M: 0402 974 871
E: Tyler.Hurley@perpetual.com.au

Kathy Porter

Senior Financial Adviser
M: 0429 419 874

E: Kathy.Porter@perpetual.com.au

i M: 0401 544 056

E: Andrew.Parker@perpetual.com.au

Prabhat Mehla

Financial Adviser
P: 08 8418 5663

L &
A N M: 0481 006 671

E: Prabhat.Mehla@perpetual.com.au

Disclaimer:
Perpetual Private is a business unit within Perpetual. Advice and services are provided by Perpetual Trustee Company Limited (PTCo),
ABN 42 000 001 007, AFSL 236643. This document has been prepared by PTCo.

The information is believed to be accurate at the time of compilation and is provided by PTCo in good faith. However, the statements
including assumptions and conclusions are not intended to be a comprehensive statement of relevant practice or law that is often
complex and can change. To the extent permitted by law, no liability is accepted for any loss or damage as a result of any reliance on
this information. We recommend you obtain legal and financial advice before acting on any of the information contained in this
document. The information disclosed in this discussion paper is confidential and the property of Perpetual.

PTCo does not warrant the accuracy or completeness of any information included in this publication which was contributed by a third
party. PTCo accepts no liability for any loss or damage suffered as a result of reliance on this information. Any reference to the
Perpetual Group means Perpetual Limited and its subsidiaries.

This publication contains proprietary information and is confidential to Perpetual. No part of it may be reproduced unless specifically
required for your internal use in assessing the information in this publication. You must not distribute or disclose any part of this
publication to anyone outside your organisation (including to subcontractors) without Perpetual's prior written permission.

The Perpetual Group issues a Financial Services Guide (FSG) which contains important information in relation to the financial
products and services offered by the Perpetual Group.

This document is dated October 2020.
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