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Every market crisis is unique, and
fiduciaries overseeing endowment and
foundation portfolios should always
question the appropriate response.
Particular circumstances of each
organization and the way capital
markets decline differ from crisis to
crisis. The specific tools available to
address those stresses also vary as
markets evolve.
This paper describes a general
framework for addressing the priorities
for action in any market crisis, with a
particular focus on the circumstances
around the current Covid-19 calamity.
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The framework

1. Assess the organization’s liquidity needs
Define
“liquidity”
• Operational
needs
• Heightened
capital call needs
• Dry powder
desired

Determine
amount
What amount
of “liquidity” is
needed?

2. Establish or raise liquidity reserves
Reduce
invested assets,
depending on
the amount
needed
Incremental
increase: Take gains
from defensive fixed
income, and move
to cash
Large increase:
Rebalancing/pro
rata reduction
across all asset
classes

Assure money
market
fund used is
government,
not prime

3. Understand the portfolio
Prioritize
understanding
the major risk
factors in the
portfolio to
help estimate
performance –
for example:
• Equity beta
• Interest rate
exposure
• Credit spread
exposure
• Illiquidity
allocation

4. Consider opportunities
In order of
rising difficulty
Rebalance
regularly
Tilt toward
“value” within
and across asset
classes
Tilt toward
opportunistic
styles and
managers:
• Flexible
mandates
• Distressed
• Private equity
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1. Assess the organization’s liquidity needs
Assessing liquidity needs requires first defining liquidity that is critical to the
organization at that particular time. Every endowment or foundation portfolio supports
a nonprofit institution and its mission, but those organizations face different operational
stresses.
In the current crisis, higher education institutions may need ready cash to refund room
and board fees; arts organizations may face a cash crunch as the lack of performances
results in revenues falling to zero; fundraising institutions face dramatically falling
contributions, which may affect their ability to operate even as mission-driven needs may
be increasing.
The investment portfolio’s liquidity needs include both meeting capital calls for
commitments to private capital funds, and some degree of dry powder to reinvest at some
point either in the broad strategic line-up of investments, or in specific opportunities that
may arise from the crisis.
Defining liquidity should naturally lead to assessing the amount of liquidity that the
organization needs. This is often expressed as a range instead of a specific amount,
although a target amount with ranges can be helpful in providing flexibility to respond to
changing operating and market conditions.
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2. Establish or raise liquidity reserves
If the institution’s liquidity reserves, inclusive of short-term savings, lines of credit, and/
or the investment portfolio, are not in the target range for liquidity reserves in this crisis,
then (to risk stating the obvious) it is necessary to reduce invested assets to raise cash.
Prioritizing where to take that cash from depends on the amount of cash that is needed.
In a market crisis led downward by equities, defensive high-quality fixed income typically
has gained in value, or at least has not declined by nearly as much as equities. Selling
fixed income to raise cash, especially if there are gains in that part of the portfolio, not
only has the least impact on long-term projected portfolio returns, but also serves as
an incremental portfolio-level rebalancing “into” equities, without actually investing
additional cash in equities. Incremental increases in needed cash should first come from
reducing defensive fixed income.
If larger cash levels are necessary, some combination of rebalancing the portfolio and
reducing invested amounts across all asset classes, where available, is appropriate even if
that means crystalizing substantial losses in equities. Presumably, if significant reductions
in the investment portfolio to raise cash are necessary, the organization’s existence may
be in jeopardy, and without the organization itself, the portfolio would be irrelevant.
This is not a step to take lightly, and we advise endowments and foundations to consider
substantial reductions in equities as a last resort.
Finally, once the institution has raised sufficient cash, trustees should resist the urge to
maximize invested yield on that cash and remain highly conservative with the money
market fund or other cash-equivalent instruments for that cash. In the U.S., this means
avoiding “prime” money market funds, which have the ability to reduce price per share
(“break the buck”) and to restrict redemptions, both of which fly in the face of the
definition of a liquidity reserve in the first place.

3. Understand the portfolio
During times of crisis with highly volatile markets, there is often a desire for fiduciaries to
more frequently monitor the portfolio’s performance. Most endowment and foundation
portfolios have one or two risk factor exposures that really drive portfolio performance.
Knowing those major risk factors helps estimate the degree of portfolio change in a
crisis. This streamlines the focus of the day-to-day monitoring activity on the critical
assessments of investment managers’ operational continuity, and prioritizes monitoring
managers who typically exhibit a high level of tracking error.
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The long-term time horizon of most endowments and foundations means that their major
risk factor is typically to equity markets. For these institutions, a historical analysis of
equity market beta, which is investment-speak for sensitivity, becomes the critical issue.
Other types of organizations may have significant exposure to credit spreads or interest
rates.
Trustees typically use beta exposure analysis to stress-test portfolios in a hypothetical
crisis. When there is an actual crisis, knowing those risk factor betas can provide a useful
back-of-the-envelope estimate of short-term performance. For example, a portfolio with
a historical beta of 0.63 to global equities means that those portfolios will suffer 63% of
the downside in equities, of course on average and without considering short-term active
manager outperformance or underperformance.
It may also be helpful to go back to a somewhat recent down market to test the risk factor
beta sensitivity on the portfolio. The most recent significant drawdown prior to this
current crisis was the fourth calendar quarter of 2018 when equity markets were down
double digits. Comparing that market drawdown with the portfolio’s actual return that
quarter could provide a real-life example of the helpfulness of estimating short-term
performance using risk factor betas.
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4. Consider opportunities
Crises sometimes lead to paralysis. It is never easy to think about investing as markets fall,
but if we maintain faith in capital markets over generations, then remaining disciplined
and thinking opportunistically is the right way to overcome paralysis. Considering
opportunities is also a lot easier once the first three steps of this process are completed –
liquidity has been secured and the portfolio risks are understood and communicated.
The low hanging fruit for being opportunistic is simply to rebalance the portfolio, selling
out of asset classes that have outperformed others, and buying the underperforming,
under-allocated asset classes. Rebalancing itself can be done opportunistically; for
instance, trustees may opt to reduce underweights and overweights by only half instead
of moving fully back to targets. For institutions that typically rebalance regularly but
infrequently, stepping up the frequency of rebalancing could help in maintaining the
portfolio’s overall risk posture.
Tilting toward absolute or relative value is the next possible way to be opportunistic.
This can mean tilting across asset classes, as well as tilting within asset classes. Assessing
value always involves risk, and as with liquidity, the word “value” itself can mean different
things. But value, however defined for each institution, can help with the discipline of
incrementally buying cheaper investments for the long term.
Finally, there are opportunistic or other specific investments to consider through
the crisis. These vary from crisis to crisis. In the Global Financial Crisis of 2007-2009, at
different points there were buying opportunities in investment grade bonds, assetbacked securities, and agency-backed securities, as well as distressed companies both in
restructuring and in liquidation.
Assessing the “right” opportunistic investments is always easy in hindsight, but difficult
in the moment. To help with calibrating risk tolerance, these opportunistic investments
need to conform with an institution’s overall investment policy asset class guidelines, as
well as with diversification guidelines that can point to the right allocation sizing of these
types of opportunities. Additionally, the institution should ensure that they have a flexible
governance model to move quickly should windows of opportunity arise.
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The importance of documenting this process
Endowments and foundations are typically governed by a devoted group of volunteers,
and those volunteers have both limited time and possibly limited terms. This sometimes
means that trustees “forget” decisions or analyses performed a few quarters ago, a few
years ago, or even during the last crisis.
Documenting the decisions, actions and rationale through the preceding four steps can
help an institution remain resilient through multiple crises, and even prepare for the
inevitable next one in advance. This can be done succinctly through a short summary or
establishment of investment beliefs that are reviewed periodically or even integrated into
regular portfolio stress tests that are performed in calmer times.
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Other resources
Much of the process described in this brief paper echoes a piece Pavilion produced earlier
this year, “2020 Vision – Endowments & Foundations: Top 10 Investment Priorities.” In
that paper, we reviewed four broad themes to help bolster portfolio and organizational
resiliency in times of crisis:

Protect

Bolster
portfolio
resiliency

Reflect

Diversify
defense

Lock down
liquidity

Capitalize

Consider
converging
markets

Examine the portfolio’s
holistic context

Explore all facets of
the spending policy

Organize

Revisit the
illiquidity
premium

Reassess real
assets

Build governance
resiliency

Engage in the diversity
and inclusion conversation

Pavilion has also prepared a paper on establishing investment beliefs to help with
documenting the fiduciary process. This paper is available on our website.

URLs for other resources:
1. https://www.pavilion-notforprofit.com/our-thinking/top-investment-considerations-for-endowments-and-foundations.html
2. https://www.pavilion-notforprofit.com/our-thinking/investment-beliefs-governance-bedrock-for-investment-committees.html
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Contact us
We welcome feedback and dialog with you and your organization
as we navigate through the current crisis. Please reach out to your
Pavilion consultant or to any of our colleagues listed below.
Endowment & Foundation
Leadership Team
Chris Adkerson, CFA, CAIA
Partner
T: +1 314 982 5717
E: christopher.adkerson@mercer.com
Texas Hemmaplardh, CFA
Partner
T: +1 212 345 0713
E: texas.hemmaplardh@mercer.com
Russ LaMore, CFA, CAIA
Partner
T: +1 314 982 5680
E: russ.lamore@mercer.com
Cori Trautvetter, CAIA
Partner
T: +1 636 686 5615
E: cori.trautvetter@mercer.com
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Important notices
© 2020 Mercer LLC. All rights reserved. References to Mercer shall be construed to include Mercer LLC and/or its
associated companies.
This contains confidential and proprietary information of Mercer and is intended for the exclusive use of the
parties to whom it was provided by Mercer. Its content may not be modified, sold or otherwise provided, in whole
or in part, to any other person or entity without Mercer’s prior written permission.
Mercer does not provide tax or legal advice. You should contact your tax advisor, accountant, and/or attorney
before making any decisions with tax or legal implications. This does not constitute an offer to purchase or sell any
securities. The findings, ratings, and/or opinions expressed herein are the intellectual property of Mercer and are
subject to change without notice. They are not intended to convey any guarantees as to the future performance of
the investment products, asset classes, or capital markets discussed.
This does not constitute an offer to purchase or sell any securities.
The findings, ratings and/or opinions expressed herein are the intellectual property of Mercer and are subject
to change without notice. They are not intended to convey any guarantees as to the future performance of the
investment products, asset classes or capital markets discussed.
For Mercer’s conflict of interest disclosures, contact your Mercer representative or see
www.mercer.com/conflictsofinterest.
This does not contain investment advice relating to your particular circumstances. No investment decision should
be made based on this information without first obtaining appropriate professional advice and considering
your circumstances. Mercer provides recommendations based on a particular client’s circumstances, investment
objectives, and needs. As such, investment results will vary and actual results may differ materially.
Information contained herein may have been obtained from a range of third-party sources. While the
information is believed to be reliable, Mercer has not sought to verify it independently. As such, Mercer makes
no representations or warranties as to the accuracy of the information presented and takes no responsibility or
liability (including for indirect, consequential, or incidental damages) for any error, omission, or inaccuracy in the
data supplied by any third party.
Investment management and advisory services for U.S. clients are provided by Mercer Investments LLC (Mercer
Investments). Mercer Investments provides investment services to not-for-profit and insurance clients using the
business name of Pavilion, A Mercer practice (Pavilion). Mercer Investments LLC is registered to do business as
“Mercer Investment Advisers LLC” in the following states: Arizona, California, Florida, Illinois, Kentucky, North
Carolina, Oklahoma, and Pennsylvania; as “Mercer Investments LLC (Delaware)” in Georgia; and as “Mercer
Investments LLC of Delaware” in Louisiana. Mercer Investments is a federally registered investment adviser under
the Investment Advisers Act of 1940, as amended. Registration as an investment adviser does not imply a certain
level of skill or training. The oral and written communications of an adviser provide you with information about
which you determine to hire or retain an adviser. Mercer Investments’ Form ADV Part 2A and 2B can be obtained
by written request directed to: Compliance Department, Mercer Investments, 99 High Street, Boston, MA 02110.
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