HISTORY OF PRIs

excerpted from The Ford Foundation’s 1991 Report, “Investing for Social Gain; Reflections on two Decades of Social Investments”
 
The Ford Foundation's involvement with program-related investments started with a grant request. During the late 1960s, Louis Winnick, former deputy vice president, reviewed a proposal from a group wanting to provide on-the-job training for minority youths as they rehabilitated a tenement building.  "When I heard their idea, my first question was `Who owns the building?'" Winnick recalls. "The project was going to end up creating an asset that would generate revenue. It occurred to me that maybe we could have done this as a loan."  Intrigued with the idea, Winnick began exploring the possibility of initiating a "soft loan" program that could make investments in such ventures as low-income housing and minority businesses.

At the same time, John G. Simon, president of the Taconic Foundation and a professor at Yale Law School, was investigating whether foundations might legally lay aside the stricture of maximum return on investments in order to invest in projects with important social goals. Simon was motivated by requests received by the Taconic Foundation from business ventures in low-income and minority communities, ventures that were stalled by the inability to obtain adequate capital.

"McGeorge Bundy [who was president of the Ford Foundation in 1966] suggested I talk with John Simon," Winnick says. "I'd never even thought about the legal issues. I don't think he was thinking about the economics, so we became natural partners."  A legal definition of PRI was established for the first time in the Tax Reform Act of 1969. Anticipating the Act, Winnick began to develop a position paper for the Ford Foundation's trustees proposing to set aside $10 million of the Foundation's assets for PRIs. Simon formed the Cooperative Assistance Fund (CAF), a consortium of Ford and other foundations that pooled funds to make PRIs, which now has a twenty-year record of support to business ventures in low-income and minority communities.

While conducting his research, Winnick learned that PRI was not a new concept, but something as old as philanthropy itself.  Benjamin Franklin was probably America's first social investor. In his will, Franklin left 2,000 pounds sterling in the form of a revolving loan fund for young artisans. And in the nineteenth century "Philanthropy at five" was the slogan of a group of wealthy men and women in England and America who undertook ambitious housing reform projects with returns fixed at 5 percent. Among them was George Peabody, an American-born banker who created the concept of a limited dividend corporation to develop and manage low income housing projects in England.

"This was a century ahead of what was heralded in American philanthropic circles of the 1960s as a bold and praiseworthy innovation," Winnick points out. "Indeed, the older version was more daring since philanthropic funds constituted the total investment rather than, as in our time, the relatively small component of a large aggregation of capital supplied by non-philanthropists."  In the early 1900s housing projects were financed by a few private foundations and donors, including the Russell Sage Foundation, which invested in the development of a modern garden community in Forest Hills, Queens, N.Y. John D. Rockefeller, Jr., financed the Paul Laurence Dunbar Apartments, a cooperative in Harlem where many notable figures of the Harlem Renaissance lived. But the Depression slowed this trend and took most philanthropists out of the social investment business.

In 1968, though, Foundation staff did not base their proposal to the Ford trustees on past precedent. Instead, they made the case that the social needs revealed by the turbulent 1960s and subsequent demands on philanthropic resources required extraordinary responses. The urgency and magnitude of the problems confronting America—poverty, racial tensions, and preservation of the environment—demanded that the Foundation, any foundation, stretch its assets to reach for real solutions. A paper presented to the trustees urged them to "re-examine the tradition that limits our philanthropy to a single mode—the outright grant."

The Ford trustees had considered the possibility of social investment prior to 1968 but had not looked upon it favorably. Some members of the finance committee had felt that a clear distinction should be made between the Foundation's investments and its grant-making activities. Winnick thinks that the prior attempt had failed "mainly because it was presented as a plea for transforming our investment officers into philanthropists instead of one for increasing the range and effectiveness of our program officers."

This time the trustees were persuaded by the argument that PRIs would allow the Foundation to stretch its assets. They approved the use of up to $10 million—about one-third of 1 percent of the total assets at the time—for PRIs in support of high-priority Foundation programs, chiefly minority business development, open housing, the production of low-income housing, and the preservation of the environment. It was expected that most investments would be short-term, extending over one to three years.

The statement announcing the new program said: The Foundation does not have nearly enough cash to meet all the demands on its agenda, so the program-related investments should be a way to stretch limited funds, as well as to attract the funds of others to good projects. PRIs will arm the Foundation with a range of options for achieving its objectives—the outright grant at one end, something a shade less than a regular market investment at the other, and in between such devices as guarantees, low-return stock and bond purchases, and even interest-free loans.
Early PRI Experience
The new program was based in the office of the vice president for administration; in other words, it was set apart from the Foundation's program divisions. The PRI office had a small core staff and relied heavily upon outside financial consultants to review and monitor investment opportunities. Proposals that looked promising were forwarded to grant-making staff for comment and "threshold approval," but little sustained interaction occurred between grant-making and PRI staff.  Within two years the PRI staff had made loans to ventures ranging from cattle feeding, fruitcake baking, and steel joist manufacture to fast-food franchising, publishing, public transportation, and catfish raising. Not surprisingly, some of the enterprises supported by PRIs failed.

A report by an outside consultant on the first two years of the program's operation took a dim view of some of the investments. Comments on specific projects included "original projections absolutely unfounded and overly optimistic" and "fantastic assumptions." The Foundation was urged to "stop thinking of PRI as some sort of interminable experiment" and to focus its PRI activity. The consultant suggested the Foundation hire professional loan officers to administer the program.

But reviewers did find that, for each dollar the Foundation had invested, outside sources had contributed an additional five. Ford's funding partners in the early years represented fourteen segments of the economy, including construction, banking, bonding companies, the insurance industry, private investors, church groups, and government agencies.  In assessing those early PRIs, it is important to acknowledge the context in which the Foundation was operating. "We were making substantial loans to small enterprises run by inexperienced entrepreneurs in the poorest neighborhoods," recalls a staff member. "It's surprising that we lost only 35 percent."

And there were some striking successes in the early years. A five-year loan of $600,000 helped launch the Harvard Community Health Plan, an experimental, prepaid group practice that became the prototypical health-maintenance organization. Trust certificates worth $1 million from M-REIT, a real estate investment trust, purchased or rented homes for interracial occupancy and provided open-housing opportunities in several communities. Loans to public television stations helped them purchase and renovate facilities.

A program officer recalls these PRIs as providing a basic lesson for the Foundation. "One of the lessons learned from successful loans was that they were most often in fields we knew very well—we knew the people and the players from our grant-making experiences. Many of our early losses were with types of ventures that, in retrospect, we probably had no business being in because we didn't know the field."

Reorganization

Because it was originally conceived as an investment activity, rather than as a supplementary tool for grant makers, during its early years PRI activity was not integrated with the Foundation's grant program. This was due in part to the fact that management responsibility for PRIs was lodged in the office of the vice president for administration, not in the program divisions. Although program staff in the grant-making units often referred potential projects to PRI staff for consideration, the process occurred frequently on an ad hoc basis and did not reflect any systematic exploration of opportunities to use PRIs in carrying out the grant program's mission.

Nonetheless, between 1968 and 1978, eighty-five PRIs totaling $53.3 million were committed by the Foundation, of which $34.9 million has been recovered. Of the remaining loans, $5.6 million remains outstanding and $12.8 million has been written off.  In the first ten years, PRIs were used predominantly for loans to small businesses, low-income housing, community development corporations, and other projects consistent with the Foundation's interest in the revitalization of poor, inner-city neighborhoods. These activities received fifty-three loans, compared with eleven PRIs for projects in poor, rural communities and ten for educational and cultural institutions. The predominance of PRI loans for projects in poor, urban communities reflects both the Foundation's programmatic emphasis on such projects and the greater applicability of the PRI tool to investment opportunities in small businesses, housing, and community development.

In 1979 Franklin Thomas became president of the Ford Foundation. From 1966 to 1977 he had been president and chief executive officer of Bedford-Stuyvesant Restoration Corporation, a community development corporation in Brooklyn, N.Y. He had experienced firsthand the important role social investment can play in a community. Grant and PRI funds and public-private partnerships had helped the Bedford-Stuyvesant CDC restore hundreds of units of abandoned housing and create new business ventures that provided jobs to low-income residents. Thomas encouraged PRI staff to develop a plan to reorganize and expand the social investment program. Staff began by evaluating the PRI portfolio, writing off some old loans, and making more use of financial intermediaries to award and administer loans to small businesses and other projects. A staff member recalls: "We discovered quickly that we wouldn't be able to handle a lot of direct investment in ventures. So we turned to intermediaries, who can both administer loan funds and provide technical assistance and backup support." The use of intermediaries remains a strong component of the PRI program today.

The reorganization plan for PRI was implemented between 1980 and 1981. In addition to moving the PRI office from the administrative to the program division, the Foundation placed a new emphasis on the program components of PRI and encouraged a closer collaboration between grant-making and PRI staff.  The years since this reorganization have led to greater integration between PRI and grant programs. Now, a PRI is usually part of a larger grant and loan strategy. The combination of philanthropic tools often increases both program impact and the likelihood of repayment. The closer relationship with grant funding has proven to be a critical step in the development of program-related investments.

THE PRI PROGRAM TODAY

As of September 1991 the Ford Foundation had made 229 program-related investments totaling nearly $196 million. Of total investments, $71.3 million has been repaid and $17.2 million written off.  Projects supported by PRIs have encompassed all of the Foundation's programmatic interests—urban poverty, rural poverty and resources, rights and social justice, governance and public policy, education and culture, and international affairs. Borrowers have been located in the United States and in developing countries. Most organizations receiving PRIs are either current or past Foundation grant recipients.

Currently, the Office of Program-Related Investments makes approximately $15 million in investments annually. PRIs are funded out of a $130 million set-aside from the Foundation's corpus. Over the years the trustees have increased the allocation to this level from $10 million. It is now a little more than 2 percent of the Foundation's current asset base. (For a five-year financial summary of PRIs, see Appendix, page 57.)

PRI operates as a revolving fund. The $130 million ceiling applied to an earmarked portion of the corpus disciplines PRI activities by tying future availability of loan funds to staff decisions on the terms for new PRIs—and on how well they monitor payback and resolve problems in troubled PRIs.  PRIs take several forms:

· Direct loans. The most common PRIs, loans have been made for such purposes as mortgage financing and predevelopment costs of housing and business ventures.

· Equity investments. The Foundation has purchased common and preferred stock in business ventures and bank holding companies.

· Loan guarantees. The Foundation has served as guarantor on a loan or line of credit given by another financial institution to encourage a private lender to become involved.

Interest rates and terms of loans made by the Foundation are negotiated on a case-by-case basis. Interest rates vary based on what the project can bear, but the rate is always considerably less than what a market rate investor would charge. Repayment terms are usually less than ten years and average seven years.

Although PRIs are made out of the Foundation's asset base, any losses are funded out of grant-making budgets. When a PRI is made, a loss reserve equal to 15 percent of the PRI is funded from the Foundation's grant budget. Financial performance of loans is reviewed quarterly by staff. If the condition of a PRI deteriorates, the reserve level is raised and the necessary funds are transferred from grant budgets to the loss reserve fund. Therefore, when actual losses occur, the amount needed to recognize the loss has already been added to this fund.

Repayments of principal on PRIs are credited to the set-aside and become available for new PRIs, but earnings are returned to the Foundation's corpus. PRI disbursements are counted as qualifying distributions toward satisfying the payout requirement that the Internal Revenue Service imposes on private foundations. PRI repayments increase the payout requirement just as would an unused grant returned to the Foundation.

How a PRI Is Made

The Ford Foundation is one of very few foundations that has a specialized office and staff for PRIs. Other foundations often use outside consultants, financial intermediaries, or trustees and administrative staff with financial expertise to assist with PRIs. The Foundation's PRI activity is currently administered by six program investment officers. Staff tend to be people who have spent part of their careers in the business world, often in banks or investment-related departments of companies, and part in nonprofit organizations or government agencies. The PRI staff are quick to point out that making program-related investments does not require a degree in finance or accounting. What is needed, they say, is the willingness to walk between the two worlds of finance and social purpose.

PRI requests are reviewed by both grant and PRI staff to ensure that the proposed deal is both financially sound and addresses programmatic interests. This is an iterative process. Commenting on his experience reviewing a potential PRI at the request of a grant-making colleague in Senegal, a program investment officer says: My approach was very technical: "I'm the expert on credit and I'm here to ask the hard questions." When I got to Senegal, I began to really understand the program aspects—the cultural context of the deal. I went to look at a credit program and I began to understand a membership organization and its goals. It taught me the importance of looking at program goals first.  People often come to PRI with a financing technique they want to try. To see if the technique makes sense, you have to look at the program. Usually, when you do that, the technique changes.
At times program officers have split their time between a grant-making office of the Foundation and the Office of Program-Related Investments. This is part of a Foundation strategy to continue integrating the work of the two units. The involvement of PRI staff with a project begins with an inquiry or proposal to the Foundation. Many requests are referred by program officers whose grant-making activities help identify a project with PRI potential. Sometimes the initial review does not result in a PRI but rather in the identification of another, more appropriate way to finance the project. Recently, for example, PRI staff went to an overseas field office to review the business plan of a nonprofit venture at the suggestion of grant-making staff. They recommended grant support to develop a business plan that attracted another funder willing to support the project on a grant basis.

A former director of the Foundation's Rural Poverty and Resources program put it this way: "There are projects we've looked at together, where it turned out that grant funding was the way to go—a clearly identifiable repayment source wasn't available, for example. But the process of evaluating whether this is a good PRI opportunity lends strength to the grant analysis."  The review of each PRI request includes a look at the overall financial health of the requesting agency and its financing needs apart from the requested loan. In many cases, a grant for operating expenses or to help build financial reserves may be recommended as part of the investment package.

The Foundation's financial services staff also occasionally assist in PRI transactions. They have helped PRI staff review the terms of deals and have helped some PRI recipients to locate appropriate banking services. The treasurer and director of financial services for the Foundation says that he and his staff enjoy working with the PRI office. "Our staff generally want to know more and to become involved with the program work of the Foundation, and this is one way to do it." In fact, many foundations with small program staffs use their financial services staff to make PRIs.

In the course of reviewing a project, PRI staff may meet with other potential backers of the project and help the applicant package its request to other funders. Kirsten Moy, vice president of the Equitable Life Assurance Society of the United States, which has been a partner on many PRI projects, spent a year in the PRI office of the Ford Foundation before taking her present position at Equitable.

"It's good to have different funding partners involved in projects," Moy says. "You need different pieces of financing and, thus, players who have different resources and objectives." Moy says that each partner in a social investment has to decide on the level of risk its institution will assume. "What is appropriate for Ford may be inappropriate for Equitable," she says. "At Ford, I felt I could take greater risks. The worst thing there was not trying to do something; the achievement of social purpose seemed to be the most important thing. At Equitable, we're a business. Here, one of the worst things is losing our money."

As terms for a possible loan or investment are negotiated, the Foundation's legal counsel become involved to identify any legal issues, help define loan terms, and draft commitment letters. Counsel also obtain outside legal opinions on PRIs when needed and, in rare cases, have supervised bankruptcy or reorganization filings when investments have failed.  Foundation counsel report that they have faced few legal difficulties when structuring PRIs to meet Internal Revenue Service standards. According to one of the Foundation's resident counsels, "Most situations are clearly covered by the examples provided in the Treasury regulations." Once the terms of the deal have been negotiated with the applicant, the PRI is submitted for approval to the president of the Foundation, following the same procedures used for grant recommendations.

When a PRI is approved, a commitment letter outlining the terms of the investment is sent to the applicant. The letter may specify special requirements that must be met before funds are released. Since PRIs are often made at an early stage of a project to assist the borrower in negotiations with other potential financing sources, PRI staff must wait for those negotiations to be completed before investment agreements can be executed. Reporting and repayment requirements are included in the investment agreements, and PRI staff regularly review the progress of the project, payment status, and financial reports.

Managing Risk and Loss

Among the issues that do not arise in grant making are: How much, if any, of a foundation's assets are trustees willing to risk? How much security do they want? Is the foundation willing to consider foreclosure if a venture fails?  "From the beginning, we faced the occupational hazard of all PRIs," recalls one of the program's founders. "If the deal is too risky, you don't want to do it, and if it's not risky, why do it?"

But all actions taken by a foundation, whether grants or PRIs, involve some level of risk. Can the program be carried out within budget? Will the grantee be able to accomplish its goals? If the goals are accomplished, will they lead to the expected level of impact? For PRIs, the foundation also runs the risk that it might not recover its funds. Even if the programmatic purpose is achieved, a project might not reach its financial targets and therefore might be unable to repay its PRI. For these reasons, it is important for a foundation considering making PRIs to decide how much risk it is willing to take and how it will manage that risk.

The Ford Foundation has chosen to take a fairly high-risk profile in its PRI program compared to commercial lenders and has established several mechanisms to manage that risk. A recovery rate of 85 percent was targeted, in an effort to balance the goal of providing the most needed type of PRI financing (often unsecured investments made in the early stages of a project's development) with the advantages to be gained by recycling PRI funds. As noted above, to cover the expected 15 percent loss rate without impairing the value of the Foundation's corpus, a loss reserve is established with grant funds. In addition, many PRIs require that the recipient maintain its own loss reserve fund.

Total actual and anticipated losses of the Ford Foundation's PRI program during the past twenty-three years have been 21.6 percent. On investments made during the program's first five years, the loss rate was 35.4 percent. For investments made since fiscal year 1982, the rate is 17 percent.  The reduction in losses reflects the fact that PRIs are no longer made in privately owned small businesses. Rather they are now most often made in areas where the Foundation has program expertise or to intermediaries with special expertise. The reduction also reflects the improved monitoring of PRIs and the sharper distinctions made between what should be funded with debt and what should be supported with grants. Every recommendation for a PRI includes an assessment of risks, factors that offset them, and steps that will be taken to mitigate the risks.

Nearly one-half of all PRI losses in the program's history came from investments in small-business ventures. A review of the Foundation's loss experience conducted in the early 1980s provided some important lessons. According to the director of the PRI office: Unless you know an industry well and are prepared to take an active management role, it's very difficult to invest directly in small businesses. Our funding was sometimes inappropriate; business ventures that met our program goals (those owned by minorities and/or located in low-income communities) needed equity financing, and the PRI program could only provide medium-term debt. Also, the ventures were often far removed from our office in New York, complicating the already difficult tasks of monitoring and problem-solving that make up a successful business investment program.
To address these problems, the Foundation has made increasing use of intermediaries to administer loans and investments in small-business development.  Most PRIs are general recourse loans to the borrowers. When collateral of some value is available, the Foundation usually takes a security position against that asset. In many of its PRIs, the Foundation agrees to take a secondary position against the collateral that secures the loan.

The PRI director continues:  Since we are risk-capital providers, we are rarely well secured and will therefore inevitably suffer capital losses in the event of project failure. The risk profile of our investments is similar to that of venture capitalists who provide seed capital to new ventures. But venture capital investors enjoy the prospect of large capital gains on a few of their investments, and if a venture fund is successful, those gains will more than cover losses on other deals. Since the Foundation's PRI program emphasizes programmatic goals rather than financial gain, we do not make investments with significant profit potential. Therefore, the PRI program will suffer some level of capital loss. But these losses are considered a cost of the program and weighed against the benefits of recovering and recycling the great majority of PRI funds. Certainly recovering 85 percent of a PRI from a project that accomplished an important program goal is less costly than if the total project had been supported with non-recoverable grant funds."
Six Lessons

The lessons learned from managing risk and loss can be summarized as follows. First, PRI's greatest impact and most impressive repayment record have been in projects that are related directly to the Foundation's grant programs. Like private investors, Foundation staff must know the market in which a project operates in order to assess the feasibility of its plan. Specialized consultants are still often needed, but a grant maker's experience in a particular field makes it easier to determine the key questions and assumptions and whom to approach for assistance. Also, many PRI projects require layers of social and conventional investments. Foundation staff familiar with a particular program area serve an important role identifying other public and private investors needed to support an initiative.

The second lesson is also related to the importance of program focus. Staff who administer PRIs must have a strong knowledge of the program areas of the Foundation as well as skills in financial analysis in order to assess the potential social impact of an investment. Without this program orientation, projects may be chosen because they are loan opportunities and not because they are part of a program strategy.

The third lesson is that borrowers almost always need project equity, mostly in the form of grants, for some aspect of their work. Occasionally project equity comes from other sources, but often the Foundation is asked for this support as well as for a PRI. If a project is related directly to the Foundation's program interests, it is easier to provide such support. Some equity, such as funds for a loss reserve of a loan fund intermediary, is difficult to raise elsewhere. Judiciously applied grant funds help improve the likelihood of the project's success and repayment of the PRI. Grants may also serve as seed capital to test a new project before a loan is made and the project "goes to scale" with a larger financial investment.

The fourth lesson is the importance of thinking through the Foundation's willingness to obtain collateral as security in order to have "a seat at the table" with other creditors as they discuss a troubled loan, and to foreclose to recover assets in a "worst-case" scenario. As a secured investor knowledgeable about a social problem or program, the Foundation can play a critical role in helping creditors determine whether a troubled loan might be saved by restructuring it. In the event a project fails and the best outcome is to liquidate secured assets, the Foundation may want to consider foreclosure as an option or face the problem of sending a mixed message to other borrowers about repayment.

Fifth, as program areas mature, it is important to find and support intermediaries that can carry out specialized social investment activities. Although the Ford Foundation has learned much from direct investing and plans to continue in that role, it has reduced its risks and expanded its coverage by supporting other for-profit and nonprofit institutions that have specialized lending capacities. Foundation staff point out that working through intermediaries offers the following advantages:

· Intermediaries serve as "wholesalers" who can process large numbers of small loans or investments more efficiently than the Foundation could if it considered each individually.

· Intermediaries can develop expertise in a particular field or region that the Foundation cannot afford to develop.

· The support of intermediaries helps develop institutions that can raise capital and distribute it to projects.

However, when choosing an intermediary, it is important to consider whether it has the ability to develop a sufficient capital base. An intermediary that plans to make investments over the long term must be able to secure capital from a variety of sources and build its own financial strength through grants received or earnings on investments.

Sixth, foundations may find that supporting social ventures stimulates rethinking of many of their assumptions about nonprofit financial management. For example, foundations may tend to look at cash reserves as idle money that should be spent on projects. But this makes it very difficult to build the financial strength necessary for independence. Few venture capital funds or private banks have their funds entirely invested. Typically, some portion is placed in low-risk, liquid investments to provide a steady source of income and the flexibility to invest in extraordinary or unanticipated opportunities. "Reserves aren't idle," says Thomas Miller, the Ford Foundation's PRI director. "They are like a standing army: You have to have it ready when it is needed."
Staff have found that getting involved in PRIs means addressing these and other questions about how the nonprofit sector manages risk and loss. Grappling with these issues has led to the realization that a conscious and explicit effort, including the willingness to go beyond traditional grant support, is necessary to build financially strong nonprofit institutions.
Footnotes
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� The PRI Institute trainers emphasize that this report reflects the Ford Foundation’s experience as of 1991.  The Foundation’s investment performance has improved since the early days and many of its 1991 reflections remain relevant today.
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