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The return on
governance

Good governance could deliver a
higher return and more resilience in
endowments and foundations portfolios
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Strong investment governance
helps make a tangible contribution
to portfolio outcomes, particularly
over the long-term time horizons
of endowments and foundations
(E&F) portfolios.

The opening years of the 2020s have delivered a
wave of interconnected challenges for investors,

with the combined impact of COVID-19, the war in
Ukraine and rising interest rates driving widespread
regime change across the global economy and
financial markets. From high inflation and supply
chain disruption to banking crises, the complexity of
today’s backdrop has brought new tests for investors.

In this environment, investment committees and
trustees managing portfolios on behalf of E&F
organizations are focusing much of their energy on
portfolio construction and the risk-adjusted returns
expected from portfolio allocations. This “return on
investment” is front of mind for many organizations.
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We believe that generating
a “return on governance”
can be particularly effective
for E&F portfolios — from
charities and foundations to
faith-based organizations.
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In their bid to maximize returns, however,
organizations risk overlooking the potential “return
on governance”; namely, how good governance
practices can potentially help enhance returns and
better manage risk over the long term.

From our work with global investors — from
endowments and foundations to sovereign wealth
funds and pension schemes — we know that

good governance enables portfolios to respond to
changing circumstances and market movements.
This flexibility mitigates the risk of being caught off
guard by adverse events and supports organizations
seeking to capitalize on investment opportunities
through periods of market upheaval.

We believe that generating a “return on governance”
can be particularly effective for E&F portfolios —
from charities and foundations to faith-based
organizations — given the long-term time horizons
that typically characterize the objectives of this group
of investors.

We were interested in understanding — and
quantifying — what a “return on governance” could
potentially constitute in the context of a long-term
E&F portfolio, and we explore the implications of that
in this paper.
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The return on governance

We believe it is prudent for
E&F organizations to consider
the long-term value-add of
governance frameworks in
managing portfolios.

We believe that a robust governance model can:

Help align liquidity decisions within
portfolio allocations to a long-term
horizon

Expand diversification of the
portfolio across asset classes to
manage risk
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Help enable effective rebalancing

In combination, these three core components
enhance organizations’ flexibility to navigate
regime change and geopolitical events

in markets.
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In this paper, we quantify the estimated “return on
governance” derived through the implementation of
these three core components.

Based on the expected returns of model portfolios in
relation to Mercer Investments’ long-term (10-year)
capital market assumptions, our proprietary analysis
suggests that, in the aggregate, these frameworks
contribute 115 bps to annual performance.

This is not to say that plans and organizations with
strong governance policies and procedures in place
can expect to achieve an additional 115 bps each year.
Rather, organizations that have yet to implement these
frameworks risk missing out on an estimated 115 bps
of performance annually.

In the context of an annual return target of 6%-7%
(relative to a 4%-5% spending rate for a typical
endowment portfolio, on top of long-term inflation),
115 bps annually is significant. For a $100 million plan,
this would be in excess of $1 million in value per year.

Compounded over the course of a time horizon of 10,
20 or 30+ years, this expected annual “performance
buffer” becomes even greater.

Illustrative return on governance*
Impact of contributors

10 bps

Help ensure diversification
to potentially reduce risk

Contributor 2

90 bps 15 bps

Incorporate an Capitalize on
illiquidity budget rebalancing

Contributor 1 Contributor 3

115 bps return from governance

N

Contributor 1

Incorporating an
illiquidity budget for long-
term growth

Contributor 2

Diversify to build
resilience and reduce risk

h
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Contributor 3

Capitalize on
opportunities by
rebalancing efficiently

* As of August 1, 2023. Expected returns are derived using Mercer’s Capital Markets Assumptions. This is shown for informational and illustrative purposes only.
There are no guarantees that Mercer assumptions are or will be accurate. Actual performance is likely to vary. See Important Notices for additional information.
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Events of the recent
past have prompted
many organizations

to reassess portfolio

exposures.

Events of the recent past have prompted many
organizations to reassess portfolio exposures,
understand underlying geopolitical risks more
accurately and reflect on their ability to respond to
market events.

Through the market turmoil and underperformance
catalyzed by Russia’s invasion of Ukraine in 2022 or
the banking crisis in the first half of this year, risk-
management policies and procedures have become a
priority for investment committees and boards.

Of course, governance challenges evolve over time.
In establishing a policy, many organizations seek our
guidance on translating asset-allocation decisions
into policy ranges. But once these ranges are
established, it is not simply a case of “set and forget,”
particularly over extremely long-term investment
horizons. Organizations need to ensure rebalancing
policies can be structured to take advantage of
market dynamics as opportunities arise. Plans need
adequate flexibility to manage around these ranges.

A recent market dynamic has provided a challenge
for E&F organizations when it comes to private
market allocations versus target after a public market
drawdown. Known as the “denominator effect,” the
declining value of (in some cases) large public equity
allocations has hit total portfolio values, causing
many private markets allocations to overshoot

policy targets. Even organizations with sophisticated
governance structures have required flexibility to
manage through these complexities.

We hope that this paper proves useful
for organizations reexamining their
governance capabilities, with a view
to helping enhance resilience through
regime change in markets.




Contributor 1:
Incorporating an illiquidity
budget for long-term growth
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Allocations to illiquid assets can
help provide compelling risk-
adjusted returns, the potential
for greater diversification, an
illiquidity premium and potential
protection from public

market shocks.

By allocating a portion of portfolios to illiquid assets,
we believe investment programs can better support
their strategic objectives over the long term.

In many cases, E&F organizations are investing to
meet annual cash and/or spending requirements,
delivered by capital growth of the portfolio. With
these objectives in mind, portfolios may benefit
from the return premium, downside protection
and diversification benefits derived from taking on
illiquidity risk.

For some organizations, it may be useful to consider
the question of “opportunity cost”: the cost of not
allocating to illiquid or alternative assets when you
have the ability to.

A strong governance model allows these
questions to be asked around ability and
opportunity cost of investments in certain asset
classes, such as illiquid assets. If organizations are
not considering the opportunity costs, they may
establish programs that are not optimal from a
risk-and-return standpoint.
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To estimate the opportunity cost of not allocating to the Example 1*

likes of private equity, credit, real estate or hedge funds,

we analyzed the long-term relative expected performance

of two model portfolios based on our long-term (10-year) Typical endowment foundation model (baseline)
capital market assumptions. The first portfolio is a baseline
representing a typical endowment foundation model,
constituting a 60/40 equity-fixed income split. The second
(Portfolio 1) includes a greater element of diversification
with less liquid assets.

@ 60% Global equity

0 o .
We estimate that incorporating illiquids within the ® 40% Global fixed income portfolio

governance model constitutes 90 bps annually — three-
quarters of the overall 115 bps return on governance we
estimate good governance can deliver each year — by
supporting an increase in risk aligned with the risk tolerance
of the organization.

Portfolio 1
Comparison of the expected returns of the baseline model
portfolio and Portfolio 1 showcases the potential value GED
created by trading a proportion of core public equity and pr—
fixed income assets for illiquid assets.

L]

@ 35% Global equity

@ 25% Private equity

@ 25% Global fixed income
15% Diversified hedge funds

Typical endowment foundation model (baseline)

5.6% 11.9%

Illustrative expected return Illustrative expected risk

Portfolio 1

6.5% 12.8%

* As of August 1, 2023. Expected returns are derived using Mercer’s Capital Illustrative expected return Illustrative expected risk
Markets Assumptions. This is shown for informational and illustrative

purposes only. There are no guarantees that Mercer assumptions are or will

be accurate. Actual performance is likely to vary. See Important Notices for

additional information.
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Our analysis does not account for the operational and
logistical needs of building an illiquid allocation, which will
vary depending on the scope and specifics of the allocation.
The potential for above-median manager performance
from funds has also not been factored in. The 90-bps
annual premium delivered by a governance model that
incorporates illiquid allocations is based on the median
expected returns over a 10-year period, not accounting for
the potential for manager alpha.

Key points

Potential benefits of implementing
illiquid allocations

Beyond illiquidity premium, illiquid allocations
may offer a degree of downside protection

against the day-to-day volatility and economic
cyclicality of public markets, supporting
portfolio resilience to rising interest rates,
persistent inflation and short-term

market volatility:

+ Real asset allocations such as infrastructure
and real estate tend to generate revenues
tied to inflation, whereas floating-rate
private debt can serve as a long-term
inflation hedge.

+ Inthe private equity space, managers
generate returns through their ability
to transform the condition and value
of a portfolio company at the time of
acquisition or investment to something
discernibly better at the point of exit, sale
or continuation in another fund vehicle.
In doing so, managers deliver a value-add
premium for investors.




Contributor 2:
Diversify to build resilience
and reduce risk
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We believe that by expanding
diversification to incorporate
a broad range of asset classes,
organizations can potentially
reduce risk across portfolios.

Having incorporated illiquid exposures within the
portfolio, we encourage organizations to consider
the potential benefits of diversification more broadly.
Organizations can strengthen governance by
ensuring an optimal level of diversification within
the constraints of the organization, such as cash
needs. Put another way, being open to asset-class
diversification is essential to good governance.

Generally, organizations with greater cash
requirements (as a percentage of the portfolio) are
more conservative, with limited desire for shorter-
term volatility. Some diversification tools are better
than others when thinking about cash-flow needs
in the near term or the ability to accept short-/
intermediate-term volatility.

Our analysis indicates that expansion of diversification
programs — for example, by increasing strategic
allocations to assets like real assets, inflation-linked
bonds and additional multi-asset credit strategies
that all offer downside and/or inflation protection,

as featured in Portfolio 2 in our examples — can
expect to deliver material risk reduction based on our
forward-looking assumptions.
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Extending our analysis to compare the relative performance

of Portfolio 2, we showcase the potential impact of

advancing the diversification program. Although Portfolio

2 only delivers a marginal benefit (10 bps), in terms of
expected return, the additional diversification of this

portfolio has a material impact of 380 bps in reducing risk.

Organizations with goals to implement diverse programs
will be affected by a range of factors, including the
availability of products in asset classes and portfolios'’
liquidity requirements. Investment programs designed

to outperform benchmarks by defined margins may also
employ very different strategies, managers and allocations
to those seeking to minimize performance deviations from
set benchmarks.

Example 2*

Typical endowment foundation model (baseline)

@ 60% Global equity
@ 40% Global fixed income portfolio

Portfolio 1

@ 35% Global equity

@ 25% Private equity

@ 25% Global fixed income
15% Diversified hedge funds

Typical endowment foundation model (baseline)

5.6% 11.9%

Illustrative expected return Illustrative expected risk

Portfolio 1

6.5% 12.8%

Illustrative expected return Illustrative expected risk

Portfolio 2
Unconstrained growth reference portfolio**

6.6% 9.0%

Illustrative expected return Illustrative expected risk

* As of August 1, 2023. Expected returns are derived using Mercer’s Capital Markets Assumptions. This is shown for informational and illustrative purposes only.
There are no guarantees that Mercer assumptions are or will be accurate. Actual performance is likely to vary. See Important Notices for additional information.
** A portfolio created by Mercer including a broad range of asset classes and diversified investment approaches.
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We encourage all organizations to consider the material
risk-reduction benefits of an expansion of diversification
programs regardless of their return objectives. In many
cases, opportunities exist to reduce risk without sacrificing
return by adding additional asset classes.

Although organizations’ ability to offset risks through
diversification will vary meaningfully according to their
specific circumstances, we recommend that committees
quantify and rate the risks to their organizations in terms of
potential impact.

Key points

The potential benefits of
diversification can include:

1. Lower overall risk profile, without
affecting expected returns

2. Potential protection of value during
drawdowns

3. Differentiated drivers of return, which
may smooth returns over time

4. Taking advantage of the investment
opportunity set beyond traditional
stocks/bonds (on this element
in particular, robust governance
around the selection and oversight of
managers can help support effective
alpha generation over time)




Contributor 3:
Capitalize on opportunities by
rebalancing efficiently
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Rebalancing may help enhance
returns but is most important as a
tool for risk control and mitigation.
Declining markets will ultimately
trough and rebound. Without
rebalancing, portfolios may struggle
to recover lost value.

When an asset class moves beyond a specific range,
it may cause the expected return and/or risk of the
portfolio to diverge from its strategic intentions.
This is because organizations' governing policies
generally provide asset-allocation ranges for each
asset class within the portfolio around a strategic
asset-allocation set in pursuit of specific return and
risk targets.

The adoption of a governing policy imposes a fiduciary
obligation to maintain the investment structure of

the portfolio in line with the terms of the investment
policy statement (IPS). Industry best practice requires
periodic rebalancing toward asset-allocation targets.
Actual allocations moving outside the maximum and
minimum ranges should be addressed promptly,
unless otherwise provided for in the IPS.
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Historically,
rebalancing
capabilities have
contributed most
significantly to
portfolio returns
through periods of
market drawdown.

We believe effective rebalancing that adheres

to asset-allocation targets and ranges is a core
component of good governance, helping to deliver
both long-term return and risk benefits for portfolios.

However, in an increasingly complex market
environment, flexible asset-allocation targets and
policies that enable nimble, timely rebalancing have
become key tools for organizations dealing with
unexpected market changes. It is, of course, essential
for organizations to consider the rebalancing process
in the context of the costs and risks involved.

Historically, rebalancing capabilities have contributed
most significantly to portfolio returns through

periods of market drawdown.

Our analysis suggests that rebalancing halfway to
target is most effective.

Using a long-term starting point of 1990, we assessed
a 60/40 portfolio that was rebalanced monthly
halfway to target. The 60/40 portfolio produced a
return of 7.23% over the course of the period, and
the 60/40 portfolio that was rebalanced halfway to
target produced a 7.41% return (assuming a 10 bps
transaction cost and both net of fees).

1.23%

No rebalance

1.41%

Rebalance half-
way to target
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This indicates a premium for rebalancing halfway to target.
We estimate that effective rebalancing provides a return on
governance of 15 bps.

By establishing and implementing a rebalancing policy,
organizations provide a base level of discipline in response to
potentially extreme market events and stressed scenarios.

Having a rebalancing
policy in place is non-
negotiable, with the
time to implementation
warranting particular
consideration.

oooooooooooooooooooooooooooooooooooooo

Timely implementation is essential to
effective rebalancing

To optimize the effectiveness of rebalancing
policies, organizations must have the flexibility and
infrastructure to assist with timely implementation
(for instance, monthly or quarterly).

Some investment committees require committee
approval for all rebalancing, which can present major
delays to timely implementation. In these scenarios,
opportunities that require implementation in a
matter of days may take weeks or months to action.

When organizations have dedicated investment
staff, a good governance model would authorize
rebalancing within particular ranges without full
committee approval. Authority to implement policies
may also be delegated to an investment consultant
or a subgroup of the investment committee.

In our view, having a rebalancing policy in place is
non-negotiable, with the time to implementation
warranting particular consideration.
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Key points

When rebalancing, every
day counts

The most important factor in
determining the effectiveness

of rebalancing policies is time to
implementation, particularly through
periods of market stress as the chart
below illustrates.

As the below market events indicate, the case is clear for
selling at the bottom and trying to get back into the market
at the right time. Crucially, though, the time to recovery or
bounce back in equity markets can happen within a matter
of days and weeks, making the speed of response even
more important. We note that it is incredibly hard to time
when markets hit a bottom (and often impossible), but in
many cases, organizations have no opportunity to capture
this upside if the rebalancing policy does not allow for
trading efficiently and in a timely manner.

COVID-19 Russia/Ukraine SVB/Regional banking distress
Event date 3/11/2020 2/19/2020 3/10/2023
Start of selloff 2/24/2022 2/16/2022 3/6/2023
Duration of selloff (trading days) 24 15 6
(l::;::ri:;ndt:y:?cover prior level 101 11 14
Size of selloff (1%) -33.8% -6.7% -4.7%
One week from bottom 17.4% 2.3% 2.5%
Three months from bottom 40.7% -0.9% 13.8%
12 months from bottom 77.8% -2.7% N/A

Source: Bloomberg, Mercer Analysis. Data as of june 23, 2023.

* A selloff is deemed to be the selling of a large enough volume of securities within a short time to cause a corresponding dramatic decline in pricing.



Special focus

Special focus:
Resilience to geopolitical risks
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Throughout the course of this
paper, we have estimated

the return on governance
contributed by three core
components of an effective
governance model.

Some of the biggest risks that organizations’
governance models need to manage and respond to
are geopolitical. Given that the impacts of geopolitical
events are idiosyncratic, short-term and specific to
events as they unfold, it would not be appropriate for
us to estimate a comparable return on governance

in relation to the ongoing management of these
geopolitical risks.

However, the three components of governance we
have considered are instrumental to organizations’
crisis-response capabilities. Steps to build illiquid
allocations, expand diversification and reduce risk
should give organizations confidence through periods
of market crises.
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Managing geopolitical risks

Through diversification away from equities, organizations
reduce their portfolios’ direct equity risk to geopolitical

events. Analysis of the impacts of a range of market shocks

indicates that the median shock to the equity market is a

down 6.6% net return for equities.

Example 3*

Typical endowment foundation model (baseline)

@ 60% Global equity
@ 40% Global fixed income portfolio

Portfolio 1

@ 35% Global equity

@ 25% Private equity

@ 25% Global fixed income
15% Diversified hedge funds

Our model diversified portfolio has an equity beta (sensitivity to change in the equity market) of 0.4% — 33% lower than

Typical endowment foundation model (baseline)

5.6%

11.9%

0.6%

Expected return

Expected risk

Equity beta

Portfolio 1

6.5%

12.8%

0.7%

Expected return

Expected risk

Equity beta

Portfolio 2

Unconstrained growth reference portfolio**

6.6%

9.0%

0.4%

Expected return

Expected risk

Equity beta

a traditional 60/40 portfolio. By having a lower equity beta, organizations tend to enhance their resilience to equity

market shocks.

* As of August 1, 2023. Expected returns are derived using Mercer's Capital Markets Assumptions. This is shown for informational and illustrative purposes only.
There are no guarantees that Mercer assumptions are or will be accurate. Actual performance is likely to vary. See Important Notices for additional information.
** A portfolio created by Mercer including a broad range of asset classes and diversified investment approaches.
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Key points

Enduring sudden shocks

In our view, investors can build
potential portfolio resilience to
sudden shocks in the following ways:

* Maintain geographical, sector and
return-driver diversification in
portfolios.

+ Look to build potential portfolio
resilience through strategic
allocations to downside protection
assets, such as sovereign bonds,
inflation-linked bonds and gold.

+ Some managers may have the
necessary skillset and flexibility
to navigate these kinds of crises
through dynamic and opportunistic
risk expression and a more robust
risk management toolkit.




Conclusion
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Organizations should aim to build
investment programs that meet their
needs in the most efficient

way possible.

To help achieve this efficiency, committees and staff
should explore all ways to improve and optimize the
management of these assets, including qualitative
governance strategies. By employing good
governance — and the three contributors analyzed
above — organizations may achieve stronger
investment results while prudently managing risk.

During strong markets, good governance ensures the
program does not leave “money on the table” in the
form of portfolio returns. Through market downturns,
good governance models can help to ensure market
value protection and provide all parties with peace of
mind that the program has the appropriate level of
risk to weather storms.

Building good governance models into the
investment process unlocks real value potential for
your organization.
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For further information, please visit , email us at
or reach out to one of our specialists:

Adeline Tan Gilles Lavoie

Asia Canada

T: +852 3476 3834 T:+1 514 841 7583
E: E:

Michel Meert Rebekah Dunn
Europe Pacific
T:+32471712514 T. +61 2 8864 6889
E: E:

Rob Ansari Paul Fleming

United Arab Emirates
T: +971 50 2204626
E:

United Kingdom
T: +44 20 7178 3373
E:

Texas Hemmaplardh
United States

T:+1 2123450713

E:

Michael Lauer
United States

+1 314 446 5305
E:
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Important notices

References to Mercer shall be construed to include Mercer (US) LLC and/or its
associated companies.

© 2023 Mercer (US) LLC. All rights reserved.

This 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.

Portfolio expectations are forward looking and reflective of Mercer’s
Capital Market Assumptions, as defined by asset class and incorporating
return, standard deviation and correlations. Our process for setting asset
class expected returns begins with developing an estimate of the long-
term normal level of economic growth and inflation. From these two key
assumptions, we develop an estimate for corporate earnings growth and
the natural level of interest rates. From these values, we then estimate the
expected long-term return of the core asset classes, equity and government
bonds. We combine current valuations with our expectations for long-term
normal valuations and incorporate a reversion to normal valuations over a
period of up to five years. Volatility and correlation assumptions are based
more directly on historical experience except in cases in which the market
environment has clearly changed.

Return expectations are intended to illustrate the hypothetical performance
of a recommended asset allocation, based on the expected return of passive
indices considered by Mercer to be representative of each asset class. Return
expectations do not incorporate performance impact of active management.
The views expressed are provided for discussion purposes and do not provide
any assurance or guarantee of future returns.

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 mercer.com/footer/conflicts-of-interest-mercer-investments.

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 the particular client’s circumstances, investment objectives and needs. As
such, investment results will vary, and actual results may differ materially.

Past performance is no guarantee of future results. The value of investments
can go down as well as up, and you may not get back the amount you have
invested. Investments denominated in a foreign currency will fluctuate with
the value of the currency. Certain investments, such as securities issued by
small capitalization, foreign and emerging market issuers, real property,

and illiquid, leveraged or high-yield funds, carry additional risks that should
be considered before choosing an investment manager or making an
investment decision.

Information contained herein may have been obtained from a range of
third-party sources. Although 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.
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For the most recent approved ratings of an investment strategy, and a fuller
explanation of their meanings, contact your Mercer representative.

Mercer universes: Mercer’s universes are intended to provide collective
samples of strategies that best allow for robust peer group comparisons over
a chosen timeframe. Mercer does not assert that the peer groups are wholly
representative of and applicable to all strategies available to investors.

Please see the following link for information on investment management
index definitions.

Not all services mentioned are available in all jurisdictions. Please contact
your Mercer representative for more information.

Investment management and advisory services for US clients are provided
by Mercer Investments LLC (Mercer Investments). Mercer Investments LLC
is registered to do business as “Mercer Investment Advisers LLC" in the
following states: Arizona, California, Florida, Illinois, Kentucky, New Jersey,
North Carolina, Oklahoma, Pennsylvania, Texas and West Virginia; as “Mercer
Investments LLC (Delaware)” in Georgia; as “Mercer Investments LLC of
Delaware” in Louisiana; and “Mercer Investments LLC, a limited liability
company of Delaware” in Oregon. Mercer Investments LLC 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 Parts 2A and 2B can be obtained by
written request directed to: Compliance Department, Mercer Investments,
99 High Street, Boston, MA 02110.

Certain regulated services in Europe are provided by Mercer Global
Investments Europe Limited and Mercer Limited.

Mercer Global Investments Europe Limited is regulated by the Central Bank
of Ireland under the European Union (Markets in Financial Instruments)
Regulation 2017, as an investment firm. Registered office: Charlotte House,
Charlemont Street, Dublin 2, Ireland. Registered in Ireland No. 416688.
Mercer Limited is authorized and regulated by the Financial Conduct
Authority. Registered in England and Wales No. 984275. Registered Office: 1
Tower Place West, Tower Place, London EC3R 5BU.

Investment management services for Canadian investors are provided by

Mercer Global Investments Canada Limited. Investment consulting services
for Canadian investors are provided by Mercer (Canada) Limited.
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