
	
 

Small- To Mid-Sized Endowments Slipping Into Liquid 
Alternatives  
Oct 30, 2014 - - Kimberly Chin  

Small- to mid-sized endowments are turning to liquid alternatives as a way to mimic hedge fund returns and 
preserve their capital during market downturns. Smaller foundations—those with less than $101 million in 
assets—have smaller investment staffs and limited resources, which makes the due diligence required of 
illiquid alternatives burdensome. The structure of liquid alternatives, which require daily, weekly or bimonthly 
reporting, enables smaller foundations to keep a closer watch on the investments, according to market 
practitioners.  

In a recent risk management survey from SEI, Nonprofit Investment Challenges 2014: Nonprofits Focus on a 
More Robust Investment Oversight Process, 78% of respondents said that managing an investment portfolio 
was more complex than in the past. When asked to rate their priorities over the next 12 months, 42% of 
respondents said identifying and maintaining an appropriate level of liquidity in the investment portfolio, 35% 
said increasing portfolio diversification, and 35% said improving investment committee education around new 
investment vehicles. “The concerns for foundations are ample liquidity, fee transparency, transparency 
generally,” said Jason Taylor, a senior consultant at Wurts & Associates.  

The need for transparency has been fueled partly by foundations’ growing desire to play in the alternatives 
space. In the SEI survey, 92% of foundations with more than $300 million in assets had allocated capital to 
alternatives. For those with less than $300 million, 78% had allocated to alternatives. Around 96% of the 
survey participants with alternatives allocations said they would either maintain or increase their allocation to 
alternatives in the next 12 months.  

Liquid alternatives are alternative investment strategies that are available through vehicles that provide 
daily liquidity such as mutual funds and exchange traded funds. Liquid alts are also known as 40 Act funds 
because they were created by the U.S. Congress in 1940. The frequent reporting required of them offers a 
high level of transparency and fairly accurate valuations. The class is less risky than traditional alternatives and 
can be less costly. According to Taylor, liquid alternatives cost less than the standard hedge fund or 
fund-of-hedge funds. He explained that the cost varies depending on the strategy. The lower end cost of a 
liquid alts strategy is 80-100 basis points, he said. In the second quarter, hedge funds charged roughly 1.5% 
management fees and 17.6% performance fees, according to HFR data.  

It’s About Protection  

While traditional stocks and bonds have been the mainstay for investors looking to invest prudently and 
maintain their asset pools, the low interest-rate environment has made it harder for investors to generate the 
returns they need to meet their expenses. Foundations and endowments have an added burden because they 
have an annual spending requirement of 5% plus inflation. Taylor added that the market environment is 
prompting investors to search for higher returns in different places. Investors are concerned about what will 
happen to their bond portfolios, Taylor said. “Equities seem like they’re fairly valued, but there’s not much room 
to move out there.”  

According to HFR, liquid alternative mutual funds and ETFs posted a 0.36% gain year-to-date through Oct. 28. 
In the same period, hedge funds in the HFRI Fund Weighted Composite Index posted a 3.07% gain. But 
according to Steve Kneeley, ceo of Context Asset Management, an alternative investment manager, a top 
reason for entering a liquid alternatives strategy is for downside protection. “If you can protect the downside, 



your corpus is still there,” he said. Since liquid alts can mimic a hedge fund strategy, the vehicle could hedge 
against a down market. The downside protection of a hedge fund over a long cycle will reward a portfolio, 
Kneeley said.  

“We can’t afford to have large losses,” said Donald Rickner, director of the $8.4 million Saddleback College 
Foundation. “We have a relatively sophisticated finance committee of a few individuals. The overall board is 
not sophisticated enough to handle something they don’t fully understand, and do not want to engage in 
something they don’t fully understand.” The Mission Viejo, Calif. foundation has allocated 5% of its 15% 
alternatives allocation to Skybridge Capital’s Skybridge Multi-Adviser Hedge Fund, a liquid alts strategy. 
“We’re tiptoeing into it,” Rickner said. The allocation to liquid alts was funded from the foundation’s 
fixed-income portfolio into a separate allocation for liquid alternatives, Rickner said. However, the endowment 
maintained a 20% allocation to fixed-income, as of Sept. 10. Rickner was not immediately able to provide 
return figures.  

“As we get experience with the fund that has been advised to us, we can begin to think about whether we will 
stay with them as a technique or simply use them during the depressed bond market,” Rickner said.  

  
Plan sponsors have looked at liquid alternatives as a way to add sources of 
return with lower correlations to stocks and bonds, adding diversification to the 
portfolio. “We had this balanced philosophy that you don’t want to put all your 
eggs in one basket,” said Sarah Slaughter, cfo of the $182 million Campanile 
Foundation. The fund has awarded its entire alternatives allocation of $18.5 
million to PIMCO’s All Asset All Authority fund. The foundation invested in the 
fund as a way to complement its portfolio and provide diversification. The 
foundation has been in the fund since June 2003. PIMCO’s account returned 
11.5% for the fiscal year ended June 30. The foundation had increased its 

allocation to the fund from 5% last year to its current 10% allocation.  

“This is a pretty inexpensive way of being in an alternative,” Slaughter said. Her foundation pays PIMCO an 
expense ratio of 89 basis points. Hedge funds have attracted investors looking to reduce downside risk and 
volatility in recent years. However, smaller funds may have limited access to the best performing managers 
and higher fees like the common 2-20 fee.  

The Risks  

Since liquid alts employ similar strategies to hedge funds and other alternatives vehicles, such as leverage and 
derivatives, foundations can still find themselves in risky investments. The transparency of the liquid alts 
structure helps, however. “Forty Act super hedge funds managed by some of the well-known hedge fund 
managers have restrictions on how they manage derivatives,” Taylor observed. For foundations that want to 
use a liquid alt to get into a flagship hedge fund strategy of a well-known manager, they may be disappointed 
because liquid alts cannot be invested in the same way, he said.  

Funds should also be on guard for managers that become too big for the underlying manager or process. Fund 
sponsors should make sure their managers stay in the same investment process that they subscribed to in the 
first place, according to Kneeley. He has witnessed investment managers that have grown so big that they end 
up changing their investment process, or they are not capable of handling the larger capacity. “This is what 
keeps me up at night,” Kneeley said.  

As with any investment manager, the fund sponsor needs to do its due diligence in finding experienced 
managers with a good track record. Funds can look at a manager’s performance during the 2008 financial 
downturn to see how they performed, according to Wurts’ Taylor. The number of managers getting into the 
liquid alternatives space is expected to grow because it is still a relatively new market. According to 
Morningstar data, there were 1,042 alternative mutual funds in 2007 and 2,553 funds in 2014.  

“We’re seeing quality managers looking at this as a way to access another pool of assets,” said Kneeley. He 
added that for managers that have a private vehicle, liquid alternatives offer a different way to grow. Managers 



can employ a similar strategy to that of an illiquid strategy, as long as they keep it more transparent and less 
complex.  

© 2015 Institutional Investor, Inc. All material subject to strictly enforced copyright laws. Please read our Terms and Conditions and Privacy Policy before using the site.  

  
	


