BOARDROOM BRIEFING

Challenging Economy Demands
Effectivel nvestment Committees

By
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Hospital investment committees have more work to do in an uncertain economy as they

O’Malley

face the triple whammy of tighter operating margins, increasing capital requirements and three years of
falling stock prices. Financial experts advise these committees to step up to the task by arming themselves
with expert members, meeting more often; and making a careful plan that details what the hospital needs
money for, and which investments will raise that money in the most responsible, reliable manner.

Just afew yearsago, recalsChicago
investment consultant Bob DiMeo, hos-
pita investment committeescould“ have
aturkey sandwich and asodapop, note
that the Standard & Poor’s[indices| are
up 20 percent again, and say, ‘ Aren’t
wegreat?”

Ah, sweet memories. Today’sin-
vestment committee meetingsarefar
more somber, and if DiMeoispresent,
thetrustees spend at least part of their
timetalking about how much risk they’ rewilling to takewith each asset class,
including stock, bond or real estate purchases.

“Wehave seriousdiscuss onswith our investment committeesabout defining
risk,” says DiMeo, managing director of Chicago-based DiMeo, Schneider &
Associates. “ It'sabsolutely critical becauseevery strategy hasarisktoit.” Dur-
ingthebullish 1990s, henotes, “ Somehaospita smaybedidn’t soend quiteenough
timeonrisk.”

Many of them paid dearly when the equity bubble burst, notably the well-
regarded, billion-dollar Cleveland Clinic Foundation. After raking inmorethan
$900 millioninthelate 1990s by investing heavily in aout two dozen high-risk
technology stocks, thefoundation watched itsfortunedwindlefrom $1.2 billion
to $650 million by July 2002. A 21-member finance committee—led by abil-
lionairetrusteewith plenty of confidencethat the stock market would rebound—
at onetime steered up to 95 percent of itspension fundsand long-terminvest-
ment capital into equities, according to newsreports.

L ooking back, of course,thoseinvolved can say thegroup invested too heavily
in stocksand placed too many financia eggsinthetechnology basket. Great
Boardswas unableto reach clinic officialsfor comment, but thefoundation’s
new chief financid officer, Michad O’ Boyle, told TheNew York Times, “We re
attempting to be more conservativein the handling of our investments.”

|
“'ve never seen anyone
win by trying to be a mar-
ket timer or by focusing

on one sector. It's a

recipe for disaster”

Richard Jones, CFO

The Stamford Hospital
O

Balancingthebooks
Yet “conservative’ isn't necessarily theright routefor every hospital invest-
ment committee. Rather, say financial advisers, “ balanced” isan optima state

for aninvestment portfolio. And
“optimal” doesn’t happen with-
out athoughtful investment palicy,
notesfinancia consultant James
Kingsbury, who aso servesasa
trustee for Continuum Health
Partnersand ColumbiaMemo-
rial Hospital, bothin New York.

“Themogt important rolecf the
invesment committeg” Kingsoury
says, “issettinginvesment policy
and then making suretheinvest-
ment dlocaionissuchthet it scon-
versant withthet policy.”

To that end, agrees Richard
Jones, treasurer and senior vice
president for financea The Stam-
ford Hospital in Connecticut, his
ingtitution’s finance and audit
committee, which doublesasthe
investment committee, works
with afinancia consultant who
oversees the performance of
both investmentsand theinvest-
ment managersthe hospital has
hired. The committee meets
quarterly with the consultant to:

* Get an update on the per-
formanceof investments.

* Review the performance of
investment managers.

* Establish or revisecriteria
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for themanagers performance, includ-
ing setting benchmarks.

Managersmight be expected to out-
perform the Standard and Poor’s 500,
for example, or tooutperformtherate
of inflation by somefixed percentage.

Using those obj ectives, thecommit-
tee can decide how to allocate the
hospital’s assetsto reach that perfor-
mance benchmark.

|
“A risk right now is to curl

up and get ultra-conser-
vative, to step out of
stocks in a really large

way.’
Investment consultant
Bob DiMeo

Prudent planning

Trusteesat The Stamford Hospital,
whom Joneslabels* prudent,” weigh
therisk of eechinvestment, seeringthe
health system’ sfundsinto large-cap
vauecompanieslike Genera Electric
and Proctor & Gambleaswell assmdll-
cap stocks. Andthey’ re careful not to
over-invest in technology or in any
singleindustria sector, Jonessays.

Infact, hesaysCleveland Clinic’'s
problems, which arose after that foun-
dation had enjoyed enormous profits
fromitstechnol ogy investmentsand
decided to keep most of itsfundsin
the sector that wasmakingit somuch
money, “could never happen” at Stam-
ford. “ Theboards!’ vebeeninvolved
with spend alot of timelooking at as-

setdlocations,” hesays. “If dl of asud-
den there'sahot placeto go because
of technology, wherewe could make
50to 70 percent, westill wouldn't be
over-weightedinthat area. When that
went cold, it went cold fast.”

Resisting the temptation to pile
money into what’s-hot-today stocks,
Jones says, istempered by aserious
investment plan, coupled with good
investment managersand agood out-
Sdeconsultant.

“I’venever seenanyonewin by try-
ingtobeamarket timer or by focusing
ononesector,” hesays. “It'sarecipe
for disaster.”

Jones notes that prudent boards
typically invest no morethan 5 per-
cent to 10 percent of their assetsin
one sector or two-thirdsin stocks.

Shell-shocked

Whileit'sagood ideato regularly
balancetheportfolio, DiMeo saysthe
backlash of the poor market showing
of the past few yearshas scared some
hospitd investorsinto shyingaway from
stocksaltogether.

“Arikright nowistocurl upand get
ultra-conservative,” DiMeo says, “to
sepout of gocksinaredly largeway.”

But that’snot wiseinvesting inthe
long run, he says. “1t may feel good
today, but you may not be ableto ac-
complishthenonprofit'sgoa sbecause
you' renot giving yourself afighting
chancetodo so.”

Key to keeping the stock marketin
perspective, he advises clients, is
knowing exactly what the hospital
needsto accomplish with itsmoney,
and then spelling out the probability of
achieving those goal swith abal anced
mixtureof investments.

That tactisralyingtrusteeson many
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investment committeesto devotemore
timeto their volunteer duties at the

hospitdl.

A time-consumingjob

Kingsbury complainsthat somein-
vestment committeesrely too heavily
onthehospita’schief financid officer
to make decisions and keep tabs on
investment performance. “ My experi-
enceisthat acrossthe board, invest-
ment committeesdon’t redly meet that
much,” hesays.

But afew yearsof down marketsis
changing that. “In bad markets, we
havemoretoworry about thaningood
markets,” hesays. Besides, Kingsbury
notes, membersof investment commit-
teesare being watched more closely
sincethedisclosureof financial mis-
deedsat Enron.

“In some cases, there's a lot of
money that thesetrusteesarerespon-
siblefor,” saysKingsbury. “1f some-

thing happens|[inthemarkets] or if you
investitinreal estatethat doesn’'t go
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The Players

Money manager or investment
manager: A transaction-ori-
ented, outside firm that advises
trustees about the assets to buy
or sell.

Custodian: Holds the hospital’s
invested assets.

Investment or financial con-
sultant: Helps the board and
investment committee oversee
performance. Works with money
managers and the custodian to
reconcile all of the information.
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well, theonuson theinvestment com-
mitteeismuch heavier than on every-
oneelse. Inbad times, you haveto be
constantly monitoring and worrying
about thesetypes of investments.”

3 Seps

He suggeststhat committees meet
two or threetimesayear, and recom-
mendsthree stepsfor themto follow:

1. Constantly update the invest-
ment policy.

2. Ensurethat asset dlocation jibes
withtheinvestment policy.

3. Diligently monitor the perfor-
manceof theinvestment managers, in-
cludingtheir gaffs.

He says committees should meet
withinvestment managersseverd times
ayear to learn which staff members
haveleft thefirmandto revise perfor-

mance benchmarks. And he says
money managerswel comethe oppor-
tunity tomeet with hospital committees
moreoften.

A committee that works with an
outs deinvestment consultant should
meet with that consultant quarterly,
Jonesadds.

And Jonessaysinvestment commit-
teesshouldweighinwhenit’stimeto
recruit new members. “ It’simportant
to make sure committees are popu-
lated with knowledgeable people,” he
says. “1t's OK to have some non-fi-
nancia peopleontheinvestment com-
mitteeto ask layman’squestions, but
you also need some peoplewho can
ask real hard questions, too.”

Trustees can’'t control the perfor-
mance of stocksand bonds, of course.
But thereareplenty of thingswithinthe
control of acareful investment com-
mittee. “ Follow a prudent process,”

BobDiMeosays “1 believeyou reheld
moreaccountablefor the processthan
for theresults.”

Sharon O’ Malleyiseditor of Great
Boards.
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Best Practices Checklist for Board I nvestment Committees

* Set objectives and adhere to them.
Each committee should adopt a
standard set of practicesand bench-
marksfor itsinvestment managers.

* Automatically review under-per-
forming money managers. Conduct-
ing areview doesn’t necessarily re-
sultin firing the manager, but trust-
ees should know why benchmarks
are not being met.

* Review performance criteriaannu-
ally to make sure benchmarks are
appropriate for the managers. Have
the discipline to rebalance the in-
vestment portfolio if large-cap
stocks do well, for example, and
unexpectedly account for a greater

proportion of investment funds than
was planned.

Best Board
Practices
Checklist

» Hireacustodianto holdthe hospital’s
assetsrather than leaving that job to
theinvestment manager. There'sless
chance of impropriety when the re-
sponsibilities are segregated.

* Review financial objectives quar-
terly. Compare results with goals.

e Tap new trustees who have
investment experience. Get
substantial financial expertise onto
the board.

» Meet with the consultant quarterly
and with theinvestment managers
one to three times a year.

e Think strategically rather than
tactically. Avoid changing
alocationsin reaction to amarket
spikeor dip.

« Consider hiring an independent
investment consultant in additionto
money managers. Consultants
oversee the performance of
investments and of the managers.
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