


INVESTMENT

MANAGEMENT

The third quarter, one of the most difficult periods for global
financial markets, ended on a tumultuous note. September wit-
nessed the deepening of the credit crunch, creating a number of
historic events: the nationalization of Fannie Mae, Freddie Mac
and AIG, the world’s largest insurer; the failure of Lehman Broth-
ers, the largest bankruptcy in history; the failure of Washington
Mutual; the takeover of Merrill Lynch by Bank of America; the
Reserve Primary Fund, the oldest money market fund in the US,
“preaking the buck” by announcing that investors would get only
$0.97 cents back for every dollar invested.

These events shook investor confidence and caused the global
finance system to freeze. Risk aversion reached panic levels.
Global equity markets nose-dived and credit spreads for even the
most creditworthy corporations ballooned. In this tumultuous en-
vironment, returns for both equities and bonds were negative in
the third quarter. US stocks fared better than international stocks,
with emerging market stocks experiencing the most severe fall.
The S&P 500 returned -8.37% for the quarter, the MSCI EAFE
Index returned -20.56% and emerging markets -26.95%. The
Lehman Government/Credit Index returned -1.64%.

Returns of the Foundation’s funds for the quarter reflect the
turmoil in the market that turned upside down the trends that
had been in place earlier in the year. Domestic stocks outper-
formed international stocks, small capitalization stocks out-
performed large capitalization stocks, and value outperformed
growth.

The Domestic Core Equity Fund returned -8.76% in the
quarter, underperforming the S&P 500. The manager’s news
and value indicators proved challenging with issue selection in
the materials sector a detriment to performance. The Small Cap
Equity Fund returned -10.60%, falling well short of the Russell
2000 return of -1.11%. Both the growth and value managers
were underweight in the financial services sector, which was
one of the top performing sectors in the third quarter. The value
manager was overweight in energy and industrials, which were
poor performing sectors, while the growth manager’s largest
overweight position was in the industrial sector.

The International Equity Fund declined -21.43%, underper-
forming the MSCI EAFE Index. The shortfall was primarily due to
the performance of the growth manager where country and issue
selection in Europe were negative contributors to performance.
Both the value manager and emerging markets manager out-
performed their respective benchmarks. The performance of the
emerging markets manager was particularly strong in a quarter
when emerging markets was the poorest performing asset class.

The Total Equity Fund returned -12.66% in the quarter, under-
performing the policy benchmark return. The performance of the
small cap managers and, to a lesser degree, the domestic core
manager, as well as the slight overweight of international invest-
ments, were the primary factors in the shortfall.

The Fixed-Income Fund declined -2.31% and underperformed
the Lehman benchmark due to short duration versus the bench-
mark and an underweighting to US Treasuries which were the
best performing sector in fixed income in the quarter as investors
shunned corporate and other non-Treasury securities.

The Foundation’s Balanced Funds underperformed across the
board due to both equities and fixed income underperforming
their relative benchmarks in the quarter.

Maintaining a long-term view

These returns are disappointing on both an absolute and
relative return basis. From an absolute return standpoint, central
banks and governments have taken aggressive action and are
prepared to do more to unclog the credit markets. This may take
some time, but we are confident in their resolve to restore confi-
dence and liquidity to the financial system.

Although the economy has been weakened by the credit
crunch, equity markets normally turn positive before an eco-
nomic recovery. There have been 11 recessions and one depres-
sion since 1925, and equity markets have always recovered to
set new highs. From a relative standpoint, the investment styles
of our investment managers move in and out of favor as market
cycles evolve. When there are sudden shifts in trends as we had
in the third quarter, managers will have a tendency to underper-
form. However, we remain confident that over full economic
cycles, the Foundation’s managers will add value versus their
benchmarks.

SOCIAL

RESPONSIBILITY

The Foundation’s extensive Corporate Governance Proxy Voting
Guidelines have long directed us to vote companies’ annual
ballots in a way that encourages responsible management and
oversight. Beyond our proxy voting practices, we have coordi-
nated with other members of the Interfaith Center on Corporate
Responsibility (ICCR) to file corporate governance resolutions on
board diversity and executive compensation — issues that are
strongly tied to the health of a corporation.

ICCR brings a faith-based perspective when engaging with
corporate management about ethical concerns. One of ICCR’s
legacy working groups, Access to Capital, focused primarily on
the impact of financial institutions’ operations on families and
individuals, particularly impoverished or at-risk families. This
working group acted as a prophetic witness and brought many
shareholder resolutions — and even more dialogues with man-
agement — to the very financial corporations central to today’s
credit crisis. The working group addressed a lack of investing
transparency, subprime and predatory lending, and the use
of derivatives. ICCR’s interest in these issues was twofold: the
long-term bottom-line of companies involved in these practices,
and the social implications of programs like subprime mort-
gage lending and pay-day lending. While these programs have
adversely affected all households, they have had a particularly
negative affect on the most economically fragile households.

ICCR concerns about financial issues pre-date the crisis by
many years, and have served as prescient sentinels for corpo-
rate responsibility. ICCR recently released a statement on the
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credit crisis remarking that
shareholder resolutions and
dialogues on these issues
were met with resistance
from company management:
“Invariably, in response to the
issues raised, executives of
financial institutions assured
representatives of ICCR that
policies, procedures and
internal controls already in
place were able to meet these
challenges and that much of
the requested information was
already disclosed in the nu-
merous filings the companies
were required to submit to
different regulatory agencies.
Furthermore, the concern about disclosure and transparency in
relationship to new investment tools was usually answered by
claims of protecting ‘proprietary information.””

In these volatile times, the Foundation believes the faith-based
perspective can inform corporate best practices in governance
and policy. The corporate social responsibility office will contin-
ue to work with ICCR and other ecumenical partners to achieve
its socially responsible investing aims.

Welcome to the new six-page edition of UCFocus. Our new
format not only provides more information from our Chief
Investment Officer, but also presents the first article in our new
Investor Education series. We invite you to detach and distribute
these education articles, and save them for future reference. The
articles are also available online at ucfoundation.org.

If you would prefer to receive UCFocus by email (PDF format),
please send your name, church name and email address to
ucfocus@ucfoundation.org. And to be sure our quarterly news-
letter reaches your pastor and relevant lay leaders, email us a list
of their names and contact details — we’ll take care of the rest!

Foundation Welcomes Carla Monzo

Carla Monzo recently joined the United Church Foundation as
Marketing Administrative Assistant to the Education and Marketing
department, supporting the Foundation’s outreach to UCC churches
and organizations. Originally from Pennsylvania, Carla earned a BA
in English from Allegheny College. From 2005-2008, she served as
the Pastoral Assistant at Pilgrim Congregational UCC in Cleveland,
and when not working, shared her creative gifts with the Antaeus
Dance Company. Now a New Yorker, Carla enjoys travel, cooking
and spending time in nature. The Foundation is pleased to welcome
Carla to our team of dedicated staff.

1. The value of the portfolio is determined Total $10,000 3-Yr Rolling 5% Spending Inflation-
at a given point in each of the last three Return Investment Average Policy adjusted value
to five years. 1978 4.52%|  $10,452.00 7.6% $9,657.65
A three-year range is typical, while a 1979 13.21% | $11,832.71 11.3% $10,495.61
five-year range is more conservative. 1980 15.60% $13,678.61 13.5% $11,832.00
Because the range considers values from 1981 4.96%| $14,357.07| $11,987.77 $599.39 | 10.3% $12,878.29
prior years, church budget managers 1982 21.32%| $16,818.61| $13,289.46 $664.47 | 6.2% $15,775.86
know in advance how much money will 1983 14.64% | $18,616.38| $14,951.43 $747.57 | 3.2% $18,020.66
be available from the endowment. 1984 5.33%| $18,861.06| $16,597.35 $829.87 | 4.3% $18,050.04
2. An average value is calculated from the 1985 30.72% |  $23,825.31 $18,098.68 $904.93 | 3.6% $22,967.60
values in the range. 1986 12.80% $25,970.02 $20,434.25 $1,021.71 1.9% $25,476.59
This value is known as a rolling average, 1987 0.39%| $25,049.59 | $22,885.47 $1,144.27| 3.6% $24,147.80
as the three- to five-year range shifts by 1988 13.87%| $27,379.69|  $24,948.31 $1,247.42 | 4.1% $26,257.13
one year each year. 1989 25.08%| $32,999.11| $26,133.10 $1,306.66 | 4.8% $31,415.15
3. A percentage of the resulting average 1990 -0.07% |  $31,669.35|  $28,476.13 $1,423.81| 5.4% $29,959.21
portfolio value is sold. 1991 26.27%| $38,565.08| $30,682.72 $1,534.14| 4.2% $36,945.35
Most spending policies establish 3-6% 1992 10.83% | $41,207.55| $34,411.18 $1,720.56| 3.0% $39,971.32
spending range, with most organizations 1993 10.90% | $43,978.61| $37,147.33 $1,857.37| 3.0% $42,659.25
spending in the 4-5% range. 1994 -3.48% |  $40,590.79|  $41,250.41 $2,062.52| 2.6% $39,535.43
4. The proceeds are spent as permitted by 1995 26.99% | $49,483.72|  $41,925.65 $2,096.28 | 2.8% $48,098.18
the terms of the endowment or organiza- 1996 13.76% |  $54,196.40 |  $44,684.37 $2,234.22| 3.0% $52,570.51
tional policy. 1997 21.79% | $63,771.58|  $48,090.30 $2,404.52| 2.3% $62,304.83
Although the overall value of the portfolio 1998 19.64% |  $73,891.80| $55,817.23 $2,790.86 | 1.6% $72,709.53
is reduced by a small percentage each year, 1999 11.36% $79,495.05|  $63,953.26 $3,197.66 | 2.2% $77,746.15
the value of a well-diversified portfolio should 2000 -0.22%|  $76,122.49|  $72,386.14 $3,619.31| 3.4% $73,534.33
continue to grow over the long term. The 2001 -5.91% |  $68,004.35| $76,503.11 $3,825.16| 2.8% $66,100.23
chart illustrates the performance of a $10,000 2002 -11.22% |  $56,549.10|  $74,540.63 $3,727.03| 1.6% $55,644.32
church endowment invested on January 1, 2003 19.08% $63,611.64| $66,891.98 $3,344.60| 2.3% $62,148.57
1978 in the United Church Foundation’s 2004 8.42%|  $65,623.14|  $62,721.70 $3,136.08 | 2.7% $63,851.32
Moderate Balanced Fund, which offers a 2005 4.66%| $65,545.10| $61,927.96 $3,096.40| 3.4% $63,316.56
prudent mix of both stocks and bonds. Even 2006 10.59%| $69,389.92|  $64,926.63 $3,246.33|  3.2% $67,169.45
with a policy permitting a 5% spending rate 2007 6.89% $70,924.56  $66,852.72 $3,342.64| 2.8% $68,938.67
each year, the value of this $10,000 invest- $57,125.76 |  4.2%

ment grew by an average of 20.3% each

This table illustrates a $10,000 investment in the Moderate Balanced Fund, adjusted for inflation as represented by the

year for 30 years, to a total value of $70,924. Consumer Price Index (CPI), which offsets the actual total return each year. Past performance is not indicative of future

Even more exciting, however, is the fact that
a spending policy based on total return would have permitted this
church to invest more than $57,000 in ministry over the last 27
years — funds earned from the total return on the initial $10,000
investment!

When faithful members and donors entrust future generations
with legacies and gifts intended to serve the church for decades to
come, each group of trustees bears a sacred responsibility to man-
age both the investment and expenditure of those funds in a wise

performance, and an investment made in this fund today may gain or lose value in the future.

manner — faithful both to the intent of the donor and informed
by an understanding of the financial markets and prudent

investment management.

The United Church Foundation stands ready to assist
churches and UCC-related organizations with guidance in
developing updated investment and spending policies, offering
professional investment management services, and helping
build endowments that provide more money for ministry.

DISCUSSION QUESTIONS

1. How should we establish a spending policy based on total return to benefit from the long-term

growth in value of our investment portfolio?

2. How much should our spending policy allow us to “cash in” each year?
3. Should we use a 3-year rolling average balance or a 5-year rolling average balance?
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