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The Nonprofit Minute

In unstable markets, borrowers with
floating-rate debt often see increased
volatility not just in their interest rate
and debt service expense, but also in
other aspects of the balance sheet.
Given that budget items and asset
values can fluctuate with the markets,
it should be understood — but often
isn’t — that these elements

Investment Topiary: How to Cultivate a Natural Hedge

is more predictable cash flow and
decreased variable rate exposure.

An organization should not, howev-
er, pay to swap the interest rate on all
of its debt if swapping only a portion
of the debt provides enough protec-
tion against interest rate fluctuations.

also can be used to help
stabilize the balance sheet.

Financial stability can, and
should, be controlled from
both sides of the balance
sheet by cultivating an or-
ganization’s natural hedges
against volatility.

Interest Rate Risk
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Appropriate Exposure
Standard & Poor’s used

to recommend that no
more than 25 percent of
an organization’s vari-
able-rate debt remain un-
hedged. The rating agency
eliminated this net variable
rate exposure guideline
several years ago in favor
of a case-by-case review

A critical component to a

successful debt management plan is
the net variable rate exposure, or the
actual amount of unhedged debt that
will contribute to higher net expenses
as interest rates rise. The appropriate
amount of net variable interest rate
exposure depends on an organiza-
tion’s ability and willingness to ab-
sorb potential rate-associated risks to
its revenue stream and reserve levels.

Some floating-rate borrowers choose
to enter into swap agreements, in
which the borrower agrees to pay
out a fixed amount each month to a
counterparty in exchange for receipt
of a variable-rate payment that ap-
proximates the borrower’s interest
payment. The net result to the orga-
nization with the variable-rate debt

that takes into account
differences among issuers in regards
to liquidity and credit. In particu-
lar, reserve levels, asset and liability
composition, budgeting processes
and risk management policies and
procedures are evaluated. The appro-
priate exposure ratio depends on an
organization’s ability and willingness
to take on risk: The more conserva-
tive, the lower the ratio should be.

Investment decisions on the asset
side of the balance sheet can play

a crucial role in determining and
managing interest rate risk exposure,
as asset allocation decisions impact
more than just investment returns.
For organizations with variable rate
debt, they also can provide specific
hedging opportunities.

(continued on back)
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The Natural Hedge

Variable-rate debt is offset by a natural hedge,
when matched with cash and short-term fixed in-
come securities. Managing these investment assets
alongside variable-rate debt can reduce interest
rate risk because higher interest expense is offset
by higher interest earnings. Hence, the net variable
rate exposure can be defined as an organization’s
outstanding variable rate debt, minus the offsetting
floating rate investments (natural hedge), minus
floating to fixed interest rate swaps.

By changing the asset allocation and the type of
investments in its portfolio, an organization can
impact the amount that can be considered a “natu-
ral hedge,” and attain the desired net interest rate
risk exposure. Typically, unrestricted, non-operat-
ing assets invested in very liquid securities such as
U.S. Treasuries, government agencies, commercial
paper and repurchase agreements with maturities
of less than one year are considered qualifying in-
vestments for a natural hedge. Operating accounts

and other invested assets that cannot be considered

surplus reserve accounts are excluded from the
natural hedge as the balance in those accounts can
vary significantly.

Monitoring Risks

Internal monitoring is an integral part of managing
risks. The finance committee’s regular review of net
variable rate exposure should include a detailed re-
view of the composition of debt and investments as
well as existing and additional interest rate manage-
ment opportunities. Nonprofit organizations should
be sure to have a plan to maximize long-term out-
comes at an acceptable risk level, and stay with it.

The exposure ratio should not only be calculated
based on existing numbers, but also with projec-
tions based on any proposed derivative structures,
changes to the investment portfolio or future bond
issuances.
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Variable Interest Rate Exposure

Total variable-rate debt does
not equate to net interest rate
risk exposure; risk exposure
for most organizations is
usually less than the total
variable-rate debt amount.

In this example, the organiza-
tion’s asset allocation acts as
a natural hedge: as debt ser-
vice payments fluctuate with
interest rates, income from
investment assets should cor-
relate. Note that the organi-
zation entered into a swap,
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a1 but rightly swapped only
as much debt as was neces-

sary to achieve its target risk
exposure.
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