Annual Report 2012

U.S. Endowment
for Forestry and Communities




If you are a follower of the Endowment, you will find consistency
between this report and earlier ones. That's intentional. We will,
as usual, use this year's report to reflect on the past year, but, as
our programs and approaches mature, our annual reports will be
increasingly focused on our future plans.

Our Business Model

As we look at how our programmatic investments have developed
and where we see them going, you won't see radical change.
Fundamentally, the Endowment is committed to “systemic,
transformative, and sustainable change” for the good of the
nation’s working forests and forest-reliant communities.

Our basic business model is founded on two beliefs: First, that
real change comes from sticking with a course long enough to
make a difference, and second, that we must infuse all we do
with calculated risk. In short, as a public charity we are part of the
nation’s “innovation risk capital.” We are willing to do what others
can't or won't.

These beliefs are rooted in what we call a “catalytic” business
model. A catalyst is defined as “an agent that provokes or speeds
significant change or action.” We go about “provoking or speeding’
such change through three basic and intertwined steps:

1. Work with partners to cast a vision for a better future;

2. Identify and connect the people and organizations who can
help make the change; and,

3. Prime the pump to leverage the financial resources to do

the work.

We Want and Need Your Feedback

This business model depends on discovery of bold ideas and
opportunities. Our Board and staff are constantly sharing, listening,
reading, attending conferences and convenings, and soliciting
feedback on our current program to gain insights from the best
work and thoughts of others about where we should invest our

Mack L. Hogans, Chalrman

two limited resources - human and financial capital. In that
regard, as always, we urge you to share your views to help us
adjust and target our work.

A Few Random, but Important, Thoughts

To be successful, the Endowment, like all foundations, must
balance two often competing responsibilities - we must build and
invest in credible programmatic activity to advance our missional
purposes while doing so in ways that properly steward the
organization’s financial resources. The Great Recession has made
this especially challenging. Yet, we believe that our Board and
staff has done an admirable job! Evidence our growing program
that has gained significant recognition for innovation and impact,
while our auditors continue to find and report performance at the
highest levels of financial integrity.

The year also marks the occasion of three of our original Board
members stepping aside. We can't say enough good things about
Duane McDougall who served as our Treasurer for six years, as
well as service and commitment by “our Rolling Stone” Chuck
Leavell, and Jim Rinehart. We wish these three committed
professionals the best as we offer thanks for all they've done.

At the same time, change brings new talent and strengths. We
are especially thankful for the addition of John Kulhavi of White
Lake, Michigan; Kent Gilges of Canandaigua, New York; and Jon
Voigtman, of Summit, New Jersey. John and Jon bring deep
investment experience while Kent strengthens our understanding
of conservation-based working forest management.

We approach our work and the year ahead with the same pledges
that have guided our first six years - to do all within our power to
advance our mission and to do so with integrity and transparency.

Carlton N. Owen, President & CEO
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“Retaining healthy, working forests

«  near installations is an important part B y J
& of military readiness. The presence of g
#° . ' Y L
working forests and other working lands =
is an effective way to reduce the threat of >’ 5

encroachment on the Department of Defense w
testing and training mission, while also protecting jobs and
the culture of the communities in which we operate.”

John Conger

Deputy Under Secretary of Defense
for Installations and Environment

Retaining Healthy Working Forests

Voting ‘Yes’ for Working Forests

The biggest winner in the 2012 elections? Funding for conservation!

Voters passed 81% of local measures to raise funds for conservation through bonds or tax increases. An
estimated $767 million was approved for parks, working lands such as forests, and to protect water quality.
What does this mean for the Endowment’s future efforts to retain healthy, working forests?

First, it means that there is strong public support for natural resource conservation, and people will pay
extra to protect resources in their communities. That bodes well for strategies such as payments for
watershed services, whereby water users pay a little extra to protect and better manage the forests that
clean their drinking water.

Another election lesson is that natural resource conservation is more successful when multiple
interests benefit, such as recreation and water quality. The Endowment is creating new partnerships
echoing this theme.

Forests That Protect and Rebuild Communities

The Endowment worked with the Department of Defense’s Readiness and Environmental Protection
Initiative to permanently protect nearly 5,500 acres of working forest on the border of Georgia's Fort
Stewart. This removes the threat of development on this land, which would impact military training.
Rayonier Inc., which sold the land to the Georgia Land Trust, retains timber harvesting rights, reducing
the cost of the purchase and ensuring that forest-reliant jobs are protected.

Similarly, the Endowment used water quality concerns in the Gulf of Mexico to stimulate
reforestation in the Lower Mississippi River Valley. Reforestation of frequently flooded land reduces
flood intensity and cuts down on nutrients and sediments from agricultural activities that, in turn,
diminish water quality in the Gulf of Mexico. It also provides landowners with sustainable income.
The Endowment ($250,000) and the Walton Family Foundation ($225,000) provided non-federal
match to the Mississippi River Trust to trigger a planned investment of nearly $16 million by

the Natural Resources Conservation Service. An estimated 16,000 acres will be replanted.

The 2012 elections signal that successful efforts to retain healthy, working forests will require
that the Endowment continue connecting new partners, from national defense to coastal
fisherman to water utilities, and a gaggle of outdoor recreationists from mountain

bikers to birders.

Empowering Healthy Forests
Through 2012, the Endowment invested nearly $2.55 million to develop innovative ways to
retain healthy, working forests. The USDA Forest Service, the Department of Defense, the
U.S. Fish and Wildlife Service, the Geraldine R. Dodge Foundation, and the Gaylord and
Dorothy Donnelley, Graham and Knobloch Family foundations have provided $2.75 million.
The Endowment's grantees have raised an additional $19.83
million. All together, nearly $25 million has been raised

to keep working forests working and healthy.

“Conservation ballot measures enjoy tremendous support from voters of all ages, parties, and
ethnicities. With nearly $767 million in new programs approved in the 2012 elections, ballot
measures are one key to helping retain healthy, working forests.”

Will Rogers e
CEO, The Trust for Public Land
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Asset Creation * Forest Investment Zones . Wood to Energy

Forest Initiatives Spawn Economic

Development
Burning wood for energy is the most ancient of energy conversion
technologies. Even so, innovation in the way we release energy
from wood is rapidly evolving. Capitalizing on this innovation has
brought together three of the Endowment’s seven initiatives -
Wood-to-Energy, Forest Investment Zones, and Asset Creation -
to stimulate new wood markets, create clean and renewable
energy, and localize energy economies.

Through the Woody Biomass Joint Venture Fund with the USDA
Forest Service, the Endowment is investing in technological
innovation and conversion from expensive imported fuel oil

to local, wood-based heating systems. Entrepreneurs and the
Endowment envision profitable new businesses employing new
wood-to-energy technologies. By providing early capital to these
entrepreneurs, the Joint Venture is testing the commercialization
potential of a few of the most promising technologies.

In the three Endowment-created Forest Investment Zones,

regional collaborations connect forest-reliant rural communities

to capital, federal and state policy, and markets needed to build

locally-sourced wood energy economies for residential and

commercial heat. In some places wood pellets are replacing fuel

oil, allowing profits to be captured by local wood suppliers,
manufacturers, and distributors instead

of global petroleum markets.

The Endowment's newly created Asset Creation Initiative will work
with local communities to help ensure that profits from wood-to-
energy leverage broad-based economic opportunity in low-wealth
rural communities.

In 2013, the USDA Forest Service and the Endowment will launch
the Local Energy for America Fund (LEAF). LEAF will use foundation
and government funds to leverage private sector capital to fill a
critical gap in early-stage financing for conversion of commercial
and institutional heating from petroleum to wood fuels.

Bold Ventures Build Community Wealth

A brave undertaking in rural Georgia demonstrates how the
Endowment's practices to envision, connect and prime the pump
can drive big change in rural, forested communities.

About 75% of Jefferson County, GA, is covered in productive,
working forests, yet statistics indicate that it is a poor place.
Poverty rates and unemployment are high. Changing wood
markets have diminished the local forestry business infrastructure
and eliminated many jobs. The Endowment's vision, however, is
that in counties like Jefferson, wood can equal wealth.

The spirit of hope and determination is alive and well in Jefferson.
Tom Jordan of the local development authority just landed the
first two manufacturing businesses to locate in the county in more
than a decade. Molly Howard worked her way from high school
principal to superintendent and has dramatically increased
graduation rates, and Pastor Dennis Thompson opened a new
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“We in Jefferson County want to utilize our natural resources to add value and stimulate
economic development, while protecting our environment. North Star Jefferson will support
traditional wood manufacturing, put area residents to work, protect the environment with
proven technologies, and anchor a renewable energy sector in a rural county.”

“Poverty in a place like ours sometimes seems

intractable. But, we need to lead our people to

higher aspirations. The Endowment-sponsored

projects in Jefferson County allow us to say honestly

to people that it is worth hoping and working for a

brighter future.”

Dennis Thompson

Pastor, New Way Christian Church

church and community center dedicated to serving those
struggling to pull their families from poverty.

These commitments attracted the Endowment and its partners,
the USDA Forest Service and North Star Renewable Power LLC,
with the vision of using the county’s primary asset - wood - to
create renewable energy, family-supporting jobs and a new form
of community-based philanthropy.

The Jefferson story is rooted in a rural community with a vision
and plan for change; a company with a new idea about generating
renewable energy from domestic wood resources; a government
agency partnering with the private sector to advance its mission;
and a foundation seeking high leverage on its investment toward
mission. At the core is North Star Jefferson, a wood-to-energy
plant that will use waste wood from local mills to generate
electrical power.

The Endowment holds an equity share in the plant, and will

return 100% of its business profits for philanthropic purposes.
The Endowment has challenged the community to recommend

a use of the funds to solve an underlying cause of poverty. The
new Jefferson Opportunity Enterprise (JOE) is now engaging clubs,
civic organizations, community-based entities, students, business
associations and churches in a year-long dialogue to move toward
a recommendation.

The Endowment's role is catalytic. By being willing to take cal-
culated risks and by being a trusted partner with government,
business and the community, it is leveraging its power and money
as a philanthropic mission investor.

Investing in Job Creation

As an equity-owning partner, the Endowment will earn profits
generated by a 20-year power purchase agreement with Georgia
Power Company. By committing this financial return for phil-
anthropic investment in Jefferson County, the Endowment will
leverage, in direct financial benefit, up to ten times its initial $1.5
million equity mission investment in the North Star plant.

Moreover, as community leadership and a new scale of local
nonprofit capacity are built as a result of the anti-poverty project,
new philanthropic and economic development resources will be
attracted both from within and outside the community.

This type of long-term, large-scale philanthropic investment is rare
in low-wealth, rural places. Therefore, the Endowment will promote
the Jefferson project as a replicable model for using forest assets
to connect rural job creation, economic

development, and philanthropic
capacity toward solving critical

social problems. +

“We are determined to prepare our young people for post secondary education and good jobs.

Too often that means preparing them for life somewhere else. This investment in our community

will make it more possible for our educated young people to have a future at home.”

Molly Howard

Superintendent of the Jefferson County School System




Partners

End:owment

USDA Forest Sexvice

The Forest Service is an essential partner on many of the Endowment’s initiatives and projects. The Forest Service helped
launch the Woody Biomass Joint Venture, which focuses on taking promising technologies to commercial application. They
are a core partner for the Forest Health Initiative, which applies modern technologies such as gene splicing to the pressing
challenge presented by forest pests and diseases. The Forest Service helped create the Partnership for Southern
Forestland Conservation, which seeks to maintain large blocks of working forest. Most recently, they supported the Asset
Creation Initiative, which uses working forests to increase assets for minority landowners. It's no understatement to say
that the Endowment would not be where it is today without the U.S. Forest Service as a partner.

-

Natural Resources Conservation Service -

A grant from the NRCS Conservation Innovation Grants program, matched by the Endowment, brought about heorY of Chan

a breakthrough in watershed conservation by the Conservation Trust for North Carolina: creation of watershed i, T ge
protection fees in Raleigh, N.C. This small fee, about 40 cents/household/month, creates a sustainable funding L : 7 o, gy
stream that is used to conserve the city's watershed, saving expensive water treatment and storage costs. ﬂ, 4
Most recently, NRCS supported the Endowment's new Asset Creation Initiative, which focuses on using ¢
working forests to increase assets for minority landowners.

Climate g . \ Information
Department of Defense Change : Vibrant . Healthy . Technol
The Ft. Stewart, Georgia, training and testing mission received a boost in 2012 when nearly 5,500 g . Forest-Reliant B Working e
acres of working forest was permanently protected on the installation's perimeter, just south of _ y rs . Communities g

Savannah. Had this land been developed, it would have impeded the military’s ability to train and Forests

prepare our troops. Many installations are surrounded by working forest - retaining and keeping
them healthy is the best and most cost-effective way to help the military maintain their readiness.
Through aid to the Readiness and Environmental Protection Initiative (REPI), the Endowment is making

working forests an important part of the military’s goal to protect their testing and training mission. T % 8 'l e Forest
U.S. Fish and Wildlife Service ' b . Value
A commitment from the US Fish and Wildlife Service, matched by the Forest Service and the Endowment, H b R Streams

supports an innovative approach to one of the greatest challenges facing natural resource conservation:
shrinking budgets. In partnership with the Southeast Association of Fish and Wildlife Agencies and the
Southern Group of State Foresters, the Endowment is leading an effort to seek enhanced cooperation
between state forestry and wildlife agencies, particularly through their State Forest and Wildlife Action Plans.

Duke Energy

Duke Energy helped jump-start the Forest Health Initiative pilot project to use genetic engineering
techniques to develop a fungus- and rot-resistant American chestnut in a fraction of the time required
for traditional tree breeding techniques. Why is Duke interested? Not only is their service area in the heart
of the chestnut's original range, but they bring the entrepreneurial spirit of a private corporation to the End of
table. Duke also supports the “braided” approach used by the Endowment in this project, which brings Cheap Qil
together scientist, conservation organizations, and federal agencies to work toward a mutually-agreeable
solution to forest health challenges.

Private Foundations

The Endowment is blessed with generous and timely support from a number of private foundations. The Gaylord
and Dorothy Donnelley Foundation, Knobloch Family Foundation, Geraldine R. Dodge Foundation, and Graham Foundation
support the National Conservation Easement Database. The Knobloch, Weyerhaeuser, Gates, and Lora L. and Martin N. Kelley
Family Foundations, the Sand County Foundation Bradley Fund for the Environment, and the American Forest Foundation helped

launch the Endowment's Healthy Watersheds through Healthy Forests Initiative. The Energy Foundation supported the Northern - : ey Population e =
and Dry Forest Investment Zone policy work on conversion from fossil fuels to community-scale, thermal woody biomass. Most recently, . . Gl‘OWth/
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the Endowment matched a Walton Family Foundation award for an ambitious reforestation project in the Lower Mississippi River Valley.




Forest Health

Partnerships Lead to Huge Potential
Gains in Forest Health

Fueling Leadership and Collaboration

Pests Don’t Respect Borders
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Expanding Non-Traditional Markets

Using Forests as a Tool to Keep
Drinking Water Costs Low

Changing the oil in your car is an inexpensive way to avoid
costly engine damage repairs. Protecting the health of forested
watersheds is a cost-effective way to avoid water quality
declines that result in expensive treatment and storage costs.

The USDA Forest Service estimates that forested watersheds
provide drinking water to nearly two out of three Americans.
The smart, economical way to keep drinking water clean and
affordable is to keep the forests in the watershed healthy.

The Endowment and the Natural Resources Conservation
Service (NRCS) are pioneering ways to keep drinking water costs
low. Our grantee, The Conservation Trust for North Carolina,
worked with Raleigh's mayor and city council to create a
watershed protection fee. The fee costs the average homeowner
40 cents per month and generates about $1.8 million annually
for land conservation to protect drinking water quality. Paying a
little now for watershed conservation will save Raleigh residents
money in the future.

AVision for Watershed Protection

To find ways to make investments like these the norm, the
Endowment convened water experts who prioritized ways to
“mainstream” water consumer investments in forested watersheds.
In 2012, the Endowment implemented those priorities.

With the American Water Works Association and the Water
Research Foundation, we are advancing the “Source Water
Protection Vision and Roadmap” - the industry’s watershed
protection plan. The goal is to partner with the water utility
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industry nationwide to find efficient ways to protect forested
watersheds at the community level.

With The Trust for Public Land, we are exploring Clean Water State
Revolving Funds as a tool to finance watershed protection. This
federally capitalized program has helped states make $100 billion

in low interest loans to protect water quality. About 96% of these
expenditures have been for water treatment and storage facilities,
but they can be used for watershed protection. Tapping these funds
could be a breakthrough to protect forested watersheds.

Priming the Pump

Through 2012, the Endowment has invested about $2.3 million in
the Healthy Watersheds through Healthy Forests Initiative. An
additional $2.2 million has passed through the Endowment from:
NRCS; the USDA Forest Service; the Knobloch, Gates, and
Weyerhaeuser Family Foundations; Lora L. and Martin N. Kelley
Family Trust; the Sand County Foundation Bradley Fund for the
Environment; and the American Forest Foundation.

The Endowment’s grantees also raised an additional $3.2 million
in match. That's $7.7 million to help prime the pump to save
consumers money on their water bills and to ensure quality water
far into the future.

“The Endowment’s approach that links local water consumers with protection of their own

watersheds holds great promise as a sustainable way for communities to address perhaps

the most important natural resource issue of this century — water conservation.”

Jason Weller

Acting Chief of the Natural Resources Conservation Service
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Promoting the Benefits of Wood-based Products

What do the following projects have in common?

Market development on post frame buildings by the National Frame Building Association
+ Building standards research by the American Wood Council

Market development targeting multi-family and light commercial markets by WoodWorks

They are all 2012 grants by the Softwood Lumber Board (SLB), and each is funded through the first-ever
“Research and Promotion Program’ - or check-off - for a forest product.

The Endowment served as the primary advocate, convener and initial funder of work that led to a global
check-off for softwood lumber products used in the United States. The outcome? More than $20
million is available in 2012-13 to grow markets for softwood lumber via the SLB.

Check-offs to Revitalize Paper, Hardwood Markets

The Endowment’s vision is for America’s forests to be sustainably managed to meet broad societal
objectives and to provide family-supporting jobs. For guidance as to how to implement this ambitious
vision, we studied the nation’s agricultural producers. Growers of products from peanuts to pecans
have voted to “assess their own production on a per unit basis” to generate funding for research
and promotion programs.

It worked! These self-imposed check-off programs have revitalized agricultural markets from
cotton to cattle.

The Endowment's strategy was to bring check-offs to the forest products industry for the first
time. Our 24-month campaign to convince leaders from the worldwide softwood lumber sector
to capitalize on the power of a cooperative approach to grow markets has been wildly successful.

With the Endowment’s leadership, members of two other sectors - paper and paper-based

packaging, and hardwood lumber and hardwood plywood - will cast their ballots in 2013 for
what could become the second and third forest products check-offs.

There are more opportunities for this strategy, such as softwood plywood and woody
biomass for dedicated energy production. The most challenged segment of the forest
products value chain - timber harvesting - could also benefit. The Endowment is committed
to working with any segment of the forestry community to help them create self-sustaining
programs to grow markets.

Enormous Payoffs in Market Growth, Job Creation

Through 2012, the Endowment has invested about $1 million in collaborative efforts
with the softwood lumber, paper and paper-based packaging, and hardwood lumber
and hardwood plywood sectors. These three industries have also invested a similar
amount. The objective is to study, promote, and move to vote on new check-offs.

The payoff is enormous: More than $50 million annually in check-off revenues could
be generated. The real gains, however, will come through increased

markets for forest owners who will reap financial

rewards while enhancing forest health. Tens-of-

thousands of families will also benefit from the p m
retention or addition of family-supporting f

jobs in rural America.
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“Commodity check-offs are proven tools to help grow markets and to engage consumers in a

better understanding of the benefits of particular agricultural products.”

Sonia Jimenez
Director, Promotion and Economics Division, USDA’s Agriculture Marketing Service

“The U.S. Endowment for Forestry and
Communities-deserves credit for its vision,
commitment of financial resources, and persistence
toward helping to establish check-offs for softwood
lumber and other forest products sectors. Check-offs

create the opportunity and potential to help grow one of the
world’s greenest businesses.”

Steve Lovett
Executive Director of the

Softwood Lumber Board
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nvesting in watershed conservation is the best
way for our citizens to save money on their water
bills in the long run. The Endowment’s financial
support helped Raleigh pioneer a system that is
working well for all involved.”

Charles Meeker
former Mayor of Raleigh, NC
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The Endowment-sponsored review of Georgia’s
Forest Action Plan and State Wildlife Action Plan
sought ways to leverage resources and address
common priorities benefitting the Georgia Forestry
Commission and the Georgia Wildlife Resources Division.
The facilitated meetings of our respective program
managers and directors fostered a greater understanding
of agency-specific priorities and led to enhanced
cooperation on prescribed burning, invasive species, and
longleaf pine restoration. We are currently working on a
project to optimize each agency’s objectives with restoring
longleaf pine ecosystems.

Robert Farris
Director, Georgia Forestry Commission

Program Income and Expenses 2012*

Program Income $2,042,000
(public and private support)

Program Expenses 5,018,000
(grants, workshops, program-related

investments, and related expenses)

Administrative Expenses

Personnel, general and administrative $487,000
expenses

Investment Income and Expenses

Interest and Dividend Income $2,181,000
Realized and Unrealized Gains (Losses) 14,543,000
Investment Fees 188,000

Total Increase (Decrease) in Net Assets 12,993,000
Net Assets at Beginning of Period 177,073,000
Net Assets at End of Period $190,876,000

Leverage

From 2007 - 2012, a $20,361,000 Grantee Match
Endowment investment leveraged $111,778,000
$128,363,000 from partners for a

total of $148,724,000 for projects. Internal Match

$16,585,000

. Endowment
$20,361,000

* 2012 information is preliminary pending completion
of year-end closing and audit procedures.

This report was printed on Finch Fine, Bright White, Ultra Smooth 100 Ib.
text and 80 Ib. cover--www.finchpaper.com. The wood fiber used to make

this paper is independently certified by two of the world’s premier forest
certification standards as coming from responsibly managed forests.

Statements of Financial Activity (or the 12 Months ended December 31)

2011

$3,136,000

5,903,000

$439,000

$2,944,000
(13,375,000}
194,000
(13,831,000
191,634,000
$177,803,000

2010

$2,554,000

6,092,000

$454,000

$2,608,000
14,104,000
192,000
12,527,000
179,107,000
$191,634,000
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