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To Tory, who excels as a student and shines as a writer, while approaching life with compassion and sensitivity that enrich all those who know her.

To Alex, who programs computers (without being a geek) and modifies cars (without being a gearhead), while inspiring all who know him with his courage.

To Tim, who avidly plays sports of any ilk and just as avidly roots for Yale’s bulldogs, while thrilling teammates and spectators with his infectious enthusiasm.

To my parents, who invariably showed me the right path, even though I sometimes failed to take it.



Foreword by Charles D. Ellis


Correctly and increasingly widely recognized as the best book ever written on managing institutional investment portfolios, Pioneering Portfolio Management presents in plain language the knowledge and understanding David Swensen has developed over thirty years of intensive research and extensive experience—most particularly during the most recent twenty-three years, over which he and his team at Yale have produced simply astounding serial successes as innovative professional practitioners. Swensen has proven himself one of the world’s truly great investment professionals.

Some of the obvious consequences—please fasten your seatbelts—are inspiring:

• Yale has enjoyed the happy benefits of Swensen’s remarkably good investment results. Funds flowing to the University have increased over the past twenty years by nearly $3 million every day.

• Endowment support for Yale University’s expanding budget has increased from 10 percent of expenditures in 1985 to 45 percent of a much larger total in 2009.

• Swensen has produced in current purchasing power for his favorite university—as defined by the incremental superior performance over and above the average results achieved by the nation’s other university endowments—multiples more than any of Yale’s most generous benefactors.I

• During the past twenty-three years, the value added by David Swensen, Dean Takahashi, and their colleagues—over and above their endowment peers—has been an astonishing $16.5 billion.

• With President Richard C. Levin’s wise and creative leadership, Yale has used this financial strength to position itself as a leader among the world’s great universities for the benefit of all people. Alumni and friends of Yale, encouraged by Swensen’s investment results and Levin’s leadership, have proven themselves remarkably generous in their gifts for their university and its future.

On seven major dimensions, Yale’s investment management stands out:

• Returns over long periods are outstanding.

• The consistency of these returns is remarkable.

• The structural strength of the portfolio against market adversities is robust. Charming as achievements on offense have been, the first priority has always been on active defense—defense in portfolio structure, defense on manager selection, and defense in manager relationships.

• The innovative and assertive search for superior opportunities—by asset class and by manager—is exemplary.

• The linkage of endowment investment management to Yale’s overall financial management continues to be innovative, constructive, and prudent.

• The organizational effectiveness and teamwork efficiency shown consistently by the Yale Investments Office is admirable.

• The series of very favorable working relationships between Yale’s Investments Office and its quite numerous external managers bring many important advantages to Yale’s endowment—including identifying possible new managers.

Happily, these advantages have a compounding benefit for the endowment and, therefore, for Yale University and its capacity for public service.

Original and innovative as he continues to be, Swensen incorporates in his book the cream of others’ best thinking. John Maynard Keynes criticized fiduciaries for preferring to “fail conventionally” rather than taking, as Swensen so often does, direct responsibility for independent, even pioneering thought and action. When Bob Barker of the Advisory Committee on Endowment Management reported to the Ford Foundation how important it was in theory for the nation’s endowments to take the truly long-term view that would lead them to an appropriate emphasis on equity investing, he would have celebrated Swensen’s extraordinary successes in practice. Sometimes explicitly and often implicitly, Tobin, Markowitz, Samuelson, Sharpe, Buffett, Black, Scholes, Ross, Liebowitz, Litterman, and other great thinkers are all here.

Nothing is so powerful as a theory that works, and Swensen has integrated the abstract conceptual work of the Academy with the pragmatic rough and tumble of the Street to make theory work and, as a gifted teacher, share his best understandings in this remarkable book—a gift to those who share his devotion to rigorous thinking that penetrates complexity while rejecting the temptations of oversimplification.

As innovative and successful as Yale’s many investment initiatives have been—and Yale’s extraordinary achievement in superior long-term results quite naturally attracts all the attention—close observers know that the real secret in Yale’s investment success is not the profoundly pleasing performance produced over the past five, ten, and twenty years. Just as the secret of real estate is location, location, location, the real secret to Yale’s remarkable continuing success is defense, defense, defense.

But how, you might ask, can defense be so important to Yale’s remarkably positive results? Starting with those great truisms of long-term success in investing—“If you lose 50 percent, it will take a 100 percent win just to get even,” or “If investors could just delete their few large losses, the good results would take care of themselves”—all experienced investors will gladly remind us of the great advantages of staying out of trouble. Delete a few disasters and compounding takes care of everything. (The equivalent in driving is simple: No serious accidents.)

Consistency of strong results over many years—plus indications that even as competition gets stronger, Yale’s results are still improving comparatively—provides evidence of the advantages of Swensen’s giving first priority to a strong and assertive defense. On a strong “defense first” foundation, he and his team conduct a repetitively active search for better ways to manage the total portfolio—from individual manager selection and manager creation to pioneering concepts of asset classes. Yale continues to demonstrate that the best defense in free and dynamic markets is neither fixed nor cautious, but rather, is resourceful, bold, and active on every level.

The architecture of Yale’s portfolio structure is designed to enable the endowment to weather with confidence the storms and disruptions that are sure to come—but at unknowable times—to the world’s capital markets and to position the endowment portfolio on the efficient frontier in trade-offs between risk and return. Using Monte Carlo simulations that incorporate many years of past market experience, Yale’s portfolio is carefully structured to achieve optimal, non-covariant results—with particular attention to understanding and thereby avoiding unrewarded market adversities.

Having established a secure foundation through its aggressive defense, Yale then seeks specific ways to create comparative advantages that can contribute significantly to the endowment’s superior results over the long term, including: unorthodox and rational asset class allocations; pioneering and logical strategies within each asset class; unconventional and timely commitments to out-of-favor asset classes; original and disciplined selection of little known asset managers; training and empowerment of relatively young professionals; sensible and innovative structures of investment manager relationships; and disciplined leadership in the integration of endowment management with the overall financial management of the university.

Yale’s portfolio structure strategy and explicit assumptions are stress-tested in three different ways: Simulated returns are forced through a variety of possible “nightmare” scenarios; the Investment Committee devotes a full meeting each year to challenging every aspect of the portfolio structure in the classic tradition that only the well-tested decision merits strong, sustained commitment; and pragmatic “Street smarts” are always used in the professional implementation of strategy when selecting managers and allocating funds—protecting against adversities by searching out potential difficulties in an assertive, preemptive defense.

Selection of specific external managers adds another powerful defense—and has added significantly to Yale’s superior returns. The obvious risks in manager selection are two: hiring managers at or after their best results and terminating managers at or near their nadirs. Yale carefully avoids short-term “dating” relationships and strongly favors long-term, continuing “marital” commitments to very carefully chosen managers, often hiring them at an early stage in their development when terms can best be negotiated to align the manager’s incentives with Yale’s long-term interests. As a result, serial additions to each manager’s mandates are frequent, and turnover is very low among Yale’s manager relationships.

Yale’s process for selecting managers is unusually rigorous: partly because staff professionals are so experienced and so in touch with the markets; partly because extensive “due diligence” probes are made; and partly because Yale selects only those managers who demonstrate considerable strength on several criteria—investment skill, organizational coherence, clarity of business strategy, appropriate fees and incentives, and, most importantly, personal and professional integrity.

Excellent investment managers know that Yale works closely with each manager to be a “tough” and ideal client. By maintaining unusual currency in all investment markets and an unusually effective staff of skilled decision makers, Yale is organized to engage promptly in rigorous evaluations of new opportunities. Managers know they will get a thoughtful evaluation of their ideas and investment strategies and their firm’s organizational strategy, governance process, and compensation, and an early decision. One happy result is that Yale often gets an early opportunity to work with the best new managers. Of course, one negative is that Yale’s high standards and selectivity mean that each year many managers are told “No” because of the consistent rigor of decisions.

Each new manager is recommended through a formal memorandum that details all “due diligence” research; explains the manager’s record, investment philosophy, and decision-making process—and the strengths or limits of its organization; and provides the personal/professional record of each principal. Each of these in-depth background briefings—typically fifteen to twenty pages long—is studied by Investment Committee members in advance of their quarterly meetings at which any questions are discussed openly with staff professionals before a final decision is made.

Committee meetings are much like an advanced seminar in investment theory and practice, led by two Yale Ph.D.s: Rick Levin and David Swensen. (David Swensen and Richard Levin have developed a very special relationship based on the language and concepts of institutional economics in which they both earned their doctorates, their shared love of sports, and the good-humored intensity with which their teams compete annually in softball. These strong affectionate realities may be hidden from the casual observer as they strive for rigorous thinking about investing.) Committee members are chosen for their devotion to Yale, their ability to work unusually well in a small group, their expertise in investment management, and most particularly, their capacity to provide effective oversight for and work well with the investment professionals.

The best part of a good defense is, of course, avoiding major error, but the disciplined removal of small errors through rigorous thinking and attention to detail can accumulate beneficially too. Consistently superior achievement by any investment organization depends ultimately on the people who do the important work, and Yale has a remarkable team of highly skilled investment professionals, each with a different area of focus and expertise, who share objectivity when making qualitative decisions, a continuous commitment to teamwork, tenacity of purpose when searching out or nurturing relationships with investment managers, and deep appreciation of the importance of serving the university unusually well.

As clearly and fully—and quite generously—as David Swensen shares and explains his investment philosophy in this wonderful book, and as grateful as all readers will surely be for having convenient access to a treasure trove of remarkably useful expertise graciously presented in Swensen’s typically rigorous and completely understandable explanations, I feel obliged, after many happy years of sitting in the front row of the bleacher seats at the fifty-yard line, watching wonderful results unfold, to warn serious readers that for all his candor and openness, David is too modest to reveal certain salient ingredients of Swensen’s Secret Sauce that only a close observer would know are central to Yale’s success. They are too valuable to stay secret, so here they are.

First, as already noted, while all the excitement centers on the splendid high returns Yale has so enjoyed, the essential foundation underpinning all the creative and innovative decisions to invest boldly in unconventional asset classes and to commit significant millions to little known, often newly formed, managers is a carefully constructed, rigorously tested portfolio structure and decision-making process that are clearly defensive.

Second, the most remarkable reality about Yale’s Investments Office—unless, of course, you would rank even higher the very extraordinary investment results achieved—is the rich culture of professional respect and personal affection that bonds so many talented and committed individuals into a superbly effective team whose collective efforts excel. If you spend much time with the core group at Yale’s Investments Office—particularly if you’ve spent time with many other investment organizations of different types in various nations as I’ve been able to do over a long career—you will marvel at how very unusual Yale’s team of star performers is in combining rigor and objectivity with the personal warmth and trust that avoids “politics” or “positioning” and maximizes real listening for full understanding every day.

Third, those bonds of professional respect and personal friendship extend out to the hundreds of key people working at Yale’s many investment managers and engage them in unusually beneficial ways, both in their own work as investment managers and in the new ideas and insights they send Yale’s way.

Fourth, Swensen & Co. are extraordinarily thoughtful about and engaged with their client, Yale University. Recognizing the potential consequences of the endowment’s supporting a larger and larger proportion of the university’s annual budget and the importance of stability in the flow of spendable funds from the endowment to the budget of the university—which is, by nature, so people-intensive and therefore needs consistent support—they recently initiated yet another increase in the annual spending rate and a modification of the spending rule and a complementary modification of the portfolio structure to increase its stability. Taking a very broad view of their long-term responsibilities, they took the lead in initiating a creative reconsideration of the optimal way to conceptualize the amortization of university buildings. The happy result is a shift from inherently misleading bookkeeping data to usefully informing management information. This kind of “above and beyond” thoughtfulness about an institution’s best interests significantly enhances qualitatively the quantitative support Swensen & Co. give to the university.

The fifth secret may well be the most important: personal respect and affection. Visitors to Yale’s Investments Office are invariably impressed by the open architecture and informal “happy ship” climate that is almost as obvious as the disciplined intensity with which the staff work at their tasks and responsibilities. Positive professionals perform at their peak productivity and teams get better with low turnover. David Swensen and Dean Takahashi have both made Yale a breeding ground for great careers at Yale and in leadership positions at such other endowed institutions as MIT, Bowdoin, Carnegie, Princeton, and Rockefeller and have established a team at Yale with the longest tenure in their field.

Equally important to Yale’s own success has been its extensive network of professional friendships throughout the world of investing. Among the very bright and well-connected, how they spend their time is always a matter of free choice because everyone has lots of alternatives about how they share insights and information—and with whom. David Swensen is so well liked personally and admired professionally by such an extraordinarily extensive network of professional friends—and has long been a leader in helping others—it can be no surprise that he is at the vortex of insight and valuable information coming to him from many, many others. This is no accident. One of his great secrets of success is how many people are looking for opportunities to be helpful to David because it gives them so much pleasure and satisfaction and serves such high purpose and because he has been so helpful to them.

The sixth secret is that, as Charles Darwin tried to explain, survival of the fittest is not determined by competitive strength, but rather by social desirability. There’s more money than certified talent in the world of investing, so outstanding investment managers have many choices because so many investors want to be their clients. Given their freedom of choice, managers prefer to work for and with clients they like and admire, and they like and admire David Swensen very much. They want to work with him and his team. This is why, despite its very high and rigorous screening standards, Yale attracts so many nimble, creative investment managers who are repetitively able to outperform. And the odds are high that most managers do their best work for Yale because Swensen & Co. work so conscientiously to facilitate and encourage them.

One last secret: David Swensen is almost unique in the way he has defined what he does. Yes, he is Yale’s CIO; yes, he is a leader among investment professionals; and yes, he is driven to excel. But he maintains the gentler qualities of a personal and academic life while he silently defines his purpose-driven life’s work as figuring out the really right way to manage not only Yale’s endowment, but all endowments; sharing very generously through this book the concepts and practices developed over many years of creativity and discipline; striving to improve the practices of the investment management profession; integrating endowment investing and university financial management into a coherent system; and encouraging others to achieve personal and professional fulfillment by choosing meaningful, purpose-driven lives by devoting their careers to creating financial strength for our world’s great educational and philanthropic institutions.

Along the way, David Swensen has done more to strengthen our educational and cultural institutions than anyone else on our planet—and he’s still developing and sharing his best thinking with everyone in a genial and inspiring illumination of how much good one very fine man can do. Not too bad, David, not too bad.



I. Only King Abdullah of Saudi Arabia who recently funded the new King Abdullah University of Science and Technology with $20 billion, has done more for a university anywhere in the world.



Tobin’s Friend—Foreword to the 2000 Edition


Jim Tobin grew up during the Great Depression in Champaign, Illinois, where his father went each day to the public library to read the New York Times. He learned that Harvard University had decided to reach out beyond New England for students, and Illinois was one of the seven midwestern states selected for special effort in the Harvard recruiting plans, which included several generous national scholarships. He suggested to his son, “You might apply.”

Jim Tobin did apply, proved to be a first-rank scholar and went on to earn his Ph.D., when economics at Harvard was going through a revolutionary reconsideration, shifting its orientation away from deductive “reasoning” from declared truths over to a rational commitment to empirical analysis of real world data.

Harvard would prove to be an exciting environment for undergraduate and doctoral students as gifted and engaged as Jim Tobin. Filled with the excitement of realizing how useful and how intellectually absorbing a career in economics could be, Tobin accepted a faculty appointment at Yale. He held his position at Yale for nearly four decades, with intellectual distinction, great personal warmth, and important influence on many, many students. At Yale, Tobin headed the celebrated Cowles Foundation for Economic Research, taught and advised students (many of whom went on to careers of great distinction in business, government, and academia), and earned a Nobel Prize. Among his many Ph.D. advisees at Yale, he developed a deep “father-son” friendship with David Swensen, who was headed for a career on Wall Street.

Jim Tobin made two enormously important contributions to Yale’s very successful endowment management. First, he led a team that designed the smoothing, inflation-responsive spending rule that would link the endowment fund with the university’s annual budget in a rational, continuously adaptive process that works—and is being increasingly adopted by others. (Yale’s endowment currently provides 20 percent of the university’s annual budget.) Second, with his colleague and later provost Bill Brainard, Jim Tobin recommended David Swensen to the Yale administration and persuaded Swensen to abandon his promising career on Wall Street and take up the task of managing Yale’s endowment. This would lead to Swensen’s designing the architecture for the overall portfolio, crystallizing investment objectives and policies for each component and then selecting and supervising dozens and dozens of investment managers tasked with implementing the endowment’s investment strategies.

Yale’s endowment was just over $1 billion when David Swensen arrived in 1985; it’s over $7 billion now. During the intervening fifteen years—within a rigorous, risk-controlled portfolio structure that has very little in bonds, relies almost entirely on outside managers and, during the longest and strongest bull stock market in American history, has been quite deliberately and substantially underinvested in publicly traded U.S. equities—David Swensen and his team have achieved an annualized rate of return for Yale’s endowment superior to 96 percent of endowments and 98 percent of such institutional funds as pensions.

Public interest naturally centers on David Swensen’s fine results—observers conventionally citing the unconventional structure of the portfolio and the superior returns realized, but usually overlooking the complementary strength of the long- and short-term controls used to avoid, minimize, and manage risk.

Those closer to Yale will recognize that David Swensen’s riskcontrolling portfolio structure and persistent discipline have enabled the endowment to provide more and more funding for Yale’s educational program. Yale’s endowment has not only increased quite wonderfully in market value, but has also enabled the Yale Corporation to increase with prudence the rate of annual spending—not once, but twice—because of the structural strength and resilience built into the endowment’s portfolio. All told, the dollars flowing each year from Yale’s endowment to the university have increased over David Swensen’s fifteen years from $45 million to $280 million.

The timing couldn’t be better: Yale is experiencing a great renaissance under the gifted leadership of President Richard C. Levin and his extraordinary colleagues. And as the Medicis knew so well, any renaissance is costly.

Most of the Western world’s great educational and cultural institutions—universities, colleges, libraries, museums, and foundations—depend, to varying degrees, on their endowments and the spendable funds they produce. Usually, the difference between “mediocre” and “excellent” is that margin of assured fiscal strength that only an endowment can produce. In this way, our society depends on endowments for that vital margin of fiscal strength that facilitates institutional excellence. Yale’s leadership in endowment management—a leadership Yale cheerfully shares with Harvard, Princeton, and Stanford—is important far beyond the university campus and well beyond the Yale community.

At Yale, superior endowment management has generated the vital extra funding that has enabled President Richard Levin and the Yale Corporation to assure “need-blind” admission and to lead the way in limiting annual increases in tuition. These policies contribute importantly to Yale being a first-choice college for our future leaders to study and mature. And in a “virtuous circle,” wonderful students attract, stimulate, and reward great teachers to come to Yale. When Yale set a record by raising $1.7 billion to support its educational mission, the university’s alumni and friends were obviously encouraged to be particularly generous by the fine investment record of the Yale endowment.

These lofty consequences are clearly important to David Swensen and his team over the long run, but their real work is also very “daily.” They meet regularly with nearly 100 current investment managers; analyze many, many potentially interesting proposals; conduct due diligence on scads of prospective new managers; examine each manager’s investment performance versus expectations; and run Monte Carlo simulations to “stress test” the portfolio under various possible market scenarios to work out the probable impact of both intended and unintended risks. This rigorous process of operational management enables Yale to sustain its long-term investment policy commitments through market disruptions, because they are so soundly documented and carefully conceived. The clarity of policy also enables Yale to take swift, bold action when opportunities present themselves.

The operational framework within which David Swensen and his team work each day is the lineal descendant of a conceptual framework that was originated at Yale (and Stanford, MIT, and Chicago) and became known as Modern Portfolio Theory. This conceptual framework, converted into rigorously defined investment policies, gives structural strength to the present portfolio and consistency to its path through time and through markets’ turbulence. The discipline to make hundreds of day-to-day decisions in the “real” world to convert this conceptual framework into a very large portfolio of very real investments that fulfill the promise of the theory is the “bottom-up” complement to the “top-down” concept and theory. If nothing is so useless as an “ivory tower” academic theory that goes unused, nothing is so very practical as the theory that works. At Yale, as David Swensen and his team keep demonstrating, the theory works very well.

One of the many ways in which Yale is special among great universities is the traditionally collegial process of decision making. So David Swensen is not alone: He has a committee of trustees and investment experts to work with, and on campus, he’s in the proverbial “goldfish bowl.” An engaging, warm personality and a first-class mind are wonderfully helpful, but could be insufficient in successfully working with a committee of bright, informed volunteers who are keen to “make a difference.” In managing his several constituencies, David Swensen is stellar.

One secret in Yale’s success has been David Swensen’s ability to engage the committee in governance—and not in investment management. Contributing factors include: selection of committee members who are experienced, hard-working, and personally agreeable; extensive documentation of the due diligence devoted to preparing each investment decision; and full agreement on the evidence and reasoning behind the policy framework within which individual investment decisions will be made. As a result, the whole investment committee is always conceptually “on board” with overall policy, before turning to specific investment decisions. This preempts ad hoc decision making by individuals determined to be “helpful.” Of course, good results and careful adherence to agreed and articulated policies help too. But the decisive factor is the great confidence David Swensen has earned by constant fidelity to purpose, rigorous rationality, and open, full review of all investment decisions with staff, investment managers, and members of his committee.

Clearly a descendant of Norway, David Swensen is a man with a deep sense of mission to serve. Personally modest, in a sober Scandinavian way, Swensen is frequently enthusiastic about the achievement of others—particularly successful investment managers. He teaches a popular undergraduate course on investing and a rigorous investment seminar at Yale’s School of Management. He lives by both aspects of being a “man of principle”: on the one hand, devoting quality time to his children and to members of his staff (and to his continuing close friendship with mentors like Jim Tobin); and on the other hand, being almost prim in his insistence on the proper behavioral integrity of the managers and the deals in which Yale invests. Significantly, his moral gyroscope has enabled him to see and make unusual investment decisions that have proven financially beneficial to the University.

Finally, David Swensen has made it fun to work on investing for Yale—recruiting a team of exceptionally talented Yale graduates, who in their first professional jobs get a wide exposure to the world of investing; early responsibility for enquiry, analysis, and decisions; and an exemplary exposure to teamwork at work. David Swensen’s “alumni” have gone on to important endowment management posts at the Carnegie and Rockefeller foundations, as well as Duke and Princeton universities. As Churchill observed, “People like winning very much.” Sharing the joys of victory and the discipline necessary to sustain championship performance, David Swensen infuses the process of investing with a sense of the important mission of enabling Yale’s faculty, students, and administration to aspire to achieve.

David Swensen was reluctant to write this book when the idea was first proposed to him. His reasoning illustrates the remarkable integrity of the man. First, he worried that his writing the story would draw attention to him individually and away from his team—and particularly his senior colleague and friend, Dean Takahashi. He also worried that a “how-to” book might make it look “too easy.” He was concerned that other institutions (particularly those with smaller endowment funds) might be attracted by the impressive results achieved in the past several years for Yale. But they might not have the internal staff or the organizational structure and discipline required to sustain commitments through the good and bad markets that will be encountered in the future. He knows sustained commitment is necessary for success with out-of-the-mainstream portfolio structures.

Fortunately, David Swensen was persuaded to go ahead with the book. He has a lot to show us and we all have a lot to learn as he shares of the lessons taught by his experience.

Consider this: Over and above the investment returns earned by the average endowment, the incremental investment results achieved by David Swensen and his team have added well over $2 billion to Yale’s endowment and comfortably more than $100 million this year to Yale’s annual budget. How many can aspire to make as much of a real difference to an important institution as does David Swensen in his value-added work for Yale?

Charles D. Ellis
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Introduction

When I wrote the introduction to the first edition of Pioneering Portfolio Management in early 1999, Yale’s pathbreaking investment strategy had produced excellent results, both in absolute and relative terms, but had not yet been tested by adverse market conditions. In fact, Yale’s return for the ten years ending June 30, 1998 amounted to 15.5 percent per annum, more than three full percentage points short of the S&P 500’s 18.6 percent result. The endowment’s deficit relative to the then-highest-performing asset class of domestic equity caused naysayers to question the wisdom of undertaking the difficult task of creating a well-diversified equity-oriented portfolio.

The years following the first edition’s publication proved the worth of Yale’s innovative asset allocation. The continuation of the bull market in 1999 and early 2000 produced wonderful results for Yale, culminating in a 41.0 percent return for the year ending June 30, 2000, a result that trounced the average endowment return of 13.0 percent. Yet, the real test of Yale’s approach took place in 2001 and 2002 as the Internet bubble burst and marketable equities collapsed. Yale posted positive returns of 9.2 percent in 2001 and 0.7 percent in 2002, even as the average endowment reported deficits of 3.6 percent and 6.0 percent, respectively. In short, equity orientation continued to drive Yale’s strong results, while diversification kicked in to preserve the university’s assets.

From a market perspective, the vantage point of early 2008 differs dramatically from that of early 1999. For the ten years ending June 30, 2007, Yale’s 17.8 percent return emphatically exceeded the S&P 500’s 7.1 percent. Twenty-year results tell a similar tale with Yale’s 15.6 percent trumping the S&P’s 10.8 percent. In fact, Yale’s conspicuous success attracted the attention of many investors, making the university’s strategy seem less radical and more sensible, less pioneering and more mainstream.

In spite of widespread imitation of Yale’s portfolio management philosophy, the university posted stunning returns relative to peers. For the year ended June 30, 2007, Yale reported a 28.0 percent return, which exceeded the results of all of the educational institutions that participated in the 2007 Cambridge Associates Annual Analysis of College and University Pool Returns. More significantly, Yale’s results led the pack for five-, ten-, and twenty-year periods. The university’s pioneering portfolio management works in theory and in practice.

The most important measure of endowment management success concerns the endowment’s ability to support Yale’s educational mission. When I arrived at Yale in 1985, the endowment contributed $45 million to the university’s budget, representing a century-low 10 percent of revenues. For Yale’s 2009 fiscal year, in large part as a result of extraordinary investment returns, the endowment will transfer to the budget approximately $1,150 million, representing about 45 percent of revenues. High quality investment management makes a difference!

Institutions versus Individuals

When I wrote my second book, Unconventional Success, I characterized its message as “a sensible investment framework for individuals,” in contrast to the institutional focus of Pioneering Portfolio Management. I erred in describing my target audiences. In fact, I have come to believe that the most important distinction in the investment world does not separate individuals and institutions; the most important distinction divides those investors with the ability to make high quality active management decisions from those investors without active management expertise. Few institutions and even fewer individuals exhibit the ability and commit the resources to produce risk-adjusted excess returns.

The correct strategies for investors with active management expertise fall on the opposite end of the spectrum from the appropriate approaches for investors without active management abilities. Aside from the obvious fact that skilled active managers face the opportunity to generate market-beating returns in the traditional asset classes of domestic and foreign equity, skilled active managers enjoy the more important opportunity to create lower-risk, higher-returning portfolios with the alternative asset classes of absolute return, real assets, and private equity. Only those investors with active management ability sensibly pursue market-beating strategies in traditional asset classes and portfolio allocations to nontraditional asset classes. The costly game of active management guarantees failure for the casual participant.

No middle ground exists. Low-cost passive strategies, as outlined in Unconventional Success, suit the overwhelming number of individual and institutional investors without the time, resources, and ability to make high quality active management decisions. The framework outlined in Pioneering Portfolio Management applies to only a small number of investors with the resources and temperament to pursue the grail of risk-adjusted excess returns.

The World of Endowment Management

The fascinating activity of endowment management captures the energy and imagination of many talented individuals charged with stewardship of institutional assets. Investing with a time horizon measured in centuries to support the educational and research missions of society’s colleges and universities creates a challenge guaranteed to engage the emotions and the intellect.

Aside from the appeal of the eleemosynary purposes that endowments serve, the investment business contains an independent set of attractions. Populated by unusually gifted, extremely driven individuals, the institutional funds management industry provides a nearly limitless supply of products, a few of which actually serve fiduciary aims. Mining the handful of gems from the tons of mine ore provides intellectually stimulating employment for the managers of endowment portfolios.

The knowledge base that provides useful support for investment decisions knows no bounds. A rich understanding of human psychology, a reasonable appreciation of financial theory, a deep awareness of history, and a broad exposure to current events all contribute to development of well-informed portfolio strategies. Many top-notch practitioners confess they would work without pay in the endlessly fascinating money management business.

The book begins by painting the big picture, discussing the purposes of endowment accumulation and examining the goals for institutional portfolios. Articulation of an investment philosophy provides the underpinnings for developing an asset-allocation strategy—the fundamentally important decision regarding the portion of portfolio assets devoted to each type of investment alternative.

After establishing a framework for portfolio construction, the book investigates the nitty-gritty details of implementing a successful investment program. A discussion of portfolio management issues examines situations where real world frictions might impede realization of portfolio objectives. Chapters on traditional and alternative asset classes provide a primer on investment characteristics and active management opportunities, followed by an outline of asset class management issues. The book closes with some thoughts on structuring an effective decision-making process.

The linearity of the book’s exposition of the investment process masks the complexities inherent in the portfolio management challenge. For example, asset allocation relies on a combination of top-down assessment of asset class characteristics and bottom-up evaluation of asset class opportunities. Since quantitative projections of returns, risks, and correlations describe only part of the scene, top-notch investors supplement the statistical overview with a ground-level understanding of specific investments. Because bottom-up insights into investment opportunity provide information important to assessing asset class attractiveness, effective investors consider both top-down and bottom-up factors when evaluating portfolio alternatives. By beginning with an analysis of the broad questions regarding the asset allocation framework and narrowing the discussion to issues involved with managing specific investment portfolios, the book lays out a neat progression from macro to micro, ignoring the complex simultaneity of the asset management process.

Rigorous Investment Framework

Three themes surface repeatedly in the book. The first theme centers on the importance of taking actions within the context of an analytically rigorous framework, implemented with discipline and undergirded with thorough analysis of specific opportunities. In dealing with the entire range of investment decisions from broad-based asset allocation to issue-specific security selection, investment success requires sticking with positions made uncomfortable by their variance with popular opinion. Casual commitments invite casual reversal, exposing portfolio managers to the damaging whipsaw of buying high and selling low. Only with the confidence created by a strong decision-making process can investors sell mania-induced excess and buy despair-driven value.

Establishing an analytically rigorous framework requires a ground-up examination of the investment challenges faced by the institution, evaluated in the context of the organization’s specific characteristics. All too often investors fail to address the particular investment policy needs of an institution, opting instead to adopt portfolio structures similar to those pursued by comparable institutions. In other cases, when evaluating individual investment strategies, investors make commitments based on the identity of the co-investors, not on the merits of the proposed transaction. Playing follow-the-leader exposes assets to substantial risk.

Disciplined implementation of investment decisions ensures that investors reap the rewards and incur the costs associated with the policies adopted by the institution. While many important investment activities require careful oversight, maintaining policy asset-allocation targets stands near the top of the list. Far too many investors spend enormous amounts of time and energy constructing policy portfolios, only to allow allocations, once established, to drift with the whims of the market. The process of rebalancing requires a fair degree of activity, buying and selling to bring underweight and overweight allocations to target. Without a disciplined approach to maintaining policy targets, fiduciaries fail to achieve the desired characteristics for the institution’s portfolio.

Making decisions based on thorough analysis provides the best foundation for running a strong investment program. The tough competitive nature of the investment management industry stems from the prevalence of zero-sum games where the amount by which the winners win equals the amount by which the losers lose. Carefully considered decisions provide the only intelligent basis for profitable pursuit of investment activities, ranging from broad policy decisions to narrow security selection bets.

Agency Issues

A second theme concerns the prevalence of agency issues that interfere with the successful pursuit of institutional goals. Nearly every aspect of funds management suffers from decisions made in the self-interest of the agents, at the expense of the best interest of the principals. Culprits range from trustees seeking to make an impact during their term on an investment committee to staff members acting to increase job security to portfolio managers pursuing steady fee income at the expense of investment excellence to corporate managers diverting assets for personal gain. Differences in interest between fund beneficiaries and those responsible for fund assets create potentially costly wedges between what should have been and what actually was.

The wedge between principal goals and agent actions causes problems at the highest governance level, leading to a failure to serve the interests of a perpetual life endowment fund. Individuals desire immediate gratification, leading to overemphasis of policies expected to pay off in a relatively short time frame. At the same time, fund fiduciaries hope to retain power by avoiding controversy, pursuing only conventional investment ideas. By operating in the institutional mainstream of short-horizon, uncontroversial opportunities, committee members and staff ensure unspectacular results, while missing potentially rewarding longer term contrarian plays.

Relationships with external investment managers provide a fertile breeding ground for conflicts of interest. Institutions seek high risk-adjusted returns, while outside investment advisors pursue substantial, stable flows of fee income. Conflicts arise since the most attractive investment opportunities fail to generate returns in a steady predictable fashion. To create more secure cash flows, investment firms frequently gather excessive amounts of assets, follow benchmark-hugging portfolio strategies, and dilute management efforts across a broad range of product offerings. While fiduciaries attempt to reduce conflicts with investment advisors by crafting appropriate compensation arrangements, interests of fund managers diverge from interests of capital providers even with the most carefully considered deal structures.

Most asset classes contain investment vehicles exhibiting some degree of agency risk, with corporate bonds representing an extreme case. Structural issues render corporate bonds hopelessly flawed as a portfolio alternative. Shareholder interests, with which company management generally identifies, diverge so dramatically from the goals of bondholders that lenders to companies must expect to end up on the wrong side of nearly every conflict. Yet, even in equity holdings where corporate managers share a rough coincidence of interests with outside shareholders, agency issues drive wedges between the two classes of economic actors. In every equity position, public or private, management at least occasionally pursues activities providing purely personal gains, directly damaging the interests of shareholders. To mitigate the problem, investors search for managements focused on advancing stockholder interests, while avoiding companies treated as personal piggy banks by the individuals in charge.

Every aspect of the investment management process contains real and potential conflicts between the interests of the institutional fund and the interests of the agents engaged to manage portfolio assets. Awareness of the breadth and seriousness of agency issues constitutes the first line of defense for fund managers. By evaluating each participant involved in investment activities with a skeptical attitude, fiduciaries increase the likelihood of avoiding or mitigating the most serious principal-agent conflicts.

Active Management Challenges

The third theme relates to the difficulties of managing investment portfolios to exploit asset mispricings. Both market timers and security selectors face intensely competitive environments in which the majority of participants fail. The efficiency of marketable security pricing poses formidable hurdles to investors pursuing active management strategies.

While illiquid markets provide a much greater range of mispriced assets, private investors fare little better than their marketable security counterparts as the extraordinary fee burden typical of private equity funds almost guarantees delivery of disappointing risk-adjusted results. Active management strategies, whether in public markets or private, generally fail to meet investor expectations.

In spite of the daunting obstacles to active management success, the overwhelming majority of market participants choose to play the loser’s game. Like the residents of Lake Wobegon who all believe their children to be above average, nearly all investors believe their active strategies will produce superior results. The harsh reality of the negative-sum game dictates that, in aggregate, active managers lose to the market by the amount it costs to play in the form of management fees, trading commissions, and dealer spread. Wall Street’s share of the pie defines the amount of performance drag experienced by the would-be market beaters.

The staff resources required to create portfolios with a reasonable chance of producing superior asset class returns place yet another obstacle in the path of institutions considering active management strategies. Promising investments come to light only after culling dozens of mediocre alternatives. Hiring and compensating the personnel needed to identify out-of-the-mainstream opportunities imposes a burden too great for many institutions to accept. The alternative of trying to pursue active strategies on-the-cheap exposes assets to material danger. Casual attempts to beat the market provide fodder for organizations willing to devote the resources necessary to win.

Even with adequate numbers of high quaility personnel, active management strategies demand uninstitutional behavior from institutions, creating a paradox few successfully unravel. Establishing and maintaining an unconventional investment profile requires acceptance of uncomfortably idiosyncratic portfolios, which frequently appear downright imprudent in the eyes of conventional wisdom. Unless institutions maintain contrarian positions through difficult times, the resulting damage of buying high and selling low imposes severe financial and reputational costs on the institution.

*  *  *

Even though the investment lessons in this book focus on the challenges and rewards of investing educational endowment funds, the ideas described in these pages address issues of value to all participants in financial markets. Perhaps most important, readers might develop an understanding of the extraordinary requirements for successful pursuit of active management strategies. Rigorous self-assessment leads to segregation of those with active management ability from those without, increasing chances for investment success by understanding which activities to avoid and which activities to pursue.

Beyond the pragmatic possibility of improving investment outcomes, students of finance might enjoy exploring the thought process underlying the management of a large institutional fund. Because fund managers operate in an environment that requires insights into tools ranging from the technical rigors of modern finance to the qualitative judgments of behavioral science, the funds management problem spans an improbably wide range of disciplines, providing material of interest to a broad group of market observers.
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Endowment Purposes

Institutions accumulate endowments for a number of purposes. A significant level of endowment support for university operations enhances institutional autonomy and provides an independent source of revenues, thereby reducing dependence on government grants, student charges, and alumni donations. Financial stability increases with the level of sustainable endowment distributions, facilitating long-term planning and increasing institutional strength. Finally, since colleges and universities tend to post strikingly similar tuition levels, better-endowed institutions enjoy an incremental income stream, providing the means to create a superior teaching and research environment.

Institutions without permanent financial resources support day-today operations with funds from sources that frequently demand a voice in organizational governance. Government grants expose colleges and universities to a host of regulations concerning matters far afield from the direct purpose of the activity receiving financial support. Gifts from alumni and friends often contain explicit or implicit requirements, some of which may not be completely congruent with institutional aspirations. In an organization’s early years, when any source of income might represent the difference between survival and failure, institutions prove particularly vulnerable to the strings attached to external income flows.

Universities frequently make long-term commitments as part of the regular course of operations. For example, awarding tenure to a faculty member represents a financial obligation that might span decades. Funding such an enduring obligation with temporary sources of funds exposes the institution (and the individual) to the risk of disruption in revenue flows. The permanent nature of endowment funds matches nicely the long-term character of tenure commitments.

Some institutional constituencies view endowments with a decidedly short-term horizon. Students generally prefer greater levels of support today, expecting that higher expenditures translate into better, less expensive education. Faculty recognize that current resources provide the wherewithal to pursue a more comprehensive set of scholarly activities, while administrators see enhanced financial flows as the means to relax the binding constraint of budgetary discipline. Some donors suggest increasing endowment payout as a means to reduce the pressures associated with raising current use funds. Trustees ultimately face the difficult-to-resolve tension between desire to support current programs and obligation to preserve assets for future generations.

Colleges and universities stand among the most long-lived institutions in society. By charting an independent course in fulfilling a mission of teaching and scholarship, the academy adds immeasurably to the quality of life. Endowment funds contribute to the educational enterprise by providing institutions with greater independence, increased financial stability, and the means to create a margin of excellence.

MAINTAIN INDEPENDENCE

Endowment accumulation facilitates institutional autonomy, since reliance on impermanent income sources to support operations exposes institutions to the conditions attached by providers of funds. For example, when the government awards grants to support specific research projects, university-wide activities frequently face requirements and regulations even though the affected operations may be far removed from the grant beneficiary. Similarly, colleges relying on donor gifts for current use often find that benefactors demand a significant voice in the institution’s activities. Even educational institutions that rely heavily on tuition income may be constrained by that dependency, perhaps by responding to current trends and fashions to attract sufficient numbers of students to maintain operations. Greater institutional needs for current income correspond to greater degrees of external influence.

Educational institutions certainly must respond to government policy and take into account donor wishes and student desires. However, at times such influences detract from the ability of trustees to pursue well-considered institutional goals. Endowment accumulation allows educational institutions to be accountable to their constituencies without being held hostage by them.

Donors to endowment often attach meaningful restrictions to gifts, stipulating that funds provide permanent support for designated purposes. Occasionally, such requirements come into conflict with institutional goals, as might be the case when an endowment supports a field of study long since abandoned by scholars. More frequently, endowment gifts provide restricted support to fund activities central to organizational aspirations, such as teaching and financial aid. Even though donors exercise considerable influence in negotiating the initial terms of an endowment gift, after establishing the fund, donor influence wanes.

Attracting short-term sources of income requires institutions to respond to a combination of explicit and implicit pressures. Institutions that benefit from a stable stream of endowment income stand a greater chance of maintaining independence from external pressures. Support of the operating budget by endowment fosters academic freedom and allows independent governance.

Yale and Connecticut

The survival of the fledgling Yale in the early eighteenth century depended on generous legislative and financial support from the Colony of Connecticut. In October 1701 the General Assembly of the Colony of Connecticut approved a proposal put forth by five Connecticut ministers to charter a college: “Wherein Youth may be instructed in the Arts and Sciences who through the blessing of Almighty God may be fitted for Publick employment both in Church and Civil State.” Support for Yale included grants of land, special grants for construction or repair of college buildings, authorization for briefs or lotteries, duties on rum, and the exemption of ministers, ministers’ tutors, and students from taxes. Brooks Mather Kelley, in his Yale—A History, estimates that “throughout the eighteenth century, Connecticut’s contribution amounted to more than one half the total gifts to the college.”1

The colony’s support came with a price. For instance, in 1755, the general assembly voted to refuse the annual grant to Yale, ostensibly because of wartime expenditures, but in fact to retaliate for a controversial position taken by Yale President Clapp concerning the religious character of the college. In 1792, in exchange for renewed financial support, the governor, lieutenant governor, and six legislators became fellows of the Yale Corporation. The presence of the state-appointed representatives on the Yale governing board caused discord and conflict, with disagreements ranging from the proper religious faith of the faculty to the general assembly’s rights in reforming abuses in the running of the college.

State-appointed representatives served on the Yale Corporation until the termination of state support for Yale in 1871, which resulted in the withdrawal of the state senators from the Yale Corporation.2 With the replacement of the six legislators by fellows elected by Yale’s alumni body, control became more firmly centered in the college. Yale’s experience mirrored national trends. With the end of the Civil War and the rise of Darwinism and laissez-faire philosophies, the previous view of the major role of the state in the support of private education had shifted. As historian Frederick Rudolph noted, “a partnership in public service, which had once been essential to the colleges and inherent in the responsibilities of government . . . [became] insidious or . . . forgotten altogether.” Fortunately for Yale, this withdrawal of public support was replaced by organized alumni support.3

The appointment of elected officials to the university’s governing board in exchange for financial support illustrates in the starkest fashion the loss of control associated with reliance on external sources of funds. While the nearly eighty years of direct state influence on Yale’s governance represents an extreme case, more subtle issues of outside influence continue to test the wisdom of today’s trustees. Balancing the legitimate interest of providers of funds in having a voice with the fundamental need of private institutions to maintain ultimate control poses a difficult challenge to fiduciaries responsible for managing educational organizations.

Federal Support for Academic Research

The benefits and dangers of reliance on government support have shaped private educational institutions throughout their history. Many scholars credit the influx in the 1960s of federal dollars for research in higher education with the rise to preeminence of the American research university. However, the costs of this support to the administrative flexibility of the universities became painfully evident in the 1970s.

In their extensive study of the American research university, Hugh Graham and Nancy Diamond note that federal support for research resulted in “increased congressional involvement, an emphasis on targeted research, and a general trend toward government regulation of the private sector.”4 During the late 1960s and early 1970s federal regulation of universities slowly but steadily embraced issues such as hiring, promotion, and firing of university personnel (including faculty); research; admissions; toxic waste disposal; human and animal subjects of research; access for the handicapped; wage and salary administration; pensions and benefits; plant construction and management; record keeping; athletics; fund-raising; and in some cases, curricula.5

With this new web of federal regulation came increased costs and bureaucracy for the universities. In a widely quoted claim, Harvard President Derek Bok noted that compliance with federal regulations at Harvard consumed over sixty thousand hours of faculty time and cost almost $8.3 million in the mid 1970s. A 1980 study found that meeting regulatory costs absorbed as much as 7 to 8 percent of total institutional budgets.6

The reduction in administrative autonomy poses a significant threat to institutional governance. In his Report of the President for 1974–1975, Yale President Kingman Brewster stated: “. . . the experience of recent years gives fair warning that reliance upon government support for any university activity may subject the entire university to conditions and requirements which can undermine the capacity of faculty and trustees to chart the institution’s destiny.”

When well-endowed institutions accept external financial support, compliance with the accompanying requirements no doubt influences institutional policies. That said, such compliance generally poses no fundamental threat to the integrity of the institution. The greater the independent flow of financial resources from endowment assets, the greater the ability of an institution either to avoid external funds with onerous requirements or to negotiate changes mitigating undesirable regulations. In cases where organizations lack substantial independent means, external funds providers wield the potential to reshape the institution, threatening to alter the fundamental character of the college or university.

University of Bridgeport

In the early 1990s, severe financial distress caused the University of Bridgeport to lose its independence after a desperate fight to survive. From a peak of more than 9,000 students in the 1970s to fewer than 4,000 in 1991, declining enrollment created budgetary trauma, forcing the school to consider radical measures. In spite of the institution’s dire straits, in October 1991, the University of Bridgeport rejected an offer of $50 million from the Professors World Peace Academy, an arm of the Reverend Sun Myung Moon’s Unification Church. Preferring to pursue independent policies, the institution’s trustees elected to take the drastic step of eliminating nearly one-third of its ninety degree programs, while petitioning a judge to dip into restricted endowment funds to meet payroll costs.

After running out of options in April 1992, the trustees of the university reversed course, ceding control to the Professors World Peace Academy in exchange for an infusion of more than $50 million over five years. As board members associated with the Unification Church took control, the sixty-five-year-old institution received a new mission:—to serve as “the foundation of a worldwide network of universities striving for international harmony and understanding.”7

Three years later, the Reverend Sun Myung Moon received an honorary degree from the University of Bridgeport, which recognized him as a “religious leader and a man of true spiritual power.”8 During Reverend Moon’s appearance on campus, he took credit for the fall of communism and promised to resolve conflicts in the Middle East and Korea. Claiming that “the entire world did everything it could to put an end to me,” the Reverend Moon said that “today I am firmly standing on top of the world.”9 According to the New York Times, the speech provided further evidence to critics that the “once sturdy university” sold its independence for an infusion of capital from “a religious cult with a messianic and proselytizing mission.”

The University of Bridgeport’s demise resulted from a number of factors, yet a more substantial endowment might have allowed the institution to maintain its independence. The lack of a stable financial foundation exposed the university to wrenching change, causing varying degrees of distress among important institutional constituencies.

External support for colleges and universities frequently comes with collateral requirements designed to influence institutional behavior. In extreme cases, outside agents seek to change the fundamental character of an organization. The greater the extent to which endowment funds provide support for operations, the greater the ability of an institution to pursue its own course.

PROVIDE STABILITY

Endowments contribute to operational stability by providing reliable flows of resources to operating budgets. Nonpermanent funding sources fluctuate, and may diminish or disappear, as government policies change, donor generosity diminishes, or student interest wanes. By reducing variability in university revenues, endowments enhance operational viability and promote long-term planning.

Yale and Josiah Willard Gibbs

Yale’s history is riddled with instances of budgetary problems due to fluctuating current income. On numerous occasions the university operated at a deficit, forcing faculty to forego full salaries. In an extreme example, the “greatest scholar Yale has ever produced or harbored,” Josiah Willard Gibbs, renowned for his seminal research in physics and engineering, received an appointment as professor of mathematical physics without salary in 1871, indicating “not any lack of esteem for Gibbs, but rather the poverty of Yale.” In 1880, officials at Johns Hopkins University attempted to woo Gibbs from Yale with an offer of a $3,000 salary.

The well-known geologist and mineralogist, Yale Professor James Dwight Dana, convinced Yale President Noah Porter to provide Gibbs with a salary of $2,000 and a promise to increase the salary as soon as funds were available. In a letter to Gibbs, Dana implored the brilliant professor to stay loyal to Yale: “. . . I do not wonder that Johns Hopkins wants your name and services, or that you feel inclined to consider favorable their proposition, for nothing has been done toward endowing your professorship, and there are not here the means or signs of progress which tend to incite courage in professors and multiply earnest students. But I hope nevertheless that you will stand by us, and that something will speedily be done by way of endowment to show you that your services are really valued . . . Johns Hopkins can get on vastly better without you than we can. We can not.”10

Gibbs eventually received Yale’s prestigious Berkeley fellowship for postgraduate scholarship, endowed in 1731 by George Berkeley with the gift of a ninety-six-acre farm in Newport, Rhode Island. Funded by income from the farm, the fellowship supported some of Yale’s most illustrious graduates including Eleazer Wheelock, the first president of Dartmouth College, and Eugene Schuyler, the first American to hold the Ph.D.

Today, endowed chairs serve largely to confer honor on distinguished faculty members; in Gibbs’s era support from the endowment conferred both prestige and financial security. That said, even today, the credibility of an institution’s promise to provide ongoing financial support creates an important competitive edge in recruiting and retaining faculty.

Stanford University

Endowment distributions occasionally provide more than year-to-year stability in funding operations. In times of severe economic stress, well-endowed institutions employ extraordinary distributions to weather the storm, while those with meager permanent resources face the consequences of substantial financial trauma more directly.

In 1991, Stanford lost significant amounts of financial support from the federal government in a controversy over cost recoveries that the university claimed in connection with federally sponsored research activity. Stanford allegedly overbilled the government, seeking reimbursement for headline-grabbing charges associated with the seventy-two-foot yacht Victoria, a nineteenth century Italian fruitwood commode, and a Lake Tahoe retreat for university trustees.11 Primarily as a result of the “continued impact of the disputes with the federal government,” the university posted a 1992 operating deficit in excess of $32.5 million, representing nearly 3 percent of revenues.

Facing projected deficits aggregating $125 million over three years, Stanford sought to “finance the expected losses while expense reduction programs were implemented.” A critical component of the “financing” plan involved increasing the endowment payout rate from 4.75 percent to 6.75 percent for 1993 and 1994, releasing a projected incremental $58 million to support operations during Stanford’s period of adjustment.

The combination of increased endowment spending, reduced expenditures, and incremental borrowing placed the university on firm financial footing. In 1995, basking in the glow of a substantial operating surplus, Stanford lowered the payout rate to 5.25 percent, nearly returning to the “customary rate of 4.75 percent.”12 The extraordinary increase in the endowment spending rate provided a cushion for Stanford’s operations, allowing the university to deal with a sudden, significant loss of funds with minimal disruption.

Yet the use of permanent funds to finance temporary operating shortfalls imposed substantial costs on Stanford. In the five years following the university’s extraordinary payout rate increase, strong investment returns led to more than a doubling in asset values. Certainly, with twenty-twenty hindsight, Stanford would have benefited by using much lower-cost external borrowing to fund the budget deficits, leaving the payout rate at its “customary” level of 4.75 percent. Considering the longer-term impact of withdrawal of permanent funds reinforces concerns regarding the ultimate cost of unusually high rates of spending from endowment.

Reliable distributions from endowment contribute to the stability of educational institutions. Under normal operating circumstances, greater levels of endowment serve to improve the quality of an organization’s revenue stream, allowing heavier reliance on internally generated income. When faced with extraordinary financial stress, endowment assets provide a cushion, either by paying out unusually large distributions or by serving as support for external borrowing, giving the institution the capacity to address disruptive fiscal issues. A substantial endowment creates a superior everyday budgetary environment and enhances the ability to deal with unusual financial trauma.

CREATE A MARGIN OF EXCELLENCE

Endowments produce resources that allow an institution to establish a superior educational environment. On the margin, endowment income attracts better scholars, provides superior facilities, and funds pioneering research. While financial resources fail to translate directly into educational excellence, incremental funds provide the means for the faculty, administration, and trustees to develop an unusually robust educational institution.


Endowments and Institutional Quality

Endowment size correlates strongly with institutional quality. A survey of major private research universities shows that larger, better-endowed organizations score more highly in the U.S. News and World Report rankings of educational institutions.13 While the U.S. News and World Report rankings garner a fair share of controversy, much of the debate centers around the rank order of institutions. Placing the major research universities into quartiles reduces the focus on numerical order and produces a set of categories that group like with like. The quartile groupings show a strong correlation between excellence and endowment size.

Public universities fall outside of the study because budgetary issues for state-supported institutions differ significantly from those of private universities. For example, government appropriations play a much greater role for public institutions than for private. If public authorities wish to support institutions at a particular level, changes in levels of endowment income might be offset by altering levels of state support for the universities. Strong endowment distributions may correspond to weak state subventions, while weak endowment support may elicit higher state contributions. Public institutions face investment and spending problems that differ fundamentally from those of private universities.

Major private research universities have strikingly similar tuition streams. In 2004, among the top twenty research universities in the survey, undergraduate tuition ranged from $19,670 to $32,265, a reasonably tight band. Eliminating the high and low outliers produces a range of $24,117 to $29,910. Among the top five institutions, tuition charges fell in an even narrower band from $28,400 to $29,910. Price discrimination, at least with respect to posted tuition levels, appears to be quite weak among leading universities.

Large private universities operate substantial enterprises, with 2004 revenues ranging from $74 million to nearly $2.8 billion, averaging $722 million. To put the revenue numbers in a corporate context, eleven of sixty-one institutions run budgets sufficiently large to rank among the Fortune 1000 companies.14

Student income provides the largest single source of income to research universities, accounting for more than 48 percent of revenues. Grants and contracts supply nearly 25 percent of cash flow, investment income about 13 percent, and contributions 8 percent. The catch-all remainder amounts to less than 6 percent of revenues.

Ranking institutions by quality poses a host of challenges, because such rankings involve reducing the characteristics of a complex, multifaceted institution to a single number. Nonetheless, a cottage industry, led by U.S. News and World Report, produces widely followed annual ratings of colleges and universities.

In part, because of the impossibility of making precise distinctions where none exist, the ratings engender controversy. In the U.S. News and World Report evaluation, the magazine assesses academic reputation, student retention, faculty resources, admissions selectivity, financial wherewithal, graduation rates, and alumni giving rates.15 Combining measures such as SAT scores, class size, and graduation rates, the publication fashions a ranking scheme of colleges and universities. While the precise rank order causes much debate, the general groupings of institutions make intuitive sense.

Dividing the large private universities into quartiles according to their academic ranking allows examination of the relationship between investment income and institutional quality. Table 2.1 lists (alphabetically) the institutions falling into each particular group.

Quality ranking and endowment size exhibit a strong correlation, with top quartile institutions benefiting from endowments averaging just in excess of $6.0 billion, in contrast to the bottom quartile average of $324 million. Moving from one quartile to the next, a clear step pattern emerges, indicating a direct relationship between endowment assets and institutional achievement.

The level of endowment per student tells the same story. Top quartile universities enjoy nearly $530,000 in endowment assets for each full-time equivalent (FTE) student. After dramatic declines to approximately $190,000 for the second quartile and just over $61,000 for the third quartile, bottom quartile institutions average only $43,000 per student. Endowment size correlates clearly and strongly with institutional quality.

The degree to which investment income supports research institution budgets varies dramatically. As seen in Table 2.2, top quartile university investment assets produce 19.1 percent of revenues. In contrast, bottom quartile institutions receive roughly one-third the relative support, with investments contributing 6.8 percent of income.

Since higher quality institutions tend to be larger, greater relative levels of investment income translate into dramatically greater numbers of dollars. Top quartile institutions operate with an average draw of $274 million, while lower quartile universities receive only $17 million.

Student charges provide the complement to investment income. As institutional quality increases, budgetary dependence on student charges decreases. Top quartile institutions rely on student income for 24.5 percent of revenues, while bottom quartile universities obtain 64.5 percent of revenues from such charges, a spread of 40 percent. Lower quality institutions rely heavily on tuition. Yet viewed on a per capita basis, student charges show a remarkably consistent pattern across the quartiles, with figures ranging from $26,800 for the top quartile to $19,400 for the bottom quartile. Better-endowed universities use their financial strength to create a richer educational environment.

Grants and contracts display a strong relationship with institutional quality, providing nearly 38 percent of revenues for top quartile institutions and declining monotonically to just over 16 percent of revenues for bottom quartile universities. As in the case of investment income, the combination of the top institutions’ larger budgets and larger shares translates into substantially more grant and contract income for research activity at large, high quality universities.

Table 2.1 Endowment Size Correlates Strongly with Institutional Quality

Data as of Fiscal Years Ending 2004



	 

	Institution

	Average Size of Endowment ($mm)

	Average Endowment per Student

	Average Age of Institution




	Top Three

	
Harvard

Princeton

Yale


	 

	$14,934

	$1,255,667

	310




	1st Quartile

	
Brown

Cal Tech

Columbia

Cornell

Dartmouth

Duke

Harvard

Johns Hopkins


	
MIT

Northwestern

Princeton

Stanford

Penn

Washington

Univ.

Yale


	$6,053

	$529,573

	196




	2nd Quartile

	
Boston College

Brandeis

Carnegie Mellon

Case Western

Emory

Georgetown

Lehigh

Notre Dame


	
NYU

Rice

Tufts

Chicago

Rochester

USC

Vanderbilt

Wake Forest


	$1,802

	$189,379

	143




	3rd Quartile

	
RPI

Baylor

Baylor

BU

Clark

Fordham

George

Washington

Pepperdine

SMU


	
St. Louis

University

Stevens

Institute Tech.

Syracuse

Tulane

Miami

WPI

Yeshiva


	$569

	$61,517

	137




	4th Quartile

	
American

Catholic Univ.

of America

Drexel

Howard

Illinois Institute

of Tech.

Loyola

Marquette

Northeastern


	
TCU

Univ.

of Denver

Univ. of Tulsa

Univ.

of Dayton

Univ. of

the Pacific

USD

USF


	$324

	$43,429

	123




	Average

	 

	 

	$2,181

	$205,703

	150





Source: Moody’s Investors Service.

Table 2.2 Investment Income Provides More Support at Top Universities

Data as of Fiscal Years Ending 2004



	 

	Institution

	Average Total Revenues ($mm)

	Student Income

	Grants/Contracts

	Contributions

	Investment Income

	Other




	Top Three

	
Harvard

Princeton

Yale


	 

	1,736

	19.7%

	23.5%

	6.0%

	31.2%

	8.6%




	1st Quartile

	
Brown

Cal Tech

Columbia

Cornell

Dartmouth

Duke

Harvard

Johns Hopkins


	
MIT

Northwestern

Princeton

Stanford

Penn

Washington

Univ.

Yale


	1,463

	24.5%

	37.7%

	8.4%

	19.1%

	8.1%




	2nd Quartile

	
Boston College

Brandei

Carnegie Mellon

Case Western

Emory

Georgetown

Lehigh

Notre Dame


	
NYU

Rice

Tufts

Chicago

Rochester

USC

Vanderbilt

Wake Forest


	733

	45.2%

	25.9%

	9.0%

	14.5%

	5.4%




	3rd Quartile

	
RPI

Baylor

BU

Clark

Fordham

George

Washington

Pepperdine

SMU


	
St. Louis

University

Stevens

Institute Tech.

Syracuse

Tulane

Miami

WPI

Yeshiva


	422

	58.9%

	19.0%

	6.9%

	9.4%

	5.8%




	4th Quartile

	
American

Catholic Univ.

of America

Drexel

Howard

Illinois Institute

of Tech.

Loyola

Marquette

Northeastern


	
TCU

Univ.

of Denver

Univ. of Tulsa

Univ.

of Dayton

Univ. of

the Pacific

USD

USF


	271

	64.5%

	16.2%

	8.1%

	6.8%

	4.3%




	Overall

	 

	 

	722

	48.2%

	24.7%

	8.1%

	12.5%

	5.9%





Source: Moody’s Investors Service.

Annual giving numbers fall into a reasonably narrow range from 6.9 percent to 9.0 percent of revenues and exhibit no particular pattern. Even though top quartile universities receive a smaller percentage of revenues from current gifts, the dollars given to top quartile institutions exceed the dollars for all other institutions combined.

While endowment size clearly correlates with institutional quality, the direction of causality remains unclear. Do higher quality institutions attract higher levels of endowment support, creating a self-reinforcing virtuous cycle? Or do larger endowments provide the resources required to build superior institutions, facilitating the creation of a margin of excellence? Regardless of the direction of causation, greater financial resources correlate with superior educational environments.

CONCLUSION

Endowments serve a number of important purposes for educational institutions—allowing greater independence, providing enhanced stability, and facilitating educational excellence. Institutions of higher education best serve society as independent forums for free and open inquiry, promoting unfettered pursuit of ideas regardless of convention or controversy. The conditions attached to sources of outside financial support contain the potential to create institutional sensitivities, limiting healthy debate and impairing open inquiry.

For established institutions, endowments enhance operating independence and budgetary stability. Sizable reserves of permanent funds allow trustees to resist government interference and unreasonable donor requirements. Large endowments enable administrators to smooth the impact of financial shocks, buffering operations against disruptive external forces.

For less established institutions, endowments sometimes determine the difference between survival and failure. In the decade ending June 2007, more than one hundred degree granting institutions closed, representing approximately 3 percent of the total number of such institutions in the United States.16 Well-endowed institutions enjoy a level of fiscal support that cushions financial and operating blows. Even modest endowments make a significant difference.

Endowments provide the means to produce a margin of excellence. Better-endowed institutions enjoy an incremental source of funds available for deployment to create a superior educational environment. By contributing to the excellence of superior colleges and universities, endowments play an important role in the world of higher education.

Understanding the purposes that drive endowment accumulation represents an important first step in structuring an investment portfolio. By defining the reasons endowments exist, fiduciaries lay the groundwork for articulation of specific investment goals, shaping in a fundamental manner the investment policy and process.
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Investment and Spending Goals

Endowment managers pursue the conflicting goals of preserving purchasing power of assets and providing substantial flows of resources to the operating budget. If fiduciaries produce spending and investment policies that deal successfully with the tension between the goals, the institution receives a sustainable contribution from endowment assets to support academic programs. Asset preservation and stable budgetary support, if achieved, satisfy the purposes of endowment accumulation—maintaining independence, providing stability, and creating a margin of excellence.

Benjamin Franklin observed that death and taxes represent life’s only certainties. Managers of endowment assets suspend those certainties, as educational institutions aspire to exist in perpetuity and endowment assets enjoy exemption from taxes. The perpetual nature of colleges and universities makes endowment management one of the investment world’s most fascinating endeavors. Balancing the tension between preserving long-run asset purchasing power and providing substantial current operating support provides a rich set of challenges, posing problems unique to endowed educational institutions.

Purchasing power preservation represents a long-term goal, spanning generations. Successfully managed endowments retain forever the ability to provide a particular level of institutional support, justifying the classification of endowment funds as permanent assets. Pursuit of long-term asset preservation requires seeking high returns, accepting the accompanying fundamental risk and associated market volatility.

Stable operating support constitutes an intermediate-term goal, reflecting the demands of a shorter-term budgetary planning cycle. Since academic programs contract only with great difficulty, institutions rely on reasonably predictable flows of funds from endowment to support operations. Supplying stable distributions for current operations requires dampening portfolio volatility, suggesting lower levels of fundamental risk with the accompanying lower levels of expected returns.

The high risk, high return investment policy best suited to serve asset preservation conflicts with the low risk, low return investment approach more likely to produce stable distributions to the operating budget. Spending policies deal with the conflict, in part by dampening the transmission of portfolio volatility to budgetary distributions. Further, by specifying institutional preferences regarding the trade-off between purchasing power preservation and stability of flows to fund operations, spending policies determine the degree to which endowments meet the needs of current and future generations.

INVESTMENT GOALS

The late Yale economist James Tobin captured the essence of the investment problem facing fiduciaries:

The trustees of an endowed institution are the guardians of the future against the claims of the present. Their task is to preserve equity among generations. The trustees of an endowed university like my own assume the institution to be immortal. They want to know, therefore, the rate of consumption from endowment which can be sustained indefinitely. . . . In formal terms, the trustees are supposed to have a zero subjective rate of time preference.

Consuming endowment income so defined means in principle that the existing endowment can continue to support the same set of activities that it is now supporting. This rule says that the current consumption should not benefit from the prospects of future gifts to endowment. Sustained consumption rises to encompass and enlarge the scope of activities when, but not before, capital gifts enlarge the endowment.1

Tobin’s concept of intergenerational equity comports with the goals of purchasing power preservation and stable operating budget support. By preserving endowment assets adjusted for inflation, the institution retains the ability to “support the same set of activities that it is now supporting.” In supplying a stable flow of resources for operations, the endowment provides continuity of support, avoiding disruptive interruptions in distributions to academic programs.

Gifts and Endowment

When making an endowment gift, donors intend to provide permanent support for the designated activity. If financial managers maintain only the nominal value of gifts, inflation ultimately reduces to insignificance the impact of the fund. Yale’s oldest surviving endowment fund dedicated to the support of teaching, the Timothy Dwight Professorship Fund established in 1822, entered the university’s books at an historical cost basis slightly in excess of $27,000. Because price levels rose nearly twenty-seven fold in the intervening 185 years, a 2007 distribution from an endowment of $27,000 pales in comparison to an 1822 distribution from the same size fund. While during the Dwight Professorship’s existence, the fund grew more than eighteen times to nearly $500,000, the current value falls short of the inflation-adjusted target by nearly one-third. Even though the university continues to benefit from the Timothy Dwight Professorship in the early twenty-first century, after accounting for inflation the fund fails to provide the same level of support available in the early nineteenth century. While fiduciary principles generally specify only that the institution preserve the nominal value of a gift,I to provide true permanent support institutions must maintain the inflation-adjusted value of a gift.

Explicitly stating that new gifts allow an institution to “enlarge the scope of activities,” Tobin recognizes a principle important to endowment benefactors. Some institutions factor gifts into spending considerations, targeting a consumption level equal to the portfolio’s expected real return plus new gifts. Harvard University, in fashioning its 1974 spending policy, assumed that “university expense growth would exceed [the long-term inflation] rate by two points.”2 Yet the institution’s targeted reinvestment rate offset only the general level of inflation, not the higher university expense growth. Obviously, supporting the “same set of activities” required keeping pace with university expense growth, not general inflation, rendering the reinvestment rate inadequate to its purpose. To maintain endowment purchasing power, Harvard articulated a goal of accumulating sufficient new capital gifts to offset the difference between the general inflation rate and university expense growth. In so doing, the university explicitly employed new gifts to replenish inflationary losses.3

Using new gifts to offset part of the impact of inflation on asset values fails to “enlarge the scope of activities” supported by endowment. If a fund devoted to supporting a chair in the economics department loses purchasing power, establishing a new chair in the law school does nothing to replenish the economics department’s loss. From a bottom-up basis, donors have the right to expect that each individual endowment fund will retain purchasing power through time.

Trade-off Between Today and Tomorrow

Fund managers charged only with preserving portfolio purchasing power face a straightforward task. Simply accumulating a portfolio of Treasury Inflation Protected Securities (TIPS) allows investors to generate inflation-sensitive returns guaranteed by the government. Unfortunately, the excess of university inflation over general price inflation may well consume any incremental returns from TIPS, providing almost no real return to the institution. Such single-minded focus on asset preservation fails to meet institutional needs, as merely accumulating a portfolio of assets with stable purchasing power provides little, if any, benefit to the academic enterprise.

Endowment assets benefit educational institutions primarily by generating substantial reliable distributions to support operations. Fund managers with a narrow focus on providing generous predictable spending flows face little problem, particularly when operating with an intermediate time horizon. By holding assets that promise low levels of volatility, managers create a stable portfolio that allows budget planners to forecast payouts with reasonable certainty. Unfortunately, low risk investment portfolios deliver returns insufficient both to support substantial distributions and to preserve purchasing power. Exclusive pursuit of stable support for current operations favors today’s generation of scholars over tomorrow’s beneficiaries.

A clear direct trade-off exists between preserving assets and supporting operations. To the extent that managers focus on maintaining purchasing power of endowment assets, substantial volatility influences the flow of resources delivered to the operating budget. To the extent that managers emphasize providing a sizable and stable flow of resources to the operating budget, substantial volatility influences the purchasing power of endowment assets.

Consider two extreme policies to determine the annual spending from an endowment. One extreme, placing maintenance of asset purchasing power at center stage, requires spending each year only the real returns generated by the portfolio. Assume a particular year produces investment returns of 10 percent and inflation of 4 percent. Distributing 6 percent of assets to the operating units provides substantial support to operations, while reinvesting 4 percent in the endowment offsets inflation and maintains purchasing power. The following year, in an environment with 2 percent investment returns and 7 percent inflation, the institution faces a serious problem. Compensation for inflation requires a 7 percent reinvestment in the endowment, but the fund generated a return of only 2 percent. The endowment manager cannot ask the operating units for a 5 percent rebate to maintain portfolio purchasing power. At best, the institution can declare no distribution, hoping to generate positive real returns in following years to replenish lost purchasing power and, perhaps, to provide operational support. From an operating budget perspective, a policy that places year-by-year maintenance of purchasing power above all else proves unacceptable.

The other policy extreme, pursuing a goal of providing a completely stable flow of resources to the operating budget, requires spending amounts that increase each year by the amount of inflation. In the short term, the policy provides perfectly stable inflation-adjusted distributions from the endowment to the operating budget. While under normal market conditions such a policy might not harm the endowment, serious damage results when faced with a hostile financial environment. In a period of high inflation accompanied by bear markets for investment assets, spending at a level independent of the value of assets creates the potential to permanently damage the endowment fund.

Spending policies specify the trade-off between protecting endowment assets for tomorrow’s scholars and providing endowment support for today’s beneficiaries. Cleverly crafted rules for determining annual endowment distributions reduce the tension between the objectives of spending stability and asset preservation, increasing the likelihood of meeting the needs of both current and future generations.

SPENDING POLICY

Spending policies resolve the tension between the competing goals of preservation of endowment and stability in spending. Sensible policies cause current-year spending to relate both to prior-year endowment distributions and to contemporaneous endowment values, with the former factor providing a core upon which planners can rely and the latter factor introducing sensitivity to market influences.

Yale’s Spending Policy

Based on a structure created by economists James Tobin, William Brainard, Richard Cooper, and William Nordhaus, Yale’s policy relates current year spending both to the previous level of spending from endowment and to the previous endowment market value. Under Yale’s rule, spending for a given year equals 80 percent of spending in the previous year plus 20 percent of the long-term spending rate applied to the endowment’s market level at the previous fiscal year end. The resulting figure is brought forward to the current year by using an inflation adjustment. Since previous levels of spending depend on past endowment market values, present spending can be expressed in terms of endowment levels going back through time. The resulting lagged adjustment process averages past endowment levels with exponentially decreasing weights.

The accompanying chart, Figure 3.1, shows weights applied to endowment values of previous years (ignoring the inflation adjustment). Multiplying the weights by the endowment values for the respective years and summing the results determines spending for the current year. Note that years farther in the past have less influence on the calculation than more recent years. In contrast, a simple four-year average would apply equal 25 percent weights to each of the four most recent years.

By reducing the impact on the operating budget of inevitable fluctuations in endowment value caused by investing in risky assets, spending rules that employ an averaging process insulate the academic enterprise from unacceptably high year-to-year swings in support. Because sensible spending policies dampen the consequences of portfolio volatility, portfolio managers gain the freedom to accept greater investment risk with the expectation of achieving higher return without exposing the institution to unreasonably large probabilities of significant budgetary shortfalls.

Figure 3.1 Yale’s Spending Policy Insulates the Budget from Market Fluctuations

Influence of Past Endowment Levels in Determining Current Spending


[image: Image]
Source: Yale University Investments Office.



By doing a particularly effective job of smoothing contributions to the operating budget, Yale’s elegant spending rule contributes an important measure of flexibility to the university’s investment policy. Instead of employing a simple averaging process that unceremoniously drops the oldest number in favor of the new, as time passes Yale’s exponentially declining weights gradually squeeze out the influence of a particular year’s endowment value. The superior smoothing characteristics reduce the transmission of investment volatility to the operating budget, allowing pursuit of portfolio strategies promising higher expected returns.

The 80 percent weight on previous year’s spending and the 20 percent weight on current target spending reflect institutional choices regarding the trade-off between spending stability and purchasing power preservation. Different institutions may well exhibit different preferences. Moreover, institutional preferences may change over time. In fact, as Yale’s endowment support moved from one-tenth of revenues in the mid 1980s to one-third of revenues in the mid 2000s, the university opted for greater stability in operating budget support. By changing the weight on previous year’s spending from 70 percent to 80 percent, Yale reduced the likelihood of a disruptive spending drop (at the expense of greater risk to purchasing power preservation).

Other Spending Policies

Throughout most of the twentieth century, institutions typically followed a practice of distributing for current expenditure only income generated in the form of interest, dividends, and rents. Yale, which in 1965 began spending “a prudent portion of the appreciation in market value,” noted two reasons for adopting the new policy:
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