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1

Endowment definition

Introduction

In this study we examine endowments within the educational sector, focus-
ing on some of the oldest Colleges in the United Kingdom (UK), with a
view to capturing investment perspectives among institutions with ostensibly
similar objectives. Colleges in Oxford and Cambridge, popularly referred to
as Oxbridge, are eleemosynary corporations. The term eleemosynary means
that their support comes from charitable giving. The universities of Oxford
and Cambridge, however, are not eleemosynary but civil corporations created
by Statute. When the Colleges were founded, benefactions made to these
institutions were for the sustenance of the Colleges, not for passing on to
others. It was the work of the College—achieving the purposes of the Head
of the College and its appointed Fellows—that fulfilled the objective of the
charity. Thus, the Head of the College and Fellows acted like trustees but were
also the beneficiaries of the foundation.

Unlike charitable institutions, Colleges did not bear responsibility for col-
lecting funds and distributing them among needy students. Nor were the
students meant to be beneficiaries of the College unless they were appointed
as Scholars, as opposed to Commoners who paid their way. The corporate
endowment was never meant to benefit students, though the Governing Body
of each College had, and still has, the power to spend the funds as it sees fit,
as long as the activity supports the objects of the College. The purposes that
endowments are created to serve also determine the manner in which they
are invested.

Today the endowments of the Colleges and the Universities of Cambridge
and Oxford consist of funds generally regarded as for the long term, and
which fundamentally underpin and sustain the operation of these institutions
at their desired level of activity. While educational organizations have com-
mon objectives, individual Colleges interpret their investment objectives as
being slightly different to that of other Colleges, often resulting in remarkably
dissimilar asset allocation decisions. Colleges consistently make long-term
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commitments, such as the appointment of faculty members, to maintain
their regular activities, but the level of individualism and diversity manifested
in their investment approaches is remarkably engaging. When viewed as a
cohesive unit or collegiate university, their combined assets and their asset
allocation are closer than one might expect to those of educational endow-
ments in the United States with pioneering investment strategies.

In broad terms, educational endowments share many features of other foun-
dations and charities. Most enjoy favourable tax status and operate within a
time horizon that is perpetual. For some foundations, the perpetual nature
of their mission may not be an obligation. The Atlantic Philanthropies, a
Bermuda-based entity with several affiliate organizations in the United States,
Britain and Ireland, redefined their purpose in early 2002, opting to spend
down their $4 billion endowment by 2020. The decision to do so was based
on the Founder’s belief in the importance of ‘Giving-while-Living’, and that
the next generation of philanthropists are best left to address the issues of
the future. Atlantic’s limited life helped drive their decision to concentrate
resources on targeted programmes to fulfil their stated purpose ‘to bring about
lasting changes in the lives of disadvantaged and vulnerable people’.

Even without a time-bound horizon, spending at rates that wipe out
endowed assets may constitute a legitimate option for some trustees, if the
nature of their current spending is considered urgent; for example, funding
research to cure a certain type of ailment or some killer epidemic. Educational
institutions, particularly ones that have been around for centuries, would be
failing their fiduciary obligations if they followed the same strategy.

Universities in the UK generally derive their income from a combination
of student fees, research grants, residential, catering and conference charges,
donations and legacies, in addition to income from endowment investments.
In contrast to foundations, public universities receive a substantial transfer
of resources from the government sector. While educational institutions gen-
erally have multiple sources of income, foundations often derive the bulk of
their income from their endowment assets.

The largest foundations in the world derive a significant portion of their
resources from their investment-related activities, with gifts and donations
very occasionally boosting capital inflows. At the current time, the Bill and
Melinda Gates Foundation is an exception, receiving huge infusions of capital
from its founders and from the Foundation’s co-contributor, Warren Buffet.
Founders of large endowments, such as Henry Wellcome, Andrew Carnegie,
John D. Rockefeller, or Joseph Rowntree, are not around to make such dona-
tions. It is worth mentioning that the new generation of philanthropists, such
as Intel’s co-founder, Gordon Moore and his wife Betty, or Pierre Omidyar, the
founder of eBay, are actively engaged in doing good. Many of the philan-
thropists of today are as imaginative in their giving as their predecessors were
a century ago. But the current generation of philanthropists believe more in
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Giving-while-Living. Many of the older foundations do not accept gifts as a
matter of policy. This means that these foundations require relatively stable
income flows to sustain their established level of grant-making.

Educational institutions, on the other hand, receive annual gifts and dona-
tions in addition to the fees they receive from the government or directly
from their students. As they are not entirely reliant on endowment income
for operations, any disruption in such flows does not immediately threaten
their existence. The impact of annual giving on endowment assets may appear
insubstantial, but it plays a major role in boosting asset values over the long
term, as well as on spending on educational objectives and enhancing new
initiatives. The experiences of Harvard, Yale, and the Carnegie Institution over
the course of the twentieth century provide insight into the importance of
donor support. While differences in investment policies no doubt account for
some of the gap in the assets of these institutions today, the absence of contin-
uing gift inflows constitutes the fundamental reason for Carnegie’s failure to
keep pace with the wealth of Harvard and Yale.! Oxford and Cambridge may
struggle to match the endowment assets built up by their transatlantic Ivy
League peers, such as Harvard, Yale, Stanford, and Princeton, as differences in
approaches to investments and fund-raising play a critical role in determining
objectives, policies, and performance within the endowed sector.

While theories of endowment asset management have evolved more
recently, College endowments in Oxford and Cambridge have been in exis-
tence for centuries. The manner in which these institutions have come to
embrace modern approaches to investment management provides useful
insights for other institutions facing similar dilemmas. Though the focus is
on the challenges and rewards of investment management by educational
endowments, particularly Oxbridge ones, the issues raised concern all long-
term investors whose ultimate aim is real capital growth and sustainable (or
increasing) spending power. Investment success improves with better under-
standing of dilemmas that may arise at various stages of the asset management
process. Attempting to understand the nature of risks associated with such a
process can be educational for all investors.

Oxford and Cambridge: A brief background

Oxford and Cambridge are independent and self-governing institutions, con-
sisting of the central University and the Colleges. Today, there are 39 Col-
leges in Oxford and 31 in Cambridge. The Colleges, independent and self-
governing institutions, form a core element of each University, to which
they are related in a federal system, not unlike those in the United States
of America. Through their collective body, the Conference of Colleges in
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Oxford, for example, they engage in discussion and debate on key strategic
academic decisions within the University.

In Oxford, the ultimate body of the University is the Congregation. Con-
gregation has responsibility for approving changes in or additions to the
Statutes and Regulations of the University, which define the corporate gov-
ernance structure. Under Oxford’s governance structure, the principal poli-
cymaking body, introduced in 2000, is Council. Council comprises 26 mem-
bers, including those elected by Congregation, representatives of the Colleges
and four members from outside the University. Council reports upwards to
Congregation, which comprises over 3,700 members of the academic, senior
research, library, museum, and administrative staff, and which decides on
resolutions put by Council and is the ultimate decision-making body of
the University. Council is responsible for the academic policy and strategic
direction of the University, and operates through major committees. Coun-
cil is responsible to the Higher Education Funding Council for England for
meeting the conditions of the financial memorandum between the Funding
Council and the University. The Council is chaired by the Vice-Chancellor
and advised by a range of committees, including the Investment Committee,
which is responsible for the management of the University’s investment
portfolio.

Cambridge is similarly a confederation of Colleges, Faculties, and other
institutions. The Regent House is the governing body and principal electoral
constituency of the University. It has more than 3,800 members, comprising
University Officers, Heads and Fellows of Colleges, and certain other cate-
gories of individuals defined by Ordinance. The Regent House has impor-
tant responsibilities in electing members to the Council and the Board of
Scrutiny, as well as in making appointments to a number of University bodies.
Cambridge’s Council is the principal executive and policymaking body, con-
sisting of 21 members of whom 19 are elected members of the University. It
has overall responsibility for the administration of the University, for defining
its mission, for planning its work, and for the management of its resources.
The Council has many standing committees, but among the most important
committees with executive responsibilities is the Finance Committee, whose
main obligations are to account to the Council for the receipts and payments
of the University and all its Departments and subsidiaries; to budget and
advise the Council on the trends in University income and expenditure;
to control the University’s investments; and to maintain and care for all
University sites and buildings.

Each College in Oxford or Cambridge, on the other hand, is a charitable
corporation established by Royal Charter and governed by a Head and a
Governing Body comprising of a number of Fellows, many of whom also
hold University posts. The Governing Body is responsible for the strategic
decisions of the College, and for its overall management of finances and
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assets. Governed by Statutes under the Universities of Oxford and Cambridge
Act 1923, the Colleges are exempt charities under the Charities Act 1993. They
are subject to the jurisdiction of the court but are exempt from all supervisory
or regulatory powers of the Charity Commissioners, though the degree of
exemption may change once impending charity legislation passes into law.
Thus, Colleges are autonomous, self-governing institutions with their own
property, endowment, and income.

There is no clear date of foundation for Oxford or Cambridge but teaching
existed at Oxford in some form in 1096 and developed rapidly from 1167,
when King Henry II banned English students from attending the University of
Paris. By 1201 Oxford University was headed by a magister scolarum Oxonie, on
whom the title of Chancellor was conferred in 1214, and in 1231 the Masters
were recognized as a universitas or corporation. The University of Cambridge
was established in 1209 when scholars taking refuge from hostile townsmen in
Oxford migrated to Cambridge. They were numerous enough by 1226 to have
set up an organization, represented by an official called a Chancellor, and they
arranged regular courses of study, taught by their own members. King Henry
III took them under his protection as early as 1231. The two universities were
formally incorporated by Act of Parliament in 1571. Oxford and Cambridge
thus have no founders and no charters. Their common law powers to enact
rules for the regulation of their internal affairs are supplemented by the power
to make Statutes which was conferred upon them by the Universities of
Oxford and Cambridge Act 1923.

For the purpose of this study, the 36 Colleges listed in the University of Oxford
Accounts of the Colleges, and the 30 in the Cambridge University Reporter were
approached. For accounting purposes, the three Colleges in Oxford which do
not have Royal Charters (Green, Kellogg, and St Cross) are departments of
the University and their annual financial figures are included in the main
University accounts. The College Accounts discussed here are therefore those
of the University’s 36 Chartered Colleges. Similarly, in Cambridge, Homerton
College, which does not have a Royal Charter, is not included in the Univer-
sity’s 30 Chartered Colleges. Homerton College was invited to participate as
we wished to include in our study an example of a College actively engaged
in building its endowment.

Among the Colleges invited to participate, 33 in Oxford and 26 in Cam-
bridge accepted. The Investment Committees of the two Universities also
participated. When we conducted our interviews in 2003, we met Sir Alan
Budd, Chairman of the University of Oxford’s Investment Committee, and his
team. As Cambridge was in the midst of considerable restructuring, we were
unable to meet Sir Alan’s equivalent. We met Joanna Womack, a long-time
member of Cambridge University’s Investment Committee. As we go to press,
the recently appointed Chief Investment Officer (CIO) for Cambridge Univer-
sity, Nick Cavalla, had not joined; and Oxford University had announced the
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appointment of Richard Oldfield as Chairman of its Investment Committee,
which had been reconstituted. This committee had decided to appoint a CIO
to oversee its investment office. We have endeavoured as far as possible to
reflect the rapid changes taking place in the endowment management of these
institutions.

In total, 61 responses were received from 69 institutions (a participation rate
of 88 per cent). The Colleges that declined to participate were Christ’s, Hughes
Hall, King’s, Lucy Cavendish, and Queens’ in Cambridge, along with Harris
Manchester, Jesus, and Magdalen in Oxford. Apart from Harris Manchester
and Hughes Hall, deemed too small for our survey, the other Colleges did not
provide any reason for their lack of participation. Other associated bodies,
such as the Gates Trust (Cambridge) or the Rhodes Trust (Oxford), were not
included in the study; nor were Oxford University Press (OUP) and Cambridge
University Press (CUP), though these organizations make an important con-
tribution to the activities of the universities to which they are attached. OUP,
for example, contributes 4 per cent of the total income of Oxford University.

Most of the participating institutions responded to a detailed question-
naire, which required specific responses with qualitative nuances, and were
interviewed in depth. The interviews took place in 2003-4. The transcriptions
of the interviews were subsequently sent to the participants for verification.
The Investment Bursars of Colleges and relevant members of the Investment
Committee of the two Universities were the main participants. The study
benefited from the frank and forthcoming observations of participants.

The study also benefited from the publication of financial statements of
the Colleges in the recommended format, known as SORP (Statement of
Recommended Practice). The first set of accounts in the new format for the
Cambridge Colleges appeared in 2004, reflecting data for the financial year
ending June 2004. Colleges in Oxford started reporting in the new format
the previous year. The second set of accounts for Oxford Colleges in the new
format, for the year ending July 2004, contained a higher level of disclosure
for all the Colleges compared to the first set of accounts issued by Cambridge
Colleges. When the 2003-4 accounts were published, five Colleges in Cam-
bridge failed to report in the new format. In the 2004-5 accounts, two Colleges
in Cambridge continued to report in the old format. Thus, aggregate data for
Cambridge Colleges are not available for comparison with Oxford Colleges.
Data in the public domain contributed to our analysis.

For the sake of convenience, participating institutions, including the two
universities, are referred to as Colleges. The data presented in our study are
intended to provide an overview of the management of endowed assets of
institutions in Oxford and Cambridge at the cusp of change. Little infor-
mation was, and still is, in the public domain. Information given to us on
asset allocation, for example, at the end of financial year 2002-3, is most
likely to have altered by the time of publication. Financial market conditions
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have changed in addition to the process of internal changes in management
approaches, such as the move towards total return among all Oxbridge insti-
tutions. Gonville and Caius College in Cambridge, for example, had 5 per cent
in hedge funds and private equity in 2002-3; this allocation had risen to 13
per cent in hedge funds by March 2006 with a target allocation of 20 per cent
of the endowment portfolio in hedge funds. As Colleges do not disclose
detailed asset allocation in their annual reports, the data collected during the
course of our interviews are intended to provide a snapshot of the way things
were in 2003.

As annual asset allocation data are not publicly available, it has not been
possible to analyse such information over a longer period. Even the distribu-
tion between property and other investment assets was only made available
with the publication of the new accounts. More information will hopefully
become available in future as a change in the status of these institutions is
anticipated, once the impending Charities’ Bill, due to be passed into law
in late 2006, has had an effect. Schools, for example, operating under the
superintendence of the Charity Commission in the UK commonly provide an
elaborate review of their activities. Oxbridge institutions will most probably
need to move towards such a review over the next several years. Much of the
information in the published accounts today on subjects as diverse as asset
allocation, investment performance, costs, or fund-raising is incomplete or
inconsistent. Hence, any analysis is subject to the limitations inherent in the
available data.

Comparison has been drawn frequently with contemporary US practice,
particularly among peer group institutions such as Yale and Harvard, reflecting
their pioneering efforts at addressing investment issues faced by independent
educational institutions with substantial endowments. The authors do not
seek to recommend US practice; the objective of this study is to provide
an understanding of alternative approaches to critical aspects of endowment
asset management. As information on endowment asset management, espe-
cially among educational endowments in Europe and Asia, is not in the public
domain, this study is limited to comparative data from the United States,
where the sector is more evolved, more transparent, and under greater public
scrutiny. As foundations and endowments face similar dilemmas, institutions
can learn from the American experience and develop individual strategies
without repeating old errors and without slavish adherence to what Harvard,
Yale, and Princeton did a decade or more ago.

Restricted versus Unrestricted funds

Endowments typically consist of Specific (or restricted) and General (or unre-
stricted) funds, managed on a pooled or segregated basis by each institution.
Most Colleges have a main portfolio of assets such as a General Endowment
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Fund, also known variously as the Consolidated, Amalgamated, Unrestricted,
or Corporate Fund. General endowments represent the corporate capital of
Colleges and include bequests and gifts where the use of the capital and
income, or only the income, is for the general purposes of the Colleges. At
Oxford, 80 per cent of the Colleges’ endowment assets are designated for the
‘general’ purposes of these institutions.

Universities, on the other hand, receive funds that are designated for a
‘specific’ purpose. In 2005, for example, 99 per cent of Cambridge University’s
endowment funds were for ‘specific’ purposes. The corresponding proportion
for Oxford University was 79 per cent.

While the University funds are more specific, the Governing Body of a
College has greater flexibility in choosing to designate part of its unrestricted
endowment funds for a particular purpose. Notwithstanding the Universities
and College Estates Act 1925 (amended 1964), there are no significant external
regulatory constraints imposed today on how the permanent endowment
assets are invested, save the ones imposed by the institutions themselves—
such as specific income requirements or socially responsible investment (SRI)
constraints. Oxford and Cambridge institutions have recently embraced a
‘total return’ approach in managing their assets.

Some College endowments are held in Trust Funds, also called Specific or
Restricted Funds, which are constrained to the extent that these funds are
required to be spent in a certain way to retain their Trust status. Specific
Endowments are those bequests and gifts where the use of the capital and
income, or only the income, is for a specific purpose or activity designated
by the donor and which can only be used for that purpose or activity. Some-
times, the income generated from such endowments may be directed towards
activities that lie outside the current objects of the College. There appear to
be no substantive limits on the way in which these assets are invested.

‘We are constrained by what these specific endowment funds can be spent
on,” explained one bursar, ‘not what they are invested in. That said, it can be
argued that our investment decisions are constrained as certain of the Trust
Funds have to be spent in a certain way.” Most Colleges, regardless of their age,
have a large number of such funds amalgamated into a pool. To illustrate, in
Cambridge, Gonville and Caius has some 120 specific Trust funds within its
Consolidated Trust Fund, a unitized collective vehicle within the endowment.
Newnham, also in Cambridge, has some 280 such funds. In Oxford, Christ
Church reports 95; and Balliol and Somerville respectively have about 175
and 110 funds.

Individual trusts managed by the Universities tend to be numerous: Oxford
University, for example, has over 630 trust funds. The total number of Specific
Trusts within each university would therefore run to thousands. The picture
is similar in the United States; the endowments at Yale and Harvard are
composed of thousands of specific funds with a diverse range of designated
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purposes and restrictions. Harvard University’s endowment consists of 10,700
separate funds, the majority of which are restricted for specific purposes
similar to those in the universities of Cambridge or Oxford.

Individual endowments for specific purposes are usually pooled, creating a
vehicle similar to a mutual fund or unit trust. This enables broad diversifica-
tion of investments among asset classes, thereby providing an appropriate
balance between return and volatility. Pooling also permits economies in
oversight, investment management, and accounting costs. Though endow-
ment assets are invested as a pool, each College maintains the identity of
each component fund in their accounting record. Most university or college
endowments consist of an investment pool composed of several individual
funds with a wide variety of purposes and restrictions. Donors frequently
specify a particular purpose for their gifts, creating endowments to fund
professorships, scholarships, fellowships, prizes, books, libraries, buildings,
and other miscellaneous purposes.

Depending on the institution, endowment funds usually consist of gifts,
some of which are restricted by donors to provide long-term funding for des-
ignated purposes, along with others that are unrestricted, which the endowed
institution is free to invest and spend as it sees fit. According to the notes to
the 2003-4 accounts of Girton College, Cambridge, for example, the policy
on management of reserves sums up how these institutions treat their various
endowment assets:

The income or expendable capital of restricted funds is used only for the purposes
for which the funds were originally given or bequeathed to the College. The
income or expendable capital of unrestricted funds may be used either for the
general educational purposes of the College or for a particular purpose designated
by Council. The Council may designate or re-designate unrestricted funds as it
deems appropriate depending on the College’s financial situation. The permanent
capital of restricted and unrestricted funds is invested for the long-term with a view
to maintaining its real value. Expendable capital is also invested for the long term
unless expenditure is planned. Expendable capital required for specific projects is
held in the form of cash.

It is only within the last 50 years or so that, along with other philanthropic
institutions, Oxford and Cambridge Colleges have been able to exercise free-
dom of choice in their investment decision-making. Even that discretion was
fairly limited as, until 2000, UK universities’ tax-exempt status limited them
to spending only income earned from their endowment investments, not via
capital gains. Thus, many of these institutions operated under mandatory
‘income only’ spending rules, which meant that assets were managed to
produce the requisite cash flow via dividend income which was tax free.
Many foundations, endowments, and charities in the UK continue to invest
for income in high-yielding companies long after these tax incentives were
withdrawn.
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Funds constrained by asset mix have diminished following the Trustee
Act 2000, though an income-oriented asset allocation influenced manager
selection. From 1945, when Oxford University’s Trust Pool was established,
the Trust’s investments were managed by a single manager within a balanced
fund. It was only in 1997, when the Investment Committee decided that
the returns obtained from their balanced mandate were suboptimal that a
more diversified structure was adopted, and a wider range of financial assets
and specialist managers were considered. There was a major shift in the
investment strategy of the University of Oxford’s Trusts Pool as a result of its
review. As implementation of a new asset allocation takes time, the University
was until recently in the process of doing so.

Prior to this restructuring, the University of Oxford obtained legal advice
on the spending rules pertaining to income and capital and it became evident
that a ‘total return’ approach could be used, implying that expenditure could
be financed from the sale of assets and that the University need not secure
its expenditure only through income. This significant decision enabled the
University to move away from an income-oriented investment policy towards
a total return one, enabling the Trust to restructure its management arrange-
ments. This had profound consequences on the University Investment Com-
mittee’s ability to alter asset allocation and, with it, manager selection. Ten
years ago, the Trusts Pool had two managers; today it has over 20 managers.
It also has exposure to investments in private equity and hedge funds, in
addition to equity, fixed income, and property.

The endowment of Cambridge University was similarly managed by a
single asset manager, F&C Asset Management, from January 1981. Before
then, the University’s Amalgamated Fund set up in 1956 (now known as the
‘Cambridge University Endowment Fund’) was managed by an individual,
Oliver Dawson, who was with stockbrokers Buckmaster & Moore, which
was taken over by F&C. Thus, the Cambridge University endowment was
effectively managed by a single individual followed by a single asset manager
since 1956. The establishment of an Investment Office in 2006, with a CIO,
for the management of the University’s endowment and the investments of
its related bodies therefore marks a new direction in the history of Cambridge
University.

Many Oxbridge Colleges have Trust funds, which are registered charities in
their own right, and are typically engaged in fund-raising for the institution
concerned. These funds support the educational and related activities of the
Colleges. But, the Trust assets do not form part of the Endowment. The Trust
funds are sometimes invested differently and have diverse asset allocation
policies, reflecting their individual aims and objectives. These charities, also
with permanent endowments, exist to support the operations of the Col-
leges, although their assets are kept quite distinct from that of the College
endowment assets. A few examples of such College Trust funds are Balliol’s
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Appeal Trustees Fund, Magdalen College Development Trust, the New College
Development Fund, the Perse Trust (Gonville and Caius, Cambridge) or The
Isaac Newton Trust (Trinity College, Cambridge).

Similarly, the two University endowments exclude individual Trust funds
and related endowments that are not invested in the University’s Trust
or Deposit pools managed by the University Investment Committee. Until
2004-5, for example, the University of Cambridge’s Endowment, represented
by the Amalgamated Fund and the Deposit Pool were managed separately
from the Gates Cambridge Trust (worth £150 million in 2004-5). The Gates
Cambridge Trust, like the Rhodes Trust in Oxford, is an international scholar-
ship programme; but unlike the Rhodes Trust it is now part of the University’s
Endowment. So is the University of Cambridge’s Learning and Examination
Scheme, renamed Cambridge Assessment (worth £85 million), which was
managed separately along with the Associated Trusts (worth £92 million).
CUP’s assets (worth £25 million) were not part of the University endowment
pool. Cambridge pooled these assets (with CUP being deferred until 2005-
6 for operational reasons) making its 2004-5 consolidated Endowment worth
over £1 billion. This also enabled Cambridge to establish an Investment Office
with full-time professional management staff.

Oxford has not taken this route in aggregating its various endowments
into a single unit for efficient management. The James Martin 21st Century
Foundation, worth £69 million for example, is currently managed externally
to the University’s Trust and Deposit Pool. The amount is included as a
‘Specific’ endowment in its consolidated accounts. The Rhodes Trust, with
assets worth around £150 million, is also managed separately from the Uni-
versity’s; but its assets are not consolidated into the University’s Endowment.
The Rhodes Trust, based in Oxford is an educational charity whose principal
activity is to support scholars selected from various countries to study at the
University of Oxford, but it is an independent entity. OUP’s investments are
also managed separately, though OUP provides direct and significant support
to the University’s overall revenue.

Size of endowment assets

The endowment assets reported by Cambridge University and its constituent
Colleges in 2003-4 amounted to £2.6 billion ($4.6 billion). For collegiate
Oxford, endowment assets totalled £2.3 billion ($4.2 billion). The combined
value of endowment assets of the 68 institutions (36 Colleges in Oxford, plus
30 in Cambridge along with the two University endowments) at the end of
financial year 2004 amounted to £4.8 billion ($8.8 billion), compared with
$22 billion for Harvard and $13 billion for Yale. The distribution of
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Table 1.1. Distribution of endowment assets
in per cent, 20034

Endowment  Oxford  Cambridge  Oxbridge

£1-10m 1 16 13
£10-20m 22 13 18
£20-30m 14 13 13
£30-50m 22 16 19
£50-75m 8 19 13
£75-100m 8 13 10
£100-200m 11 — 6
£200-400m 3 3 3
£400-600 m 3 — 1

£600-700 m — 6 3
Total 100 100 100

Source: University of Oxford, Financial Statement of the
Colleges 2003—-4; Cambridge University Reporter, Accounts
of the Colleges 2004-5.

endowment assets among these Oxford and Cambridge institutions is illus-
trated in Table 1.1.

In 2003-4, most (63 per cent) of the Oxbridge endowments were valued at
less than £50 million. Only 13 per cent of endowments contained assets worth
more than £100 million; and just 7 per cent of institutions had endowment
assets in excess of £200 million. Those worth more than £200 million included
Trinity College and St John's College in Cambridge, as well as the University
of Cambridge; in Oxford, only St John'’s College had more than £200 million
worth of endowment assets, in addition to the University of Oxford.

The average endowment of a Cambridge College was £65 million com-
pared with Oxford’s £52 million. Only two educational institutions in the
UK, Trinity College in Cambridge and the University of Cambridge, had
endowment assets worth over $1 billion compared with 47 such institutions
in the United States, up from 39 institutions in 2003.> The two University
endowments of Oxford and Cambridge failed to make the $1 billion mark
in 2004, despite Oxford University’s endowment assets showing a gain for
the year. Cambridge University’s reported assets declined from £490 million
in 2002 to £467 million in 2004.3 In 2004-5, Cambridge University consoli-
dated the various endowments under its aegis; the dollar value of its restated
endowment for 2003-4 rose to just over $1 billion. The value of the con-
solidated Cambridge endowment by the end of financial year 2005 was over
£1 billion.

Comparisons with the size of endowment assets of top universities in the
United States are typically made to illustrate the lack of resources available to
UK institutions. Size of assets under management can have an impact on some
aspects of asset allocation. For example, an endowment’s smaller size may
restrain its ability to invest in alternative assets and strategies, which tend to
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Table 1.2. Size of top 10 US educational
endowments in $ billions

Institution 2004 2003 2002
Harvard University 221 18.8 17.2
Yale University 12.7 11.0 10.5
University of Texas System  10.3 8.7 8.6
Princeton University 9.9 8.7 8.3
Stanford University 9.9 8.6 7.6
MIT 5.9 5.1 5.4
University of California 4.8 4.4 4.2
Emory University 4.5 4.0 4.5
Columbia University 4.5 4.3 4.2
Texas A&M 4.4 3.8 3.7

Source: 2004 and 2003 National Association of College and
University Business Officers (NACUBO) Study.

be illiquid in nature and carry a higher element of risk. Income requirements
may also influence asset allocation policy for a small endowment. An endow-
ment’s ability to afford independent investment advice and performance
analysis may also be a limiting factor. Thus, an institution with less than
£10 million of assets under management simply cannot afford to replicate
the sort of strategies pursued by institutions with assets above £500 million.

Table 1.2 shows the top 10 university endowment assets in the United States
over the past 3 years. Seven of the top 10 largest educational endowments in
the United States are independent institutions such as Harvard, Yale, Prince-
ton, and Stanford. The top two, namely Harvard and Yale, have endowments
which are significantly larger than that of Cambridge and Oxford, though the
collegiate endowments of Cambridge and Oxford are closer to those of MIT
and Columbia.

While the University of Texas System was ranked third in the overall US
educational endowment league table in 2004, and remains among the largest
endowments in the world, the top public universities in the United States
have endowments whose assets are closer in size to those of collegiate Oxford
and Cambridge. Taking into account the funding structure of universities like
Cambridge and Oxford, the size of endowments perhaps needs to be com-
pared with that of the top public institutions in the United States. Table 1.3
shows the top 10 endowments held by public universities in America.

Endowments in Cambridge and Oxford have also grown substantially over
the past few years. In 2002-3, inclusive of Colleges and University, Cambridge
and Oxford with £2.1 billion ($3.3 billion) and £1.9 billion ($3.0 billion)
respectively of endowed assets compared favourably with top public educa-
tional endowments in the United States. By 2003-4, Cambridge and Oxford
with endowment assets worth £2.6 billion ($4.6 billion) and £2.3 billion
($4.2 billion) respectively compared even better with their institutional peer
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Table 1.3. Size of top 10 US endowments held
by public institutions in $ billions

Institution 2004 2003 2002

University of Texas System ~ 10.3 8.7 8.6

University of California 4.8 4.4 4.2
Texas A&M 4.4 3.8 3.8
University of Michigan 4.1 3.5 3.4
University of Virginia 2.8 1.8 1.7
University of Minnesota 1.5 1.3 1.3
Ohio State University 1.5 1.2 1.1
University of Pittsburgh 1.4 1.2 1.1
UNC Chapel Hill 1.3 1.1 1.1
University of Washington 1.3 1.1 1.1

Source: 2004 and 2003 NACUBO Studly.

group in the United States, though the endowment of the University of
Texas System remains significantly larger than that of other public universities
worldwide. With Cambridge consolidating its group endowments in 2004-5,
the combined value of the endowments of Cambridge University and its
constituent Colleges was closer to £3 billion ($5.2 billion), while Oxford’s
combined endowment assets were worth £2.7 billion ($4.8 billion) in 2005.

Cambridge is richer, with more endowment assets under management; the
average value of endowment funds per College is also higher in Cambridge.
But there were more Colleges in Oxford with endowment assets over £100
million; in 2003-4, for example, Cambridge University, Trinity College, and
St John'’s College had assets worth over £100 million. In Oxford, in addition
to the University, six Colleges had assets over £100 million: St John'’s, Christ
Church, All Souls, Nuffield, Magdalen, and Jesus. By July 2005, a few more
Colleges had joined the over £100 million group, such as Merton and The
Queen'’s in Oxford. In Cambridge, Gonville and Caius and Jesus also reported
endowment assets worth over £100 million while King's at £99 million worth
of endowment funds was virtually a member of this elite group of Oxbridge
Colleges.

Table 1.4 shows the size of endowment assets at Cambridge and Oxford
compared with that of the top 10 US educational endowments in 2004-5.

Table 1.5 shows the size of endowed assets at Oxford and Cambridge com-
pared with that of the top public educational institutions in the United States
in 2004-5.

The size of the endowment may not represent the whole picture. The
disparity in funding between public and independent institutions in the
United States becomes highly visible when we compare endowment assets
per full time equivalent (FTE) student among the top 10 universities with the
largest endowments. The differences in endowment assets per FTE student,
driven by enrolment numbers, illustrate that students at Princeton, Harvard,
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Table 1.4. Largest educational endowments:
Oxbridge versus vy League

Institution Endowment $ b
Harvard University 25.5
Yale University 15.2
Stanford University 12.2
University of Texas System 11.6
Princeton University 11.2
MIT 6.7
University of Cambridge* 53
University of California 5.2
Columbia University 5.2
Texas A&M 5.0
University of Michigan 4.9
University of Oxford™ 4.8

* Including Colleges and related bodies.
** Including Colleges.

Source: 2005 NACUBO Study; University of Cambridge;
University of Oxford.

Table 1.5. Oxbridge compared with top
US public institutions

Institution Endowment $ b
University of Texas System 11.6
University of Cambridge* 5.3
University of California 5.2
Texas A&M 5.0
University of Michigan 4.9
University of Oxford** 4.8
University of Virginia 3.2
University of Minnesota 2.0

Ohio State University
University of Pittsburgh
University of Washington
UNC Chapel Hill

* Including Colleges and related bodies.
**Including Colleges.

Source: 2005 NACUBO Study; University of Cambridge;
University of Oxford.

and Yale are significantly wealthier compared with their peer group in the
University of Texas System. Harvard and Yale had 19,060 and 11,271 FTE
students respectively in 2003-4 while the University of Texas System reported
133,039 FTE students.

Endowment assets per FTE student in the United States are even higher
in some specialized educational institutions such as The Rockefeller Univer-
sity ($7.7 million per FTE) or the Franklin W. Olin College of Engineering
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Table 1.6. Value of endowment and assets per FTE
student, 20034

Institution Endowment $ b Assets per
student $000

Harvard University 22.1 1,162
Yale University 12.7 1,131
University of Texas System 10.3 78
Princeton University 9.9 1,476
Stanford University 9.9 686
MIT 5.9 569
University of California 4.8 23
Emory University 4.5 404
Columbia University 4.5 233
Texas A&M 4.4 54

Source: 2004 NACUBO Study.

($2.1 million per FTE) with 193 and 150 students respectively. But these
institutions do not have large endowments.* Table 1.6 illustrates the size of
the total endowment versus endowment assets per FTE student in 2003-4
among universities with the largest endowments in the United States.

It is encouraging that despite significant funding gaps between the top US
and UK institutions, endowment assets per FTE student in Oxford ($237,000)
and Cambridge ($234,000) were considerably higher in 2003-4 than at
wealthier public universities in the United States. By 2004-5, endowment
assets per FTE student in Oxford had risen to $269,000. At Cambridge the
aggregation of the different endowments into a centralized fund meant that
endowment assets per FTE student rose to $296,000 in 2004-5, with Cam-
bridge and Oxford trailing behind Princeton, Yale, Harvard, Stanford, and
MIT. Table 1.7 illustrates the comparative size of endowment assets per FTE
student in 2004-5 in Oxford and Cambridge compared with the top US
institutions.

Oxford and Cambridge feature among the top 10 universities with the
largest endowment assets per FTE students in the world. But the difference
in endowment assets per FTE student between Oxbridge and the highest
ranked US educational establishments is worth emphasizing. Princeton has
over five times the amount of endowment assets per FTE student compared
with Cambridge, and over six times that of Oxford. Yale and Harvard too have
almost five times more endowment assets per FTE student than Cambridge.

What is perhaps not apparent is that, due to the collegiate structure of
Oxford and Cambridge, it is possible for a student at a less wealthy College
to miss out on the facilities available to a student reading for the same degree
at a richer College in the same University. Sometimes, these seemingly minor
differences, such as lack of student housing or sporting facilities, impact not
only the quality of life but also reflect on academic achievement. Thus, a
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Table 1.7. Endowment assets per FTE
student, 2004-5

Institution Endowment/FTE
student $000

Princeton University 1,663
Yale University 1,354
Harvard University 1,331
Stanford University 822
MIT 652
University of Cambridge* 296
University of Oxford™ 269
Columbia University 252
University of Michigan 103
University of Texas System 86
Texas A&M 60
University of California 25

* Including Colleges and related bodies.
**Including Colleges.

Source: 2005 NACUBO Study; University of Cambridge;
University of Oxford.

student at St John’s College, Cambridge, would have significantly higher
endowment assets per FTE student ratio (£319,000 in 2004-5) compared with
a student at New Hall (£60,000) in the same University. Similarly, a student at
Christ Church would have more endowment assets per FTE student (£309,500
in 2004-5) compared with a student at St Edmund Hall (£43,000).

The endowment and its value per full-time student give us an idea of the
importance of the endowment within an institution. But two institutions
of a similar size may have different objectives with very different costs of
operation. It is worth looking at the ratio of the value of the endowment
to the expenditure of the institution concerned, as it gives us an idea of the
resources available to the institution to support its activities. Thus, Harvard’s
expenditure in 2003-4 was 11.6 per cent of the value of its endowment while
Yale’s expenditure was 13.2 per cent. These numbers may vary marginally
from year to year, but they have been similar over recent years. Unless the
market falls substantially in any one year, such a ratio suggests the stability
of the endowment in sustaining operations. To express the same ratio as
the endowment to expenditure ratio, it is 8.6 for Harvard and 7.6 for Yale.
Princeton has a higher ratio (14.1 in 2003-4), and there are other examples of
academic institutions in the United States with high endowment to expendi-
ture ratios among institutions with endowment assets over $1 billion.

In the case of Oxford and Cambridge, it is interesting that collectively the
Colleges have an attractive endowment to expenditure ratio of 9.3 and 9.9,
respectively, with Colleges like Trinity (Cambridge) and All Souls (Oxford)
recording ratios as high as 36.1 and 30.5 respectively in 2003-4. In fact,
there are eight Colleges in Cambridge and 12 Colleges in Oxford with higher
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endowment to expenditure ratios compared with that of Harvard’s. The same
is not true of the two Universities; both these institutions annually spend
more than the total value of their endowment assets. The endowment to
expenditure ratios of the universities of Oxford and Cambridge are 0.9 for
both institutions. The combined ratio for collegiate Cambridge, that is the
Colleges and the University, was 3.0, while that for Oxford was 3.3, compared
to 8.6 for Harvard, 7.6 for Yale, and 14.1 for Princeton in financial year
2003-4.

The scale of spending at Cambridge and Oxford may not compare with
that of Princeton, Yale, or Harvard, but they are the wealthiest in the UK. The
unique historical developments within Oxford and Cambridge resulted in the
Colleges having their own endowments, independent and separate from that
of the University. If the College endowments are included, then Cambridge
and Oxford tower above other educational institutions in the UK in terms of
their endowment wealth. An analysis of endowment assets per FTE student in
these institutions reveals the extent to which Oxford and Cambridge, thanks
to the endowments of their member Colleges, benefit from such support.
Endowment assets per student at Trinity College, Cambridge, were estimated
to be close to that at Harvard and Yale.

Total endowment assets for the 165 educational institutions or associations
in the UK listed in the Higher Education Financial Yearbook, 2005-6 were £2.5
billion. This is less than half the value of the combined endowments of the
individual Colleges and Universities of Cambridge and Oxford. The relative
wealth of Cambridge and Oxford in the UK is therefore not in doubt. Exclud-
ing the endowment of the Colleges, the universities of Oxford and Cambridge
account for over a third (35 per cent) of total educational endowment assets
in the UK. The history and wealth of these institutions partly explains why
they are in the public eye; and why their actions, be it their admissions policy
or medical research using animals, are under constant public scrutiny.

The assets represented in Table 1.8 are the endowment assets held by
the universities of Cambridge and Oxford, and do not include those of the
Colleges.

Average endowment size in the UK rose from £14.2 million in 2002 to
£15.2 million in 2004, with the top 10 endowments representing two-thirds
(64 per cent) of assets in the higher education sector. However, only three
universities’ endowments were worth more than £100 million compared to
eight Oxbridge Colleges, not to mention the two Universities. According
to the 2004 NACUBO Endowment Study, the average endowment size in
the United States was $360 million, up from $321 million in 2003.° The
average size of endowment in the United States at £198 million in 2004 was
significantly higher than the average for the Colleges in Cambridge or Oxford.
Apart from the two university endowments of Cambridge and Oxford, the
remaining endowments did not come close.
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Table 1.8. Size of top 10 university endowment assets in the UK, 2004

Institution Endowment £m  Assets per student £000 ($000)
University of Cambridge 470 129 (234)
University of Oxford 431 131 (237)
University of Edinburgh 156 8 (15)
University of Glasgow 97 5(10)
University of Manchester 96 4(7)
University of Liverpool 89 50)
King’s College, London 88 5(09)
University College, London 78 5(8)
University of Reading 77 7(012)
University of Birmingham 60 3(5)

Source: Higher Education Financial Yearbook, 2005-6; data for Oxford’s endowment assets
are from the University of Oxford. The HEFY 2005-6 shows Oxford’s assets at £406 million,
which was the size of the endowment in 2003. Cambridge University’s 2005 accounts indicate
endowment assets for 2004 at £467 million. Cambridge University has since consolidated its
group endowments and the aggregate value for 2005 is closer to £1 billion.

Funding of higher education in the UK

Funding for higher education in the UK is derived largely from the govern-
ment. While changes are anticipated, the government is expected to remain
the major source of financial support for educational institutions. The three
principal channels through which institutions receive government funding
are: Council funds (which are for the general expenditure of an institution
assessed and paid for by the Higher Education Funding Councils), Academic
fees (which for UK students are paid for by Local Education Authorities on
the basis of number of students and is determined by the academic course;
non-EU students are charged directly on a full cost basis), and Research grants
(which are paid on the basis of the research carried out by higher education
institutions). These variable sources of income represented 79 per cent of the
total income of UK academic institutions in 2004.°

Recognizing the effects of globalization and the need to redefine sources
of comparative advantage in the face of more challenging competition
from China and India, in addition to existing challenges from developed
economies, the UK government recently conducted a strategic assessment
of higher education in consultation with stakeholders. New partnerships,
methods of funding, assessment, etc. were included in the agenda for the
next five years with a view to providing a more stable funding environment
in which institutions can adjust to the new fee arrangements. From 2006-7,
for example, universities will have the power to vary the fees they charge
directly to students, up to a maximum of £3,000 per year. Other changes
in the funding of research in meeting new economic and social challenges,
including investing in physical infrastructure, are afoot.
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Table 1.9. Higher education funding in the UK: sources of income in per cent

Income source 2004 2003 2002 2001 2000
Funding Council Grants 39 39 40 40 40
Fees and Support Grants 24 24 23 23 23
Research Grants and Contracts 16 16 17 16 15
Other Operating Income 20 19 19 19 19
Endowment Income 1 1 2 2 2
Total Income (£ b) 171 15.8 14.6 133 124

Source: Higher Education Financial Yearbook, 2005-6.

Table 1.10. Sources of income: Universities of Cambridge and Oxford in per cent

Breakdown for 2004 Breakdown for 2002
Income source Cambridge Oxford Cambridge Oxford
Funding Council Grants 24 29 31 32
Fees and Support Grants 9 12 12 11
Research Grants and Contracts 27 36 33 35
Other Operating Income 35 15 12 15
Endowment Income 4 8 11 7
Total Income (£ m) 644 458 447 427

Source: Higher Education Financial Yearbooks, 2005-6, 2003-4.

Table 1.9 depicts sources of income for universities in the UK over the past
five years.

The historical distribution pattern of income from public sources—Council
funding, Academic fees, and Research grants—which has been stable over the
past several years may not be the best guide in forecasting future sources
of income. Though small, the contribution from the endowment has failed
to keep pace with growth in income from other operating sources, such
as residence and catering as well as for conferences and other such events.
Institutions have increasingly resorted to using subsidiary companies to carry
out non-core activities on a commercial basis or to act as vehicles in the com-
mercial development of businesses that spin out from research functions. The
distribution of income received by the universities of Cambridge and Oxford,
both of which have substantial endowments in the context of the educational
sector in the UK, is significantly different from the sector aggregate. Table 1.10
illustrates this difference.

In 2004, aggregate income received by Oxford and Cambridge from public
sources, that is Funding Council grants, Academic fees, and Research grants,
was 60 per cent of total income while that for Oxford was significantly higher
at 78 percent. The major difference in such income distribution was the
result of income derived from other operations. Cambridge received over
a third (35 percent) of its total income from other operating sources; its
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examination and assessment services alone contributed £151 million in 2004,
compared to £57 million from academic fees and support grants and £37 mil-
lion from the endowment. Endowment income for both universities remained
low at 6 per cent and 4 per cent for Cambridge and Oxford respectively.

When compared with the education sector, the differences in the sourcing
of income among these institutions are remarkable. Higher educational insti-
tutions received about 80 per cent of their overall income from public sources
in 2004 while the endowment’s contribution was negligible at 1 per cent. The
universities of Cambridge and Oxford, on the other hand, derive considerably
more income from their endowments and other operations. The endowments
of Cambridge and Oxford thus play a more substantial role in funding their
objectives, even if we disregard the Colleges. If the roles of the Oxbridge
Colleges are taken into account, the overall significance of the endowment
in the context of higher education funding in the UK becomes self-evident.

While Cambridge and Oxford are independent institutions, key differences
in the management and funding of higher education in the UK over the
past several decades may have constrained institutional ability to build up
endowment assets over this period. At the same time, these institutions had
to cope with real decline in income from their core activities. Historically,
students contributed a much higher proportion of the operational income
of the Colleges than is the case today. Until 1978-9, Colleges in Oxford
and Cambridge determined tuition fees payable by students; and thus were
in a better position to charge for the true cost of their services. Colleges
had exercised great restraint in doing so, keeping the increases to below the
increases in the University’s costs. However, since they lost such control, the
University system has been subjected to real cuts, and these cuts were applied
to College fees as well.

For Mr Roger Van Noorden, Investments Bursar at Hertford College, Oxford:

College fees as a proportion of the total revenue of Oxford Colleges, for example,
declined from 37 per cent of income in 1979-80 to 30 per cent by 2002-3. Though
by some definitions, overall student fees may have kept pace with growth in
consumer prices, they have not kept up with growth in salaries, which comprise
the largest expenditure of the Colleges. Also, as far as fee erosion is concerned,
fees per head have declined faster than fees in aggregate for the Colleges. As
academic sector salaries in the UK lag significantly behind salaries among Ivy
League institutions in the US, there is cause for concern. Colleges have increased
their Board and Lodging Charges from their own members (up from 20 per cent in
1979-80 to 24 per cent in 2002-3), and generated income from other sources such
as conferences (up from 6.5 per cent to 9.5 per cent) along with private grants and
donations (risen from 2 per cent to 5 per cent). The contribution from Endowment
income fell from around 35 per cent to 31 per cent of overall income over the same
period. There has been an increasing tendency to finance Colleges through higher
charges and conference income, and for Colleges to collect grants and donations
directly from non-public sources.
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Andrew Murison, Senior Bursar of Peterhouse in Cambridge from 1994 to
2003, had a similar take on the subject. According to Murison, ‘the Peterhouse
Statutes required that its Tuition Fund, an annual income and expenditure
account, should not habitually draw on the Endowment. The student body
had to pay its own way. Unfortunately, this statutory requirement has fallen
into desuetude since the Government has taken responsibility for paying—
and therefore limiting—the fees it pays on behalf of students, with the conse-
quence that income from teaching and support has fallen considerably over
the years while expenses have soared.’

Today, income received by Colleges in Oxford and Cambridge fails to reflect
the true nature of costs. According to one study, educating the average under-
graduate was estimated to cost £18,600 per annum, against total income per
student of £9,500. The figure for the average graduate student was broadly
similar. The annual deficit was calculated at £27.8 million on teaching and
£67.7 million on publicly funded research, almost £100 million per annum.
Of the estimated total £18,600 cost per student, only 6 per cent was recovered
through tuition fees. Of the remaining 94 per cent of the cost, the University
contributed roughly half from private sources (principally endowment, earned
income and donations) and government contributed the other half.” An esti-
mate quoted by a Cambridge College with reference to shortfall in the funding
of undergraduate education alone was broadly similar at £24 million.?

It is worth pointing out that over the past decade, the cost of attending
Harvard College increased by 51 per cent, from $26,700 to $40,450 per year.
Tuition costs at Princeton University rose by 77 per cent between 1989-
90 and 1999-2000 to $25,430, while total costs rose 68 per cent over the
same period, rising to $35,320. Even at government-funded state institutions
in the United States, such as Berkeley and Michigan, there is a move to
fund higher investment needs of these institutions by the university setting
student fees rather than the government while retaining present levels of
government funding.’ In contrast, UK government funding per student has
fallen by more than 40 per cent in real terms over the past 15 years. Oxford
and Cambridge’s endowment assets per FTE student failed to keep pace with
that of Harvard and Princeton as a result of this long-term under-funding of
education in the UK.

As students at Oxford and Cambridge currently pay around £1,150 (approx-
imately $2,000) in tuition, with total expenses rising to £5,700 (approximately
$10,000) annually, top-quality education in the UK is available at bargain
prices. This has been secured at the cost of lower compensation for faculty,
and lower investments in infrastructure such as its world-class libraries. The
median annual salary for a full professor at Cambridge University in the UK is
about £53,000 compared to £87,000 at Harvard and £76,000 at Yale, according
to the University of Cambridge figures. Oxford starting salaries for lecturers
can be as low as £20,000; sometimes, housing and meals are subsidized.

22



Endowment definition

The recently published accounts of Oxford University’s Colleges for the
year to 31 July 2005 show strong returns on investment and a break-even
at the operating level. However, the core activities of teaching, research,
accommodating students, and caring for historic buildings remain heavily in
deficit, and are subsidized from non-core income. Most significantly academic
fees and tuition income fell in real terms by 2.6 per cent. On a combined gross
income of £222 million, the Colleges reported an operating surplus of £0.4
million. Surpluses on sales of assets boosted this to £6.6 million. However,
Oxford Colleges’ core activities (teaching and research; the provision of food
and accommodation to College members; and the care of much of the built
environment of the University) rely on non-core income to sustain them.

Spending on these core activities during 2004-5 amounted to £195 million,
compared with income on core activities (mainly from fees and board and
lodging charges) of £104 million. Colleges funded the £91 million annual
deficit on core activities through a combination of transfers from endow-
ments; surpluses from conferences; and grants and donations, chiefly from
alumni. It is only because of this income from their own resources that the
Colleges are able to meet all their commitments: they fund £50 million of the
collegiate University’s academic staff costs; support a significant proportion of
its research activity; provide about 95 per cent of its student accommodation;
and are at the heart of the College’s intellectual, cultural, sporting, and social
life.

Oxford College endowments performed well in 2004-5; on a starting net
balance of £1.81 billion, the Colleges achieved a total return of £413 million,
an average gain of 23 per cent over the year. Spending from endowments fell
slightly to £66 million (3.6 per cent of asset value). Fund-raising contributed
£25 million to endowments, £6 million to building projects and £9 million to
College bursaries and other operating activities. Commenting on the figures,
Sir Michael Scholar, Chairman of the Conference of Colleges in Oxford, said:

The contribution the Colleges are able to make is crucial to the University’s
academic success. The Colleges managed their finances well in 2004-5, though the
financial challenges we face are still significant. Endowments performed particu-
larly well in 2004-5. The Lambert review stated that Oxford and Cambridge ‘play
a crucial role in the economic as well as the intellectual life of the UK’, but would
‘need to generate significantly more money than they are likely to get from public
funding in order to pay their academics a more competitive wage, to develop their
research strengths, to cover their teaching costs, and to subsidise talented students
where necessary.” The 2004-5 financial results show that Oxford’s Colleges are
responding very positively to this challenge.

The gap between the cost of education provided and the fees received by
universities in the UK will continue to grow larger unless corrective action
is taken urgently. The public debate in the UK about the impact of higher
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fees—represented as a conflict between opposing views that charging higher
fees is a fairer way of securing much needed funding to universities versus the
view that higher fees deter students from poorer backgrounds—is being settled
by the response to the Higher Education Act, which took effect in 2006.

In addition to recurring annual deficits, demand for capital expenditure
remains high. While Oxford and Cambridge have managed to remain more
competitive in capital project expenditures than other cost areas on University
and College levels, the level of new capital investment cannot be compared
with leading US universities. In recent years, Oxford and Cambridge have
been successful in garnering public funds for new capital projects. A recent
report noted that during 2001 and 2002, taking into account all public and
private funding for the University and the Colleges, Oxford invested around
£140 million in new capital projects. Harvard University spent a total of
$410 million on ‘physical renewal, new facilities and acquisitions’. Oxford’s
spending was nearer Berkeley’s at approximately £120 million.!°

Institutions in Oxford and Cambridge traditionally met costs with a mixture
of public funding and external borrowing. They also depended largely on
internal resources, often leading to depletion of reserves. Larger American
universities regularly use debt to finance large construction projects. This
enables them to leverage the value of the initial gift to the university while
addressing the cash-flow problem. Universities with large endowments and
long operating histories are usually regarded as safe investments by banks in
the United States. Not only do universities secure lower rates of interest, they
are able to take advantage of US tax exemption rules, throughout the typically
35-year life of the bond. Universities then invest the proceeds of their gifts
at rates preferable to those they owe their bondholders. The compounding
of the positive differential spread in earnings leads to enhancement of the
original gift. Introduction of tax incentives could result in the replication of
similar investment strategies among universities in the UK.!! Some Colleges
in Oxford and Cambridge are already resorting to debt financing with larger
projects, but to what extent these institutions are in a position to leverage
their initial gift is not clear.

Recent achievements of Oxford or Cambridge therefore need to be assessed
against a difficult funding environment. Recurrent costs exceed revenues as
the core activities of the Colleges lose money. While the 36 Colleges in Oxford
may have reported a small operational surplus in 2003—-4 and 2004-5, they
incurred a deficit in their academic income and expenditure account. The
University of Oxford registered a small operational surplus in 2003-4; Uni-
versity income was £493 million compared to expenditure of £491 million.
Similarly, Cambridge University spent £693 million while its income for 2004-
5 was £695 million.

According to the University of Oxford, Financial Statement of the Colleges,
2003-4, the total income of the Colleges exceeded total expenditure by
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£4.5 million, up from £1 million in 2002-3; yet over one-quarter (28 per cent)
of Colleges recorded a deficit for the year, including richer Colleges such as
Christ Church, All Souls and Nuffield. In 2002-3, over one-third (36 per cent)
of Oxford Colleges reported operational deficits, again including Colleges with
the largest endowments. Over half (54 per cent) the Colleges in Cambridge
that published accounts in the new SORP format for 2003-4 also recorded
operational deficits; they included Colleges such as Peterhouse, Jesus, and
King’s.

The operational deficit for individual Colleges in Oxford and Cambridge
may appear small in the context of general educational spending, but the con-
stant need to balance accounts must have a detrimental effect on institutional
ability to focus on core educational activities, let alone develop new areas
of growth. Long-term underinvestment in infrastructure, lower expenditure
per student, and lower academic salaries (which are one-third to a half less
than at top US universities) must take its toll. While these institutions remain
committed to being centres of learning, teaching, and research to stand com-
parison with any in the world, their aspirations need to be backed by greater
resources.

A significant factor influencing overall quality of output is the difference
in spending between Oxford and Cambridge and their US counterparts. In
2003-4, for example, the 36 endowed Colleges in Oxford spent a total of
£206 million or an average of £5.7 million each. Christ Church spent £16.4
million while St John'’s expenditure was £12 million. In Cambridge, Trinity’s
expenditure amounted to £18 million (£5 million of which was donations);
St John's spent £22 million while King’s expenditure was £12.9 million in
2004. In fact, total expenditure in 20034 for all the universities in the UK was
£16.8 billion, with an average spending of £102 million.!?> Among the biggest
spenders were the University of Cambridge (£660 million or $1.2 billion)
and University of Oxford (£486 million or $884 million). The University
of Oxford and the 36 Colleges together spent £692 million or $1.3 billion
while the University of Cambridge and the 30 Colleges spent £856 million or
$1.6 billion.

This compares with Harvard University’s expenditure of $2.6 billion in
2003-4 and Yale’s $1.7 billion. Other state-funded academic institutions, such
as the University of Tokyo, for example, with a faculty of approximately
2,800 and total student enrolment of 28,000, spent about $2 billion. Even
the University of Kyoto’s expenditure in 2003-4 was over $1 billion. Thus,
the challenge faced by universities in the UK is their inability to access the
scale of resources that other global institutions command. As academic fees
have fallen in real terms, the burden on the endowment to support academic
purposes has increased considerably over the years.

Table 1.11 shows the contribution of endowment income and gifts to total
income.
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Table 1.11. Contribution of endowment income and gifts to total

income, 2004

Institution Endowment income %  Gifts %  Total income $ b
Cambridge University 4 4 1.2

Cambridge Colleges 35 6 0.4

Collegiate Cambridge 13 4 1.6

Oxford University 4 7* 0.9

Oxford Colleges 34 4 0.4

Collegiate Oxford 13 6 1.3

Yale 31 5 1.7

Harvard 31 6 2.6

* Oxford University Press makes a substantial gift (4 per cent of income) in addition to the
3 per cent received from other sources.

Endowment income in Oxford and Cambridge contributes over a third of
total income of the Colleges and plays a critical role in sustaining operations
while total income from the Colleges’ academic activities consists of no more
than 30 per cent of income. Oxbridge Colleges currently derive the bulk of
their income from non-academic sources. The two universities also derive
a substantial sum from non-core operations. As government funding failed
to keep pace with the rising cost of operating these world-class institutions,
they have successfully diversified their sources of income via fund-raising,
improved endowment asset management and other operations.

Funding comparison: lvy League versus Oxbridge

Twenty-five years ago, the operating resources of Oxford and Cambridge
matched those of the best private American universities. Today Oxford can
afford to spend half of what Harvard does and Cambridge less than two-
thirds. The major difference between the funding of UK undergraduates lies
in the assessment of cost-based tuition fees chargeable in the United States
coupled with higher levels of financial aid available to students depending on
individual financial need.'® Like others among the very top US universities,
admission to Harvard today is blind to the financial circumstances of the
applicant; it is based entirely on merit. Deserving candidates receive financial
support. While Oxford and Cambridge also admit the best applicants, their
inability to charge cost-based tuition fees to students places a greater financial
handicap on them.

The funding crisis faced by the top universities in the UK therefore cannot
be resolved without enabling them to access substantially greater resources
than they are able to command at present. The high level of fixed costs for
most Colleges in Oxford and Cambridge means that reducing the number
of students will not resolve the crisis, though some Colleges are considering
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Table 1.12. Sources of income: Harvard and
Yale in per cent

Income source Harvard  Yale
Endowment income 31 31
Student income 21 13
Sponsored research support 23 30
Other income 14 20
Current use gifts 6 5
Income from other investments 5 1
Total Income ($ b) 2.6 1.6

Source: Financial Report To The Board of Overseers of
Harvard College, Fiscal Year 2003—4, The Yale Endowment
Annual Report 2004.

altering the ratio of home to overseas students to be able to charge the higher
fees payable by overseas students. The London School of Economics, for
example, has shifted its mix of student intake, admitting a higher proportion
of applicants from outside the EU. Non-EU students pay fees that are closer
to the real cost of their education, though at levels that are still lower than
charges at Ivy League institutions.

Table 1.12 summarizes the sources of revenue for Harvard and Yale. The
distributions have been standardized for convenience as Yale reports its break-
down slightly differently compared with Harvard. In the fiscal year ending
2004, Yale received $1.63 billion of income, of which 31 per cent was from the
endowment, 30 per cent from grants and contracts, 15 per cent from medical
services, 13 per cent from net tuition, room and board, 5 per cent from current
gifts, 2 per cent from publications income, 1 per cent from other investment
income, and 5 per cent from other income.

If one compares the sources of income for the top educational institutions
in the UK and the Unites States, it may come as a surprise that Colleges in
Oxford and Cambridge (but not the Universities) derive on average a larger
proportion of their annual income from the endowment. Also, the income
these Colleges derive from gifts and donations does not lag significantly
behind Harvard or Yale. Oxford Colleges derived 4.4 per cent of their total
income from gifts and donations in 2004 compared with Yale’s 5 per cent and
Harvard’s 6 per cent. As Oxbridge Colleges have recently turned their focus
to fund-raising, the level of support they received from their benefactors is
hugely encouraging. On a collegiate basis, combining the universities and the
colleges, the ratios for income from the endowment and revenue derived from
gifts and donations for Oxford and Cambridge look relatively reasonable.

The differences lie mainly in the combined area of student income and
sponsored research support (44 per cent for Harvard and 43 per cent for Yale)
and ‘Other income’ (see Tables 1.10 and 1.12). Academic fees and charges
inclusive of research grants and contracts for Oxford Colleges are significantly
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Table 1.13. Sources of income: Oxford colleges in per cent

Income source 2004 2003
Academic fees and charges* 29.4 30.0
Endowment income 341 34.9
Other operating income 36.5 351
of which:
Residential income (from College members) 19.4 19.4
Conferences and functions 9.7 9.2
Donations and benefactions 4.4 3.5
Other income 3.1 3.0
Total income (£ m) 210.7 198.0

* Inclusive of Research Grants and Contracts.
Source: University of Oxford, Financial Statement of the Colleges, 2003—4.

lower at 30 per cent of overall income. The universities of Oxford and Cam-
bridge, on the other hand, receive a significant proportion of such support
from the government: 77 per cent for Oxford in 2003-4, and 60 per cent for
Cambridge. The contribution of endowment income as a proportion of total
income of the universities of Cambridge and Oxford does not bear comparison
with that of their peer group institutions in the United States. The University
of Oxford was able to fund just 8 per cent of its operating expenses from
endowment income while Cambridge managed at half that level in 2004.
Returns on investment and additions to the endowment through fund-raising
historically for both institutions have been modest, though both universities
are only too aware of their lack in this direction.

The sources of income for the 36 Oxford Colleges are summarized in
Table 1.13.1* Similar comparisons with Cambridge Colleges are not available.

The problem with income for Oxford and Cambridge is not just its dis-
tribution and high level of dependence on the government, but also its
aggregate level. The total revenue of Oxford Colleges and the University in
2004 was $1.3 billion and that of Cambridge was $1.6 billion compared with
$1.7 billion for Yale and $2.6 billion for Harvard. It has become abundantly
clear that Oxford and Cambridge need to generate significantly more revenues
than they are likely to receive from public sources in order to compensate their
academics at a globally competitive rate, to develop and maintain world-class
research capabilities, to cover teaching costs, and to attract the best brains
in the world. While it could be argued that the distribution of income from
various sources for Oxbridge institutions appears balanced, it is the aggregate
amount of money available to these institutions that needs to be augmented.

According to an academic strategy paper, published by the University of
Oxford: ‘Funds raised by Oxford as a whole in 2002-3 were £58 million
as compared with £262 million in Harvard and £250 million in Stanford.
Allowing for cultural differences in alumni giving, Oxford’s fundraising efforts
still pale in comparison with those of the leading US universities, where
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between 40 per cent and 60 per cent of alumni give annually. The best
estimate for the figure for Oxford is around 5 per cent.’!® As both universities
plan major fund-raising campaigns over the next few years, it provides an
incentive to address weaknesses in the collegiate management system, be it
governance arrangements, tax matters, or performance measurement.

Cambridge launched its 800th Anniversary Campaign to raise £1 billion
in additional funds across collegiate Cambridge, with many gifts directed
towards endowment. The establishment of an Investment Office, with an
Investment Board, also represents a significant development in Cambridge
University’s future approach to endowment asset management. ‘This Invest-
ment Board is a significant step forward for Cambridge,’ said Professor Alison
Richard, Vice-Chancellor of the University. ‘Building the University’s endow-
ment and providing more income to support core activities are crucial ele-
ments in our overall strategy to strengthen and reconfigure the University’s
finances.’

To put higher education funding in perspective, according to figures pub-
lished by the organization for Economic Cooperation and Development
(OECD), the United States spends 2.7 per cent of its GDP on universities, com-
pared with 1.4 per cent in Germany, 1.3 per cent in Britain, and 1.0 per cent
in France. In Germany, of the amount spent on higher education, 0.1 per cent
comes from the private sector. Students do not pay fees in France, Germany,
and in other EU countries. In Britain, the introduction of variable fees charge-
able to students remains highly controversial, and they are nowhere near
covering the real cost of a student’s education. From 2006-7, universities will
have the power to vary the fees they charge for courses, up to a maximum of
£3,000 per year; in return the universities have to promote wider participation
and access.

In their 2003-4 financial statements, many Colleges in Oxford and Cam-
bridge refer to the long-term loss of income. Public funding per undergraduate
within higher education has halved in the past two decades, and current plan
to increase tuition fees is unlikely to reverse that trend. In December 1998, the
Colleges agreed to reduce academic fees by 21.8 per cent (in real terms) over
a 10-year period beginning in 1999-2000. While Colleges have the option to
charge top-up fees, these fees will not be received directly by them, as the fees
will be given to the University. In the past, Colleges received income in the
form of a block grant from the Local Authority. In alleviating the problems
of the whole collegiate University, some benefit will inevitably accrue to the
Colleges.

Another source of income reduction was the government’s decision to
abolish tax credit on dividends. In one College, it eroded investment income
by 20 per cent.!® Colleges and other institutions with an income-oriented
investment policy were the worst affected. Starting in 1998, changes in UK
tax rules on the recovery of tax credits affected all sectors of the investment
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world. Payments of tax credits to pension plans and companies, for example,
ceased from July 1997. From April 1999, the amount recoverable by charities
in respect of tax credits on ordinary dividends was reduced from 25 per cent of
dividend initially to 21 per cent and eventually to zero by April 2004. This was
a factor in depressing the income of several endowments, including that of
the UK’s largest foundation, the Wellcome Trust. Dividends from UK equities
for the Trust declined from £205 million in 1997 to £119 million in 2005,
declining from 66 per cent of total income to 39 per cent over that period.

While such legislation encouraged investors to move away from an income-
oriented investment strategy, the reduction in cash flow put severe pressure on
the level of income that these institutions received. The painful adjustments
that Colleges had to make as a result of changes in legislation are stated clearly
in the ‘Report of the Governing Body’ for the year ended 30 June 2004 of
Sidney Sussex College, Cambridge:

The operating environment remains difficult for Colleges. The phased reduction in
the real value of publicly-funded undergraduate College fees, imposed by the gov-
ernment over a 10-year period from 1999/2000, reached its fifth year in 2003/04.
The College’s publicly-funded undergraduate fee was £2,850 in 2003/04, compared
to the fee for students not eligible for public funding of £3,192. The consequent
loss of income was of the order of £110,000 in 2003/04. Similarly, the withdrawal
of Advance Corporation Tax (ACT) relief on investment income reached its penul-
timate year in 2003/04 and involved a loss to College’s investment income of
approximately £60,000 in that year. The disappearance of all ACT relief in 2005/06
will increase the loss to £75,000, which will then be on-going.

...the doubling of College’s employer’s contribution to the staff pension fund,
involving an additional cost of £100,000—a cost also attributable in part to the
Chancellor of the Exchequer’s earlier decision to withdraw ACT relief from pension
funds and charities. The Governing Body is conscious that these income losses and
additional costs are permanent, and that the loss associated with the undergradu-
ate fee will worsen over the period to 2009. The College’s affairs will accordingly
require careful management in the years immediately ahead, in particular to
avoid damaging the quality of education provided to undergraduate and graduate
students at Sidney Sussex.!”

The government will, and should, continue to be the major source of funding
for universities. But increasing their flexibility to access additional funding
streams is critical. To retain their status as leading universities of the world,
Oxford and Cambridge, among other UK institutions, need significantly more
funds, and not just from private sources. The two universities need increased
public funding in addition to their ability to access resources on a global
scale. They need to rebalance and strengthen their main sources of income,
which includes improving investment returns on endowment while building
up endowment wealth by better fund-raising and prudent spending from the
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endowment; at the same time lobbying government for more funding and
attractive tax incentives for donors.

Professor Alison Richard emphasized the need for a greater plurality of
support for funding of British universities when she stated in her annual
address to the University, on 1 October 2005:

Society provides financial support to universities through five channels: students
and their families; alumni and friends; charitable foundations; industry; and Gov-
ernment and its agencies, administering public funds on behalf of society as a
whole. This holds for most universities in most countries in the world. In addition,
some universities, including this one, develop and manage significant revenues of
their own, through endowments, businesses, and intellectual properties.

Heavy dependence on any one of these sources brings institutional risks. A univer-
sity entirely sustained by student fees would be susceptible to the faddishness of
consumerism, as well as putting too much of a burden on students and their fam-
ilies. The demands of donors could open up a route to distortion of the academic
purposes of the university. Funding from industry might invite a slide towards
research dominated by a quest for results amenable to rapid commercialisation.
Exclusive dependence on endowment revenues would expose the university to
the roller coaster of the financial markets. And, then there’s Government.!8

Alternative methods in which university financing could be strengthened
include an array of sources other than the Government, such as the ability to
issue debt or adopt more economic strategies in the management of operating
assets, intellectual property assets etc. All this can be achieved by giving
the universities and colleges greater freedom in managing their affairs. As
Dr John Hood, Oxford’s Vice-Chancellor, remarked in his inaugural address
with reference to Oxford: ‘In essence, the cost of producing a “world-class”
university and the revenue available to fund that cost are not in harmony.’'
As that is indeed the case for Oxford, then other universities in the UK and
Europe must find it more than a fair challenge in their aspiration to become
world-class institutions.

Governments across Europe have sworn to do something about the parlous
state of their universities, which was brought to light in a survey by Shanghai’s
Jiao Tong University of the world’s universities. This ranking gave eight of
the top 10 places to American institutions, with only Cambridge (rank 2)
and Oxford (rank 10) breaking the American monopoly. In the top 11-20,
the only non-American institution was Tokyo University. Imperial College
and University College, London, were placed 23rd and 26th, respectively.?’
Not only does the US government spend more on education, there is a well-
established tradition of individual giving to one’s Alma Mater in America.
Such a tradition also flourishes in Oxbridge; the bequests, gifts, pledges,
donations, and legacies made to the Colleges amounted to 4 per cent of total
income, similar to gifts and donations received by top American universities.
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The endowment’s share of total income among Oxbridge Colleges continues
to rise too. It is the absolute scale of funding and support that needs to be
raised.

Endowments in Oxford and Cambridge: Poised for change

There is widespread concern among Oxford and Cambridge Colleges about
the question of long-term funding and the need to be more self-reliant in
securing their future. Historically, the way in which these institutions were
regulated and funded inevitably influenced endowment asset management.
In many Colleges internal loans were and in some cases still are outstanding
to the endowment. As these loans required only capital to be restored, usually
free of any interest charge, the endowment served as an attractive source of
borrowing, particularly when the provision of accommodation to students
was a loss-making activity.

It needs to be acknowledged that Colleges have the option to spend their
endowment capital if it is not permanent or specific capital, rather than
merely borrow from it. The critical question is whether it is beneficial in the
long-term for the Colleges to do so? The other issue, for institutions adopting a
total return investment approach, is what level of annual spending is optimal,
though this immediately begs the question, optimal for whom? Many of
the examples cited here illustrate that decisions taken by Colleges may have
been right from the institutional point of view, but were not beneficial for
preserving the endowment’s real value in the long-term.

In one relatively poor College, for example, the amount due to the endow-
ment fund represented a significantly high proportion of the value of the
endowment. This borrowing from the endowment was in the form of an
interest-free internal loan to the College, to be repaid over 30 years. It made
sense for a College with a small endowment and restricted ability to raise
money cheaply to fund a major capital project in such a manner. If the College
had been obliged to borrow from the endowment at the same rate of interest
as it would pay for an external bank loan, albeit at a competitive rate, it may
have resulted in a different outcome for the College.

The ability to borrow on an interest-free basis from the endowment made
it an attractive proposition as the expected stream of income from subsidized
student housing could be interpreted as advancing the objective of the Col-
lege, particularly if market returns were perceived to be relatively unattractive
in the short term. It can be argued therefore that assets were diverted from the
endowment to fund operations to secure a better return, or a superior revenue
stream. Whether that was indeed the case—that is, whether the rental flow
was better than market yields—is not evident. Nor was it clear that such a
decision was based on hard investment considerations. On the contrary, the
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endowment’s investment policy in this case had to be altered from ‘growth-
oriented, total return’ to ‘income-driven.’
In the words of the College’s recently appointed bursar:

It used to be a growth fund; and at the peak of the market the College borrowed
£8 million from the fund for buildings (thus transferring the investment assets
into operational assets), and was left with significantly lower income. Hence, the
focus of the existing fund had to be adjusted to yield greater income. The loan is
non-interest bearing. The College created a sinking fund and pays back the loan
from student rents. However, the income from these operational assets is not good
enough. The fallacy in my mind is assuming that the income you get from the
buildings is the same that you would get from the market. For example, the yield
on these assets at market value is 2.4 per cent. However, the indirect costs are
actually a lot higher, often resulting in a negative return. You can put £8 million in
the market and have a regular running real yield of 3—4 per cent with no overhead.
However, if you convert that into operational assets, then you do not get that sort
of a return. It looked like a good idea at the time. But, in reality the College lost
out on income. Most operational assets are not run on a commercial basis. So, we
have gone from being a small rich College to a large poor College.

Borrowing from the endowment at nil rates of interest not only resulted in
depletion of endowment capital, but led to changes in investment policy
decisions that were not investment driven. While such practice is relatively
uncommon today, such a method of financing capital expenditure was fairly
common in the recent past. As a consequence, the investment policy deci-
sions of these institutions remained secondary to operational considerations.
Operational decisions dictated endowment asset allocation resulting in lower
investment returns for the endowment. Long-term depletion of endowment
assets must prove detrimental to achieving the long-term objectives of institu-
tions though the endowment may have sustained the institution in the short
term. Some 43 per cent of Colleges in Oxford and Cambridge, about half in
Oxford compared with a third in Cambridge, indicated practices that would
have resulted in endowment depletion. Taking into account the difficult
funding environment in which these institutions operated, budgetary deficits
were regularly financed from reserves. Such financing would seem perfectly
ordinary if assets were not moved from endowments to reserves.

The majority of bursars today consider such practices as being totally unac-
ceptable. Colleges more dependent on endowment income were more critical
of practices that resulted in endowment depletion. There is no conclusive
evidence that Colleges resorted to different investment strategies depend-
ing on their level of dependency on the endowment. Colleges with larger
endowments, being more dependent on the endowment for their opera-
tions, were more concerned about preserving the real purchasing power of
the endowment over the long term. These institutions also attached greater
importance to investment decisions that were most likely to support their
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stated objectives. Colleges with smaller endowments and lower dependency
on the endowment to fund operations typically had access to other sources
of income, which may have influenced their decision to borrow from the
endowment, particularly when the cost attached to such borrowing was nil.
Recent amendments to the way in which the Colleges are taxed internally
helped in removing incentives to deplete endowment assets.

Recognizing the need for change, notably because the mispricing of ser-
vices was clearly unsustainable, the Colleges are implementing more market-
oriented policies. As one bursar commented, ‘We have to erode the subsidies
and charge the students more. We also have to generate more income from
conferences and raise more funds from alumni. The reality of the cost of doing
business is being appreciated now, and we need to raise more funds in the
future as a result.” Radical changes needed to be introduced to a system where
the gap between the cost of education provided and the fees received has been
steadily widening. According to the University of Oxford, Financial Statement
of the Colleges, 2002-3, an entry under Review of Operations and Finance of
Balliol College stated the dilemma faced by many Colleges:

The College ran a substantial deficit during the year, due to a combination of
factors. The steady decline in real terms of the undergraduate capitation fee has
become increasingly damaging, as has the College’s diminishing ability to reclaim
Advance Corporation Tax on its UK equity income. The large fall in the stock
market has reduced the amount of money that can be prudently drawn from the
endowment. Furthermore, staff costs (both academic and support staff) have con-
tinued to outpace the Retail Price Index, due—in part—to the increase in National
Insurance Contributions and the further rise of the employer’s contribution to
the Oxford University Staff Pension Scheme. The Oxford tutorial system—with
all its many advantages—is of course costly. This, combined with the expense
of maintaining listed buildings, puts a financial burden on colleges like Balliol
that other Higher Education establishments do not bear. To counter these adverse
trends, the College has agreed to put in place a substantial rise in room rents for
‘Freshers’ with effect from October 2004. Such a rise will ensure that rental income
covers a much greater proportion of the cost of provision, so allowing more of
the endowment income to be used for academic purposes and the provision of
scholarships and bursaries. These changes, together with a number of economy
measures, are designed to bring the College’s budget back into balance over the
next four years.?!

The Report of the Governing Body of Balliol College contained a very similar
entry in its financial statement for 2003-4, except the College was a year closer
to balancing its budget. Several Colleges aim to break even before deprecia-
tion on their normal operations, and to build up capital and reserves over
time via unrestricted donations and bequests. Sustaining that over the long
term would be considered a remarkable achievement. It is worth spending a
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moment to get a historical perspective on the impact of the ongoing funding
crisis on Oxbridge College endowments.

Accounting for endowment and operational assets

Historical rules of accounting and taxation offer some explanation for why
endowments in Oxford and Cambridge today do not bear comparison to
those built up by independent American universities, most of which were
created significantly later but managed to build substantial endowments over
the past few decades. Today, an Oxbridge College, with a relatively modest-
sized endowment, could own significant property assets that do not appear
in the accounts. It may be assumed that any property acquired 25 years prior
to 31 July 2002 has a negligible net book value, including the main College
buildings. The estimated current market value of property owned by Colleges
is thus not to be found from analysing its accounts. While some Colleges have
invested in developing surplus land by building up Science Parks, Conference
Centres, and other such ventures, the development potential of other existing
College property assets cannot be quantified.

Many Colleges own subsidiary trading companies for the management of
their property investments. But these companies pay tax as other trading
companies do; they also appear in the consolidated accounts. For example,
The Lamb and Flag (Oxford) Ltd. is the wholly owned subsidiary of St John's
College, in Oxford. This company serves as a vehicle for the trading activities
of the Lamb & Flag public house in St Giles’, at the heart of Oxford. St John’s
College applies the profits from this public house towards the financing of
graduate studentships.

Endowment and other investment assets are clearly differentiated from
operational assets, which in the case of Oxbridge institutions include the main
buildings of Colleges that are typically Grade I listed buildings, some dating
back to the fourteenth and fifteenth centuries. The Colleges take their col-
lective responsibility for the preservation and maintenance of these buildings
seriously. In addition to insuring buildings, some Colleges in the past deemed
it prudent to build and maintain reserves equal to a certain percentage of the
insured value of buildings. While such provisioning is no longer common,
operational assets normally do not appear in the endowment. Also, historic
buildings are stated at nil value in the accounts, as it is not possible for the
Colleges to ascertain their original cost.

Operational assets include student accommodation, which has seen a con-
siderable rise in investment activity over recent years. The operating income
of the 36 Oxford Colleges, derived from rents and other residential charges
from members and the income from conferences and other functions for
the financial years ending 2004 and 2003, amounted to over one-third
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(35-36 per cent) of total income. While these figures are somewhat mislead-
ing, as they do not include the costs incurred in generating that income
(expenditure on residencies, catering, and conferences amounted to just over
one-quarter of total expenditure during that period), they give us some mea-
sure of their contribution to College operations compared to income derived
from endowment assets, which represented 34-35 per cent of total income.

A word about taxation; the Colleges are exempt charities and thus poten-
tially not liable to pay tax to the Internal Revenue in respect of income or
capital gains as long as such income and gains are applied in support of
purposes which are defined as charitable by law. The subsidiary trading com-
panies of these institutions, however, are liable to Corporation Tax. Typically
profits made by these trading subsidiaries are donated to the College, which
in turn distributes them as determined by its Governing Body. In addition,
Colleges may be liable for contribution under the provisions of an internally
regulated College Contribution scheme, which is made to fund grants and
loans to Colleges on the basis of need.

The constraints that emanate from managing property are also enshrined
in the University Statutes. As one bursar explained it:

A charitable trust has a restraint on property requiring it to be applied to exclu-
sively charitable purposes. The key concept of a permanent endowment stipulates
that all property of the College be treated as such—i.e. if you sell a portion of it
you have to make provisions to replenish it within a limited time—and not treat
it as free money.

An example of this could be if the College, for example, has a Lodging House
for undergraduates, it will also have a housekeeper to look after them. Those
resident housekeepers become part of the endowment. The building is leased to
the housekeeper for a pittance while she collects a market-based rent from the
students. So, she has a commercial contract with the College. Next door we have a
Graduate House. However, as they are adults, graduates do not need housekeepers
to look after them. So the College can pick up the rent directly from them; more
importantly, the building is part of the operational assets. Hence it does not appear
in the accounts. If the housekeeper dies, what the College could do is turn it
into operational property and make it disappear from the accounts. On the other
hand, you could sell some operational property and make that asset appear in the
endowment as a tangible asset.

Whether an asset appeared in the accounts was determined by whether they
were classified as operational or endowment. From the College’s standpoint,
operational assets generating tax-free revenues appeared more attractive com-
pared with endowment assets that may not. Thus, there existed an incentive
to transfer assets from the endowment to operations, particularly in an envi-
ronment where Colleges saw the value of their income being eroded from
all other sectors. In addition, the ability to provide student housing was no
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longer considered a competitive advantage for Colleges, as more and more
Colleges moved to providing accommodation for all their students.

Colleges in Oxford and Cambridge typically house all their undergraduate
students in College. For historical reasons, that accommodation has for many
years been charged at rates significantly below both market rents and the
economic rents that would be required to cover the full cost to the College
of providing the accommodation. In recent years, Colleges have been taking
steps to repair that position, but in ways that do not unfairly prejudice the
position of the current generation of students. In competing for the best stu-
dents, the richer Colleges are in a stronger position to subsidize student rents
and meals. Historically, the financial returns from such activities were typi-
cally negative. In 2003 and 2004, a larger proportion of the wealthier Colleges
reported a deficit in their income and expenditure account on residencies,
catering, and conferences compared to Colleges with smaller endowments
where fewer reported such losses, though the size of losses were not dissimilar.
Thus, the size of the endowment was not the main determinant of Colleges’
spending on student rents and meals.

Colleges were also able to borrow from their endowment on extremely
attractive terms. In the words of the bursar of a newly founded College: ‘In
the 1980s, the College started acquiring properties immediately around it by
borrowing from the endowment. We also raised funds by selling off a few
hostels, borrowed from the bank and started building up our non-taxable
assets. The College has chosen to invest in operational assets. Over a decade,
the College has built a property portfolio, which does not necessarily show
in the endowment assets.” There are always exceptions to prove the rule. One
College in Cambridge, Pembroke, includes its student houses as part of its
investment holdings; these houses were valued at £20 million at end of June
2004 and consisted of a third of its investment portfolio.

The historical status of ‘operational’ versus ‘endowment’ assets was fully
utilized by Oxbridge institutions. The endowment effectively became a source
of subsidizing ‘our current generation of students and Fellows quite signif-
icantly,” in the words of one bursar. ‘If we did not have an endowment,
then our rents and charges would be three times higher and salaries would
also be lower. So, before long the College would run into deficits. Academic
salaries are rising by some 1-2 per cent above inflation. As our student intake
is mostly at the graduate level, and we have been subsidizing our students for
so long, we are bound to run into funding difficulties. In 1929, for example,
in real terms students were being charged twice as much as we charge today.
If we were able to do so today, we would be in a much healthier position
financially.’

As a result of the ease with which assets could be transferred from the
endowment to the operational side of the balance sheet, it was a practice
that was widespread among Colleges. These decisions were not whimsical, but
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driven by a clear need to remain competitive in the field. As Colleges compete
with each other in attracting the best students, having to keep up with the
Joneses is a grave consideration. As one bursar in Oxford hoping to build up
his College endowment explained:

We are trying to reduce the rate of drawdown from the endowment so that we
can rebuild it. What I am arguing is that we should be able to make certain
economies around the place and while we also work on fundraising, we should be
able to depend less on the endowment. Our drawdown used to be a lot higher—
it was in some years as high as 10 per cent. What I am trying to do is restore
the endowment. Although we will not get there during my lifetime, I believe the
endowment needs rebuilding. The spending rate is also relative. If some colleges
provide subsidised housing to their students, it does exert pressure on the other
colleges to do something similar. There is still a high correlation between the
wealth of the colleges and their standing in the Norrington League Table [an
annual ranking of Oxford colleges in order of undergraduate performance in each
year’s final examinations]; the wealthier Colleges get better exam results.

The lack of independence of the endowment and the Colleges’ capacity to
drawdown from capital led, not infrequently, to inefficient decision-making
in endowment terms. While Yale’s endowment allows the University to issue
debt at attractive rates and on competitive terms for its capital development
programmes, Oxbridge institutions have been placed in a situation where it
is expedient to borrow from the endowment at a zero rate of interest. Clarifi-
cation of approaches to capital issues will undoubtedly assist in endowment
preservation. Harvard, for example, is in the process of a major redevelopment
to expand and improve its physical plant. For the past two decades, Harvard
has employed the strategy of financing capital projects with debt, not via
internal loan from its endowment.

The size of Oxford and Cambridge Colleges’ endowment assets is not
reflected in their stated value. The level of understatement is not known,
as endowment assets have been used over the years to build or support
operational assets. These loans from the endowment do not appear as an
investment in the portfolio; they simply disappear from the accounts of the
endowment. For example, the endowment assets of Peterhouse in Cambridge
were valued at £74.8 million in 2003. This amount, according to Andrew
Murison, the College bursar at that time, ‘was net of capital expenditures
taken out from the endowment to build and continually refurbish the Grade
I listed buildings on the home site, and on the estates, over the last 40 years,
which amounted to £1.0 million annually during the period of my bursarship,
and probably the equivalent of some £35 m in today’s terms over the past 30
years. The net amount also excludes the insured value of the buildings within
the curtilage of the College, which, if included, would lift the value of the
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endowment above £150 million. Capital appreciation from the endowment
has had to finance this expenditure without help from operating income.’

Financial well-being

Publication of financial statements of all Colleges in Oxford and the majority
of Colleges in Cambridge in the recommended format from 2003-4 makes
it possible to gain some insight into the accounting practices of these insti-
tutions. Among Cambridge Colleges, for example, non-endowment assets
appear as ‘Investment Assets’ in the College accounts. Girton College included
‘Antique Furniture, Works of Art, etc.” (worth £3.3 million) as part of its
investment assets. Lucy Cavendish included £294,000 worth of ‘Works of Art’
and Sidney Sussex £177,000 worth of ‘Wines and Works of Art’ as investment
assets. But the Keynes bequest (John Maynard Keynes, Fellow and former
Bursar of King’s, bequeathed works of art to the College) on loan to the
Fitzwilliam Museum in Cambridge has no value put upon it in the accounts
of King’s College. According to one Cambridge bursar:

We sold a First Folio of Shakespeare for £3.6 million recently. We don’t count
such existing assets as being part of the endowment portfolio until after they are
sold. Assets such as our sports fields, for example, have development potential.
But, we do not count them as part of the endowment. Nor do we include in the
endowment the student housing we provide to our members. We actually provide
accommodation to all our students. However, it does not feature as an endowment
asset. Most of our off-campus housing, which is part of our property portfolio
within the endowment, is rented out at market-based rents. The definition of our
endowment assets includes property assets with debt attached. Works of art and
other valuable artefacts that can be regarded as ‘inalienable’ are not included in
the financial statements.

Downing College did not include some £8 million of investment assets,
consisting of works of art and silver among other things, in its endowment
account, which was worth around £22 million in 2004.?> Most Colleges do
not include in their endowment rare books, works of art, silver, and other
assets, which are deemed ‘inalienable’. However, these assets can be worth a
tidy sum. In the case of New College, for example, they were valued at around
£50 million while the functional estate of the College was worth £100 million
on top of the endowment assets, which were worth £60 million at the end of
July 2004, but whose value had risen to around £118 million by the end of
calendar year 2004, thanks to capital infusion as a result of a land sale. These
amounts do not reflect the New College Development Fund, which was worth
an additional £10 million. The Colleges’ and Universities’ vast collections of
libraries, museums, chapels, and cathedrals housing priceless works of art,
literary works, historical treasures, and artefacts, for example, are protected
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and preserved for current and future generations for the sake of education,
research, and public exhibition—in short for the public good. Accordingly
such assets are typically not recorded or capitalized for financial statement
purposes.

Colleges account for various property interests differently. Girton College
remains the joint beneficiary of a trust that owns a number of properties
in West London. When tenants vacate the properties, they are sold and the
proceeds of the sales (less expenses) are divided equally between the benefi-
ciaries. At 30 June 2004, the College’s share in the remaining properties was
estimated to be worth £745,000 (gross), which amount was not included in
the Investment Assets of Girton.?*> Hughes Hall in Cambridge on the other
hand included £800,000 from its disposal of land and buildings as income;
so did Trinity Hall (£1.2 million in 2004; £0.9 million in 2003). As stated in
Trinity Hall’s Bursar’s Report for the year ended 30 June 2004:

This is the first year that the accounts have been prepared on the new RCCA [Rec-
ommended Cambridge College Accounts] basis being employed by the majority of
Cambridge Colleges. The new format more closely resembles General Accounting
Standards, and was designed to ensure greater uniformity between the Colleges.
The degree of flexibility on accounting for fixed assets, principally buildings, and
their depreciation allowed under the RCCA however makes this unlikely. After
some debate, we have elected to include and depreciate all College buildings over
50 years down to zero value. The policy choice is to some extent an arbitrary
decision, and produces an annual charge of approximately £1.4 million. Another
side-effect of the new format is the inclusion of the profit on sale of land and
buildings in the income and expenditure account. Over the last few years Trinity
Hall has received windfall profits from the extension of the science park. These
are included under the Long Term Building Fund on the Income and Expendi-
ture Account (shown as £1,203,681). It distorts the true picture of the College’s
operating income and would, without the new depreciation charge, have resulted
in a completely unrealistic and excessive surplus for the year. These windfall
profits are all earmarked either for building the Wychfield accommodation project
or invested for academic purposes. As these profits are either spent or invested
over the next eighteen months our income position will regularise, the sense of
luxury will be lost and our real struggle to balance income and expenditure will be
increasingly revealed.?*

Historical rules of accounting for operational and endowment assets, par-
ticularly property, may offer some explanation why College endowments
today have failed to keep pace with those built up by independent American
universities, most of which were established centuries later. If longevity alone
accounted for the wealth of educational endowments, then the Universities
of Oxford and Cambridge would be in the top quartile of the rich list of
Universities worldwide.
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Table 1.14. Foundation dates of colleges and size of endowment assets

Oxford Founded AUM Cambridge Founded AUM
University 1249 67.5 Peterhouse 1284 75.5
Balliol 1263 41.3 Clare 1326 53.1
Merton 1264 96.7 Pembroke 1347 59.6
Exeter 1314 30.1 Gonville and Caius 1348 87.8
Oriel 1326 50.3 Trinity Hall 1350 65.6
The Queen’s 1341 95.6 Corpus Christi 1352 52.8
New College 1379 62.1 Magdalene 1428 33.6
Lincoln 1427 37.7 King’s 1441 90.1
All Souls 1438 155.8 St Catharine’s 1473 27.8
Magdalen 1458 108.9 Jesus 1497 77.8

AUM = Assets Under Management (consolidated) at 2004 financial year-end in £ million.

Source: University of Oxford, Financial Statement of the Colleges, 2003—-4. Cambridge University
Reporter, Accounts of the Colleges 2004.

For Ivy League academic institutions in the United States, other factors such
as the ability to charge higher student fees and an active donor programme,
in addition to prudent spending rules and astute asset allocation policies,
contributed in enabling universities to build their endowments. Gifts and
donations not only expand the scope of activities supported by endowments,
they also assist in maintaining and growing the real value of the endowment.
David Swensen acknowledges the role of gifts to the Yale endowment’s growth
in these words: ‘In the absence of new gifts over the past forty-eight years,
Yale’s endowment would likely total only about one third of today’s value.’?
While successful investment strategies and prudent spending policies play
their part, continuing gift inflows constitute a major contributory factor in
generating the wealth of institutions such as Yale or Harvard today. Though
the older Colleges in Oxford and Cambridge are better able to attract gifts and
donations from benefactors, they are not among the wealthiest today.

Table 1.14 illustrates the size of endowments in 2004 among the 10 oldest
Colleges in Oxford and Cambridge.

The top 10 richest Colleges in Oxford and Cambridge today are shown in
Table 1.15. The sixteenth century appears to have been a vintage era for the
foundation of Oxbridge Colleges that have grown to be among its wealthiest
today, followed by those established in the fifteenth and fourteenth centuries.
The exception of course is Nuffield College which was founded by William
Richard Morris, 1st Viscount Nuffield, under a Deed of Covenant and Trust in
1937.

Despite Oxford and Cambridge being the oldest universities in the UK, a
quarter of the Colleges were founded in the twentieth century and a further 20
per cent in the nineteenth century. Sixteen per cent of Colleges were founded
in the sixteenth century. These Colleges are among the richest today, and
those established in the twentieth century are among the least well off in
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Table 1.15. Wealthiest colleges in Cambridge and Oxford

Oxford Founded AUM Cambridge Founded AUM
St John's 1555 210.7 Trinity 1546 649.9
Christ Church 1546 180.9 St John's 1511 232.0
All Souls 1438 155.8 King’s 1441 90.1
Nuffield 1958 112.4 Gonville and Caius 1348 87.8
Magdalen 1448 108.9 Jesus 1497 77.8
Jesus 1571 99.5 Peterhouse 1284 75.5
Merton 1264 96.7 Trinity Hall 1350 65.6
The Queen’s 1341 95.6 Emmanuel 1584 65.5
University 1249 67.5 Pembroke 1347 59.6
Brasenose 1509 62.3 Christ’s 1505 59.4

AUM = Assets Under Management (consolidated) at 2004 financial year-end in £ million.

Source: University of Oxford, Financial Statement of the Colleges, 2003-4. Cambridge University
Reporter, Accounts of the Colleges 2004.

terms of endowment assets with the exception of the all-graduate institution,
Nuffield College. Older Colleges were more successful in their ability to raise
funds from alumni and friends compared to their younger counterparts, and
that may explain some of the disparity in assets today.

It is a combination of factors that ultimately determines the overall
well-being of any higher education institution. As explained in the NACUBO
report on ‘Endowment Performance and Management Practices in Higher
Education’:

The overall financial well being of an institution of higher education is influenced
by its endowment but only in combination with other important economic and
financial characteristics. A significant component related to an institution’s finan-
cial health is its pricing power in terms of its ability to raise the tuition students pay
to help offset increased costs of delivering quality education programs. In addition,
the effectiveness of a public institution to attain sufficient state funding weighs
significantly on the institution’s financial health. An institution’s ability to build
and sustain a healthy donor base and develop new sources of revenue has become
important to counter shifts in the economy and the markets as well as the trend
toward declines in federal assistance of college students in real terms.?%

Such aspects of higher education development and management are
increasingly being recognized in Europe as in the UK, not to mention
among Oxbridge institutions. Many Colleges have initiated plans to become
more efficient by reducing subsidies and raising alternative sources of
funding. The inability of academic institutions to influence their pricing
power has certainly impacted on their ability to be as successful as their US
counterparts. Changes in the way operational and endowment assets are
taxed, thereby removing the incentive to switch funds from the endowment
to operations, should also assist in endowment preservation. Recent revisions
to the College Contributions Scheme, an internal system of redistribution of
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wealth, may, at least partly, address the disincentive to maintain or increase
endowments.

The process of change has begun, albeit recently. In the ‘Review of Oper-
ations and Finance’ provided by New College, in the University of Oxford,
Financial Statement of the Colleges, 2002-3, we were informed that:

The College continues to operate in difficult conditions. The abolition of tax
credit on dividend income has damaged charities such as New College in reducing
investment income by some twenty per cent. At the same time, the reduction
of the College Fee paid on behalf of undergraduate students represents a loss of
a third of fee income over a ten-year period. Since fees had not kept pace with
inflation for the previous fifteen years, the loss of a third is difficult to absorb.
Where actual damage has not been inflicted by public policy, there is persisting
uncertainty about public funding for higher education; the bitterly contested plans
for increased tuition fees will in themselves only slightly reduce the extent to
which undergraduate education is a loss-making activity.

Given those circumstances, the College has pursued a three-fold policy; first,
seeking additional revenue where it can be achieved without threatening its core
activities; second, eliminating indiscriminate subsidies and replacing them with
more carefully targeted assistance; third, building up funds through the activities
of the College’s Development Office.?”

New College along with other Oxbridge Colleges moved away from their pre-
vious policy of charging subsidized rents ‘towards charging economic rents’
and putting a proportion of the money towards supporting students. Over
the past three years, in the case of New College, ‘the indiscriminate subsidy
has been reduced from £300k to £90k per annum, and will be eliminated
in 2004-5." The College has also developed an active fund-raising campaign,
which is carried out principally by the New College Development Fund,
an independent charitable trust not controlled by the College. Like other
institutions, New College receives annual donations from its Development
Fund. Total resources transferred to the College from this source amounted to
£1 million in 2002 and about £0.5 million in 2003.2

The endowment management programmes of these institutions are poised
for change; the appointment of new Vice-Chancellors in both Universities has
given it greater momentum. Professor Alison Richard brings to Cambridge a
wealth of experience from her role as Provost of Yale, responsible for the edu-
cational policies, operating and capital budgets and long-range financial plans
of this distinguished American University that also nurtured a significant
endowment. Dr John Hood, with his engineering, management, and business
background, has initiated a major review into endowment management and
other practices within Oxford University. He is also the first person in Oxford’s
900-year history to be elected to the Vice-Chancellorship from outside the
University’s current academic body.
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The quantum of endowment assets for Oxford and Cambridge therefore
does not reflect the full picture. The total assets of these institutions far
exceed that of their endowments. While some Colleges may appear to be
slow in implementing changes, it is worth noting there have been significant
developments in their endowment management practices over recent years—
in terms of establishing sensible spending policies, diversifying endowment
investments into alternative assets, albeit in a small way, collective employ-
ment of consultants, and the current move to establish more centralized form
of endowment management among some of these institutions.

Cambridge has amalgamated the investments of the University and related
bodies to set up an Investment Office with over £1.2 billion under man-
agement. The Colleges are not part of this initiative. Cambridge University
has set up a new investment board, ushering in expertise not only from the
City of London but from the US endowment world, to oversee the process.
Working with a team of analysts, based in an office near the Judge Business
School in Cambridge, its CIO can call on the university’s expertise to aid
investment decisions. While a Harvard or Yale style investment company is
not envisioned, the investment process is expected to be a radical departure
from the practices of the past half-century.

The establishment of Oxford Investment Partners (OXIP) in 2006, a col-
lective investment scheme, launched by five Oxford Colleges (St Catherine’s,
Christ Church, Balliol, St John’s and New) as majority (60 per cent) share-
holders in a new commercial partnership illustrates the kind of financial
innovation that some of these institutions are applying. OXIP, with initial
funds under management of £120 million, will operate as an independent
fund management company and manage a fund dedicated to meeting cer-
tain investment objectives of endowments and charities. The fund was set
up as a result of the desire of these Colleges to reorganize and diversify
their endowments and source appropriate investment products and expertise.
The fund will be made available to other investors with similar underlying
investment objectives, and is designed to deliver real returns in excess of
5 per cent per annum over rolling five-year periods. Given current asset
yields, the Manager believes that this represents a challenging target for
any fund. The objective is to offer at least the same long-term returns
which should be delivered by public equities, but with considerably less
volatility than that experienced from exposure to public equity investment
alone.

While support for this venture is currently limited, it clearly illustrates the
prospects for greater pooling of resources among these institutions, leading
potentially to lower management costs, less volatility of returns, enhanced
flexibility when investing in alternative assets and other capacity-constrained
strategies, and greater transparency for the investing institutions. Such objec-
tives, however, can best be realized when there is greater consensus among the
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Colleges and the University in determining the direction they wish to take as
they move forward.

Institutions in Oxford and Cambridge may be partly responsible for their
financial plight today, but the legal and regulatory environment in which they
operated also conspired against them. Higher education in the UK has been
government regulated and supplied largely to local students. Competition and
profit were not concepts that were applied to sectors such as education, health,
and other public services. With the onset of globalization and emergence of
a new economic world order, that environment is changing rapidly. Even
Oxford, Britain’s oldest university, has to market itself aggressively overseas.

As The Economist described it, ‘Higher education is now international in a
way it has not been since the heyday of Europe’s great medieval universities—
and on a vastly greater scale.’””” While private, profit-seeking institutions are a
minority, all universities actively compete for talent. Attracting the best brains
implies the independence to do so, and that involves financial independence.
Private universities in America may have had a head start in growing their
endowments and developing strategies to attract the best talent globally while
publicly funded universities in Britain, if not in Europe, are waking up to
the reality of globalization and competition. As the government’s role in
higher education declines, British universities will grow to emphasize prudent
endowment management and fund-raising to meet their stated objectives.

A point worth making is that the funding of education is a complex issue
as it reflects the relationship between society and universities, and the role
of finance in mediating that relationship. In the United States, for example,
the level of student indebtedness is significantly higher than elsewhere in
the world. As American university education is considered among the best
in the world, it has been expensive; but in recent decades costs have risen
considerably, ahead of inflation. Thus, the burden of financing education has
been borne by students and their families, with contributions from alumni
and benefactors helping to maintain grants to students. By comparison, stu-
dents in the UK have benefited enormously from the public funding of higher
education. Student indebtedness in the UK will also increase as a result of
higher fees after the Higher Education Act takes effect in 2006. But the true
cost of educating a full time student in the UK will not be covered by this fee
increase. Ultimately, society has to make complex choices in deciding how to
pay for services such as education or health where economies of scale may not
apply, nor do cost-cutting measures as with other sectors of the economy.

Conclusion
Endowments comprise funds that are regarded as being for the long term

and which fundamentally underpin and sustain the operation of the College
at its desired level of activity. This definition of an endowment has been
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undermined historically by the tendency among Colleges in Oxford and Cam-
bridge to transfer funds freely between endowment and reserves. Removal of
tax incentives to increase or decrease the endowment will therefore help in
curbing such transfers, which have proven to be detrimental to the long-term
value of their endowment assets. The process of reform has begun; it is hoped
that going forward such practices will be recognized as essentially inefficient
in securing the long-term objectives of these institutions.

If Oxford and Cambridge wish to engage successfully in their stated aim
to remain among the leading universities of the world, they will require
significant sums of additional capital to underpin and sustain their operations.
Endowment income will undoubtedly remain a significant means of securing
this goal. As their financial and operational circumstances alter, the capital
requirement of these institutions will also change. Colleges will have to make
individual judgements about the prudence of spending endowment assets.
Some, hopefully those that anticipate new endowment inflows, may feel able
to spend from old endowments (if not permanent or specific) as long as
substantial amounts are not extracted for other long-term purposes. Over the
past several decades Colleges in Oxford and Cambridge have spent more than
they could afford by dipping into reserves, which are periodically boosted by
transfer of funds from the endowment. Such a strategy can only work as long
as the long-term value of the endowment is preserved. If more is taken out
of the endowment than it is able to accrue through its investment or fund-
raising activities, then depending on the rate of extraction the endowment is
eventually bound to disappear.

If the endowments of top American universities have prospered, it is
because these institutions have been successful in recouping their true cost
in providing world-class education. It is not that Harvard and Yale man-
age without receiving funds from the federal government. They are not
autonomous, self-financing operations. Their financial strength is bolstered by
endowment support that is additional to, not a substitute for, federal funding.
Government support has provided a valued source of stable income. A further
source of stability is the operation of their endowments as independent
entities, pursuing investment policies focused on preserving the long-term
value of the fund while providing an acceptable level of support for current
operations.

A significant factor that enhanced endowment accumulation among insti-
tutions, such as Harvard, Princeton, and Yale, is the scale of support they
sought and received from non-federal, non-governmental sources. In the
final analysis, it is the endowments of these universities that have long
served as the financial cornerstone of their continued excellence in educa-
tion and research, while active fund-raising and prudent investment helped
secure the endowment in times of economic and stock market uncertainty.
Endowment income distributed for operations is Harvard’s and Yale’s largest
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source of non-governmental income, constituting about a third of total
income.

Though the percentage is similar in the case of Oxbridge Colleges, the
problem lies in the actual amounts involved. Such a state of affairs may
have arisen as a result of these institutions’ inability to determine a fair
value for their products and services following the British government’s direct
involvement in university financing since 1980. The Colleges were no longer
independent entities free to run their affairs as they saw fit; no longer able to
determine the rate at which they could charge for their services and products.
Nor were endowment asset allocation policies considered to be independent
of Colleges’ overall financial and budgetary concerns. Such a concept remains
alien among several institutions today.

It is worth noting that in terms of endowment assets per student, the com-
parison between universities with the largest endowments in the United States
and UK brings into focus the striking contrast between approaches to funding
higher education. Not all US universities with substantial endowments boast
high endowment assets per FTE student; the range is revealing in terms of
the disparity between public and independent institutions. Thus, average
endowment assets per FTE students among independent institutions in the
United States were some $101,000 compared with under $16,000 among pub-
lic institutions. The overall average was just over $40,000.>° Among indepen-
dent institutions with endowments assets worth over $1 billion, endowment
assets per FTE student rose to $363,000.3! These numbers keep rising for
educational institutions in the United States. Today, the financial strategies
of state and private universities in America are converging as state budget
deficits put additional pressure on state universities to increase student fees
and build endowments from gifts from alumni and friends. At the same time,
individuals and their families benefiting from that education are more willing
to bear a larger share of the overall cost.

While Oxford and Cambridge feature among the top 10 university endow-
ment assets per FTE student, the differential between Oxbridge and the very
top US universities is worth emphasizing. The scale of the difference between
input and output could be interpreted in favour of Oxbridge institutions’
ability to function efficiently despite such constraints. It could be argued
further that no action is necessary currently as these universities are doing
a reasonably good job without the scale of support available to their US
counterparts. In reality, however, there is little room for complacency, as
this comparison fails to illustrate the extent to which endowment assets per
FTE student have appreciated among the top independent institutions in the
United States over the past decades while the value of such assets declined
among institutions in Oxford and Cambridge. The net beneficiaries have,
of course, been generations of Oxbridge students that have secured a high-
quality education at very attractive rates.
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Analysis of the rate of wealth creation among US universities compared
to wealth destruction among UK universities is not available. It would be
reasonable to suggest, however, that if nothing is done urgently to reverse the
funding gap faced by institutions in Oxford and Cambridge—not to mention
other highly rated centres of learning in the UK—they will struggle to retain
their status among the top educational institutions in the world. Oxford and
Cambridge have been able to withstand such pressures in the past because,
apart from the private institutions in the United States, the rest of the world,
including Europe, has not fared any better. In addition, there existed sufficient
scope for efficiency gains within the Oxbridge system. Going forward, such
options may not be available.

As James Tobin, the Nobel prize-winning Yale economist wrote in 1974:
‘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 genera-
tions....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.’? Oxbridge institutions recognize
that urgent action is required. In a world where there is severe competition
for funds, these institutions need to develop policies that will help them build
their endowments and secure resources from both public and private sectors.

Instead of being a source of strength, it is ironic that public funding appears
to have left Oxford and Cambridge without the financial resources that would
equip them to be truly world-class and successfully compete in the global
arena. The complex structure of the Colleges and their relationship with
the University is not a model that can easily be replicated. The collegiate
University system may look messy, but it guarantees diversity and experiment.
The real challenge, according to the dons at Oxford and fellows at Cambridge,
is not fiddling with structures, but raising enough money to enable these
institutions to exert greater freedom in managing their affairs.

Total financial freedom or freedom from state funding is not universally
sought by Oxbridge academics, nor is it desirable. The best academic institu-
tions in the United States depend greatly on government funding. But secur-
ing greater independence in managing their affairs, be it endowment asset
allocation, fund-raising, issuing debt, determining the cost of their products
and services, will equip these institutions to compete globally on a level
playing field. Guarding the universities’ autonomy is vital, but as Professor
Alison Richard confirms, the idea of a break from the state would be self-
defeating. According to her: ‘At Cambridge, we must be explicit and clear
about our societal obligations, and honour them even as we use our freedom
to provide the quality of education and research that keeps us among the
foremost universities in the world. Financially, we must broaden and deepen
the range of our funding sources and avoid heavy dependence on any one
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source. Government should surely be amongst these sources, administering
public funds on behalf of society collectively. But the terms of our relationship
with Government must change, rapidly, for Cambridge to remain in the ranks
of the very best.”®

Until a greater level of consensus emerges between society’s expectations
of universities and their need for financial support and greater academic
freedom, some tension is inevitable; but creative tension is also transforming.
For Alison Richard, ‘managing this tension better depends first on developing
a greater, shared understanding of the relationship between universities and
society, and of the role of finance in mediating that relationship.” The top uni-
versities’ worldwide aim to provide an outstanding education to high-calibre
students, selected without regard to their background; these institutions also
aim to pursue scholarship and research of the highest quality, and in a world
more connected than ever before to share the results of that work for the
benefit of humanity. Thus, how these institutions are nurtured is vital not
only in determining the success of individuals and nations, but is also critical
in shaping the future of mankind.

Oxford and Cambridge currently benefit from government funding; the
government will continue to be the major source of funding for universities.
This should be seen as an opportunity for these institutions in setting endow-
ment asset allocation policies as well as in leveraging the stability of their
diverse sources of funding. What Oxford and Cambridge need is not to forgo
income from public sources, but to increase their private income substantially.
To do so they must be able to demonstrate not just their pre-eminence as
academic institutions but that the endowments under their management
are performing efficiently. Donors like to be assured that their gifts are well
spent—either in directly supporting academic purposes of the Colleges today
or in the future. To remain in the international ‘super-league’, Oxbridge needs
the financial strength to enable it to resource all of its activities to the highest
standards.

Oxbridge institutions fully recognize the need for change that will enable
them to deliver their stated objectives. Between 2003, when this study was
initiated, and 2006, at the time of going to press, significant developments in
endowment management in both Oxford and Cambridge have taken place.
We have been privileged to record this process of transformation and to docu-
ment the changes in attitude and thinking of key individuals in this context.
The momentum of change can be variable, since some institutions are able to
move faster than others. But when the collective university juggernauts move,
which we reckon will be sooner than later, it will contribute to a revolution
in endowment management practices in the UK as well as in Europe.
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The Investment Committee

Introduction

Colleges in Oxford and Cambridge seek to follow best practice within the
industry by appointing an Investment Committee responsible for overseeing
the management of endowment assets and related investments. The main
tasks of this Committee consist of determining strategic asset allocation,
return and risk objectives, spending policy, selection of fund managers, and
investment consultant; and in the case of the Universities, determining the
dividend. Investment Committees are therefore the key drivers of investment
policy; their decisions directly influence an institution’s intergenerational
equity. As primary fiduciaries of institutions, investment committees play an
important role in this regard.

Among the committees included in the study, all bar one (Templeton
College’s investment matters are dealt with directly by its Governing Body)
have a Committee charged specifically with the investment management of
endowment assets. The name given to the committee charged with invest-
ment matters varies greatly though two-thirds of Colleges refer to it as the
Investment or Investments Committee, as shown in Table 2.1.

In a third of Colleges (34 percent), the committee reports to the Finance
Committee or the Finance and General Purposes Committee, the Treasury
Committee or the Board of Trustees. Thus, at All Soul’s College, the Estates
and Finance Committee, with assistance from its Investment and Property
Subcommittee, oversee the management of the endowment and the finances
of the College. For some Colleges (15 per cent), the Finance Committee serves
as the Investment Committee. In others (17 per cent), the name of the Invest-
ment Committee ranges from the simple ‘Bursarial Committee’ to the stately
‘Stocks and Share Advisory Committee and Estates Committee’.

While Oxford and Cambridge Colleges are independent and self-governing
entities, the endowments are not. Oxbridge investment committees serve
largely in an advisory capacity. The investment policy is recommended by
the Investment Committee, either via the Finance Committee or directly
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Table 2.1. Name of committee charged with investment management

Name of committee Percentage of total
Investment/Investments Committee 68
Finance Committee 15

Endowment Committee

Bursarial Committee

Estates and Finance Committee

Finance and Estates Committee

Investment Advisory Body

Management Executive Team

Securities Committee

Stocks and Share Advisory Committee and Estates Committee

NNNNNNNW

to the Governing Body of the College. The Investment Committee acts as
an adviser to the Governing Body in determining appropriate policies for
the management of the endowment assets. According to the ‘Report of the
Governing Body’ of All Souls College in the University of Oxford, Financial
Statement of the Colleges, 2002-3:

The Governing Body of the College comprises the Warden and Fellows. The
Warden is the head of the College and superintends the government of the College
and the management of its property, but may not act in important matters without
the authority of a College meeting. The Bursar is responsible for overseeing the
College’s financial affairs and domestic arrangements, taking guidance from the
relevant College Committees and Sub-Committees on most matters. The Govern-
ing Body is constituted and regulated in accordance with the College’s Statutes. . ..

The Warden and Fellows, at the Stated General Meetings of the College held at least
once each term, undertake overall responsibility for the ongoing strategic direction
of the College, for its administration and for the management of its finances
and assets. Advice is given to the Warden and Fellows by a range of committees
including the Academic Purposes, Benefices, Domestic, Estates & Finance, General
Purposes, Library and Visiting Fellowship Committees.!

The Governing Body of each College holds to itself the responsibilities for
the ongoing strategic direction of the College, for its administration and
for the management of its finances and assets, and is advised by a range of
committees. The Governing Body or Council consists typically of the Head
of the College and Fellows, excluding Emeritus, Supernumerary, Honorary,
Foundation and other such Fellows. The Governing Body, constituted and
regulated in accordance with the College’s Statutes, undertakes overall respon-
sibility for determining its key strategic decisions, including financial ones.
Similarly the investment committees of the two universities act in an advi-
sory capacity. Cambridge University’s newly established Investment Board, for
example, will advise the University on all matters relating to its endowment
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and other investment assets, which currently amount to over £1 billion. While
the investment committees’ recommendations are usually implemented, the
Governing Body of each College or the Council of the two universities are
ultimately responsible for determining investment objectives and policy.

Management structure: Differences in approach

Harvard University directly oversees its investments, but the Harvard Man-
agement Company (HMC) is responsible for investing the Harvard endow-
ment. Harvard Management Company, a wholly-owned subsidiary of Harvard
University, was founded in 1974 to manage the University’s endowment,
pension assets, working capital, and deferred giving accounts. Harvard Man-
agement Company is governed by a Board of Directors appointed by the
President and Fellows of the University. Harvard Management Company cur-
rently manages $31.4 billion, of which $29.4 billion is in the General Invest-
ment Account (GIA), a pooled fund that consists primarily of endowment
assets.?

Similarly, the Yale Corporation Investment Committee has been responsible
for oversight of the endowment since 1975. Yale’s Investment Committee con-
sists of at least three Fellows of the Corporation, including Yale University’s
President, and others with particular investment expertise, thereby incorpo-
rating senior-level investment experience into portfolio policy formulation.
All of its members consist of alumni with requisite investment expertise.
The Committee meets quarterly to review asset allocation policy, endowment
performance, and strategies proposed by the Investments Office staff. The
Committee approves guidelines for investment of the endowment portfolio,
specifying investment objectives, spending policy, and approaches for the
investment of each asset category. Eleven individuals currently sit on the
Investment Committee. The Investments Office manages the endowment
and other financial assets, and defines and implements the University’s bor-
rowing strategies. Headed by the CIO, David Swensen, the Yale Investment
Office currently consists of 20 professionals, a rise from 16 over the last few
years.3

There are some interesting differences between Harvard and Yale in their
endowment management structure—differences that have been recognized
in the strategic discussions held within the Universities of Cambridge and
Oxford. While Harvard has relied to a considerable extent on an in-house
asset management team, Yale’s strategy has been based on hiring outside
managers. Yale’s superior returns have been attributed to a combination of
asset allocation and superior manager selection. Harvard and the University
of Texas System have traditionally emphasized the accomplishments of the
internal managers. Like Yale, most universities outsource their endowment
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management to external fund management firms. The departure in October
2005 of Jack Meyer, HMC'’s president and chief executive officer since 1990,
and the appointment of Mohamed El-Erian in 2006, may result in changes to
HMC's approach.

A contributory factor in Meyer’s departure is that Harvard’s students, staff,
and alumni protested about the salaries paid to HMC staff. In 2003, the top 6
people at HMC received compensation of over $100 million; similar compen-
sation was paid out in 2004. As a separate entity, HMC had the autonomy
to set compensation rates. Yale, however, maintains greater control over its
investments office. Yale investment managers have their compensation rates
approved by the University committees. Though Swensen’s annual compensa-
tion is by no means paltry, it is widely acknowledged that he could be earning
more on Wall Street.

Differences in management structures have consequences, not just in terms
of compensation packages for managers but critically for the institutions as
they benefit from superior long-term investment returns. Harvard’s 10-year
annual rate of return net of fees and expenses on its GIA was 16.1 per cent
in 2005 compared with Yale’s 17.4 percent. The corresponding investment
return for the Trust Universe Comparison Service (TUCS) Median, a universe
of more than 100 funds with assets of over $1 billion in the United States,
was 9.4 per cent. There is no TUCS median available for the foundation and
endowment sector in the UK. The closest comparator was the average fund
return for the WM Charity Fund Universe, which was 7.6 per cent per annum
over the 10-year period to end-December 2005.4

Even a modest gap in annualized performance can have substantial impact
over the long haul. The Yale Endowment’s results over the past two decades
reveal that sustained superior performance has translated into strong endow-
ment growth, which has in turn provided higher income for the insti-
tution. Yale’s investment returns of 16 percent per annum produced a
2005 Endowment value of more than 10 times that of 1985. Over the
past 10 years, for example, the Yale Endowment grew from $4.0 billion
to $15.2 billion, and spending from the endowment rose from $149 mil-
lion to $567 million. Taking into account the value of endowment assets
for Oxbridge institutions in this study, of approximately $10 billion, an
improvement of even 1 percent in annual return will yield $100 million.
Higher returns are potentially achievable by these institutions; they are truly
long-term investors and are best equipped to achieve superior risk-adjusted
returns.

Thus, governance and management structures matter, if they can improve
asset allocation decisions that result in superior long-term performance.
Institutions need to address such arrangements to ensure their invest-
ment management is organized efficiently. Oxbridge investment bursars can
only dream of the independence and support, let alone the compensation
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packages, enjoyed by the chief investment officers of endowment companies
at top American universities. If improved performance can be achieved by
investment decisions that emanate from new ways of structuring the gover-
nance of such institutions, it is worth scrutiny and implementation. Harvard
and Yale, along with other US institutions, reorganized their endowment
management arrangements in the mid-1970s. They have served these insti-
tutions well. While Oxford and Cambridge support very different collegiate
structures, both institutions are in the process of setting up independent
endowment management offices.

Currently, the Investment Committee of a College is responsible for man-
aging its endowment with the investment bursar serving as CIO. However,
neither the Investment Committee nor the College Bursar has the authority
to manage the endowment assets independently. Within the universities the
structure is slightly different, with the Director of Finance being responsible,
among other matters, for the Treasury department, whose head is secretary
to the Investment Committee and responsible for all administrative arrange-
ments. The Director of Finance is a member of the Investment Committee.
And the head of the Investment Committee acts as a CIO.

An analysis of the institutional responses reveals that the Investment
Committee takes responsibility for setting investment policy in over a third
(38 percent) of Colleges in Oxford compared to over half (52 percent) in
Cambridge. On a combined basis, about 44 per cent of Colleges indicated that
the Investment Committee was entirely (100 per cent) responsible for invest-
ment policy. The scale of involvement of the Investment Committee in setting
investment policy varied from 7 per cent of Colleges claiming no involvement
in the process to 15 percent considering the Investment Committee highly
(75-99 per cent) responsible in determining investment policy.

The direct involvement of investment committees in strategic aspects of
decision-making with reference to the endowment is significant. The Invest-
ment Committee plays a crucial role in the management of endowments.
Among the richer Colleges, most committees assume full responsibility for
setting and reviewing investment policy, compared to Colleges with lesser
endowments where the strategic decision-making could be shared with the
fund manager or other adviser. The majority of investment committees take
full responsibility in defining strategic aspects of endowment policy such
as setting and reviewing the investment policy as well as managing risk.
They are also responsible for the selection and monitoring of consultants
and fund managers. As far as asset allocation and rebalancing is concerned,
some Colleges tend to share that responsibility with their asset managers
and/or consultants. Significantly, it is in the area of performance measure-
ment and attribution that the investment committees tend to delegate to
or share more of the responsibility with the appointed fund manager or
consultant.
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Investment Committee membership

The Nominations Committee, appointed by the Governing Body or the Col-
lege Council, usually makes recommendations on Investment Committee
membership matters. Typically, there are three kinds of membership within
each College’s investment committee. First, there are the ex officio members
of the College, such as the Master and the Bursar. Then, there are College
members who are seconded to serve in the committee. The length of mem-
bership of this internal group tends to rotate more frequently than that of
the ex officio members, whose appointment is made usually on a permanent
basis. Finally, there are external members who are appointed mostly on the
strength of their investment expertise.

Length of membership varies significantly for this external group of
appointees; some tend to stay much longer than internal members. Length of
membership also varies between Colleges, ranging from a third of the invest-
ment committee members rotating annually to no particular time limit being
imposed on appointments. In some cases, the dynamics of the investment
committee is such that once the current membership structure changes, the
institution will find it impossible to replicate the arrangement, which appear
to have served these Colleges well over the past decades.

Just under half (45 per cent) of the Colleges indicated that there was no par-
ticular term for investment committee members. Another 32 per cent suggest
3 years as a ‘normal’ length of membership, which is renewable; the remaining
Colleges had investment committee members serving for varying periods:
5 years (2 percent), 4 years (10 percent), 3—4 years (2 percent), 2-4 years
(3 per cent), 2 years (2 per cent), and 1 year (5 per cent). Membership is usually
renewable. The important criteria for external members are the suitability
of the candidate—in terms of investment expertise—and the willingness to
attend committee meetings regularly. Size of endowment appeared to have
no bearing on length of investment committee membership. Educational
endowments exhibit greater flexibility when appointing investment com-
mittee members, perhaps because the membership of the Governing Body
is more stable compared to other institutions. Also, these institutions have
considerable access to the goodwill and investment expertise of their alumni.
While annual giving to one’s university is not common practice in Europe,
old members are very willing to express their gratitude by sharing their time
and expertise.

More information is available from the Commonfund Benchmarks Study:
Foundations and Operating Charities Report 2005, in which 317 independent,
GIA, private and community foundations and charities in the United States
participated, and whose total assets were worth around $167 billion. Of these
participating institutions, roughly one-third (36 percent in 2004, up from
34 percent in 2003) reported having term limits in place for investment
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Table 2.2. Who chairs the investment committee?

Chair Oxford Cambridge Oxbridge
Head of College* 27 22 49 (80%)
Bursar** 4 2 6(10%)
Internal member*** 2 2 4(7%)
External member 1 1 2(3%)

* Including Master, Mistress, President, Principal, Provost, Rector, and Warden.
** Including Senior Bursar, Estates Bursar, or Emeritus Bursar.
** Including Advisory Fellow or Ex-Vice Master.

committee members, with an average term length of 4.4 years (down from
4.9 years the previous year). In each of the most recent 2 years, at least
50 per cent of the largest institutions, with assets of over $1 billion, reported
term limits and longer average term lengths (5.8 years in 2004, 8.2 years in
2003). Among smaller foundations (with assets between $50 million and $100
million), 45 per cent reported having term limits, a rise from 35 per cent the
previous year; the average term length was 4.0 years, a slight fall from 4.4
years in 2003.5

The membership structure of Oxbridge investment committees, as shown
in Table 2.2, indicates that 80 percent of committees were chaired by the
Head of the College—who is referred to variously as Master, Mistress, Presi-
dent, Principal, Provost, Rector, or Warden. The Bursar chairs the Investment
Committee in 10 per cent of Colleges or sometimes an internal member does
the job (7 percent). In each university, in 1 College (3 percent) an external
member chairs its Investment Committee.

Investment Committee demographics

Membership numbers vary significantly within endowments and pension
funds. As illustrated in Table 2.3, over half the Oxbridge Colleges appointed
8-10 members to their investment committees.

Thus, at the margins 12 percent of Colleges had up to 5 members
in their investment committees, while 3 percent of Colleges reported

Table 2.3. Number of members in Oxbridge investment committees.

Institution 1-5 6-7 8-10 11-14 15-16
Oxford 5 7 17 4 0
Cambridge 2 6 14 3 2
Oxbridge total 7 13 31 7 2

NB: Templeton College in Oxford does not have an Investment Committee.
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having 15 or more members in the investment committee. Under one-
quarter (22 percent) of Colleges had 6-7 members, and the remaining
12 percent between 11 and 14 members. The average number of mem-
bers on the Investment Committee in Oxford was 7, with a minimum
of 4 members and maximum of 13. This compared with an average of 9
members in Cambridge, with a minimum of 4 and maximum of 16. The
average membership for Oxbridge as a whole was 8 individuals per committee.

This compares with an average of 10 individuals sitting on investment
management committees of institutional endowments in the United States.
But there, the average range varied from committees with 3 members to
ones with 50. While public educational institutions in the United States on
average had the same number of individuals in their investment management
committees (10 members), public institutions had a higher rate of disper-
sion in membership numbers (3-50) compared to independent institutions
(3-23). Institutions with assets over $50 million but less than $100 million
had an average of 11 members in the investment committee but reported a
higher range in membership numbers (3-50) as well. While institutions with
assets over $1 billion also had on average 11 individuals in their investment
committee, the reported range was lower, at between 4 and 23 people on
their investment management committees.® Table 2.4 reports the membership
demographics in investment management committees in the United States, as
reported by the NACUBO.

Compared with their US counterparts, Oxbridge institutions appear to have
smaller investment committees. But, taking into account the size of assets
under management and investment strategies employed, the number of indi-
viduals involved in the process is large. Some bursars indicated a desire for
having smaller groups entirely focused on investment matters. The amount
of assets under management and the lower spread of asset classes among
Oxbridge endowments accounts for the lower membership numbers. With
the rise in assets under management and increasing exposure to alternative

Table 2.4. Number of members in US investment committees

Endowment Average number (and range)
> $1,000 m 1 (4-23)

$500—1,000 m 10 (4-23)

$100—500 m 10  (3-31)

$50—100 m 11 (3-50)

$25—50m 9 (3-25)

<$25m 8 (3-23)

Public 10 (3-50)

Independent 10  (3-23)

All endowments 10 (3-50)

Source: 2004 NACUBO Study.
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strategies, membership of investment committees within Oxbridge institu-
tions may also rise to levels seen in American universities. It is clear from the
US experience that, as institutions increased their use of alternative assets,
the complexity of investment strategies and differences in legal structures,
liquidity, risk analysis, and valuation techniques led institutions to appoint
investment committee members with the necessary experience in these asset
classes.

The Yale Corporation Investment Committee, for example, has been
responsible for oversight of the Endowment, incorporating senior-level invest-
ment experience into portfolio policy formulation. The Investment Commit-
tee consists of at least three Fellows of the Corporation and other persons with
specific investment expertise. The Committee meets quarterly, at which time
members review asset allocation policies, performance of the endowment, and
strategies proposed by Investments Office staff. The Committee also approves
guidelines for investment of the endowment portfolio, specifying investment
objectives, spending policy, and approaches for the investment of each asset
category.

According to another study, the Commonfund Benchmarks Study: Educational
Endowment Report, in which 707 institutions in the United States participated,
and whose total assets were worth around $227 billion, committee size and
investment expertise varied modestly by size and type of institution, but the
role played by the investment committee was uniformly perceived to be cru-
cial. In this study, institutions reported smaller investment committees, with
an average membership of 8.2 in 2004 compared to an average of 8.6 members
a year before. Larger institutions continued to report investment committees
with more members than smaller institutions; membership ranged from an
average of 10.5 members among institutions with assets over $1 billion to 6.1
members for institutions with assets under $10 million.” Within this sector,
private foundations reported having at least one extra member above the
average, namely an average of 9.2 members, while independent institutions
had at least one member short of the average, namely 7.1 members.® Oxbridge
Colleges’ average investment committee membership of 8.0 is closer to the
size of membership reported in the 2005 Benchmarks Study, though the size
of Oxbridge endowments is smaller and the spread of asset classes narrower.

Levels of professional involvement: United States versus
United Kingdom

In the United States, the investment committees of educational endowments
reported that nearly half of their appointed membership (four members)
consisted of investment professionals. Among top quartile performers, the
size of the average investment committee was higher at 9 members, of whom
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an average of 4.5 members were investment professionals and an average of
3.1 had specific experience in alternative strategies. Among the top decile
performers, average investment committee size was 8.9 members, of whom
an average of 4.0 were investment professionals and an average 2.5 members
had specific experience in alternative strategies.’

Over the last few years, the Commonfund Benchmarks Study has shown
steady growth in the use of alternative strategies, hedge funds, real estate, and
private capital. It is likely that this has helped to drive the average number
of investment committee members who have specific experience in alterna-
tive strategies to 2.8. This average is higher at the largest institutions where
alternative strategies allocations are considerable (an average 5.5 investment
committee members with alternatives experience) than among the smallest
institutions where greater reliance on funds-of-funds is the norm for their
alternative asset allocations, and where fewer investment committee members
(2.1 members) have such specialized experience.!”

Analysis of investment committee demographics among US charities and
foundations, as distinct from educational endowments, published by the
Commonfund Institute, shows that these institutions reported an average of
6.6 members in 2004, up from an average of 6.3 members a year before and
6.1 in 2002. The smaller foundations ($50-100 million) had larger investment
committees (an average of 6.9 members) than the largest foundations (over
$1 billion) with an average of 6.1 members in 2004. By type of institution,
operating charities and community foundations reported larger investment
committees (with an average of 8.7 and 8.0 members, respectively) than
independent or private foundations (with an average of 5.5 members).!!

Growth in the size of investment committees reflects changes in asset
allocation among these institutions. As the complexity and diversity of invest-
ment portfolios has increased, there has been an addition of investment
professionals and members with specific skills and experience in alternative
strategies. What is worth noting is that top decile performers reported larger
investment committees (7.7 members on average), of which an average of
4.3 were investment professionals and an average 2.7 members had specific
experience in alternative strategies. Top quartile performers similarly reported
larger than average investment committees (6.9 members), of which an aver-
age of 3.4 members were investment professional and an average 2.5 had
specific experience in alternative strategies. Of the total foundations group
average of 6.6 members, an average 3.2 members were investment profession-
als and 2.4 had specific experience in alternative strategies.!?

Wealthier foundations (with assets over $1 billion) had 3.1 members in
the investment committee who were investment professionals, of whom 2.6
members had specific experience in alternative strategies. Foundations with
assets worth between $101 million and $500 million reported having above
average membership (3.4 members) in the investment committee, while the
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wealthier foundations had above average number of members with experience
in alternative strategies.!

No discernible investment committee membership pattern exists among
Oxbridge institutions. The richest among them (the Cambridge University
Endowment) has the largest number of members in its Investment Com-
mittee (16 at the time of survey) while Colleges with smaller endowments
also have large investment committees with 10-13 members. Inclusion of
external members with requisite investment management skills in the overall
composition of Oxbridge investment committees also depicts a high level of
variation.

Among Colleges with no external members, who are generally appointed
for their investment expertise rather than for other reasons such as their
ability to raise funds for the institution, internal members’ investment skills
varied considerably. Table 2.5 shows that 35 per cent of Oxbridge Colleges did
not have any external member in the Investment Committee; 20 per cent had
under a quarter of its membership consisting of external candidates. Some
38 percent of Colleges had between a quarter and a half of its membership
from outside the College, while 7 percent had more than half their invest-
ment committee comprising external members.

Of the 21 Colleges, with no external advisers in their respective investment
committees, 95 per cent had internal members with varying levels of invest-
ment expertise. As shown in Table 2.6, 10 per cent of investment committees
without an external member had internal members with very high levels
of investment expertise—that is over 75 percent of internal members were
experts in investment management. About two-thirds of Colleges with no
external members had internal members in the investment committee with

Table 2.5. Percentage of investment committee members who are

external

Institution None <25% 25-50% 50-75% All
Oxford 23 8 18 5 55
Cambridge 12 12 20 2 45
Oxbridge total 35 20 38 7 100

Table 2.6. Investment experience in committees with no external

members

Institution None 25-50% 50-75% >75% na All
Oxford 19 19 19 5 5 67
Cambridge — 14 14 5 — 33
Oxbridge total 19 33 33 10 5 100
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varying levels of investment expertise; 51-75 percent of members in one-
third of committees without an external member had investment experience
while 26-50 percent of internal members in a further third of investment
committees without external membership were competent in investment
matters.

There were just four Colleges (19 per cent) with no external members in
their investment committee (all, incidentally, in Oxford), where the Bursar
was the sole finance specialist in the Committee. One of these Colleges had
access to an investment consultant, but the consultant was ‘used more for
manager selection and for securing private equity exposure’. The same College
was also considering appointing an external investment expert to its Invest-
ment Committee. Of the remaining three Colleges, one was in the process of
appointing an investment consultant for access to private equity investments
rather than for overall strategic consultation and the other two Colleges had
no consultants advising them on their investment strategy, depending largely
on their investment manager for such advice.

Over one-third (35 per cent) of Colleges relied on their externally appointed
fund manager for asset allocation and other investment advice. With regard
to the use of consultants, about a third (32 per cent) of Colleges reported using
an investment consultant, though not for setting investment policy. Over
70 percent of investment committees in Oxbridge do not hire consultants
for investment advice; the figure is higher (89 per cent) for Cambridge. While
these percentages are only indicative, they provide some insights on the
limited role of investment consultants in setting investment policy within
Oxbridge Colleges.

Table 2.7 shows that 9 percent of institutions surveyed in Oxford and
Cambridge had less than one-quarter of their membership with relevant
background in investment matters, while 12 per cent of institutions had more
than three-quarters of their members with specific investment expertise.

These figures fail to reflect the quality of the investment expertise in invest-
ment committees, which consisted typically of a diversified group of aca-
demics, scientists, economists, lawyers, barristers, ex-politicians, diplomats,
leaders of industry, investment bankers, commercial bankers, and venture
capitalists. With the steady influx of investment management professionals

Table 2.7. Percentage of investment committee members with pro-
fessional experience

Institution <25% 25-50% 50-75% >75% All

Oxford 9 15 27 5 55
Cambridge — 18 20 7 45
Oxbridge total 9 33 47 12 100
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joining the ranks of investment bursars and CIO positions in both Oxford
and Cambridge, the average number of investment committee members that
are investment professionals has risen significantly among these institutions
over the past few years.

However, the differences in size of endowment assets and asset allocation
strategies pursued among these institutions mean that the skill-set employed
varied considerably. It bears noting that investment professionals now com-
prise roughly half the membership of investment committees in the United
States, and members with experience in alternative strategies comprise, on
average, a third of the committees, revealing the commitment to professional
and informed oversight that boards in this sector are making. As allocation to
alternative strategies within UK educational endowments has been low, the
level of expertise within investment committees has also been low. Colleges
with high level of exposure to property assets, for example, have the requisite
expertise available within their committees or have direct access to such
expertise build up over generations.

There is a discernible sense of change in approach as one generation of
Oxbridge bursars retire and the newer bursars increasingly tend to have an
established record in asset management, or are professionals within the finan-
cial sector. The appointment of a hedge fund manager as the Senior Bursar
of Trinity College, Cambridge, is one example among many where recently
appointed College Bursars in both Oxford and Cambridge have relevant
expertise in asset management. Oxbridge investment committee meetings do
not quite resemble that of Yale’s where the quarterly Investment Committee
meetings are like an advanced seminar in investment theory and practice, led
by two Yale Ph.D.’s, viz. President Richard Levin and CIO David Swensen.
However, the move towards managing Oxbridge endowment assets more
professionally is steadily on the rise.

Other characteristics

The composition of Oxbridge Investment Committees reveals a national bias
rather than an international one reflecting the composition of the faculty
and staff members more than the student body. The composition of the
Investment Committees of Ivy League Colleges in the United States exhibits a
similar home bias. Practicalities of meeting as and when required for members
who live in different locations worldwide is certainly an influencing factor,
not to mention the fact that Colleges possess considerable access to a wide
range of investment expertise within their own membership.

As far as the age of the investment committee membership is concerned,
it can broadly be defined as ‘mature’ or ‘experienced’ though the study did
not seek to collect relevant data on this subject specifically. According to one
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Table 2.8. Number of investment committee meetings per year

Institution 2 3-6 6-7 8 9-12 All

Oxford (%) 12 30 10 2 2 55
Cambridge (%) 8 33 2 2 0 45
Oxbridge total (%) 20 63 12 3 2 100

Bursar, the interesting aspect of their Investment Committee ‘was that the
College appears to have received better value from the older members. The
robust advice we hoped we might get from the younger external members has
not quite materialised.’

Table 2.8 illustrates the number of meetings held for investment purposes.

It varied between two meetings annually among 20 percent of Colleges
to over 10 meetings by 2 percent of Colleges. The majority (63 per cent) of
institutions met between 3-6 times every year—that is once or twice a term—
to review investment matters. These meetings formally lasted 2-3 hours each,
sometimes followed by dinner where the discussions would be carried on,
albeit on an informal basis. The number of meetings does not indicate time
spent informally among internal College members via phone calls, emails,
and discussions held on an ad hoc basis.

The additional time spent by investment committee members in the man-
agement of the endowment is, however, minimal in most cases. In some Col-
leges, the Investment Bursar worked closely with both external and internal
members in developing investment strategy. In a third of Colleges the Bursar
reported spending 10-15 hours annually on investment matters in addition
to the time spent at investment committee meetings. These bursars reported
receiving very little support in their overall role as College bursar, responsible
not just for investments but general bursarial matters.

Practices in the United States varies among institutions, but according to
the Commonfund Benchmarks Study: Foundations and Operating Charities Report
2005, investment committees generally meet a little more often than quarterly
(4.3 times per year on average), and slightly fewer times in the past year than
in the 2004 study (4.4 times per year). Size does not seem to be a factor
in meeting frequency, but the investment committees of operating charities
appear to meet more often on average (4.6 times per year) than other types of
institutions.!*

The Investment Bursar
The Investment Bursar is responsible for overseeing a College’s financial affairs

and domestic arrangements, taking guidance from the relevant committees
and subcommittees on most matters. The role of the Investment Bursar is not
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uniformly defined, though one responsibility is clearly the management of
the College’s assets, including the endowment. The majority of bursars also
endorse the view that the purpose of the College endowment is primarily
to support the College in delivering its educational objective; preserving or
growing the endowment for posterity is implicit in successfully fulfilling the
main target.

The Investment Bursar is referred to variously as Bursar, Senior Bursar,
Finance Bursar, Finance Officer, Treasurer, Estates Bursar, Finance & Estates
Bursar, or simply Investment Bursar. In the majority of Colleges, the Invest-
ment Bursar appears to be charged with investment matters. At the other end
of the spectrum, some Colleges have one part-time Bursar charged with both
the management of domestic and financial matters, making it difficult for that
person to do justice to investment matters. The Investment Bursar is typically
a Fellow of the College.

The roles of the Investment Bursar and the Domestic Bursar are usually
differentiated, though those of the Investment Bursar and the Property Bursar
are not always clearly delineated. In some Colleges there are at least three
bursars—for example, the Estates Bursar (responsible for property manage-
ment), the Home or Domestic Bursar (responsible for the College’s domestic
affairs), and the Finance Officer (responsible for College accounts and general
management of matters of a financial nature); or the Domestic Bursar, the
Academic Bursar, and the Investment Bursar; or any combination of these.
The Academic bursar is typically a member of Faculty who acts as bursar. To
complicate matters further, sometimes the post of the Academic Bursar and
that of the Investment Bursar is held by the same person; and that person can
also be the Vice-Principal of the College and hold a professorial post in the
University!

While most Bursars are recognized Fellows of their respective Colleges,
in about a quarter of Colleges, an academic Fellow also holds the post of
Investment Bursar—in one instance, the appointment lasted for an indefinite
period; until the retirement of the Fellow. A quarter of bursars in Oxbridge
today previously worked in the financial services sector, some in invest-
ment banking and asset management. That proportion as indicated earlier
is steadily rising. Bursars in some Colleges inevitably wield more influence
than others in managing their investment affairs. For the richest College, it
is appropriate that ‘the Finance Committee assists the Senior Bursar in the
management of the College’s assets’. It is also worth noting that the outgoing
Senior Bursar of Trinity College, Cambridge, was from the investment banking
sector and so is his replacement; both men had also worked at Barings albeit
at different times and stages of their career.

In gender terms, Oxbridge prefers male investment bursars. Oxford has
three female bursars among the 34 Colleges surveyed (9 per cent). Cambridge
has four among the 27 Colleges (15 per cent), bringing the total to 11 per cent.
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The figure is lower when all the Colleges and Permanent Private Halls are
included. This preference applies mainly in the case of the investment bursars;
the percentage of female domestic bursars is significantly higher.

In obtaining an insight into the complexities of managing an Oxbridge
College endowment, we examined the extent to which the Investment Com-
mittee was supported by consultants, fund managers, and other advisers in the
overall investment process. The Colleges depend on key advisers to formulate
asset allocation policy and oversee manager selection and supervision; then
there is a raft of administrative services including performance analysis and
reporting that is also associated with the management process.

The responses reveal that many Colleges are managing these complex
demands with limited professional staff, the Investment Bursar often being
the only person responsible for a varied number of tasks. Sometimes a number
of fund managers have to be monitored. In some instances, the active use
of investment consultants means the process becomes administratively more
complex. Large investment committees also makes the task of the Bursar
demanding, as coordinating the various groups of people involved in the
process and running the College’s day-to-day affairs can result in lack of
appropriate oversight. As most investment committees meet 3-6 times annu-
ally, the responsibility of managing the endowment portfolio on a daily basis
rests largely on the Bursar. Sometimes, even the Bursar does not have sufficient
time available for investment matters.

A comparison with the level of professional staffing among US educational
institutions shows that as endowment portfolios have grown in size and
become more complex in strategy, the need for focused, full-time professional
investment management staff has grown. Despite increased demands, the
Commonfund Benchmarks Study: Educational Endowment Report, 2005 reveals
‘institutions as a whole report an average of just 1.2 FTEs dedicated to invest-
ment management at their endowments.” However institutions with assets of
$1 billion or more reported a substantially larger staff size—an average of 12.5
FTEs—compared to institutions under $10 million in assets, where staffing
averages just 0.2 FTEs. The report also makes it clear that ‘staffing levels have
declined during the years we have conducted the Study. This raises critical
questions about whether institutions are realistically assessing the demands
of their investment activities and staffing accordingly.’!®

The number of professional staff involved in investment management in
Oxbridge institutions is estimated to be less than one; even the investment
bursars of most Colleges perform a range of tasks, in addition to their endow-
ment management responsibilities. There is no evidence to suggest there has
been a decline in staffing within the investment office of Oxbridge institu-
tions; there is no sign of any additions to staffing levels either. Managing the
endowment consists of one of the responsibilities of Oxbridge bursars. Build-
ing important relationships with members of the Investment Committee,
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Governing Body, and other related committees is also critical in the overall
context of endowment management. While more Colleges are employing
professionals as investment bursars, it appears many Colleges are managing
the task with rather limited facilities. As the College Investment Office’s
CIO, unlike other professional CIOs, an Oxbridge Bursar typically lacks the
resources and/or the freedom to manage the endowment.

Conclusion

A convergence of factors, such as the prolonged bear market of the early 2000s
and changing economic conditions, led to the majority of Colleges reviewing
their investment policy. This resulted in an increased level of activity within
Oxbridge investment committees, particularly since the turn of the century,
leading to substantial changes in investment strategy and the appointment
of managers. As active managers underperformed during the preceding bull
market, some Colleges switched to indexation. Others simply changed active
managers to reflect their new investment policy.

The introduction of the Statement of Recommended Practice on Account-
ing in Further and Higher Education Institutions, commonly referred to as the
SORP accounts, also generated a significantly higher level of activity as Col-
leges organized their financial affairs to comply with the new requirements.
Changes in government funding and tax incentives also influenced general
financial planning. Thus, investment committees have had to deal with a wide
range of activity over the last five years. While the role and importance of the
investment bursar is better appreciated among Oxbridge Colleges, the level of
support they receive in executing their job is not always available.

A comparison with the situation in the United States reveals some interest-
ing similarities and differences. Institutions in the 2004 NACUBO Endowment
Study (NES) reported on average 10 members on their institutional investment
committee, and one individual on staff whose primary responsibility was
investment management. Institutions with assets greater than $1 billion had
on average 11 members on the investment management committee and six
staff members (a rise from five members in 2003), whose primary responsi-
bility was asset management. Of more relevance to Oxbridge Colleges with
mid-size endowments, US institutions with endowment assets between $100
million and $500 million had an average of 10 members on their investment
committees and just one person on staff whose primary responsibility was
investment management. These ratios are similar to those of Oxbridge Col-
leges where the investment committee had on average eight members with
the bursar being primarily responsible for investment management. However,
the average size of endowment assets among Oxbridge institutions remains
lower and so are the types of asset classes and investment strategies used.
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While public and independent institutions reported an average of one
member of staff whose primary responsibility was investment management,
the likely range of number of individuals on staff was between O and 35
in both categories. Even endowments with assets over $1 billion reported a
range of 1-35 members on staff whose primary responsibility was investment
management. The lowest reported range of members was among institutions
with endowments between $50 million and $100 million. Institutions with
assets worth $100 million to $500 million reported a range of 0-4.

Overall, 75.8 percent of reporting institutions in the United States
employed an outside consultant for investment guidance. The picture is
reversed in Oxbridge where over 70 percent of respondents did not use
any external consultants for investment guidance. It is interesting that US
institutions with assets worth over $1 billion were less likely to employ an
outside investment consultant, with 53.3 per cent (a rise from 44.7 per cent in
2003) reporting that they did so. This is most likely because of the significant
staff resources devoted to asset management by these institutions. At the
other end of the spectrum, only 62.9 per cent of institutions with investment
assets less than or equal to $25 million employed an outside consultant.
This was probably due to financial constraints more than any other factor.
The category of investors most likely to engage the services of an outside
consultant (86.3 per cent of respondents) was institutions with assets between
$100 million and $500 million.!®

In Oxbridge, the use of consultants remains patchy. More institutions in
Oxford employed external consultants compared to those in Cambridge. But,
even in Oxford, several of these hires were for guidance on investments in
private equity and absolute return strategies rather than for strategic asset
allocation. Also within Oxford Colleges, there was little correlation between
size of endowments and employment of consultants for investment guidance.
Only a few institutions engaged a consultant for overall investment guidance;
most did so for guidance regarding the hiring of asset managers. In general,
Oxbridge Colleges appeared to be fairly pragmatic in their approach to hiring
consultants, resorting to such measures only when necessary—as in gaining
exposure to alternative asset classes.

One statistic worthy of note is the number of individuals involved in the
overall management of Oxbridge endowment assets. The total number of
investment committee members reported by the participating institutions was
477 (241 in Oxford and 236 in Cambridge). Taking into account the 224 fund
managers employed (refer to Chapter 10 on Manager Selection and Monitoring)
but not the analysts and other experts engaged by the external fund manager,
over 700 individuals were involved in managing endowment assets worth less
than £5 billion. Adding in investment consultants and other professionals,
along with the investment committee members for the Colleges that did not
take part in our research, the total number of individuals responsible for asset
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management was nearer 800. These numbers were expected to rise because
several Colleges were in the process of implementing major changes in asset
allocation and manager hires.

Oxford and Cambridge Colleges depend on key advisers to formulate asset
allocation policy, oversee manager selection, and provide general oversight;
many of these advisers consist of alumni and friends of the College. In
addition, there is a raft of administrative services in which only the Bursar is
involved. While there are an unusually large number of people in investment
committees, the responses revealed that several Colleges are managing these
demands with limited professional staff, the Bursar often being the only per-
son responsible for a varied number of tasks. The challenge of managing the
resources in support of the College’s overall objectives cannot be emphasized
enough.

As one bursar pointed out, ‘some Colleges may have benefited from dis-
interested expert advice, and intermediation from old members and friends;
others may have suffered from partial, self-serving and ignorant interventions
from identical sources. Setting up a University wide advisory committee might
be beneficial, even if the advice is not taken.” As a few Colleges in Oxford
have set up a common investment fund, the Oxford Investment Partners, for
efficient access to quality assets, developments are afoot in addressing some of
these concerns. It is relevant that Colleges are debating the merits of pooling
resources, intellectual assets as much as financial ones, as these institutions
are prone to be highly competitive within the collegiate facade.

Though the structure of the Investment Committee in Oxford and Cam-
bridge could benefit from injection of greater investment expertise, its role in
determining and being responsible for overall prudent endowment manage-
ment needs bolstering. Colleges without necessary expertise in their invest-
ment committees are committed to making the necessary changes. How-
ever, investment committees cannot bestow greater autonomy on themselves.
Some committees appear to have as much autonomy as they desire, are not
constrained in any way in their investment decision-making, and are able to
operate relatively independently. In other cases, decisions detrimental to the
long-term health of the endowment were made. As the role of the endowment
in sustaining long-term institutional objective is being widely appreciated,
Colleges are increasingly adopting ‘good practice’ in their endowment man-
agement.
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Investment objective

Introduction

Endowments exist, usually in perpetuity, to provide income for institutions
engaged in charitable activities. Unlike pension funds whose investment
objectives may be construed as being similar, endowment purposes vary con-
siderably. Endowment accumulation could be for any number of objectives.
The high level of dispersion of objectives makes the investment analysis
complex and challenging. Establishment of the endowed institution’s specific
objectives is therefore essential to defining its investment policy. Even then,
institutions with similar objectives may interpret their mission differently,
resulting in dissimilar asset allocations. A pension fund, on the other hand,
has a specific need to match assets to liabilities.

Issues relating to intergenerational equity, a phrase coined by Yale econo-
mist James Tobin, also generate lively debate among endowed institutions.
Intergenerational equity is achieved by developing and maintaining policies
and practices that primarily seek to balance current spending from investment
returns, gifts, etc. so that the institution can meet its current goals, while
giving itself the best opportunity to realize its long-term goals in preserving
the spending power of future generations. Each institution may also define
intergenerational equity differently. Some endowments may not have such an
obligation; others may opt to change their institutional mission. Educational
institutions that have been around for centuries, such as Oxford and Cam-
bridge, Harvard, and Yale, define their objective as remaining in the forefront
of higher education, as the challenges they face intensify and their scope of
operations become more global and perpetual in nature.

The challenge for the Wellcome Trust, the world’s largest biomedical charity,
for example, is how best to sustain the real value of its endowed assets and its
grant-giving ability in perpetuity. This complex balancing act of maximizing
spending today and spending tomorrow is a key concern among most endow-
ments and foundations. One of the objectives identified by the Norwegian
Petroleum Fund, which started accumulating assets from its oil revenues as
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recently as 1996, is to ensure that the benefits are enjoyed equitably by both
current and future generations. The Fund has endowment-like characteristics
and accompanying dilemmas in decision-making. Each step of the endow-
ment asset management process can be fraught with potential conflicts of
interest. A clearly defined objective on which investment policy is based
therefore acquires eminence.

The wider not-for-profit sector makes a significant economic and social
contribution to society. Fund managers in this sector aim to preserve the
purchasing power of their assets. Taking into account the indeterminate
nature of their liabilities, a successful investment policy that sustains flow of
funds to the operating budget in real terms also assists to fulfil the goal of the
endowment in perpetuity. The independence and stability that fosters excel-
lence is ensured through implementation of efficient investment strategies.
An inefficiently constructed portfolio can easily suffer a shortfall in annual
return relative to an efficiently constructed portfolio with the same level of
risk. This would result in a significant aggregate shortfall in current spending
for the sector. Widespread improvements in asset allocation within the sector
could release substantial funds for philanthropic purposes.

Similarly, an inappropriate risk profile can impose major costs on charities
and their beneficiaries. For this reason, the revised Statement of Recom-
mended Practice: Accounting and Reporting for charities (SORP) sets out to
clarify the obligations of UK charity trustees; it requires trustees to define
appropriate policies for selecting investment assets, to monitor investment
performance, to consider the risks to which the charity is exposed, and to
implement systems to mitigate those risks. To make the right decisions, it
is important to be informed and guided by careful research. Yet trustees
find impartial research is elusive because of the conflicting viewpoints of
the different professionals and agencies involved in service provision: bene-
ficiaries, volunteers, managers, trustees, advisers, consultants, regulators, and
politicians.

In the world of endowment management, where the investment horizon
may extend over centuries, investment decisions to support the objectives of
endowed institutions pose a unique set of challenges. While the asset man-
agement industry provides an array of products, endowment fund managers
find few investment opportunities that serve their long-term, fiduciary needs.
Success, therefore, depends on a high level of discipline in implementing
investment decisions reflecting the institutional objective. Investment policy
statements therefore typically include definitions specifying issues relating
to asset allocation and spending policies along with investment constraints,
if any. The investment policy statement may also reflect the institutional
philosophy in terms of management style and overall investment objectives.

Institutions address these issues formally or informally in their invest-
ment objectives, asset allocation strategy, performance benchmarks, and how
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returns relate to spending policy. We discuss these issues individually in later
chapters; here we address issues surrounding the definition of the investment
objective. Establishment of a benchmark or policy portfolio for some endow-
ments is a way of defining the investment objective, with the benchmark asset
allocation reflecting that objective. Thus, the benchmark allocation of assets
is responsible for providing resources for current operations while preserving
purchasing power of assets in the long term. The benchmark therefore reflects
the institution’s approach to various aspects of managing the endowment,
including risk. The cornerstone for the management of the investments of
the HMC, for example, is its policy portfolio, while the investment policy
objective of the Yale Endowment is to exceed its internal benchmark.

While American institutions can be more quantitative in their approach, in
Europe, many well-established institutions adopt a more qualitative approach.
The Wellcome Trust, for example, defines its investment objective in the
following words:

The Trust’s overall investment objective is to seek total return in inflation-adjusted
terms over the long term in order to provide for real increases in annual expen-
diture while preserving at least the Trust’s capital base in real terms. This is to
balance the needs of both current and future beneficiaries and the Trust’s assets
are therefore invested for long-term returns rather than to maximise short-term
income. The Trustee considers at all times the need for liquidity, the risks involved
and the good reputation of the Trust.!

According to the Charity Commission in the UK, the organization responsible
for regulating the charitable sector, any investment policy statement should
address the following considerations:

® the creation of sufficient financial return to enable the charity (together
with its non-investment resources) to carry out its purposes effectively,
and without interruption, where a charity sets out to provide services
over a period;

* the maintenance and, if possible, enhancement of the value of the
invested funds while they are retained;

¢ the management of risk; and

¢ the charity’s stance on ethical investment (if any).?

Statements of Investment Principles (SIP) typically include such considera-
tions. Not all institutions in Oxford and Cambridge, however, had formal
SIP in place, though informal definitions of both investment policy and
objectives were available.

In the case of educational endowments, such as Oxbridge Colleges, the
overarching objective is defined as essentially existing to provide and promote
undergraduate and graduate education within their respective universities, as
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well as to provide and promote scholarly research today and for generations in
the future. Within these educational objectives, the Colleges also have various
permanently endowed trust funds held for special purposes in connection
with the development of College facilities and for scholarships, bursaries,
prizes, and other educational purposes. The Governing Body of each College
is responsible for determining the ongoing strategic direction of the College
as well as its overall administration, which includes the management of its
finances and assets. Thus, the investment objective of these institutions is primarily
to secure funds to underpin the educational objective.

As stated in the Annual Report and Accounts, 2003-4 of Gonville and Caius
College, one of the largest in Cambridge, with approximately 500 undergrad-
uates and 250 graduate students, over 110 fellows and 130 support staff, the
financial objectives of the College is “To ensure that the College’s primary
educational, research and religious functions are managed cost-effectively and
supported by robust and well managed financial resources, which will sustain
the enterprise in perpetuity.” The primary purpose of the College is not only
the pursuit of education, research, and religion, but its ‘overall objective is to
rank amongst the highest achieving academic institutions in the world.”

Such an objective cannot be achieved without financial independence,
which for the Colleges is secured through a combination of measures such as
enhancing returns from the endowment, increasing the scale of the endow-
ment through fund-raising, enlarging revenues by reducing subsidies on fees,
rents, and catering services that are not realistic while controlling costs effi-
ciently. Oxford and Cambridge Colleges strongly recognize the contribution
of the endowment in sustaining the objective of each College. The aims and
objectives of Clare College, also in Cambridge, for example, state that the
College has a strategic plan—

® to support a community of Fellows and students;

® to achieve excellence in education at both undergraduate and postgradu-
ate levels;

® to promote academic research of the highest quality by the Fellows and
postgraduate students;

® to maintain and enhance the endowments and benefactions, historic
buildings, and grounds of the College for the benefit of future genera-
tions.

Remaining an independent foundation, forming part of a collegiate univer-
sity, is fundamental to the College’s long-term strategy.* As one bursar put it:
‘The objective of the College is to produce academic output. We do not have
a stated investment objective. However, the College depends largely on the
endowment for what it does. We look at the long-term returns and the sort
of income we can achieve from various asset classes; for example, the annual
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yield from our property portfolio is 6-7 per cent while that from our securities
portfolio is just 2.3 per cent currently. We look at notional income, which
is essentially permanent income, and we come to some conclusions on that
basis.” Thus, in formulating investment policy, the Colleges broadly recognize
that the primary investment purpose is to provide a sustainable maximum
level of return consistent with a prudent level of risk.

In the words of another bursar:

The objective is to achieve an income flow to maintain the College’s educational
activity. Income for us is what the portfolio can generate on its dividend yield
and fixed interest holdings, and the rent flow on the commercial and agricultural
estate. We know what our expenditure is going to be in advance. We also know
what level of income we will get from our property assets and fixed income
investments. Therefore, the rest we need to get from the securities portfolio. We
hold discussions with our fund managers to assess what they can generate; we may
know of a legacy coming through or any other capital flows and we then agree on
a return objective with our managers from our security portfolio.

As endowment support for College operations increases institutional auton-
omy, more Colleges are conscious of the need for defining investment objec-
tives that clearly support institutional ones. While even the best universities
benefit from incorporating wishes of their various constituencies such as
students and faculty, donors, and governments, such influences can equally
obstruct institutions from taking charge of their destiny. An institution with
a larger share of stable income from its permanent endowment stands a
better chance of fulfilling its desired objective. Endowment income therefore
provides a level of operational stability that sustains long-term planning,
assisting in achieving the institutional objective.

Defining the investment objective

Institutions within the endowment sector interpret their mission diversely.
Even among institutions with similar objectives, such as academic ones,
these objectives may be pursued in widely differing ways. As a consequence
approaches to the management of the endowments can vary enormously,
depending on a number of considerations such as the size of endowment,
dependency on endowment for income, and related issues. While Oxbridge
Colleges would all acknowledge the primacy of their educational and aca-
demic objective, their investment objectives in relation to their endowment
were not defined similarly, even when the investment objective aimed broadly
to acknowledge the need to preserve the real purchasing power of the endow-
ment in perpetuity.

The investment objective of one College was described as ‘maximising a
sustainable spending target, or ensuring an adequate stream of funding for
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the College’s (principally academic) activities, in perpetuity.” Not all bursars
put an equal emphasis on preserving the endowment for future generations.
According to one, the emphasis was clearly placed on the current generation:
‘Though the College is far from being irresponsible in its treatment of the
endowment, we view the endowment as a way of securing the College’s
present needs (in terms of its aim as an educational institution) rather than
defer current spending in favour of future generations.” While many would
view such an interpretation of objective as a clear breach of fiduciary responsi-
bility, some consider issues in intergenerational equity as unnecessarily dimin-
ishing the clarity of a simple investment objective. According to another,
‘the College manages its investments in securities and property to produce
the highest return consistent with the preservation of capital value in the
long term. A subsidiary aim is to enhance the value of the capital for future
beneficiaries.’

In this instance, the bursar acknowledged the need to invest judiciously,
which could be interpreted as being neutral to current versus future genera-
tions. The aspect of intergenerational equity raised in the second sentence—'A
subsidiary aim ... for future beneficiaries.’—may have more to do with spend-
ing policy than with defining investment objective, which in this instance
is to secure the highest possible return within an acceptable level of risk. It
could mean that the College invests for the long-term aiming to ‘produce the
highest return consistent with the preservation of capital value,” but when
it comes to spending from the endowment to sustain the operations of the
College, there is a preference for catering to the needs of current generation
of College members.

As the investment objective typically exists to support the spending pol-
icy of these institutions, it is not surprising that several bursars refer to
spending policy when defining the investment objective. Even among the
small number (7 per cent) of Colleges in Oxford that reported not having
any specific investment objective, there was evidence of very clearly defined
views on spending. According to one bursar with a non-specific objective with
endowment assets of around £45 million:

We have a spending policy that is 3 per cent of endowment. So, we aim to secure
a commensurate return that can preserve the real value of the endowment. The
assumptions we work on are that we will get around 8 per cent real return on
our alternative assets, 5 per cent or so from equities, just under 5 per cent from
property and 2.5 per cent from bonds. This translates to approximately S per cent
total return in terms of our asset split. Whether this amounts to an investment
objective, I do not know.

Our spending rate of 3 per cent is also not set in stone. The three-year down-
turn in equity markets makes it difficult for us to maintain the spending limit.
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Table 3.1. Frequency distribution of alternative investment objectives

Investment objective Proportion (%)
A: Maximize long-term total return at an acceptable level of risk 38
B: Long-term preservation of capital with a reasonable and predictable 23
level of income
C: Maintain and enhance the real value of endowment and spending 20

while minimizing risk

D: Preserve real value of endowment after spending 4.5% 3

E: Maximize a sustainable spending target 3

F: Aim to finance expenditure at a sustainable rate of 4%, allow the 3
endowment to grow by more than wage inflation, and achieve all this
at an acceptable rate of risk

G: Protect and grow the endowment on a long-term basis. Within that 3
risk framework, aim to maximize return while ensuring a proactive SRI
stance

ns: Investment objective not specified 7

We are exercising very stringent controls over our level of spending. Over a
five-year period, we have an idea of what we have to cut in order to stay within
our objective. We have projected forward our likely growth in income. If anything,
we expect our income level to get worse. So, we are examining whether we need
to cut certain expenditures or amalgamate with other colleges to curtail some
costs. Also, the dilemma we face in setting our asset allocation is, taking into
account our spending policy, whether our current allocation to bonds and cash is
justified.

Table 3.1 provides a breakdown of definitions of investment objectives as
enunciated by Oxbridge institutions. Some of the definitions reflect expected
return from investments rather than investment objectives based on endow-
ment purposes. While the definitions may have been expressed diversely,
reflecting attention to detail rather than adopting generalized principles, they
share broadly similar characteristics.

Over one-third (38 per cent) of respondents believed in maximizing long-
term total return at an acceptable level of risk; and just under one-quarter
(23 per cent) of respondents aimed for long-term capital preservation with a
reasonable and predictable level of income. Twenty per cent of respondents
wished to maintain and enhance the real value of endowment assets and
spending while minimizing risk. These three investment objectives accounted
for the bulk (81 per cent) of definitions. Of the remaining institutions, some
wanted to preserve real value of endowment after spending 4.5 per cent of
the endowment’s value annually (3 per cent), others wished to maximize a
sustainable spending target (3 per cent), and some aimed to finance expendi-
ture at a sustainable rate while allowing the endowment to grow by more than
wage inflation and achieve all this at an acceptable rate of risk (3 per cent).
Just 3 per cent of Colleges included SRI considerations while defining their

75



Investment objective

investment objective while 7 per cent indicated having no formally defined
investment objective.

Some Colleges may not have formally defined investment objectives, but
when asked about their investment aims, most bursars presented a clear
rationale on which their investment decisions were based. In the words of
one bursar: “We have a three-fold aim of financing the College expenditure at
a reasonable rate (a sustainable rate of 4 per cent), to allow the endowment
capital to grow by more than the relevant rate of inflation [wage inflation
rather than Retail Price Index (RPI)] and to achieve all this at a level of
risk that the Governing Body can tolerate.” For another, the aim was to
‘protect the real value of the capital while achieving gross annual income
and a total return over a three-year rolling period in the upper half of the
spread of the WM Charity Index.’ Some objectives, expressed more succinctly,
are a desire to ‘grow the endowment’ or simply to ‘maximize sustainable
income’.

Oxbridge investment objectives versus size of endowment

An analysis of the effect of endowment size on the definition of the Oxbridge
Colleges’ investment objectives is shown in Table 3.2.

Over twice as many Colleges with smaller endowments (26 per cent)
reported the desire to maximize their long-term total return at an acceptable
level of risk compared to richer institutions (11 per cent). Larger endowments
(those with assets over £100 million) reported fairly similar investment objec-
tives. For example, of the 13 per cent of Colleges in this category, stated
investment objectives were split between maximizing long-term total return
at an acceptable level of risk (7 per cent) and maintaining and enhancing the
real value of endowment and spending while minimizing risk (5 per cent).

Table 3.2. Investment objectives (from Table 3.1) versus endowment size

Endowment size A B C D E F G ns Total
£100-750 m 7 — 5 — — — — 2 13
£50-100 m 5 7 2 — 2 3 — 2 20
Total > £50 m 11 7 7 — 2 3 — 3 33
£25-50 m 8 8 5 — 2 — 3 2 28
£10-25m 10 7 7 2 — — — — 25
<£10m 8 2 2 2 — — — 2 15
Total < £50 m 26 16 13 3 2 — 3 67
Grand total 38 23 20 3 3 3 3 7 100

Objectives from Table 3.1. A = Maximize long-term total return at acceptable risk. B = Long-term capital
preservation with predictable income. C = Maintain real value while minimizing risk. D = Preserve real value
after drawing 4.5%. E = Maximize sustainable spending. F = Maintain sustainable spending at 4% plus real
endowment growth. G = Grow the endowment, with an SRI stance. ns = Not specified.
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The remaining Colleges with endowment assets worth above £100 million
indicated not having a formal investment objective.

Among Colleges with smaller endowments or those with assets worth less
than £50 million (over two-thirds, or 67 per cent, of respondents), About one-
quarter (26 per cent) of all these institutions expressed the desire to maximize
long-term total return at an acceptable level of risk; another 16 per cent,
or over twice as many as among the richer Colleges, aimed for long-term
preservation of capital with a reasonable and predictable level of income.
A further 13 per cent of the less wealthy Colleges, but twice as many as
Colleges with assets over £50 million, aimed for maintaining and enhancing
the real value of endowment and spending while minimizing risk. While there
appeared no strong correlation between reported investment objectives and
endowment size, Colleges with smaller endowments were more interested in
maximizing long-term investment returns.

Investment objective definition: Comparison with
the United States

While most Oxbridge bursars defined their investment objective more qual-
itatively, the 2005 Commonfund Benchmarks Study: Foundations and Operating
Charities suggests that investment objectives among US institutions were
defined in more quantitative terms. For example, respondents most often
indicated the objective was to outperform a specific benchmark, followed by
a goal of exceeding a minimum rate of return; some indicated outperforming
the peer group as the objective. Overall in 2004, 65 per cent of reporting
institutions said their investment objective was to outperform a specific
benchmark, up from 37 per cent in 2003. About 30 per cent reported their
objective was to earn a minimum rate of return, a decline from 34 per cent the
previous year. The average reported minimum rate of return was 7 per cent,
down from 8 per cent in 2003.

About one-quarter (21 per cent) of US foundations reported their invest-
ment objective was to outperform a minimum 5 per cent rate of return; a
fall from 24 per cent of respondents in 2003. Some respondents (16 per cent)
wished to outperform a group of peer foundations. A striking feature of this
data is the dramatic increase in those who sought to outperform a benchmark.
Apparently, the focus of many managers during poor return environments is
to make a minimum rate of return, while in better times the focus shifts to
comparing returns to a benchmark or a peer group’s return.

These findings also varied according to size of fund, with 38 per cent
of the largest foundations (over $1 billion) reporting their objective was
to earn a minimum S5 per cent rate of return, and a further 28 per cent
reporting they aimed to earn a minimum rate of return with 5.7 per cent
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being the average reported minimum rate, down from 7.1 per cent a year
ago. Interestingly, 34 per cent of smaller foundations ($50-100 million)
reported their investment objective was to earn a minimum rate of return
(similar to 38 per cent in 2003), with an average reported minimum of
7.8 per cent (also similar to the 7.9 per cent target reported in 2003).
Another significant development was that more of the largest foundations
reported their objective was to outperform a group of peer foundations
(28 per cent), compared with the smaller foundation (10 per cent). In the
previous year, the number of foundations with assets over $1 billion aiming
to outperform a group of peer foundations as an investment objective was
0 per cent.

Among those foundations whose objective was to outperform a specific
benchmark, the indexes cited varied, though over one-third (37 per cent)
reported using a composite blend of benchmarks, while one-quarter
(24 per cent) reported using ‘various’ indices as their benchmark. The spe-
cific benchmarks included a mix of the S&P, Russell, and Lehman Aggregate
Bond Indexes, with a substantial proportion of respondents reporting ‘Other’
benchmarks. As portfolios become more diversified and complex, foundation
managers have also turned to creating composite indexes to track their per-
formance more accurately.®

Some of the more sophisticated examples among endowments whose
investment objective is to outperform a specific benchmark include Harvard
and Yale. In the case of HMC, the management of its GIA, a pooled fund
that consists primarily of endowment assets, is the Policy Portfolio or the
long-term asset mix that is most likely to meet the University’s long-term
return goals with the appropriate level of risk. It serves as the benchmark
against which the performance of the actual portfolio is measured. Thus, the
investment objective in the case of HMC is to outperform the Policy Portfolio
benchmark, which is specific to Harvard.

Harvard Management Company’s Policy Portfolio is a well-diversified
portfolio with an attractive expected return-to-risk ratio. The Policy Portfolio
for 2004, for example, included a higher allocation to foreign securities
and commodity-based assets and a lower allocation to domestic fixed-
income assets than the typical institutional fund in the United States.
While performance is measured against the Policy Portfolio, the actual
asset mix in the portfolio may differ from the Policy Portfolio for tacti-
cal reasons leading to HMC outperforming its benchmark. For instance,
if domestic equities are perceived to be overvalued, the actual portfolio
may hold less of it than the Policy Portfolio. The Policy Portfolio is reg-
ularly reviewed and modified in the light of experience and changing
circumstances.® Thus, defining the investment objective as demonstrated in
the case of HMC also involves defining related issues within the investment
process.
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Investment return target

Implicit in every asset allocation decision is an expected return target.
Similarly, in defining the investment return target, institutions must first
determine the appropriate asset allocation. Because investment management
involves as much art as science, qualitative judgements play as important a
role in portfolio decisions as purely quantitative ones. The definition of asset
class, for example, can be subjective, requiring distinctions that may be dif-
ficult to quantify. Returns and correlations are difficult to forecast. Historical
data on which a lot of quantitative analysis is based can only provide a guide,
and need to be modified from time to time to recognize structural changes
and adjust for anomalous periods. Quantitative measures may also find it
difficult to incorporate factors such as market liquidity or the impact of low-
probability but significant outcomes. Thus, the best asset allocation decisions
often combine with quantitative process qualitative judgements.

According to the review of investment policy of the Yale Endowment in
2004, the target mix of assets produced ‘an expected real (after inflation) long-
term growth rate of 6.2 per cent with a risk (standard deviation of returns) of
11.7 per cent.” This is Yale’s expected return target based on its investment
policy, which consisted of a 26 per cent allocation to absolute return assets
compared to a current target allocation of 25 per cent; 19 per cent to real assets
compared to a target of 20 per cent, 14.5 per cent to private equity compared
to a 17.5 per cent target; 15 per cent each to domestic and foreign equity,
more or less in line with target; and 7.5 per cent to fixed-income assets, also in
line with target. Primarily because of shortfalls relative to the target in private
equity holdings, the actual allocation as indicated in the report was to produce
a portfolio expected to grow at 5.8 per cent with a risk of 11.1 per cent.

Yale’s measure of inflation is based on a basket of goods and services specific
to higher education that tends to exceed the Consumer Price Index by approx-
imately 1 per cent. The report also states: ‘The need to provide resources
for current operations as well as preserve purchasing power of assets dictates
investing for high returns, causing the Endowment to be biased toward equity.
In addition, the University’s vulnerability to inflation further directs the
Endowment away from fixed income and toward equity instruments. Hence,
92.5 per cent of the Endowment is targeted for investment in some form of
equity, through holdings of domestic and international securities, real assets,
and private equity.’”

Some institutions in Oxford and Cambridge define their expected invest-
ment return target concisely, though others remain imprecise. The answers
elicited in response to: “What sort of return the Colleges were aiming for?’
ranged from non-specific, qualitative observations to more formally devel-
oped, quantitative ones. Not all institutions reveal their expected return tar-
get. The Annual Report of the HMC, for example, does not state its expected
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return target; only that the Policy Portfolio reflects its long-term return goals
with the appropriate level of risk. The level of transparency that Oxbridge
institutions wish to adopt varies among institutions. While the Colleges have
been criticized for their lack of transparency in governance and management
issues, this study benefited greatly from the openness with which our ques-
tions were addressed.

According to one institution, for example, with no specific return target:
‘We do not have a specific return target nor do we have an income target.
When you have 28.5 per cent of the endowment in property, you do not
operate as you would when you have an equity oriented portfolio.” According
to another bursar, also with a non-specific return target: ‘We don’t believe
in setting return targets because you can’t control both returns and risk, and
we prefer to control risk.” While half the responses incorporate ‘risk” when
defining investment objectives, only one senior Cambridge bursar responded
with a direct reference to risk when asked about return. Worth noting that
both the Colleges cited above are among the wealthiest in Oxbridge and both
have considerable property investments.

There appears to be a low correlation between size of endowment assets
and investment return targets among Oxbridge institutions. Of the small
(11 per cent) number of institutions with assets above £100 million, there
was an equal distribution in defining investment return targets—ranging from
those that were benchmark driven to others applying variable measures of
inflation, from targets that did not refer to inflation at all to others concen-
trating on risk rather than return. Some 8 per cent of institutions with assets
above £50 million aimed at an investment return target of 4-5 per cent in real
terms.

Almost twice as many Colleges with smaller endowments also aimed at a
similar rate of return—that is 4-5 per cent real annually. While none of the
Colleges with larger endowments aimed at 3—4 per cent real return, 13 per cent
of the smaller institutions did. Also, over twice as many Colleges with smaller
endowments were not specific about their return targets compared with those
with larger endowment funds. A small number (8 per cent) of Colleges aimed
at an expected return target of above 5 per cent real; over half of these
institutions had assets worth less than £50 million.

Oxbridge institutions with smaller-sized endowments reported greater will-
ingness to seek higher rates of return at an ‘acceptable’ level of risk. If they are
seeking higher returns, this might be accomplished without any increase in
risk if they are better able to reduce risk through diversification, but smaller
funds are unlikely to be in a position to diversify more effectively than their
larger counterparts. If they aim to control costs better, this might also enhance
returns, but again this is less plausible for small funds. It appears that the
Colleges with smaller endowments are willing (or say they are willing) to take
more risk than their larger counterparts, at least up to a point.
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Table 3.3 shows the distribution of responses among the participants with
reference to investment return targets.

Less than one-quarter of Colleges (23 per cent) aimed at an investment
return target of 4-5 per cent in real terms. Among those expressing the return
target in real terms, some measured inflation by the RPI, others by the Higher
Education Pay and Prices Index (HEPPI). Some 20 per cent of respondents did
not specify whether the returns they wanted were nominal or real.

In one Oxford College, where the Investment Bursar was responsible for
managing the portfolio, the College secured 12.5 per cent annual compound
growth over 40 years—that is since 1966, when the bursar took over the
portfolio. ‘I retire in a years’ time,” said Mr Roger Van Noorden of Hertford
College, Oxford: ‘Whether we can sustain that level of return remains to be
seen. Also, whether the sort of return we have seen from equities in the past
will be available in the future is far from certain.” When asked about the real
rate of return, Mr Van Noorden, thoughtfully added: ‘Our long-term return
net of dividend income is 7.75 per cent annually; we could have invested in
the index and secured similar returns.” Not many investment professionals
would have the humility to admit that active management does not always
pay off.

The Colleges however are unanimous in their agreement that their expected
return targets are to be achieved mainly through investment performance
rather than fund-raising, for example, or via sale of assets not currently
included in the endowment, such as operational assets, specifically property.
Thus, the emphasis is on securing sustainable investment returns. One bursar
pointed out that they examine ‘alpha and beta exposure’ in their portfolios.
Alpha, in the terminology he was using, is the fund’s relative-to-benchmark
return, while beta is the underlying return achieved by the fund’s benchmark.
According to another bursar, sustainable income or the long-term yield of the
portfolio was the key, while market volatility was not an issue:

The number we have come up with is something like 3 per cent. If you factor in
inflation at 2 per cent (Oxford inflation is higher than Retail Price Index. So, for
example, our salaries will rise by 2 per cent), we need a total return of 5 per cent. If
you then look at long-term returns in various asset classes, we assume 5.5 per cent
real return from equities, 4.5 per cent from property and 2 per cent from cash.
As we have a high percentage in property, a return target of 3 per cent looks
sustainable. We need to protect our endowment in the long term. We initially
looked at the FTSE yield, which was 3.6 per cent in 1995, and so we thought we
had a sustainable surplus. As the yields fell, we had a large deficit.

We were also not differentiating between property and equity. We have a more
sophisticated model now, and we smooth our spending over five years. Currently
we have a large deficit on the educational account of over £1 million, which
includes all aspects of providing education at the College—including salary of
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Table 3.3. Investment return targets and endowment size

Target >£100m  £75-100m  £50-75m  All>£50m  £25-50m  £10-25m <£10m All<£50m  Total
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tutors and student rent. The endowment currently plugs the educational deficit.
Most Colleges have been hit by what we call a triple-whammy and have had
to adjust to a loss of ACT (Advanced Corporation Tax), which in our case was
substantial. We had the fee reduction, which cost us a further £100,000 and we
also had an increase in the College’s contribution to the University.

Taking into account the similarity of overall objectives among Oxbridge
institutions, the level of dispersion in stated expected return target reveals
that these institutions do not engage in decision-making that mimics the
peer group. It is conceivable that their individual differences may dissipate
within a few years due to an array of factors, such as Colleges merging
their endowments to gain efficiencies, the greater influence of investment
consultants in the decision-making process, and/or changes in the governance
of these institutions’ endowments. The scale of dispersion in asset allocation
as seen among Oxbridge institutions is unlikely to be seen in the pension
fund sector or even among larger and more established endowments and
foundations that hold diversified portfolios. Looking forward, apparent inef-
ficiencies among the Colleges are likely to decline over the next decade or so;
at the same time, these institutions may also loose the diversity of approaches
that is in essence the necessary ingredient of efficient and well-functioning
markets.

Total return versus income

Until relatively recently, ‘income-only’ spending rules were mandatory in the
UK. Consequently, Oxbridge institutions invested for income, which dictated
asset allocation choices as well. Many foundations, endowments, and charities
continue to invest for income. While funds constrained by asset mix are
diminishing following the Trustee Act 2000, there exists a clear demarcation
among institutions that prefer a discretionary (unconstrained) benchmark
and those that opt for a distinct level of yield or monetary target. Clarification
of spending rules pertaining to income and capital helped in adopting a
‘total return’ approach, where expenditure could be financed from the sale
of assets without the need to secure it only through income. According to one
Oxford bursar: ‘An endowment management policy centred on the concept of
a regular percentage rate of drawdown from the asset base removes the need
for an income/capital gain distinction.’

When asked specifically whether the investment policy of the College
endowment was geared towards total return or income, 70 per cent of insti-
tutions indicated a commitment to total return, although in some of these
Colleges the policy was still to be implemented. By 2003-4, more institutions
had adopted the new approach with 86 per cent of Colleges in Oxford report-
ing a total return policy in their annual reports and accounts compared with
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52 per cent in Cambridge. As these institutions had, and still have, significant
property assets, rental income continues to play a key role in investment
strategy. The other factor driving investment policy was that dividend income
was exempt from tax. The abolition of tax credits on dividends along with
the Trustee Act 2000 accelerated the decline of funds constrained by asset
mix.

The shift towards a total return approach frees asset allocation policy from
income considerations. The ability to spend capital to meet annual funding
requirement was critical for investors to focus on long-term asset allocation.
Such an approach also made it possible to invest in overseas equity, private
equity assets, or implement absolute return strategies, all of which typically
yield no dividend. A total return approach facilitates long-term investors to
focus on securing the highest returns available at any acceptable level of risk
by diversifying the portfolio into a wider range of asset classes instead of
having to investing strictly in high-yielding assets to deliver income.

It would be naive to suggest there is no connection between the spending
decision and asset allocation strategy; in basic terms, one cannot plan to
spend 5 per cent of assets annually and invest in a strategy with a return
target of less than that. To spend 5 per cent without depletion of capital, one
must invest to receive the required spending target adjusted for inflation. As
returns vary from year to year, most institutions smooth their spending rate
by spreading it over a few years—that is spend X per cent of assets equally
weighted over Y number of years or some other weighting formula that helps
in smoothing out fluctuations in the value of assets from year to year. To spend
5 per cent, assuming inflation rate of 2.5 per cent, a 7.5 per cent minimum
annual nominal return is required if the endowment is to maintain its long-
term value in real terms while providing a requisite flow of income. The major
difference between a total return and income approach under such a scenario
is that the fund’s asset allocation is not limited to a single asset class such as
high-yielding securities and bonds that deliver a minimum annual income of
7.5 per cent.

An investment approach where the institution depends on income from
the endowment for its annual spending may distort asset allocation and
long-term returns. While institutions in Oxford and Cambridge currently
have a total return investment policy, it is a fairly recent development.
Unlike endowments in the United States that invariably adopt a total return
approach, many foundations and endowments in the UK invest for income.
It is worth pointing out that while a total return approach plays a signifi-
cant role in unshackling asset allocation from income constraints, it is not
a substitute per se for efficient asset allocation or securing higher invest-
ment returns. Over the last 15 years, for example, funds in the WM Char-
ity Fund Universe pursuing a ‘high yield’ strategy fared better than those
with an ‘unconstrained’ one. Thus, understanding the nature of investment

84



Investment objective

markets and trends in long-term returns is vital to appropriate asset allocation
decisions.

As institutions in the United States and the UK operated in different
investment environments, it is perhaps not unusual for differences in their
approaches. One determining factor of US institutional returns has been
its equity market, which has different characteristics and returns from the
equity market in the UK. Over the last two decades, for example, US dividend
growth has been less than might have been expected given the outstanding
performance of its equity market. Part of the explanation for lower yields
and dividend growth could be that companies have shifted away from paying
dividends. The changing nature of US firms, caused by the explosion of IPOs
by smaller, growth-oriented stocks that rarely pay dividends, may be partly
attributed to tax considerations. While aggregate dividend payments do not
seem to have fallen, US stock repurchases appear to complement dividend
payouts, which have declined.® Such trends appear in the UK market but are
less marked than in the United States. Recent tax changes in the UK may drive
its equity market to resemble that of the United States.

While year-to-year market performance is driven by capital appreciation,
long-term returns are heavily influenced by reinvested dividends. The dif-
ference in terminal wealth arising from reinvested income is large. Let us
consider two benefactors, each of whom set up an identically managed equity
trust fund at the start of the twentieth century with an initial investment of
$1 each. One fund pays out all its income to beneficiaries, while the other
reinvests its income. By the end of 2000, the latter would have appreciated to
$16,797, representing an annualized nominal return of 10.1 or 6.7 per cent in
real terms. Over the 101 years the accumulator would have amassed wealth
85 times larger than the spender, who would have ended up with assets
worth $198, representing an annualized capital gain of 5.4 per cent. It is
clear that total return from equities grows cumulatively larger than the capital
appreciation. This effect is not specific to the United States but holds true for
every market around the world. The longer the investment period, the more
important is dividend income.’

Reflecting these differences in markets and constraints placed on investors,
it is not surprising that philanthropic institutions in the UK, who are gen-
uinely long-term investors, also opted for income-oriented strategies. The

Table 3.4. Frequency of citing total return versus
income-oriented policy, in per cent

Institution Total return Income All

Oxford 86 14 100
Cambridge 52 48 100
Oxbridge 71 29 100
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move towards total return investing is a recent development, and some insti-
tutions remain sceptical about its advantages. Table 3.4 provides a breakdown
of responses with regard to total return versus ‘income’ orientation among
Oxbridge institutions. It shows, for example that 71 per cent of all institutions
in Oxford and Cambridge reported using total return investment strategies in
2003-4. More Colleges in Oxford (86 per cent) reported such an approach
compared with just over half (52 per cent) the Colleges in Cambridge. Data
for Oxford Colleges are from the University of Oxford, Financial Statement of the
Colleges, 2003—4. Data for Cambridge Colleges are from Cambridge University
Reporter, Accounts of the Colleges, 2003—4.

While 86 per cent of Colleges in Oxford reported a total return policy in
2003-4, 73 per cent had done so in the previous year compared with about
half during the course of our one-to-one meetings with bursars. A closer look
at the published accounts of 2002-3 reveals that 58 per cent of Colleges in
Oxford derived 50 per cent or more of their endowment revaluation gains
from income while 42 per cent of Colleges disclosed more than half of the
gains made in their endowment portfolios via capital appreciation. Taking
into account the large property holdings in Oxbridge portfolios, a further
analysis shows that 63 per cent of the gains were made through property
revaluations compared with 37 per cent from securities. As security markets
improved in 2003-4, gains from property revaluations declined, but still
constituted 56 per cent of endowment appreciation for the year. Comparative
data were not available for Cambridge Colleges.

Under a third of Oxbridge Colleges (29 per cent) continued to adopt an
income driven investment policy; 14 per cent of Colleges in Oxford com-
pared with almost half (48 per cent) the Colleges in Cambridge. A couple of
Cambridge Colleges even reported switching from total return and/or ‘growth’
policy to one based on income. According to one bursar: ‘It used to be a total
return policy for the Corporate fund and income for the Trust fund. As the
Statutes did not actually permit a total return policy for the Corporate assets,
the College reverted to an income related policy for both the Corporate and
Trust assets.” This College proposed to revert back to a total return policy
once the College Statutes enabled it to do so. Another College was forced
to move from a total return policy to an income-oriented one when half
the endowment assets were diverted towards the development of the College
buildings, making it difficult to sustain a total return policy.

At the initial stages of this study, several Colleges reported a move towards
total return investing, though only a third of these institutions had clearly
defined policies in place. The remaining Colleges were in the process of mak-
ing the transition from income to total return; some by changing their College
statutes first. It is worth noting that those Colleges better able to endorse
a total return policy have relatively high proportion of their endowment
assets invested in property. The steady income from property enables them to
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implement a total return policy with greater confidence than those without
the cushion of a secure stream of income. ‘We aim at long-term total returns
from various asset classes, and ignore current income,’ explained the bursar
of one College whose endowment income as a proportion of total income is
the highest in Oxbridge. The portfolio also has 45 per cent in property.

Although a significant number of Oxbridge institutions indicated a recent
move towards implementing a total return approach to asset allocation (more
institutions in Oxford than in Cambridge, perhaps due to the presence and
influence of investment consultants such as Cambridge Associates), securing
a sustainable level of income from the endowment was the paramount consid-
eration from the Colleges’ point of view. There was greater emphasis among
Cambridge Colleges on securing income, but these institutions also attached
greater importance to ‘maximizing income’, albeit at the conservative end of
the risk spectrum. According to one Cambridge bursar:

The baseline objective is ‘sustainable income.” Half of our endowment is in Trust
funds, and most of the Trust funds have very specific needs. Hence, providing a
sustainable level of income is what the funds are for. As a result, that is what we
need to secure from our endowment and Trust funds. In nurturing the income,
we have to take considerable account of the capital. Personally, I am not entirely
persuaded that investing on a total return basis does fulfil that.

For another Oxford bursar: ‘Our objective in managing the fund is not to
achieve maximum total return, but to look at what we can do with our
endowment to support the College’s income requirement. Of course, we do
not want investment objectives that destroy our long-term capital, but our
primary objective is to service the College’s income requirements.” Since the
appointment of Vice-Chancellor, Professor Alison Richard, Cambridge Uni-
versity elected to move towards implementing a total return policy. While the
transition from income to total return will take a few years to be embedded,
Oxbridge institutions are in the midst of major changes. The momentum of
change has accelerated greatly since we began our study; at the same time,
these institutions remain highly cautious of change, particularly when it
comes to greater sharing and public disclosure of information.

Role of endowment income

Analysis of the contribution of endowment income to total income among
Colleges in Oxford and Cambridge indicates that the endowment plays a
significant role in sustaining operations. The average ratio of annual income
from the endowment to total income for Oxford Colleges, as disclosed in their
Income and Expenditure Accounts, was 34 per cent in 2003-4 and 35 per cent
in 2002-3. The ratio for Cambridge Colleges was similar, though the amount
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of investment income was higher for Cambridge Colleges at £82 million in
2003-4 compared with £72 million for Oxford Colleges.

As the Colleges have now moved to total return policy, the way in which
they account for ‘investment income’ has also changed; total return includes
income and capital gains. As the Colleges do not report uniformly, differ-
entiating income and capital gains, simply adding reported capital gains to
endowment income as reported in the income and expenditure accounts
may result in double counting. As very few Colleges reported capital sales to
realize income for their operations, in our analysis we have used the numbers
for income from the endowment investments and total income as stated in
the income and expenditure accounts of these institutions.

The role of endowment income in sustaining the operations of the two
universities, on the other hand, remains insignificant. For the Colleges, the
level of support received from the endowment is closer to what Yale and
Harvard receive from their endowments. But the contribution of income from
endowments to the total income of the universities of Oxford and Cambridge
is less than 10 per cent. Recent changes in government funding along with
volatile stock markets encouraged institutions in Oxford and Cambridge to
build a more diverse income base. While other sources of income increased,
contribution of endowment income also rose. Some 12 per cent of Colleges
receive more than half their total annual income from the endowment,
though the majority (62 per cent) of Oxbridge institutions still receive around
30 per cent of their total annual income from endowment assets.

According to the 2005 survey by the Commonfund Institute, the average
percentage of operating budgets funded by endowment income declined
in the United States among educational institutions, from 13 per cent in
2003 to 11 per cent in 2004. This was attributed to factors such as ‘cuts
to operating budgets during a year of improved returns and hefty increases
in tuition income. The percentage funded grew at the largest institutions—
from 13 per cent to 15 per cent—while shrinking significantly at smaller
institutions—10 per cent to 7 per cent—and the smallest—10 per cent to
3 per cent.” The radical reduction in spending among schools with smallest
endowments appeared to be a combination of a delayed reaction to the
decline in the market value of their endowment during the bear market and
their lower dependence on endowment income for their current operations.
Overall, 17 per cent of institutions in the United States reported increases
in the percentage of operating budget funded by endowment income, while
41 per cent reported a decline and 36 per cent reported no change.!®

Independent educational institutions in the United States rely heavily on
their endowments, drawing from them more than a quarter of their operating
budgets. Thus, the Yale Endowment’s contribution to the university’s operat-
ing revenues grew from 28 per cent in the fiscal year 2002 to 31 per cent in
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Table 3.5. Proportion of total income derived from
endowment, in per cent

Proportion Oxford Cambridge Oxbridge
<5% 3 6 4
5-10% 16 13 15
10-20% 24 23 24
20-30% 16 23 19
30-40% 11 19 15
40-50% 16 6 12
50-60% 3 6 4
60-70% 5 — 3
70-80% — — —
80-90% 3 3 3
>90% 3 — 1
Total 100 100 100

Data for Oxford colleges are from the University of Oxford,
Financial Statement of the Colleges 2003—4. Data for Cambridge
Colleges are from Cambridge University Reporter, Accounts of the
Colleges, 2003-4.

2004, and is expected to contribute 32 per cent of projected revenues in 2005.
Endowment income distributed for operations is now Harvard’s largest source
of income, consisting almost a third (31 per cent) of total income. Just 10 years
ago, in 1994, the Harvard Endowment supported 21 per cent of total income.
In 1994, Yale endowment’s contribution to the university’s total revenues was
14 per cent compared to almost a third today.

The contribution of endowments in Oxford and Cambridge in sustaining
institutional objectives has also grown considerably over the past several
decades, but not as benignly as their counterparts in the United States.
Oxbridge College endowments play a key role in supporting operations when
compared with other higher educational institutions in the UK, whose endow-
ment income contributed on average less than 2 per cent to total income and
expenditure (1.47 per cent and 1.49 per cent, respectively).

Table 3.5 provides a breakdown of the proportion of income derived from
the endowment by institutions in Oxford and Cambridge. Over one-third
(38 per cent) of these institutions derive over 30 per cent of their overall
income from the endowment. The two universities derive under 5 per cent
of income from the endowment; a similar number of Colleges receive
80-90 per cent of their income from the endowment with All Souls deriving
over 90 per cent of its income from its endowment. On average, Oxbridge
Colleges derive about one-third of income from the endowment.

When compared with the contribution that endowments make to other
higher educational institutions in the UK, those of the universities of Oxford
and Cambridge rank among the top. As noted previously in Table 1.5, if the
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Table 3.6. Endowment and interest income as percentage of total Income

Top 10 UK institutions 2004 2003
Royal Academy of Music 16.6 21.5
University of Wales 11 11.2
Royal College of Music 10.5 8.4
University of Oxford 8.1 7.0
University of Surrey 6.2 7.1

Royal College of Art 5.0 4.2
University of Cambridge 4.4 10.9
University of London 3.8 53
Royal Scottish Academy of Music and Drama 3.4 23
London School of Economics 3.0 1.5

Source: Higher Education Financial Yearbook 2003, 2005-6.

endowments of their constituent Colleges are included, they are the largest
endowments in the country and make the highest contribution to the overall
income of these institutions. Table 3.6 lists the top 10 higher educational
institutions in the UK with the highest ratios of endowment income to total
income.

It is worth noting that the level of support obtained from the endowment
is low, ranging from 16.6 per cent (down from 21.5 per cent in 2003) for
the Royal Academy of Music to just 3.0 per cent for the London School of
Economics (up from 1.5 per cent). Even the two universities of Cambridge
and Oxford depend considerably less on income from the endowment for
their activities. Colleges in Oxford and Cambridge are therefore unique in
receiving a significant level of support from the endowment. Such a high level
of support for operations from internal resources and investments is rare in
the UK or in Europe. There are a few secondary educational institutions in the
UK such as Christ’s Hospital, which depend on the endowment for significant
support. Christ’s Hospital, for example, derived 72 per cent of its income from
the endowment in 2004-5.

When asked how important it was for the current level of contribution from
endowment to sustain College activities, the responses uniformly emphasized
the importance of the endowment to the Colleges’ overall finances and oper-
ations. There was no correlation, for example, between the level of income
received from the endowment and the perceived degree of its importance
to the institution. Thus, a College deriving over 90 per cent of its income
from the endowment gave the same response, ‘Critical’, as another receiving
less than 10 per cent of income from endowment. Eighty-two per cent of
respondents suggested endowment income as being Critical, ‘Very Important’,
or ‘Quite Important’ in sustaining the current level of endowment income
contribution towards the total income or being able to improve on that,
regardless of their dependency on the endowment.
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Table 3.7. Importance of endowment income, in per cent

Importance Oxford Cambridge Oxbridge
Critical 18 7 25
Very important 20 25 44
Quite important 8 5 13
Relatively important 2 0 2
Building the endowment 8 5 13
Improve income 0 3 3
All 56 44 100

Institutions in Oxford and Cambridge are fully aware of the role that
endowments play in sustaining their objectives and operations. Table 3.7
provides an account of the perceived importance of endowment income to
Oxbridge Colleges.

Few (3 per cent) respondents, all in Cambridge, expressed a clear need to
improve the level of endowment income. One bursar wishing to improve
endowment income said: “We need to be able to improve the level of contri-
bution from the endowment to secure the College’s long term viability.” That
College derived 15 per cent of its income from the endowment. In another
College, where the endowment provides over a quarter (27 per cent) of total
income, the bursar pointed out:

The current income stream of 3.4 per cent of endowment assets enables us to
bridge the gap between the College’s annual expenditure and income derived
from students and is used to fund teaching, bursaries, awards and prizes, the
maintenance and upkeep and improvement of College buildings and facilities
as well as for certain specific purposes designated by donors. As fee income
continues to decline there will be need to increase expendable income from
the investment portfolio by roughly 0.1 per cent per annum over the next
5 years.

Among Colleges in Oxford and Cambridge that stated they were in the process
of building up their endowments, for one bursar endowment income was
‘not critical to our current finances as we are cash generative from other
operations, but it is critically important to our strategic aim of building the
endowment for the future in order to preserve institutional freedom.” Another
College, also building up its endowment to be admitted as a full College by the
University, and currently not dependant on endowment income to support
its operations, was in the advantageous position of running several successful
business operations. Colleges appear to have in place a variety of strategies
to fund their long-term objectives. Endowment accumulation served these
institutions to secure a greater level of independence in both determining
and fulfilling their objectives.
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Table 3.8. Peterhouse College revenues and expenditures, as per cent of
total income

Income or expense Component 1970 2003
Endowment income Property rents 23 54
Dividends and interest 6 8
Trust income 1 1
Costs (5) (13)
Subtotal 25 50
Endowment expenses University tax 2) )
Master and Fellows (5) )
Surplus on endowment 18 a1
Operating income Teaching and support 26 17
Accommodation and kitchen 32 18
Operating expenses Teaching and support (28) (€2D)
Accommodation and kitchen (26) (34)
Building maintenance (22) (24)
Surplus (deficit) 0) an

Source: Andrew Murison (2005).

Most bursars pointed out that with student fees failing to keep pace with the
true cost of delivering teaching and support services such as accommodation
and kitchen charges, the burden on the endowment in bridging that gap has
increased substantially over the years. According to Andrew Murison, the role
of endowment income in the management of the operations of Peterhouse,
for example, increased significantly over the years, as revenue from other
sources declined.

Table 3.8 compares the revenue and expenditure composition of Peterhouse
in 1970 and 2003, expressed as a percentage of total income.

Despite the raised contribution from the endowment, Peterthouse had an
operational deficit of £0.85 million in 2002-3. As Murison explained:

A comparison of the relative contributions of income and expenditure to the
College’s cash flow in 1970 and 2003 shows that the increased contribution from
the endowment (an increase of 23 [percentage points] of total income, from
18 per cent to 41 per cent) has failed to stem the decline in the contribution from
College tuition fees and charges, which have fallen by a similar amount (a decline
of 23 per cent from 58 per cent to 35 per cent).

Regardless of the bibulous and sybaritic reputations of College Fellows beloved
by novelists, their costs remain modest (7 per cent of income in 2003, com-
pared to 5 per cent in 1970), mainly because of the below-average earnings that
the intellectually most brilliant people in the country are supposed to live off
these days. Despite the surplus of endowment income being used entirely to
subsidise the student body, it is still not sufficient to prevent an overall deficit
that has risen steadily from the 1980s to reach 11 per cent of total income.
Thus, the burden on the endowment to perform, the pressure to reduce student
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subsidies and the drive to lower costs (and quality) has increased substantially
over recent decades. The Peterhouse endowment has had to meet more than its
share of the soaring cost burden in recent years not through new benefactions,
unfortunately, but almost wholly as a result of capital appreciation and rising
income.

Conclusion

It is worth noting that in the University of Oxford, Financial Statement of the
Colleges, 2002-3 and 2003-4, most Colleges reported within a given for-
mat, including items such as Status, Objects, Governance, Scope of financial
statements, Review of operations, Report of the Governing Body, Investment
performance, Reserves, and Risk management. No specific reference was made
to Investment objectives. Investment performance, for example, is typically
described without reference to any stated investment objective or benchmark.
Sometimes the broad asset allocation is given, but no information is available
on ‘investment objective’ against which ‘investment performance’ is mea-
sured. Clarity in investment objective definition could assist in the overall
investment process.

Though not stated explicitly, the Investment Committee of each entity sets
performance targets and fund managers are reviewed periodically on such
basis. Colleges provide some guidance on their investment strategy in the
published accounts. Sample disclosures include:

® The College maintains an investment strategy committed to diversifica-
tion, both in terms of asset classes and geographic spread, along with
a relatively low risk profile, due to the importance it places on the
preservation of capital. It seeks to achieve the highest total return in any
asset class commensurate with the risk profile of such asset. (All Souls
College)

Some definitions are open-ended:

* Endowment funds are invested in assets which fundamentally underpin
and sustain the operations of the College at the desired level of activity
in the long term. (Merton College)

Some disclosures relating to investment strategy serve as a proxy for ‘stated
investment objective’ and are defined in terms of the spending rate:

¢ The investment strategy for endowment assets is to produce income
equivalent to a spend rate of between 3.5 per cent and 4.5 per cent of
asset value per annum while also preserving the real value of capital. (New
College)
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The
are:

The

In order to sustain the College’s general level of activity into the future,
the College has set itself the target of growing the endowment by 2 per
cent in real terms per annum. (The Queen’s College)

The investment strategy for endowment assets is to allow expenditure of
at least 3 per cent of the endowment per annum. (Trinity College)

Investment Subcommittee pursues a total return policy for the invest-
ment of endowment and uses as its benchmark a long-term real return of
4.5 per cent. (St Catherine’s College)

The Investment Committee pursues a risk-averse investment policy,
which is designed to preserve or increase the real value of the endowment
over the long term while generating an income yield of 3 to 4 per cent.
(Lady Margaret Hall)

two Colleges with disclosures that include a stated investment objective

The Investment Committee pursues a total investment return (from
income and capital combined) objective of at least 4.2 per cent in real
terms taking one year with another. The main portfolio of stocks and
shares yielded a total investment return of 5.2 per cent in nominal and
2.1 per cent in real terms. (St Edmund Hall)

other investment objectives as enunciated by University College states:

Funding current spending at an appropriate drawing rate; our guideline
rate is a maximum of 4 per cent of a rolling 3-year average of endowment
and general reserves;

Growing the capital sufficiently in the long term to keep pace with our
own inflation rate; our guideline rate is Retail Price Inflation + 2 per cent
p-a.;

Seeking to earn additional returns to contribute to the cost of capital
expenditure on functional assets.

Three Cambridge Colleges, as reported in the Cambridge University Reporter:
Accounts of the Colleges for the year ended 30 June 2004, include a ‘State-
ment of Investment Principles’ (SIP). These definitions vary between Colleges.
Churchill College, for example, lists 12 items under its SIP describing broadly
what the College invests in, how the investment policy is determined, the
composition of the Investment Advisory Committee, the benchmark for per-
formance measurement, etc. The investment return target is not specified, but
suggested as ‘the Fund is invested to optimise total return.’ The SIP also states:
‘for the last five years, distributions [from the fund] have consisted wholly of

income.
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The SIP of Clare Hall sets out broad principles that govern its investment
policy. The stated objectives of Clare Hall’s Investment Fund are:

® Payment of an annual dividend which grows at a rate at least equal to the
annual rate of rise in College costs, measured, inter alia, by reference to
the HEPPI; and

® The maximum total return which is consistent with this objective and
with an acceptable risk exposure.'?

Downing College lists six items under its SIP, stating that the College ‘man-
ages its investments in securities and property to produce the highest return
consistent with the preservation of capital value in real terms for the long
term. A subsidiary aim is to enhance the value of the capital for future
beneficiaries.” The SIP also includes information on the role of the Investment
Committee in setting asset allocation while it delegates the management to
Morgan Stanley Private Wealth Management, whose mandate ‘is to achieve a
real return of 4.5 per cent on a five year basis, using the long-term UK service
sector wage inflation index to calculate inflation.”'®* Some SIPs include SRI
policies; others do not. Even those institutions with a SRI stance state that the
interests of the College are in general best served by seeking to obtain the best
financial return from investment consistent with commercial prudence.

In the United States, institutional policy features typically include the
investment objective of the institution, asset allocation strategy, how endow-
ment earnings/returns relate to spending policy, investment performance
benchmarks, the degree of risk in the investment pool, whether or how the
investment portfolio should be rebalanced to maintain the asset allocation
target, as well as considerations in hiring and retaining investment managers.
However, such information is not uniformly supplied by US institutions; nor
are they always defined quantitatively. Many definitions remain qualitative,
providing some guidance.

The level of disclosure by educational endowments in the UK, in the form
of annual reports or accounts, is lower as there is no requirement by them to
do so. Nor is such information readily available for larger foundations and
endowments, though some information on asset allocation is increasingly
being made available. The Wellcome Trust, the largest foundation in the
UK with a high level of transparency in its reports and accounts, provides
information on asset allocation, investment objectives, spending policy, over-
all investment performance and lists its asset managers. But, there is no
disclosure on the degree of risk in the investment pool, how the investment
portfolio should be rebalanced, if at all, to maintain the asset allocation target,
or considerations in hiring and retaining investment managers.

However, this level of voluntary disclosure is virtually unknown among
US institutions such as Yale and Harvard, though nearly all (96.8 per cent)
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of US educational endowments formally address investment objectives in
their investment policy, compared to 3 per cent that address those issues
informally. Just 0.3 per cent of institutions participating in the 2004 NACUBO
Endowment Study had no formal or informal policy in the way they defined
investment objectives. Additionally, 96.1 per cent of endowments formally
cover asset allocation strategy in their investment policy statements, com-
pared to 3.5 per cent addressing these issues informally and 0.4 per cent
with no formal or informal definitions. Among endowments with assets over
$1 billion, 98 per cent defined their investment objectives formally while
93 per cent defined their asset allocation policy formally.

As far as covering how investment earnings or returns relate to spending
policy, 85.8 per cent of institutions formally cover such issues in their invest-
ment policy statements compared to 8.6 per cent that address it informally
and 5.6 per cent with no formal or informal coverage. Slightly more institu-
tions (88.5 per cent) include investment performance benchmarks formally
compared to 9.6 per cent informally; 1.9 per cent of institutions do not cover
such issues formally or informally. These four aspects of investment policy—
investment objectives, asset allocation strategy, performance benchmarks,
and how investment returns relate to current spending policy—appear to be
the core elements used to establish best practices for endowment management
guidelines among educational institutions in the United States.

In an apparent shift in investment policy, only 54.5 per cent of institutions
reported having a formal policy for the degree of risk in the investment
pool in 2004, down from 82.3 per cent in 2003. Approximately one-third of
respondents (32 per cent) reported no policy at all on risk in the investment
pool. The cause of such a shift in policy was not available. Public institutions
are more likely than independent institutions to have formal policies on
these issues, while the latter are more likely to have an informal policy.
Interestingly enough, the larger endowments with more than $1 billion in
assets are more likely than smaller endowments to report having an infor-
mal policy for most policy features. Also, 40 per cent of larger endowments
reported having no policy whatsoever for the degree of risk in the investment
pool. 1

Endowment income is critical in underpinning the activities of Oxbridge
institutions; over two-thirds of Colleges acknowledge such contribution as
being critical in sustaining the overall educational objective. Endowment
income as a proportion of total income varies significantly among Colleges,
from a high of 94 per cent (All Souls in Oxford) to a low of less than
5 per cent (Harris Manchester in Oxford and Wolfson in Cambridge). About
half (46 per cent) of Oxbridge institutions derive 20-50 per cent of their
overall income from endowment assets, while one quarter (24 per cent)
receive 10-20 per cent of total income from the endowment. The average
contribution of endowment income is higher in Oxford than in Cambridge.
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Aiming to improve endowment performance even by 1 per cent would yield
substantial returns for these institutions in aggregate.

Institutions with large, independent, well-managed endowments confirm
that it remains the key to delivering objectives, which are supported by funds
that are released within the spending rules. The main objective of educational
endowments could be stated as providing adequate spending for current and
future beneficiaries while not eroding the principal corpus of the endowment.
Litvack, Malkiel, and Quandt (1974) suggest that endowed institutions should
separate the investment management decisions from the spending decisions;
that they should adopt a spending rule that protects the real value of the cor-
pus of the endowment fund and aim to provide stable spendable endowment
income for the institution.!> The separation of the investment decision from
the spending decision enables an institution to protect the real value of its
endowment while providing a stable source of income.

Institutions in Oxford and Cambridge recognize the advantages of such a
separation. The switch to total return policies from income-based ones will
help in achieving such clarification in investment approach. Many Colleges
have amended their statutes to reflect their new status as investors. The
recently published accounts contain a lot of financial information about the
Colleges, which is a major development in their governance. But information
on endowment management is not readily available. These institutions could
benefit from clearer enunciation of issues addressing how endowment returns
relate to spending policies, investment performance benchmarks, the degree
of risk in the investment pool, whether or how the investment portfolio
should be rebalanced to maintain the asset allocation target, as well as con-
siderations in hiring and retaining investment managers.
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Introduction

Most endowments aim to preserve purchasing power in perpetuity while
providing necessary support to the current operating budget. Trustees need
to deal with these conflicting goals successfully. As Swensen points out, ‘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. By specifying the trade-
off between the desire for purchasing power preservation and the hope for
stability of flows to fund operations, spending policies determine the degree
to which endowments meet the needs of current and future generations.’! The
concept of purchasing power preservation with provision of stable source of
revenue to the operating budget is fundamental to establishing intergenera-
tional equity, which essentially means that the endowment should be able to
support the same set of activities it is supporting today indefinitely. Whether
endowments are able to do so is the challenge that its managers and trustees
face.

Surprisingly, a low proportion of trustees in the charitable sector in the
UK made the connection between spending and investment performance.
According to a survey conducted by Watson Wyatt, an investment consul-
tancy services provider, in the UK around 45 per cent of the trustees of oper-
ating charities did not have a view on what the optimal rate of disbursement
for a charity similar to theirs should be. In contrast to the United States, where
foundations must pay out 5 per cent of their assets every year, the UK regulator
of charities, The Charity Commission, provides little guidance on how, or
even whether, charities should set a long-term expenditure target. Some 20
per cent of trustees of pure grant-making institutions were unfamiliar with
the concept. And, among those who did have a view, it was not consistent,
though most UK grants-making institutions tended to choose long-run targets
in excess of 4 per cent.? Spending rates among top 500 registered charities in
the UK ranges between 1 and 5.5 per cent of assets.
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The concept of a spending policy, prevalent among major endowments
and foundations in the United States, is relatively new among Oxbridge
institutions. Until recently, they were able to spend only income; not unlike
Yale and Harvard in the 1960s when those universities also limited their
endowment’s annual contribution to the operating budget to investment
yield—the interest, dividend, and rental income. As stated by an experienced
Chairman of a major Investment Committee:

Before I came to Oxford, I had never heard of spending rule or sustainable income
as we call it here. It is a savings rule, if you think what it is all about. What most of
us are trying to do is how best to allocate funds and how much to spend each year.
While one knew about asset allocation, one did not know much about spending
policy. Having spent some time now thinking about these matters, and with input
from our Consultant, what we have now is a sort of a dividend rule, which says
we should aim to increase our dividends each year by 3.5 per cent to continue to
carry on our activities at more or less the same level.

One of the major challenges for endowed institutions is how best to maintain
the level of spending in the long term, particularly during adverse market con-
ditions. The risk for the institution lies not necessarily in the changes in the
capital value of its endowment but ability of the endowment to provide the
level of spending the institution is accustomed to. Therefore, spending rules
minimizing the volatility of spending are favoured by institutions that depend
on the endowment for sustaining their operational activities. Sensitivity of the
institution to such a shortfall inevitably influences spending policy. A higher
spending rate, for example, bears a greater shortfall risk. And a lower rate
gives an institution greater flexibility to maintain spending during difficult
conditions. These decisions also influence overall asset allocation. At the same
time, a low rate of spending can be interpreted as benefiting future generations
while too high a rate can be seen as favouring current beneficiaries. Thus,
spending rules aim to maintain intergenerational equity.

Educational institutions consistently aim to maximize the stability of real
spending over the long term as real value gets eroded during periods of low
returns or high inflation; both factors lying beyond the control of endow-
ments and foundations. As educational programmes or grants are ongoing
and cannot be cut randomly, the need to maintain spending during bear mar-
kets and recessions is greater for such institutions. The challenge therefore lies
in setting a spending policy that weathers unfavourable market and economic
cycles. As these institutions also have a very long-term investment horizon,
they have the flexibility of spending more of their endowment in difficult
times. These institutions often adopt ‘contrarian’ spending policies to cushion
the negative effects of market downturns.

An average 3.5-4 per cent spending rate among Oxbridge Colleges is a more
conservative strategy than at corresponding US Colleges, which have spent on
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average 5 per cent over the past decade. Over the past 10 years, spending rates
in the United States slowly but steadily increased from an average of 4.5 per
cent in 1995 to 5.0 per cent in 2004 for all institutions participating in the
2004 NACUBO Endowment Study (NES).? A target spending rate serves as a
guide in determining an endowment’s ability to maintain intergenerational
equity with higher rates indicating a bias towards the current generation of
students and faculty and lower rates favouring future generations. While some
foundations can opt to favour current beneficiaries, trustees of educational
institutions have a fiduciary responsibility towards protecting the future as
much as the present.

Today, the concept of a spending policy is widely understood among
Oxbridge institutions though the methodology used in making withdrawals
varies among institutions. The majority (92 per cent) of Oxbridge Colleges
have a spending rule. Even those Colleges without a spending rule are in the
process of formulating one. Only a minority suggested there was no need for
such a policy. According to the bursar of one of Oxbridge’s richest Colleges,
‘the size of our endowment and the income from it does not constrain the
College’s expenditure. Also, our real return has not declined much. So, we
do not have a spending policy.” This College’s reported total annual income
exceeded expenditure in the financial year ending 2001.

By 2003, however, its expenditure had risen considerably leaving the Col-
lege with an operational deficit; total income had fallen to 93 per cent of
total expenditure. During this period, endowment income as a portion of
total income rose from 60 to 65 per cent. Though total income rose by 42 per
cent, expenditure rose by 54 per cent. When such increases in expenditure
occur within a relatively short space of time without matching rise in non-
endowment income, some of that deficit is financed by higher contributions
from reserves and/or the endowment. Lacking a well-defined spending rule,
fluctuations in budgetary balance can be subject to manipulation though
there is no suggestion that was the case in this instance. By 2004, the College’s
total income once again outstripped expenditure. As a wealthy College, it was
able to regain a balance in its operations fairly swiftly. That may not always
be an option for less wealthy institutions.

According to another College bursar, without a clearly defined spending
rule, ‘The College spends about £5 million annually. The total endowment is
about £100 million, and it provides the bulk of the College’s income and
expenditure. If that income declines, then the College’s activities also get
curtailed. We do not have a spending policy.” This College spent between
4.5 and 5 per cent of its endowment assets over the last several years. When
pressed further, the bursar added: ‘We could assume a spending rate of 4 per
cent of trailing 12-quarter average market value of the endowment.’

An approach where the operating budget is left open to fluctuations in
income resulting in the curtailment of College activities is not ideal. It also
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Table 4.1. Date when the current spending policy
was established

Established Oxford ~ Cambridge = Oxbridge
25 years ago — 2 2
Several years ago 23 21 44
1994 — 2 2
1998 2 — 2
1999 3 3 7
2000 2 — 2
2001 3 3 7
2002 7 7 13
2003 8 3 1
Recent — 3 3
Being set up 3 — 3
No spending policy 5 — 5
Total 56 44 100

reveals a greater willingness to sacrifice current activities rather than spend
more of endowment income to bridge the deficit. At the same time, if an
institution is willing to spend more than it can afford, even over a short period
to sustain operations, it may be difficult for it to recover its equilibrium in
terms of maintaining the real value of its long-term spending and capital.

Based on feedback from Oxbridge institutions, Table 4.1 illustrates the
length of time current spending policies were reported to have been in place.

About 44 per cent of institutions suggested that current policy had been
in existence for several years. However, a similar number said their spend-
ing policy was established more recently—that is post-1998. One Cambridge
institution indicated its spending policy as being in place for at least a quarter
of a century, if not longer. At the other extreme, two Colleges, both in
Oxford, reported having no spending policy, nor did they indicate any plans
to establish one within the foreseeable future.

Notwithstanding the positive returns reported by institutions during 2004,
spending from the endowment remains the most controversial, challenging
and discussed item on the agenda of investment committees. The bear market
of 2000-3 focused institutional thinking on the Holy Grail of endowment
management—how best to maintain the purchasing power of the endow-
ment in perpetuity—causing institutions to seek better long-term solutions.
Historically, Colleges in Oxford and Cambridge did not have formal spending
policies; from time to time, special appropriations over and above the normal
level of income were made to sustain operations. Even among US institutions
with defined spending policies, exceeding the limit set by the institution ‘is
nothing new in the education business. Endowments have been viewed as a
source of ready cash and emergency funds since their inception. However, the
use of special appropriations to fund unplanned needs, if done on a regular
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and recurring basis, can have a corrosive effect on an institution’s finances and
undermine the discipline needed to maintain a long-term spending policy.’*

Spending and investment policies assist in supporting the purposes for
which institutions have endowments. They help in determining issues in
long-term asset allocation. Governing bodies of Colleges face the challenge in
balancing the conflicting goals of supporting current operations and preserv-
ing endowment assets. Donors also expect their gifts to provide permanent
support towards a specific activity, though Colleges usually prefer undesig-
nated or general donations. New gifts add to the range of activities that
Colleges are obliged to support in the long term, enlarging the size of the
investment portfolio. Spending policies act as referees in the perpetual game
between current and future players. A clearly defined spending policy also
frees up the asset allocation decisions and enables the fund manager to focus
on investment issues.

The spending rate

Traditionally, Colleges in Oxford and Cambridge targeted a certain level of
annual expenditure adjusted for inflation rather than define an annual rate
of drawdown from their endowment. As they were mandated to spend only
income, their asset allocation was dictated by the needs of the annual oper-
ating budget. In the short term, a high yield, income-oriented policy delivers
predictable distributions from the endowment. According to one bursar: ‘We
set budgets every year and in recent years have, because of the cash/spending
requirements of the College, had to spend all the income we have earned. We
cannot spend permanent capital, so deficits have been financed by a combi-
nation of spending expendable capital (of which we have a small amount)
and “borrowing” capital from ourselves.’

A policy of providing fixed amounts to the operating budget annually can
work reasonably well when market conditions are also stable. In times of
abnormal, uncertain, volatile or hostile market conditions, such a policy can
affect the long-term value of the endowment. Also, during periods of high
inflation coupled with bear markets, spending at a level independent of the
value of assets can result in permanent endowment depletion. By emphasiz-
ing budgetary stability, institutions express a clear preference for using the
endowment as and when necessary to cushion the effects of changes in other
sources of income for its operations.

The Yale endowment in the 1950s, for example, achieved a balance between
growth and purchasing power preservation, even registering a 17 per cent
surplus by 1959. After keeping pace through the 1960s, the endowment began
to suffer with increases in inflationary pressures. During the 1970s, disastrous
markets for financial assets and high inflation caused the endowment to
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end the decade 56 per cent below its target level. By 1982, the endowment
reached a low point, with assets representing just 42 per cent of the targeted
purchasing power goal. While the 1980s reversed the problems somewhat, it
was not until 1994 that the endowment was at its 1950-targeted level, adjusted
for inflation and gifts.> Though such analysis is not available for Oxbridge
institutions, the Yale case illustrates the extent to which purchasing power can
be eroded under harsh economic and market conditions, and how difficult it
is to recover those losses through investment performance alone.

A spending policy assists in resolving such conflicting demands between
competing goals of providing funds today and long-term endowment preser-
vation. Institutions address these issues individually. Even Yale followed a
practice of distributing for current expenditure its income generated in the
form of interest, dividends, and rent. It was not until the mid-1960s that Yale
began spending ‘a prudent portion of the appreciation in market value’, and
noted two reasons for changing its policy:

First, it is only by coincidence that Yield will be a correct balance between the
present and the future....Second, when Yield is the sole measure of what can
be spent for present needs, a situation of annually increasing needs, such as has
been obtained for many years seems likely to continue for many more, forces
investment policy to seek to improve current Yield. But this, in turn, under market
conditions prevailing most of the time since World War II, could only be done at
the loss of some potential Gain.®

In 1967, recognizing that simply spending yield could result in too high
or too low a spending rate and could bias investment decisions towards
securities with high-yield but low appreciation potential, Yale adopted a
‘total return’ spending policy. Under such a policy, the University supported
operations with current yield plus a prudent portion of the appreciation of
Endowment market value. Yale put in place a formal method, called the
University Equation, to calculate the total amount that could responsibly be
withdrawn from the Endowment annually. Under this method, spending in
a given year was set by adjusting the previous year’s spending by the differ-
ence between the University’s long-term investment return and the current
percentage of the Endowment being spent. Higher long-term returns would
lead to higher annual spending, while lower long-term returns would lead to
reduced spending. Unfortunately, this method based on the University’s prior
20-year investment return, did not adjust rapidly enough to changes in the
endowment’s current market value. As a result, in the 1970s, when the rate
of inflation increased and market returns dropped, the University spent an
unusually high portion of its endowment to support current operations.

A decade later, in 1977, realizing that the rate of spending was eroding the
real value of the Endowment, the Yale Corporation voted to cap spending at
the existing level (adjusted for inflation) until the spending rate was brought
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in line with the expected real (after-inflation) return from the Endowment,
which was taken to be 4.5 per cent in line with historical experience. In
1982, when the spending rate was at a more realistic level, the Corporation
attempted to change the spending rule with a view to producing substantial
income for current beneficiaries while preserving purchasing power parity
for future generations. This new rule stipulated the Endowment spend the
weighted average of 70 per cent of the previous year’s spending, adjusted for
inflation, plus 30 per cent of the targeted long-term spending rate of 4.5 per
cent applied to the previous year’s Endowment market value. The 70 per cent
weight on prior year’s spending promised budgetary stability, while the 30 per
cent weight on current market value provided purchasing power sensitivity.

Since 1982, Yale’s spending rule has been adjusted three times. In 1992,
the Corporation authorized an increase in the long-term spending rate from
4.5 per cent to 4.75 per cent. In 1995, the target rate was raised to 5.0 per cent,
and in 2004, it was increased again to 5.25 per cent; the smoothing rule was
also altered from 70/30 to 80/20. The increase in the rate of spending resulted
from improvement in Endowment portfolio characteristics. The change in
weight assigned to budgetary stability stemmed from the recognition that
higher budgetary dependence on Endowment income required stability in
flows from Endowment to sustain operations.” Like any policy, spending
rules need to be examined in light of altered circumstances and changed
accordingly. Yale’s history of spending illustrates the sort of challenges that
institutions must face in arriving at individual solutions.

The most common spending rules can be broadly categorized under three
definitions: spend all income, spend a fixed percentage of the moving average
market value of the endowment, spend a constant amount each year that is
adjusted for inflation. Each of these methods of determining the rate of spend-
ing influences asset allocation. Traditionally most Oxbridge institutions spent
income as they were required to do so. The move towards embracing a total
return investment policy, while simultaneously defining a spending policy, is
a recent one; and at the time of this study was still being implemented by the
Colleges. As Yale’s spending history suggests, it may take some time to arrive at
an optimal rule, though Oxbridge institutions, in addressing spending policy
issues in the aftermath of a bear market coupled with the wealth of evidence
from across the Atlantic, may have an advantage.

As shown in Table 4.2, many Oxbridge institutions were still in the process
of moving away from income-only policies. When asked how spending policy
relates to endowment income, 75 per cent of Oxbridge institutions said they
spend only income derived from the endowment. A further 15 per cent indi-
cated no correlation between spending policy and endowment income. There
were four Colleges (7 per cent) that ignored income from the endowment in
determining their spending and asset allocation decisions. They also ignored
such income in planning their operating budgets. Among these Colleges, two

104



Spending policy

Table 4.2. Relationship between spending policy and
endowment income

Policy Oxford ~ Cambridge  Oxbridge
Ignore endowment income 3 3 7
Spend endowment income 39 36 75
No relationship 11 3 15
Aligned 2 2 3
Total 56 44 100

in Oxford have relatively large holdings in property in their endowment port-
folio, from which they derive a stable source of income. The remaining two
Colleges, both Cambridge, do not depend on endowment income for their
operations; these Colleges reported they were building up their endowment
assets.

As these institutions were traditionally obliged to spend only income
(though they are no longer required to do so), many Colleges continued with
such practice. Yet half (57 per cent) the participants reported no correlation
between their asset allocation and spending decisions, while 43 per cent of
respondents said spending policy influenced asset allocation. Among institu-
tions that indicated the existence of some connection between spending and
allocation of assets, there were both income-only investors as well as those
adopting the total return approach. One bursar was of the view that their
spending policy did not influence asset allocation, although he believed it
should. ‘The current asset allocation is something I inherited’, he added. ‘I
have not yet made any major policy changes, although we are in the process
of changing that.’

There were clearly some inconsistencies in the responses to this question,
as Colleges with income-driven investment objectives claimed their spending
policy did not affect their asset allocation, while some with total return
investment policies claimed it did. One bursar with no formally defined
spending policy suggested that it influenced their asset allocation. There were
others more considered in their response, who as total return investors faced
a dilemma in setting asset allocation: whether or not their ‘current allocation
to bonds and cash was justified, taking into account our spending policy?’ In
general, there existed an awareness of the need to address such issues. But,
ways in which these issues were addressed appeared very distinctive, varying
enormously among Colleges as they were at various stages of making the
transition from income-only spending policy to a total return one.

It may take some time for these institutions to arrive at appropriate spend-
ing rules, but the ability to switch from spending ‘only income’ to both ‘capi-
tal and income’ has enabled Colleges to examine their overall approach to
endowment management. In one case, the College adopted a new investment
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policy triggered by their ability to spend capital and not just income. It is
difficult to judge whether this approach is the optimal one, but in the words
of the College bursar:

We plan to spend 3 per cent of the value of the endowment on a rolling five-year
average when it is necessary to do so. Historically, we have been spending our
accounting income or the dividends and other such income we receive from our
investments, which has typically been around 2 per cent of the endowment assets.
We have been running deficits in our College budget and hence the decision to
take more out of the endowment. Thus, the switch to spend not just income, but a
percentage of the total value of the endowment is a recent one. During the course
of last summer, we had a series of meetings and discussions about these matters,
and that prompted a switch in our investment management strategy from active
to passive.

It is not clear from the above statement whether the higher spending rate
was arrived on the basis of long-term expected returns from UK equities
adjusted for inflation. A spending rate of 2 per cent was significantly below the
Oxbridge average, where two-thirds of institutions annually spend between
3 and 4 per cent. Further analysis reveals that the College did not depend
on endowment income for its operations; endowment income was less than
10 per cent of total income in 2004. Smaller institutions are sometimes more
flexible in their spending from the endowment, as they are less dependent
on income from the endowment for their operations. They are also better
able to restrain spending when faced with a difficult funding environment.
The ability to adjust spending based on economic conditions and the needs
of the institution fulfils one of the major purposes of endowments, that is
to provide a level of support in times of economic uncertainty or volatility.
Typically, spending as a percentage of the endowment tends to rise when
endowment values decline due to fall in market valuations, and fall when
endowment values recover with markets.

Spending rate and size of endowment

Unless there is a regulatory requirement to spend a certain percentage of
endowed assets, spending rates can vary enormously, and the correlation
between size of assets and rate of spending can be weak. In some instances,
the size of the endowment can influence the spending rate as a lower rate of
spending for a wealthy institution translates to a significantly higher absolute
amount of spending for another institution with a higher spend rate but a
much smaller endowment. At the same time, institutions with large endow-
ments tend to depend more on the endowment for income compared to
those with smaller endowments. Thus, the relationship between spending and
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Table 4.3. Spending rate and endowment size

Endowment

size NP 2-3% 3% 3-4% 4% 4-5% 5% 5-6% 6-7% Other Total
>£100m 2 — — 3 2 3 - - — 2 11
£75-100m - — 2 2 3 - — — — 8
£50-75m 2 — — 5 3 2 - — — — 11
All >£50m 3 — 2 10 7 8 —_ - — 2 31
£25-50m 2 2 3 15 8 — - — — — 30
£10-25m 2 2 2 5 8 3 - — 2 2 25
<£10m 2 — — 3 3 5 - — — 2 15
All <£50m 5§ 3 5 23 19 8 - — 2 3 69
Grand total 8 3 7 33 26 16 - - 2 5 100
NP = No Policy.

endowment wealth is defined by the individual institution; it is also reviewed
periodically to reflect the new set of circumstances.

Table 4.3 provides a breakdown of the reported rate of spending among
Oxbridge institutions.

As rates of spending are not uniformly disclosed by Oxbridge institutions,
either in the annual accounts or in any other document in the public domain,
this analysis is based on information provided via the questionnaire. While it
captures the relationship between size of endowment and rate of spending
over a single year, the conclusions are no less valid. Table 4.3 illustrates that
Colleges in Oxford and Cambridge with smaller endowments spent more of
their endowment value in percentage terms. Over twice as many of the less
well-endowed Colleges (23 per cent) spent 3—-4 per cent of their endowment
assets annually compared to their richer peer group (10 per cent). Similarly,
19 per cent of the less well off Colleges spent 4 per cent of endowment assets
annually compared with 7 per cent of their richer peer group. Thus, twice
as many Colleges with smaller endowments (29 per cent) spent 4 per cent
or more compared with the richer ones (15 per cent). It is not surprising as
Colleges with larger endowments are capable of providing substantial support
for their operations by spending a smaller proportion of their endowment. As
Colleges are not obliged to spend a fixed amount annually, the richer Colleges
are able to provide substantial support for their operations without having to
spend a larger portion of their endowment assets.

Results of the 2004 NACUBO Endowment Study show an average spending
rate of 5.0 per cent with most institutions using a 3-year moving or rolling
average market value approach and with larger endowments spending a
smaller percentage of their assets than smaller endowments. Over the last
decade, average annual spending rates rose steadily from 4.5 per cent in
1995 to 5 per cent in 2004. Public institutions reported lower spending rates
compared to independent institutions for every year during that period. The
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year 2004 also marked the widest gap between reported spending rates among
public (4.3 per cent) and independent (5.3 per cent) institutions. For public
institutions, the 2004 spending rate was the lowest since 1997, while the rate
for independent institutions was the highest over the past 10 years.
According to the Commonfund Benchmarks Study: Educational Endowment
Report, 2005, the average spending rate reported in the Study was 4.8 per
cent, down from 5.1 per cent in 2002. The largest institutions spent at a
higher rate than smaller ones: 5.1 per cent for those with assets over $1 billion
compared with 3.5 per cent among those with assets under $10 million. ‘“The
reason for this would appear to be the higher dependence on endowment
income among larger institutions, a factor that can have negative effect in
times of economic stress when other sources of revenue, such as government
funding, are declining. Smaller institutions, on the other hand, are more often
dependent upon gift flows and less dependent on endowment income, and
can cut back on spending more quickly when faced with market declines or
when they wish to rebuild their endowment after such a period of decline.”
Fifty-two per cent of US educational foundations reported they made no
changes to their spending rate in the past year; meaning that nearly half
did. The Commonfund Study shows that over a 2- or 3-year period, a large
proportion of institutions made ‘changes to their spending rate. No doubt
they are trying to adjust to changing economic and budget conditions at
their institutions. Thirty-one per cent decreased their spending rate and 14 per
cent increased their rate. The largest institutions report having increased their
rate most often (31 per cent), while the smallest institutions report having
increased it least often (9 per cent).’1°
According to the Commonfund Benchmarks Study: Foundations and Operating
Charities Report, 2005, which monitors community, private, and public foun-
dations in the United States, the average spending rate in 2004 among the
participating foundations was 5.8 per cent, down from 6.3 per cent in 2003
and 6.0 per cent in 2002. This may have been due to improving financial
circumstances of grantees as charitable giving improved in most non-profit
sectors. It may also signal recognition that consistent spending above 6 per
cent annually will cause private/independent foundations to eventually go
out of business in the absence of further additions to their funds.!!
Community, private, and public foundations support different spending
rules compared to educational institutions, which have different sources
of income and wish to sustain their operations in perpetuity. Not all US
endowments and foundations have to adhere to the IRS minimum 5 per
cent spending rule. The 5 per cent spending rule for charitable institutions
in the United States applies to private foundations defined by the IRS as
institutions deriving the majority of their funding from a limited number
of sources. Public foundations and university endowments are exempt from
the 5 per cent rule. Just over one-third (35 per cent) of foundations in the
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Commonfund Benchmarks Study, 2005, for example, report their spending rule
as meeting the IRS minimum of 5 per cent. Smoothing the flow of spending
is a challenge for private foundations, given the complexity of formulas and
ratios legally required to calculate the rate of spending. Almost half (46 per
cent) the institutions said they spend a percentage of a moving average each
year.1?

While the average 5 per cent spending rate among educational endowments
in the United States exceeds the average spending at Oxbridge institutions,
spending among Colleges is in line with other major endowments and char-
ities in the UK. The Wellcome Trust, Britain’s largest endowment and the
largest biomedical charity in the world with an asset base of £10.6 billion
in 2004, spends on average 3-4 per cent of its endowment assets annually.
Spending as a proportion of the Trust’s asset base over a 3-year rolling average
(equally weighted) was 3.5 per cent over the past decade or so. Expenditure
targets for the Trust may be over or under spent in any given year, reflecting
the nature of its long-term commitments.

Not all educational institutions in the United States regularly spend over
5 per cent of their endowment assets annually. Harvard’s spending rate, for
example, was 4.5 per cent in 2004, 4.9 per cent in 2003, and 5.1 per cent in
2002, up from 4.8 per cent in 2001 and 3.3 per cent in 2000. Harvard Uni-
versity’s distribution policies, like other established institutions committed
to perpetuating their mission indefinitely, are designed to preserve the value
of the endowment in real terms (after inflation) and to generate a predictable
stream of spendable income. Endowment investments are managed to achieve
the maximum long-term total. As a result of this emphasis on total return,
the proportion of the annual income distribution funded by dividend and
interest income or by capital gains may vary significantly from year to year.
Amounts withdrawn from endowment capital gains to fund the fiscal year
2004 and 2003 distributions for Harvard totalled $644.9 million and $471.7
million respectively.

The portion of investment returns earned on endowment and distributed
by Harvard each year is based on a rate that is annually approved by the
Corporation. This rate is not set based on a specific formula, nor is it directly
tied to current investment returns. Rather it reflects expectations about long-
term returns and inflation rates and seeks to maintain the distribution rate
at between 4.5 and 5.0 per cent of the market value of the endowment. The
annual distribution rate does not mechanically follow annual total return,
but is adjusted to reflect the endowment’s distribution policies in terms of
preserving its long-term value. In 2000, when the endowment'’s total return
was 32.2 per cent, the amount distributed was 3.3 per cent; in 2001, total
return declined by 2.7 per cent, while distribution rose to 4.8 per cent.
Similarly in 2002, total return was down 0.5 per cent, while distribution
from the endowment rose to 5.1 per cent. In 2003, total return picked up to
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12.5 per cent and the distribution rate fell to 4.9 per cent; and in 2004, total
return was 21.1 per cent while distribution rate was lower at 4.5 per cent. This
flexibility to adjust the spending rate enables the University to maintain its
long-term value in real terms.!3

Smoothing mechanism applied in determining spending rate

Most institutions in Oxford and Cambridge have informal, if not formal,
spending policies in place today. Those Colleges that do not have a spend-
ing policy expect to spend a notional level of income annually from the
endowment. At the time of our initial interviews, 30 per cent of respondents
had established spending rules which took into account the mechanism to
be used in determining the annual rate of spending. Most of these Colleges
opted for a specified rate of spending based on rolling, weighted averages of
the asset base over a period. The University of Cambridge, in redefining its
endowment management process recently, also adopted a Yale style spending
rule.

More Oxford and Cambridge institutions have been defining and adopting
some form of a spending policy since this study was initiated. There appear to
be greater similarities of approaches adopted than differences. As one bursar,
in the process of establishing a spending rule, explained: ‘I think it will be
defined as X per cent of the average valuation over the last N years, where N
would probably be 3 and not 10 years. As things stand, we spend all income.’
And so did the majority (56 per cent) of Colleges in 2002-3; they typically
spent income and dipped into reserves as and when required. In the 2003-4
published accounts of Oxford and Cambridge Colleges, 86 per cent reported
‘total return’ policies in Oxford compared to 50 per cent of Colleges in Cam-
bridge. As Cambridge institutions have recently moved towards total return
investing, the latest 2004-5 accounts reflect comprehensive implementation
of total return policies.

Table 4.4 gives a breakdown of the distribution of the rolling market value
averages employed by Oxbridge institutions (26 per cent) that had a defined
spending policy formula in place in 2002-3.

Most of these spending formulas were based on endowment market values,
equally weighted, over a period. The smoothing formula adopted ranges from
1 year, for 22 per cent of respondents, to 6 years for half as many institutions
(11 per cent); the majority (44 per cent) adopted a 3-year equally weighted
moving average market value approach, which is widely used among US edu-
cational endowments. As Oxbridge Colleges were required to spend income
until very recently, their spending was constrained by the level of income
available from interest, dividends, and rents received from the endowment
portfolio. As the data suggest, just a quarter of institutions, mostly in Oxford,
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Table 4.4. Interval over which spending
rate is smoothed, in per cent

Interval  Oxford  Cambridge  Oxbridge

1 year 11 11 22
2years  — — —

3 years 17 28 44
4 years 6 — 6
5 years 17 — 17
6 years 6 6 11
All 56 4 100

had made the transition from income to total return. The majority of these
institutions also conducted that process of change with guidance from their
investment consultant. The low usage of investment consultants within the
Oxbridge community, compared to the pension fund sector, was remarkable.
While smaller charities in the UK were unlikely to employ an investment
consultant, the larger ones typically do so.

Today, a larger proportion of Oxbridge institutions have adopted total
return policies and employ relatively more sophisticated approaches to their
spending and investment processes. One College described a distribution
policy based on a smoothing formula spread over a 4-year period with decreas-
ing weights attached, with a different mix of drawdown from its securities
portfolio and its property assets. According to this bursar: ‘We spend 3.6 per
cent of the 4-year weighted (40, 30, 20, 10) average of the securities portfolio’s
value, and 4.5 per cent of a similar four-year average of the property portfolio’s
value.’

Other spending definitions were based on long-term asset returns. One
bursar defined the College’s spending rate in the following words: ‘Assuming
a long-term real investment return of 6 per cent, the annual amount taken
from the endowment should not exceed 4 per cent of the average of the
latest 5 years’ year-end market valuations, subject to a floor and a ceiling.’
For another: ‘The College spends 4 per cent of the 6-year rolling average of its
endowment assets. We are moving towards a total return investment policy.
In calculating the 6-year average, we use full weight on the last 4 and half
weight on the remaining two years.” On the whole, Colleges are putting in
place what they consider are sustainable spending policies as they make the
transition from income-only spending towards ‘total return’ policies.

In the United States, the large majority of educational institutions
(82.6 per cent) reported using an annual spending rule that represented a
pre-specified percentage of the moving average of endowment market values.
Independent institutions were more likely (85.1 per cent) to employ such
rules compared with public ones (77.0 per cent); also those with larger endow-
ments, over $1 billion in assets, were less inclined to do so. Interestingly, the
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Table 4.5. Frequency of spending rules within US educational institutions

Methodology Proportion (%)

Spend pre-specified percentage of moving average of market values  82.6

Decide on an appropriate rate each year 7.6
Spend a pre-specified percentage of beginning market values 4.3
Increase prior year’s spending by a pre-specified percentage 2.1
Spend a pre-specified percentage of current yield 1.5
Spend all current yield 1.4
Increase prior year’s spending by the inflation rate 0.5

Source: 2004 NACUBO Study.

largest and the smallest asset size endowments were both less likely to use this
spending rule (71.1 per cent in each case). Institutions with assets between
$100 million and $500 million were most likely to spend a pre-specified
percentage of moving average of market values (88.3 per cent) followed by
those with assets between $25 million and 50 million (86.2 per cent) and
those between $500 million and $1.0 billion (84.6 per cent).

The largest and the smallest asset size endowments in the United States
also shared another characteristic; both reported they prefer to decide on an
appropriate rate to spend each year, 15.8 and 14.0 per cent respectively. Only
5.0 per cent of independent institutions reported such a policy, while the
average for all the institutions in this category was 7.6 per cent. Institutions
with more than $1.0 billion in endowment assets were also more likely to
increase prior year’s spending by a pre-specified percentage (10.5 per cent).
Only 2.6 per cent of the largest endowments increased prior year’s spending
by the rate of inflation. Less than 2 per cent of institutions spend all current
yield.!*

Table 4.5 summarizes the methodology employed by US institutions in
determining the annual spending rule. The table is ranked by the frequency
with which each rule is followed.

Institutions across all endowment categories in the United States are far
more likely to base their spending policy on a pre-specified percentage of the
moving average of market values than on any alternative strategy. According
to the Commonfund Benchmarks Study: Educational Endowment Report, 2005,
63 per cent of institutions in the US report ‘they employ either a three-year
or 12-quarter moving average of market value as a smoothing mechanism in
their spending formula; 38 per cent use the three-year and 25 per cent use a
12-quarter moving average. It is more common among the largest institutions
to use a longer time period (five years) for their moving average, or to report
some other spending policy entirely. It is worthy of note that overall 8 per cent
decide on an appropriate rate each year, a practice reported by 22 per cent of
the smallest institutions. Also, 29 per cent of participants reported changing
their spending policy in the past year.’!®
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The recent bear market caused many institutional administrators and
boards of trustees to re-evaluate their endowment spending policies. Strategies
under consideration in 2003 were: expanding the traditional 3-year-moving-
average to a 5-year average; the creation of income stabilization reserves;
increasing the prior year’s distribution by a fixed percentage each year; and
setting minimum and maximum distribution ranges. Severe multi-year bear
markets are once-in-a lifetime events. Therefore, institutions should consider
the full range of factors influencing investments rather than using the rare
event of a bear market as the sole basis for a decision to change their spending
practices.!¢

Traditionally, Colleges in Oxford and Cambridge distributed their endow-
ment income to support operations, supplementing other sources of income
such as fees and other charges. The aim was to balance the budget over the
medium term. When Colleges ran a deficit, they reduced spending; if that was
not viable they dipped into College reserves or borrowed from the endowment
at zero rate of interest. ‘I suppose the way we would argue’, explained one
bursar ‘is that we have built up reserves over the past years. So, there is a
certain amount of our capital, which is not endowment capital. Essentially
we eat into that or add to it depending on the overall state of our finances.
In the late 1990s, we added to it; now we are taking money from it to tide us
over.’

As Colleges in Oxford and Cambridge have only recently started developing
total return spending policies, they have had the advantage of a bear market
cycle in addition to a low inflationary environment as a base to build on.
Determining spending rates at the peak of a bull market, for example, or
in an inflationary environment imposes a different set of challenges. Some
Colleges have minimum and maximum distribution ranges in place as well as
stabilization reserves. Though the typical spending rate is around 4 per cent of
assets, these ratios appear to be defined individually among institutions. Many
spending rates continue to be linked to the yield of the UK stock market rather
than to long-term total return target based on a globally diversified portfolio
of assets. As institutional investments are spread widely across assets and
markets, the bias towards determining spending rates based on the dividend
yield of the home market also needs to be addressed.

As one bursar explained the home yield bias: ‘As the running yield for the
[inflation] index-linked gilt-edged stock 2009 is 2.48 per cent, if it is then
accepted that the College can spend 2.48 per cent of its capital with the aim of
still protecting its capital against inflation, then the advised spending should
not be more than 2.48 per cent—including capital spending and spending
directly from endowment income.” Another bursar had a similar view: ‘What
we spend is close to the FTSE All Share yield. We try to avoid deficits in the
College’s spending. Thus, if we had no endowment, one would spend 20 per
cent less (as that is the income derived from the endowment), or find another
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source of income. Our investment take from the endowment has been reduced
to 3.5 per cent on a three-year moving average.” These observations convey
a reasonable level of analysis of the status quo, as well as a high level of
prudence; but they are consistent with income-only spending practices. As
institutions such as Harvard and Yale currently invest in a significantly wider
range of assets, they no longer think in terms of the yield on their investment,
but determine their spending rate based on expected long-term return of their
portfolio.

It will take some time for institutions in Oxford and Cambridge to make
that strategic shift towards total return thinking. A number of Colleges in
Cambridge, for example, reported they were ‘not allowed’ to spend capital as
opposed to choosing to spend income. The number of Colleges with total
return investment objectives in Cambridge were significantly less than at
Oxford at the time of this study. However, Cambridge made a formal tran-
sition towards adopting total return policies, and Colleges are in the process
of implementing new spending rules. As one bursar explained, referring to
their spending policy: ‘We take 4 per cent from our endowment assets. We
smooth it by adjusting the deficit or the surplus in our budget each year. We
are running a deficit at the moment and aim to adjust our budget downwards
over the next few years to bring it into balance.” Many Colleges were in a
similar position, running operational deficits for the last several years, with
the deficits financed from reserves and the endowment. The recovery in
market values since 2003 enabled most of these institutions to recover from
operating such deficits, particularly in 2004-5.

Spending rate and inflation

In determining the spending rate, institutions typically take into account their
internal rate of inflation to achieve their twin goals of providing a consistent
flow of revenue to the operating budget while preserving the purchasing
power of future generations. Lowering their exposure to volatile changes in
market value of their endowment is a dominant concern, as is the need to
ensure a stable source of inflation-adjusted income. Two-thirds of Oxbridge
spending policies are linked to the institution’s internal rate of inflation,
which was defined as Retail Price Index (RPI) plus 1 per cent or more. As
salary costs comprise the bulk of academic institutional costs, most bursars
indicated their internal inflation rate as being higher than RPI (by 0.5 to 2 per
cent), depending on the average rate at which academic salaries appreciated.

Table 4.6 shows how respondents defined spending rate with reference to
inflation.

Over one-third (36 per cent) of respondents did not refer to inflation
when defining the spending rate, though a widespread recognition of higher
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Table 4.6. Linkage between spending rate and inflation,

in per cent

Link to inflation Oxford Cambridge Oxbridge
Did not refer to inflation 20 16 36

No more than RPI 7 5 11
HEPPI 3 2 5
Oxford inflation 7 8 15
Inflation above RPI 20 13 33
Total 56 44 100

RPI = Retail Price Index; HEPPI = Higher Education Pay and Prices Index.

inflationary pressures within the educational sector was greatly in evidence
among the rest of the respondents. Costs for higher education were expected
to continue to rise at a rate higher than general inflation. Educational endow-
ments aim to work their assets harder to be able to retain their long-term
spending power. Preserving the long-term purchasing power of the endow-
ment requires that assets must grow above the rate of inflation assumed by
the institution. According to one Oxford bursar:

The spending policy has been defined in an informal way since I was here and
before, but it was formally established a month ago. The 4 per cent figure has been
circulating among various Oxford Colleges. Some Estates Bursars get together from
time to time, and there are some who advocate 4.5 per cent and others advocate
a lower figure. It has always seemed to me that 4 per cent is a reasonable target to
aim at, partly of course because one hopes that the total return will be higher than
that, but on the other hand many of our costs are salary costs which rise faster
than RPI. So you need a growing endowment to cope with salary cost rises. So, if
we take 4 per cent, and the endowment actually goes up by 5 per cent in real terms
then at least we are safeguarding the future to some extent.

Another Oxford bursar pointed out that as the College ‘income was growing
slightly lower than Oxford inflation’, going forward ‘the College faced a
problem, as certain expenditures cannot be curtailed’. Roger Van Noorden
of Hertford College in Oxford runs what is informally known as the Van
Noorden index, based on inflation data collected from among the Oxford Col-
leges. Most Colleges use the Higher Education Pay and Prices index (HEPPI)
in determining expected rates of investment return and spending. In the
words of one bursar: ‘The way we factor in inflation is reflected in our biggest
expenditure, which is of course, salary. Then we also have maintenance costs.
For the past few years, our inflation rate has been 3.2-3.5 per cent. We do look
at the Van Noorden index, but we may not always agree with its assumptions.
So, currently the way the endowment is managed, there is not much room for
growing it, or even sustaining it in real terms.’
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According to another Oxford bursar, defining the College’s spending pol-
icy with specific reference to inflation, the assumptions were surprisingly
different:

The rate of expenditure from endowment is about 3.5 per cent, which com-
prises almost 60 per cent of the College’s total expenditure. Over 50 per cent of
expenditure is payroll related (which is rising no more than at the rate of RPI as
many of our staff are low-paid and work also on a temporary basis), and repairs,
amortisation, cleaning and property-related running costs account for a further
30 per cent. The rate of pay increase is related to pay scales rather than the absolute
level of pay. Academic pay tends to increase at a slower rate than non-academic
pay, because older academics are retiring and younger ones are being appointed at
lower scale points, and because there is no discretion with regard to academic pay
which is subject to national ‘negotiation’.

The endowment is sufficiently robust to sustain current levels of expenditure for
the foreseeable future, but could not withstand significant capital expenditures,
or additional ongoing revenue projects. The College is heavily dependent upon
endowment, rather than operating revenues, for its survival, and the rate of capital
appreciation in endowment is constrained. The College must continue to cultivate
other sources of funding. Around 55-60 per cent of the College’s annual revenue
expenditure has been met from endowment. In order to sustain this level of
expenditure, endowment return should be not less than 3.5 per cent.

This bursar was the only Oxbridge bursar to suggest that their College’s
rate of inflation was lower than RPI. It is widely accepted that educational
institutions face different challenges in restraining their expenditures. Cuts in
operating budgets were made across the sector as a result of the 2000-3 bear
market. While certain inefficiencies have been addressed, it is clear that Col-
leges do not have significant scope for further reductions in their expenditure
without compromising on the quality of their services. Most Colleges seek to
enhance returns on their endowments to be able to secure a higher level of
support from the endowment.

As one bursar, whose spending rate was relatively high (4.5 per cent) in the
Oxbridge context, pointed out: ‘In order to spend more, we need to invest
aggressively. Holding on to a lot of property, cash and fixed interest does
not deliver a 5.8 per cent spending, which the College had been spending
historically. So, we had to cut back our spending while altering our asset
allocation as well. When the College was rich, it got used to spending at
that rate. But, when times changed, that was no longer viable. Portfolios that
generate higher returns do not also offer high yields. Hence, changing the
asset allocation of the College has been necessary for the long-term viability
of the College.” If Colleges are more open to exploring new asset allocation
policies that could yield higher long-term returns, it could well support higher
spending rates.
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In the United States, 14 per cent of participants in the Commonfund
Benchmark Study indicated using the Higher Education Price index (HEPI),
with 40 per cent of the largest institutions and 6 per cent of the smallest
institutions indicating they did so. Very few (5 per cent) independent schools
use the index at present, while 18 per cent of private and public institutions
reported using HEPI. Among those who use the index, more than half indi-
cated applying it to their budget process, with the smallest institutions most
frequently reporting this use (83 per cent) and the largest institutions more
often citing other uses, such as determining purchasing power, analysis or
comparison, or to explain or rationalize tuition or fee increases. One-third
of private foundations indicated they used HEPI in setting spending rates,
while all other types of institutions more often used the index in their budget
process.!”

Conclusion

Analysis of endowment income distribution (among the 36 Colleges in
Oxford and 25 in Cambridge that published 2003-4 accounts in the SORP
format, but excluding the two universities) as a percentage of the market
value of the endowment at the end of the previous financial year revealed
that endowment spending among Oxford and Cambridge Colleges ranged
from a low of 1.7 per cent to a high of 13.0 per cent. All Souls College, for
example, distributed £4.4 million in 2003—4; this represented 3.1 per cent of
the market value of its endowment at the end of financial year 2002-3. One
exception was Templeton College, which reported distributing 29 per cent of
its endowment value compared to 67 per cent the previous year.

The average distribution from the endowment was fairly similar—4.1 per
cent for Oxford compared to 4.3 per cent for Cambridge. Table 4.7 illustrates
how the Colleges in Oxford and Cambridge distributed income from the
endowment.

Data for Cambridge Colleges serve as a guide only as the aggregate numbers
exclude the contribution of six Colleges with significant endowments; they
include Trinity, St John's, Queens’, Christ’s, and Emmanuel. Overall, 39 per
cent of Oxbridge Colleges spent 4-5 per cent of endowment assets; 26 per cent
spent over 5 per cent, 23 per cent spent 3—4 per cent, 8 per cent averaged 2-3
per cent while 5 per cent spent less than 2 per cent of assets.

More Colleges in Oxford distributed 4-5 per cent of endowment assets
annually compared with Cambridge where the distribution was more evenly
spread between Colleges that spend 4-5 per cent and others that distributed
3—-4 per cent annually. On average, Cambridge Colleges spent more from the
endowment than Oxford Colleges; 92 per cent of Colleges in Cambridge dis-
tributed more than 3 per cent of the endowment compared with 83 per cent
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Table 4.7. Distribution of spending rates, in

per cent

Rate Oxford Cambridge Oxbridge
>5% 22.2 24.0 23.1
4-5% 41.7 36.0 38.8
3-4% 19.4 32.0 25.7
2-3% 11.1 4.0 7.6
<2% 5.6 4.0 4.8
Average 4.1% 4.3% 4.2%

Data for Oxford colleges are from the University of Oxford,
Financial Statement of the Colleges, 2003—4. Data for Cam-
bridge Colleges are from Cambridge University Reporter,
Accounts of the Colleges, 2003—4.

in Oxford. As the average size of endowments among Cambridge Colleges is
also higher, Cambridge institutions tend to spend more in absolute terms as
well compared with Colleges in Oxford.

In 2002-3, distribution rates were marginally higher, as market values of
endowments were lower in 2002. Stock markets recovered during 2003-4, and
with it the equity-oriented portfolios of these institutions, enabling Colleges
to distribute less from the endowment to sustain operations. In 2002-3, for
example, spending rates among Colleges in Oxford ranged from a low of
2.2 per cent to a high of 11 per cent; the average was 4.2 per cent. In 2002-3,
one-quarter of Colleges in Oxford distributed 5 per cent or more of the market
value of their endowment during the previous year. About a third (30.6 per
cent) of institutions spent 4-5 per cent of the endowment, while a similar
number spent 3—-4 per cent. About 14 per cent of Colleges spent less (2-3 per
cent). Comparative data were not available for Cambridge Colleges. Anecdotal
evidence suggests that on average Colleges have been spending 4-5 per cent
of income from the endowment over the past several years; thanks to their
income-only spending policy in the past. Some Colleges spent significantly
more, but such excesses are relatively rare today.

Comparison of spending policy and investment return target for Oxford
and Cambridge institutions suggests that distribution rates and expected total
return from endowment assets did not have a correlation. More Colleges sug-
gested an average spending rate that was higher than their internal targeted
rate of return from the endowment; it was not clear in some instances if
the higher rate of inflation among these institutions was accounted for. The
numbers reported could be misleading as the majority (75 per cent) reported
spending only income without spending any capital.

There are not enough long-term data in the public domain to analyse the
extent to which the purchasing power of Oxbridge College endowments have
been eroded over, let us say, the last half-century. Such data inevitably exist
in the Colleges; hopefully, such information can be accessed and analysed in
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the future to shed light on the investment and spending practices of these
institutions over the past century, if not earlier. In the recent past, there is no
evidence to suggest that endowment capital was annually augmented by the
combined rate of distribution and inflation. On the contrary, there is evidence
that Colleges regularly borrowed from the endowment at preferential rates,
typically zero rates of interest. Thus, spending income can be no more prudent
than implementing a spending policy that is not linked to investment returns
and inflation.

Among institutions participating in the 2004 NES survey in the United
States, the spending rate varied from nil to 18.4 per cent of assets with one
institution reporting 100 per cent payout. The full-sample average spending
rate for 2004 was 5.0 per cent. Over the last decade average annual spending
rates increased from 4.5 per cent in 1995 to 5.0 per cent in 2004.1® The same
cannot be said of educational institutions in the UK, where spending was
based on income received from the endowment. US institutions also appear to
attach greater importance to intergenerational equity issues. Thus, over half
(54 per cent) of respondents in the Commonfund Study 2005 reported the
principle underlying their spending policy was to maximize the likelihood of
achieving intergenerational equity. Thirty-seven per cent reported their aim
was to provide a consistent and growing stream of income to the operating
budget, while 32 per cent reported spending policy principle was to simply
provide a consistent stream of income.?

In determining spending policy among educational institutions, it is impor-
tant to consider not only the needs of current beneficiaries but also that of
future generations. The percentage of annual drawdown from the endowment
is as important as the need to maximize investment returns at any given level
of risk. The methodology used in making such withdrawals is therefore critical
as is evident from Yale’s experience. Using an annual withdrawal formula
simply transmits the market volatility into the operating budget assumptions.
Most US institutions use, for example, a rolling 3-year average market value
approach resulting in the spending of 5 per cent of the endowment value.
There is no hard and fast rule for setting spending policies. As the 2003
NACUBO Endowment Study states:

An institution should compare its practices with peer institutions, taking into
consideration a number of factors such as endowment size, endowment payout
as a percentage of total operating budget, need for income stability, portfolio risk,
enrolment growth, and relationship between unrestricted and restricted endow-
ment funds. While the moving market value approach has worked reasonably
well, the increased volatility in the capital markets are causing many institutions
to consider other distribution approaches that may provide additional stability to
their operating budgets. One approach involves the creation of income stabiliza-
tion reserves; another relies on an automatic increase to the amount distributed
during the prior year.

119



Spending policy

One other important measure relates to endowment per student. A reporting
institution’s total may include the endowment of its medical school, with a
relatively small student population, making the endowment-per-student number
much higher than it would be were only the undergraduate programs included.
Also enrolment growth should be taken into consideration as sharply rising annual
enrolment can quickly reduce the endowment-per-student numbers. Using a care-
fully selected group of peer institutions, about which one holds certain critical
information, makes comparison data much more useful.?’

Determining a sustainable spending rate is among the key decisions that
the Governing Body of a College is responsible for. If an institution places
emphasis on its current academic operations alone, then distributions from
the endowment may not be adjusted for fluctuations in the market value
of investments. At the other extreme, focusing on endowment preservation
may mean that funds over and above the rate of inflation alone would be
made available for current spending. Setting a sustainable spending rule assists
in greater fiscal discipline. The move towards adopting total return policies
among institutions in Oxford and Cambridge is a welcome development as
Colleges implement asset allocation strategies that focus on long-term returns
rather than providing only income. Total return strategies offer opportunities
as well as challenges; inappropriate allocation of assets can prove equally
detrimental to preserving real value of endowment while providing a stable
source of income.
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Asset allocation

Introduction

Maximizing spending today while preserving the purchasing power of the
endowment for posterity is one of the most fascinating challenges for truly
long-term investors. Even among institutions with very similar objectives,
such as Colleges in Oxford and Cambridge, not to mention the world of
foundations, endowments, and charities in general, seemingly minor differ-
ences in character result in amazingly diverse purposes and objectives. Invest-
ment objectives therefore serve as the framework within which appropriate
portfolios are generated. Investors examine combinations of portfolio asset
allocations and spending policies to generate a portfolio that best reflects long-
term institutional goals.

Most foundations and endowments use a strategic asset allocation approach
in arriving at their policy portfolio. They commonly use a quantitative model,
which factors in risk, return, and correlation assumptions, leading to an
average annual return projection over a market cycle. Several issues influ-
ence the overall investment strategy, portfolio management and long-term
planning goals. Factors such as the size of an institution’s endowment, the
spending rate, the mix of restricted and unrestricted funds in the endowment
all impact on long-term asset allocation and investment performance. The
best investment committees take a long-term view, and ensure that buoyant
markets do not mask flawed investment and spending policymaking.

Institutional investors generally consider asset allocation to be critical to
investment returns though market timing and security selection also play
a role. Studies suggest that more than 90 per cent of variability of institu-
tional portfolio performance is derived from asset allocation; market timing
and security selection make at best marginal, often negative, contribution to
overall returns.! Given the difficulties associated with selecting portfolios of
outperforming securities, not to mention getting market timing right, most
long-term investors hold broadly diversified portfolios and in general do not
engage in highly active trading strategies, though they might include such
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strategies in their risk allocation. Institutional investor behaviour is therefore
responsible for the importance of asset allocation in determining investment
returns.

By placing asset allocation at the centre of the investment process, institu-
tions define the essence of their investment policy. In selecting the assets they
choose to buy, institutions similarly extend that definition. Assets are chosen
with a view to meeting fundamental investment objectives. There is histor-
ical evidence to support the view that equities provide higher returns than
bonds.? While these returns vary from country to country, equities generally
yielded a higher return to compensate for their higher risk characteristics.
Investors seeking to maximize long-term expected returns gravitate towards
higher allocations to assets that generate equity-like returns, including invest-
ments in alternative strategies. A diversified portfolio thus fulfils the fiduciary
obligations of trustees by securing higher long-term returns at a selected
risk level.

Achieving higher returns is one way of resolving the conflict that endow-
ments face in providing for operations today while preserving future pur-
chasing power. Managers of endowments believe that maximizing long-term
investment return is critical in meeting the challenge of maximizing spending
today and tomorrow. For example, about half (47 per cent) the institutions in
Oxford and Cambridge emphasize maximizing returns as their investment
objective. The ability to pursue asset allocation policies that enhance the
scope for maximizing investment return within acceptable risk parameters
enables institutions to meet their twin objectives.

In principle, institutions in Oxford and Cambridge are not constrained
in their choice of investments. Though the size of individual endowments
and the historical asset mix can influence asset allocation; for example, the
inability to access investments in alternative strategies, such as private equity
or hedge funds, due to the small size of individual College endowments. The
need to secure a certain level of income annually also appears to impact allo-
cation decisions. While Colleges have been innovative in finding solutions by
setting up collective investment vehicles for hedge funds and private equity,
not all Oxbridge institutions have invested in such diversification strategies.
Also, there are Colleges with substantial direct exposure to property assets
with considerable development potential.

The lack of a developed market in real estate investment trusts (REITs) in
UK/Europe coupled with direct ownership of prime property assets in the UK
appears to have affected asset allocation. Colleges with significant allocation
to property argue: ‘Endowment management revolves around determining
the future spending rate of the College and locating matching assets of impec-
cable earnings power to meet the needs of current and future generations.’
According to Peterhouse’s Murison: ‘Some scepticism at Peterhouse regarding
equities and indeed all assets other than property is clearly illustrated since
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the College’s endowment is 85 per cent invested in real estate. It is certainly
out of line with the popular convention to diversify across asset classes. But by
eschewing the cult of equity, the College has, over the last 30 years, exceeded
the real return on the FTSE All-Share index by an average of just over 25 per
cent annually. That might be described as a useful result of sceptical prag-
matism.” As REITs and private equity tend to be more correlated with listed
equities, investment bursars at Oxbridge consider their direct investment in
property as a better diversifier.

Asset allocation can be defined as among the key responsibilities of fiducia-
ries. Success of long-term institutional goals depends on making appropriate
allocation decisions. The level of involvement of investment committees
in determining asset allocation varied among institutions in Oxford and
Cambridge. A significant proportion (89 per cent) of investment committees
reported being involved in the asset allocation process, but only 28 per cent
considered themselves wholly responsible in making such decisions. A small
number (11 per cent) of Colleges suggested their investment committees
played no role in this critical process. The investment manager made a signif-
icant contribution in determining asset allocation for these institutions; over
half the Colleges (54 per cent) reported using the manager in this capacity.
Twenty per cent of Colleges (a slightly higher percentage in Cambridge than
in Oxford) assigned a substantial portion (25-50 per cent) of the allocation
process to their fund manager with 10 per cent of Colleges relying fully on
the manager.

Asset allocation: Oxford institutions

The distribution of asset categories, provided by participating institutions in
Oxford for which data are available for the financial year ending, July 2002, is
shown in Table 5.1.

Data supplied by two Colleges were for calendar year-end 2002. Where
data were not available, it is indicated as such. The last line is the equally
weighted average allocation for each asset class. As Colleges are not required to
disclose their endowment asset allocation in the published annual accounts,
this study has benefited enormously from the information supplied to us by
the participating institutions. Most Colleges provide a breakdown of assets
between property and non-property investments in their published accounts,
but there is no information on the distribution of assets within these broad
asset categories.

The endowment portfolios of Oxford Colleges have significant exposure to
equity; the highest total equity allocation represented 80 per cent of total
assets, the lowest was 10 per cent, and the average allocation was 55 per cent.
The highest exposure to UK equities was 62 per cent; the lowest (excluding
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Table 5.1. Asset allocation of Oxford colleges, in per cent

College Equity Fixed Alternatives Property  Cash  Total
— __  ___. income
UK OS Total PE HF  Total
1 60 20 80 5 1 — 1 — 14 100
2 54 26 80 6 5 9 14 — — 100
3 60 19 79 19 - = = — 2 100
4 na na 79 — — — — — 21 100
5 56 19 75 16 - - = 7 2 100
6 45 30 75 24 - - = — 1 100
7 54 18 71 28 - = = — 1 100
8 48 24 71 26 - = = — 3 100
9 na na 71 — — — — 29 — 100
10 54 14 68 13 na na 5 6 7 100
11 62 6 67 10 — 1 1 16 6 100
12 49 17 66 18 1T — 1 5 10 100
13 47 19 66 11 1 — 1 8 15 100
14 43 13 56 17 2 1 3 — 25 100
15 37 18 55 10 - = = 33 1 100
16 21 33 54 5 9 9 26 6 100
17 36 18 53 18 na na 3 23 4 100
18 36 13 49 1 — 2 20 19 100
19 36 12 48 8 1 — 1 8 35 100
20 22 22 44 — na na 2 46 8 100
21 19 26 44 19 — 2 2 7 28 100
22 39 3 42 26 - - = 3 29 100
23 na na 40 5 - = = 40 15 100
24 22 17 39 9 4 3 7 44 1 100
25 21 18 38 9 1T — 1 48 6 100
26 16 21 37 16 2 1 3 42 2 100
27 24 13 36 3 4 1 6 55 1 100
28 26 6 33 — — 1 1 49 17 100
29 26 6 32 — 1 1 2 64 2 100
30 20 10 30 32 — 5 5 30 2 100
31 na na 10 12 - = = 75 3 100
Average 38 17 55 12 1 1 2 22 9 100

OS = Overseas; PE = Private equity; HF = Hedge Funds.

the only College with 10 per cent in equities, which did not provide its UK
proportion) was 16 per cent. The average holding, at 38 per cent, was more
than twice the average exposure to overseas equities (17 per cent), in which
asset category the highest allocation was 33 per cent and the lowest 3 per cent.

As far as investment in other asset classes was concerned, five (16 per cent)
Colleges in Oxford had no exposure to fixed income, though the overall aver-
age allocation was 12 per cent. Four of the five Colleges with no fixed income
assets also held significant property assets, ranging from 29 to 64 per cent of
their endowment portfolios. Only one College reported having no property
or fixed income assets in its portfolio; instead, it had 79 per cent invested
in equities, and the rest was in cash. The stable income-yielding virtue of
property was valued as a reliable substitute for fixed income assets by most
Oxford bursars.
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Over one-third (35 per cent) of Colleges in Oxford had no investments
in alternative strategies. Over half the Colleges (52 per cent) had no invest-
ments in private equity, and a similar number (55 per cent) had no expo-
sure to hedge funds. The equally weighted average allocation of 2 per cent
to alternative strategies among Oxford Colleges rose to 3.4 per cent if
one excluded the Colleges with no exposure to such investments. Only
19 per cent of institutions had 5 per cent or more invested in alternative
strategies. While some investment strategists believe that less than 10 per
cent allocation to any asset class is not meaningful, for investors new to
alternative strategies, a gradual increase in such allocation is the prudent
approach. The cost of switching in and out of such strategies can be puni-
tive. So, building up a portfolio to match the policy target over a period is
recommended.

It is interesting that over one-quarter (26 per cent) of Colleges in Oxford
reported no property holdings in their endowment portfolios though some
of these Colleges own substantial operating property assets. If these Colleges
were required to report on a total asset basis, regardless of whether the assets
were classified as operational or endowment, then the asset distribution would
appear significantly different. Among Colleges reporting an allocation to
property in the endowment, the highest allocation was 75 per cent and the
lowest was 3 per cent.

Asset allocation: Cambridge institutions

The distribution of assets as disclosed by 26 Cambridge institutions for finan-
cial year ending, June 2002, is given in Table 5.2. The asset mix supplied by
six Colleges was at financial year-end June 2003; and two Colleges reported
their allocations at calendar year-end 2002. Some Cambridge Colleges also
did not give a full breakdown of their asset allocations. Where data were not
available, it is indicated as such. The last line shows the equally weighted
average allocation for each asset class.

Cambridge Colleges also reported significant allocations to equity assets
in their endowment portfolios; the highest being 90 per cent, the lowest
10 per cent, and the average exposure was 52 per cent. The highest reported
allocation to UK equities was 76 per cent (compared with 62 per cent for
Oxford Colleges) and the lowest was 5 per cent (compared with 16 per cent
for Oxford); the average for UK equity was 38.7 per cent in Cambridge (similar
to Oxford’s 38.2 per cent), which in Cambridge was closer to thrice the average
holding in overseas equities at 14 per cent. It can be argued that individual
institutions in Cambridge were more willing to take investment decisions that
diverged from the norm.
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Table 5.2. Asset allocation of Cambridge colleges, in per cent

College Equity Fixed Alternatives Property  Cash  Total
— __  ___. income
UK OS  Total PE HF  Total
1 66 24 90 10 - = = — — 100
2 76 12 88 10 - - = — 3 100
3 63 20 83 16 - = = — 2 100
4 58 22 81 7 - = = 6 100
5 45 28 72 14 - - = 1 3 100
6 53 19 72 14 - - = 1 100
7 63 9 7N 23 - = = 6 100
8 42 27 70 29 - = = — 2 100
9 60 7 67 27 - - = — 6 100
10 42 21 63 14 - = = 16 7 100
11 48 14 62 6 1T — 1 13 19 100
12 na na 58 5 - - = 33 3 100
13 45 5 50 4 — 1 1 37 8 100
14 na na 43 — 1T — 1 43 14 100
15 27 16 43 46 - = = 6 5 100
16 32 8 40 19 - = 41 — 100
17 19 17 37 7 - = = 50 7 100
18 18 15 34 6 na na 6 53 2 100
19 14 19 33 6 na na 5 42 14 100
20 25 8 33 28 3 — 3 30 6 100
21 na na 32 — T — 1 66 1 100
22 23 9 32 7 — 2 2 58 1 100
23 28 2 30 10 - - = 48 13 100
24 19 10 29 5 - = = 66 — 100
25 20 8 28 7 - = = 62 3 100
26 5 5 10 — - - = 90 — 100
Average 39 14 52 12 o o 1 30 5 100

OS = Overseas; PE = Private equity; HF = Hedge funds.

Three (12 per cent) Cambridge Colleges had no fixed income investments,
though the average allocation for the asset class was 12 per cent, exactly
the same as in Oxford. Of the three Colleges with no fixed income assets,
all had high exposure to property, ranging from 43 to 90 per cent of total
endowment assets. The average holding in property for the three Cambridge
Colleges with no fixed income investment was two-thirds (66 per cent) of
their overall endowment portfolio. Like their counterparts in Oxford, about
one-quarter (23 per cent) of Cambridge Colleges also had no property assets in
their endowment portfolios, though some of these Colleges owned significant
property assets albeit outside the endowment portfolio. The highest allocation
to property within a Cambridge College (90 per cent) was substantially higher,
compared with Oxford Colleges; and the lowest allocation in Cambridge of
6 per cent was twice the lowest allocation in Oxford.

Almost twice (69 per cent in Cambridge vs. 35 per cent in Oxford) as
many Colleges in Cambridge had no investments in alternative strategies.
A significant number (77 per cent) of Cambridge Colleges had no private
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equity assets, and an even greater number of Colleges (85 per cent) had no
exposure to hedge funds. The aggregate average allocation of just 0.7 per
cent to alternative strategies rose to an average of 2 per cent if Colleges
without any exposure to such assets were excluded. Less than 10 per cent
of Cambridge institutions had 5 per cent or more invested in alternative
strategies.

Asset allocation: Oxford versus Cambridge

Like other institutional investors, the investment committees of endowments
in Oxford and Cambridge apply a traditional approach to asset allocation
whereby risk, return, and correlation assumptions are factored into an opti-
mization model resulting in average annual return forecasts for the portfolios
over an investment cycle. By combining quantitative analysis with a sound
qualitative approach to strategic asset allocation, these committees generally
arrive at their preferred portfolio.

Mean variance optimization models are useful in identifying efficient port-
folios, though Oxbridge institutions have been reluctant users of highly
quantitative modelling tools, as they typically fail to meet the very spe-
cific needs of these institutions. The high allocation to direct property in
many endowment portfolios within Oxford and Cambridge limits the use-
fulness of quantitative analytical tools that are unable to include meaning-
ful inputs on a third of their investments. The optimization framework,
in failing to consider attributes such as liquidity and marketability of var-
ious assets, also limits its applications. Such models also assume annual
rebalancing of portfolio allocations, which is difficult to achieve in a
cost efficient manner for less marketable assets such as direct property
holdings.

As a group of institutions with similar investment objectives, Colleges in
Oxford and Cambridge exhibit a high level of individualism in their invest-
ment decisions. As far as endowment asset management is concerned, there is
little evidence of herding or following the latest investment fad. Colleges have
an idea of what the peer group in the University is doing in investment terms,
but there is little evidence of following the leader, as it were. If anything,
these institutions are conservative and can best be described as adopting a
‘contrarian’ investment approach. As a result, it is fascinating to compare their
aggregate allocation to traditional investments such as UK equities, where
both Oxford and Cambridge have very similar allocations.

The average allocation in the endowment portfolios for the Colleges at the
end of the 2002 financial year is shown in Table 5.3.

The average investment in UK equities (38-39 per cent) was remarkably
similar for both universities; so was their exposure to fixed income assets
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Table 5.3. Comparison of average Oxford and Cambridge allocations, in per cent

Institution Equity Fixed Alternatives Property  Cash
- . income —_—
UK oS Total PE HF Total
Oxford 382 170 545 121 09 12 22 22.0 9.2
Cambridge 38.7  14.1 51.8 123 0.2 0.1 0.7 30.1 5.0
Average 384 155 53.2 122 05 07 15 26.1 71

OS = Overseas; PE = Private equity; HF = Hedge funds.

at 12 per cent. The differences were mainly in allocations to foreign equity,
property, cash, and alternative assets. Oxford Colleges had 2.2 per cent in
alternative assets compared with less than 1 per cent (0.7 per cent) for Cam-
bridge institutions, who also had significantly higher investments in property
(30 per cent) while Oxford Colleges held more cash. Colleges in Oxford also
had more foreign equities. On average, their asset mix was consistent with
Oxford funds being somewhat better diversified portfolios than their peer
group in Cambridge.

Analysis of the highest and lowest allocation to each asset category among
Oxbridge institutions suggests that asset allocation was more a residue of
stock selection. Portfolios reflect the specific circumstances of these institu-
tions today though such allocations may have originally been the result of
historical developments. Thus, if Peterthouse had 85 per cent of its endow-
ment in property in 2003-4, it was as much the result of historical circum-
stances that enabled Cambridge’s oldest College to accumulate property in
the past as much as the College’s current thinking on investments. With
the retirement of Andrew Murison in 2003, and the appointment of a new
senior bursar, Mr R. S. G. Grigson, investment allocation may change. At end
of financial year 2005, allocation to total property investment remained at
835 per cent.

What individual portfolios never suggest is the use of peer group bench-
marking, as Colleges appear willing to invest in assets of their choice with-
out reference to the peer group. While average exposure to some assets
appears remarkably similar in Oxford and Cambridge, such as the exposure
to UK equities and bonds, the divergence from what could be presented as
an Oxbridge benchmark, as represented in Table 5.3, conveys an equally
powerful story. Unlike pension funds in the 1980s and early 1990s, when
balanced mandates based on peer group benchmarks were the norm, Oxbridge
institutions remain refreshingly original in their investment approach. Such
conviction investing may disappear for a host of reasons, including the rise
of ‘professional’ investment bursars and greater involvement of investment
consultants in strategic decision-making.
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Table 5.4. Comparison of highest and lowest allocations to each asset, in per cent

Allocation  Institution Equity Fixed Alternatives Property  Cash
income
UK oS Total PE HF  Total
Highest Oxford 61.6 33.0 79.7 321 51 9.0 141 75.0 35.2
Cambridge 75.7 275 89.7 46.0 26 20 6.0 90.0 19.0
Average 68.6 303 847 39.0 39 55 100 825 27.1
Lowest Oxford 16.0 3.0 100 2.6 0.5 0.7 0.5 3.0 0.7
Cambridge 5.0 45 100 3.9 0.5 1.3 0.5 6.3 1.3
Average 10.5 3.8 10.0 3.2 05 1.0 0.5 4.7 1.0

Table 5.4 illustrates the highest and lowest asset allocations in each asset
category for institutions in Oxford and Cambridge.

The highest exposure to UK equity investments in Oxford was 61.6 per cent
and the lowest was 16.0 per cent. The divergence was greater in Cambridge
where the highest exposure to UK equity was 75.7 per cent and the lowest 5.0
per cent. While the highest average total exposure to equity assets was 10 per
cent higher in Cambridge, at 89.7 per cent, the lowest average total equity
exposure for both collegiate universities was the same at 10 per cent.

The average highest allocation to equity assets among all Oxbridge insti-
tutions was 84.7 per cent compared with an overall equity average of 53.2
per cent and an average lowest equity allocation of 10 per cent. The spread
in allocation to property was larger, with the highest average being 82.5 per
cent, the overall average 26.1 per cent, and the lowest average 4.7 per cent.
The average highest allocation to UK equity at 68.6 per cent was more than
twice the average highest for non-UK equity investments at 30.3 per cent. The
average highest allocation to fixed income investments (39 per cent) was over
three times the overall average (12.2 per cent).

The greatest disparity in allocations appears in alternatives where the aver-
age highest allocation was 10.0 per cent and the average lowest allocation
was 0.5 per cent with the overall average being 1.5 per cent. Taking into
account the differential allocations in various asset classes among institutions
in Oxford and Cambridge, it can be inferred that asset allocation decisions
were arrived at quite independently.

There exists a high level of sharing of information among the Colleges,
inevitably; but there is no evidence to suggest that institutions shared asset
allocation data with a view to establishing an aggregate policy portfolio or
benchmark. Colleges cooperated, for example, in creating an internal inflation
index in Oxford. Not all Colleges used the Van Noorden inflation index,
but the fact that it existed and was consulted by some Colleges is relevant.
These institutions never felt the need to refer to any external peer group asset
allocation benchmark or establish one internally.
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Table 5.5. Comparison of asset allocations with WM and NACUBO, in per cent

Asset class Oxford ~ Cambridge  Oxbridge =~ WM charity = NACUBO
Equity 54.5 51.8 53.2 76.1 57.4
Fixed income 12.1 123 12.2 16.6 26.9
Alternative strategies 2.2 0.7 1.5 0.0 7.1
Of which
Hedge funds 51
Private equity 0.9
Venture capital 1.1
Real estate 22.0 30.1 26.1 3.4 2.7
Cash 9.2 5.0 7.1 3.8 3.9
Natural resources 0.0 0.0 0.0 0.0 0.4
Other 0.0 0.0 0.0 0.0 1.6

Source: NACUBO data for the United States, and WM Company for the UK (based on universe for
charities unconstrained by income).

Comparing asset distribution in Oxford and Cambridge with allocations
made by higher education institutions in the United States reveals that in
2002 (the year for which Oxbridge data are available) the equally weighted
average allocations though different for all asset classes had broadly similar
average equity allocations.® Table 5.5 illustrates different approaches to asset
allocation distribution, based on studies by the National Association of Col-
lege and University Business Officers (NACUBO) in the United States, and the
WM Company in the UK.

As there are no comparable asset allocation data for educational institutions
in the UK, comparing asset allocation breakdown of the not-for-profit sector
(as represented by the WM Unconstrained Charity Universe in the UK at the
end of 2002) with that of Oxbridge and NACUBO revealed some interesting
differences. The allocation to equity, for example, among US educational insti-
tutions, at 57.4 per cent, was higher than the average allocation in Oxbridge
(53.2 per cent). But charitable institutions in the UK were hugely overweight
in equities. There was a considerable home-bias in their allocation; ownership
of UK equities was 57 per cent of total assets.

Allocation to fixed income securities was also interesting as US institutions
at 27 per cent held more than twice as much as Oxbridge institutions (12
per cent). The charitable sector in the UK at almost 17 per cent was still
considerably underweight than institutions in the United States. Similarly,
US institutions were significantly weighted in alternative strategies (7 per
cent) compared with the meagre exposure to such investments in Oxbridge
(1.5 per cent). Charities in the UK had no exposure to the asset class
in 2002.

The salient feature of Oxbridge endowment portfolios is their allocation to
property, which at an average of 26 per cent was vastly overweight compared
to the 2.7 per cent invested in real estate assets by US institutions or the
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3.4 per cent by the not-for-profit sector in the UK. Oxbridge’s property alloca-
tion was similar to ownership of fixed income assets among US institutions.
The fixed income like characteristics of property was cited as a determining
factor among Oxbridge institutions as their rationale for investing in the asset
class. Oxford and Cambridge institutions also held more cash (7 per cent)
compared with US institutions (4 per cent) or UK charities (3.8 per cent).

Asset allocation and size of endowment

Results of the 2003 NACUBO Endowment Study (NES) show that the most
significant variable that influenced differences in institutional endowment
performance in the United States was asset mix or allocation, particularly
in alternative strategies. For example, institutions with assets greater than
$1 billion had 19.9 per cent in hedge funds compared to 8.3 per cent for
colleges with endowments in the $100 million to $500 million range.* As
total institutional assets rose, the exposure to alternative assets rose with
it. Thus, US higher education institutions with larger endowments also had
more exposure than smaller endowments to private equity. Institutions with
endowments valued at more than $1 billion allocated 5.2 per cent to private
equity compared with 4.2 per cent for institutions in the $501 million to
$1 billion and 2.2 per cent for colleges and universities in the $101 million
to $500 million category. Institutions with endowments worth less than $51
million on average allocated less than 1 per cent to private equity. In general,
the 2003 NES shows that size of endowment dictated the use of alternative
investments. Institutions with the largest endowments were more likely to
allocate a greater proportion for investments in real estate, venture capital,
and natural resources than those commanding lesser endowment assets.®

As a group, US higher educational institutions with larger endowments had
smaller allocations to equities and fixed income with offsetting differences
invested in alternative assets. It is important that on average all institutions
allocated more than 54 per cent of their assets to equity investments—with
the exception of the greater than $1 billion group of endowments, which
allocated 44.8 per cent on average to equities in their portfolios.® Analysis of
asset allocation in Oxford and Cambridge, based on endowment size, revealed
that larger endowments (over £45 million worth of assets) had a different asset
mix compared to allocations made by institutions with smaller endowments
(less than £45 million). As endowment assets rose, allocations to alternative
assets increased while those to traditional assets declined. Table 5.6 illustrates
the variations in asset mix and size of endowment among Colleges in Oxford
and Cambridge.

The wealthier Colleges invested less (17 per cent less) in UK equity though
the differential in overseas equities was lower (2.4 per cent). Overall, richer
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Table 5.6. Asset allocation and endowment size, in per cent

Endowment Institution  Equity Fixed Alternatives Property Cash Total
income
UK oS Total PE  HF Total

Over £45m  Oxford 28.4 148 432 105 1.1 1.3 28 386 4.8 100
Cambridge 179 9.5 364 9.1 04 02 1.6 495 3.5 100
Average 23.2 12.2 39.8 938 08 08 22 441 4.2 100

Under £45 m  Oxford 355 148 598 128 06 1.0 1.9 141 11.3 100
Cambridge 44.5 143 61.5 143 0.1 01 02 180 6.0 100
Average 40.0 14.6 60.7 13.6 04 06 1.1 16.1 8.7 100

OS = Overseas; PE = Private equity; HF = Hedge funds.

Colleges held substantially less of equity (21 per cent less), cash (4.5 per cent
less), and fixed income (3.8 per cent less) assets. The richer Colleges were also
significantly overweight in their allocation to property; they had 28 per cent
more in property than Colleges with lesser endowments. Wealthier Cambridge
Colleges had almost a third (31.5 per cent) more in property compared with
Colleges in Cambridge with smaller endowments. Less well-endowed Colleges
in Cambridge also invested more (26.6 per cent more) in UK equity assets
compared with the better off Colleges in the same university. The divergence
in asset allocation strategy appears clearly when one compares the three sets
of aggregate averages.

Table 5.7 shows, for example, that richer Colleges in Oxford and Cambridge
(with assets above £45 million in 2002) allocated 15 per cent less to UK equity
compared with the average allocation of its peer group; they also had 3 per
cent less in overseas equity and 13 per cent less of equity in total compared
with the overall average.

Table 5.7. Oxbridge asset allocation by size of endowment, in per cent

Endowment Equity Fixed Alternatives Property Cash Total
size — . income —

UK oS Total PE HF  Total
Over £45 m 23.2 122 398 9.8 08 08 22 441 4.2 100
Under £45 m 40.0 146 60.7 13.6 04 06 1.1 16.1 8.7 100
Oxbridge Average 38.4 15.5 53.2 122 05 07 15 26.1 71 100

OS = Overseas; PE = Private equity; HF = Hedge funds.

The highest discrepancy in asset allocation among these institutions
appeared in property. Richer Colleges invested 18 per cent more in property
compared with the average holding of Oxbridge Colleges, which stood at
26 per cent. Of course, in declaring a larger allocation to real estate, these
wealthier Colleges are in many cases simply reporting the holdings of the very
assets that made them wealthy. Institutions with endowment assets valued
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under £45 million had 10 per cent less in property investments compared
with the overall average. As well as holding more property, wealthier Colleges
invested more in alternative strategies and less in UK equity, fixed income and
cash. Colleges with smaller endowments were less resourceful or less able to
access investments in alternative strategies.

It is interesting to compare Oxford and Cambridge College allocations with
that of educational endowments in the United States, where the shift towards
investments in alternative assets is more clearly established. As the size of
investment assets under management get larger, institutions on average are
more likely to cut their allocation to traditional assets, such as equity and
bonds, and are more willing to take on incremental risk by investing in
alternative opportunities. Also, independent institutions tend to allocate a
larger proportion to alternative strategies compared to public ones.

Table 5.8 gives a breakdown of allocations to various asset classes by US
educational institutions participating in the 2003 NES study.

Comparing these average sector allocations to those made by the endow-
ments of Harvard and Yale illustrates the extent to which allocations varied,
even among larger endowments in the United States. Harvard and Yale, for
example, had an asset mix that differed from that of other educational endow-
ments in the United States with assets over $1 billion. Also, the largest uni-
versity endowments pursued asset allocation policies that were significantly
different from those of institutions with smaller endowments. Table 5.9 shows
the breakdown of the Policy Portfolio of Harvard Management Company and
the actual allocation of the Yale Endowment for fiscal year-end 2002.

As Harvard does not disclose its actual holdings, for the sake of comparison,
its policy allocation to high-yield securities (5 per cent) is included in absolute
return assets; allocation to domestic bonds (11 per cent), foreign bonds
(5 per cent), and inflation-indexed bonds (6 per cent) are aggregated into
fixed income, while the allocation to commodities (13 per cent) is included
in real assets. In 2002, both Harvard and Yale made very similar allocations to
domestic equity; allocation to foreign equity was also broadly similar. Harvard
invested more than twice as much in fixed income assets (22 per cent) com-
pared to Yale (10 per cent). And Yale’s allocation to absolute return strategies
(26.5 per cent) was significantly higher than Harvard’s (17 per cent), though
allocation to private equity assets was similar.

Average equity allocation among educational endowments with assets over
$1 billion in the United States, at 45 per cent of total assets, was 50 per cent
higher compared to allocations made by Harvard and Yale. Institutions
with lesser endowments invested at least twice as much (60.2 per cent) in
equity assets compared to allocations made by Harvard and Yale (at 30 and
28.2 per cent respectively). Total allocation to alternative assets and strategies,
which can broadly be defined to include absolute return, private equity, and
real assets, by Harvard and Yale far exceeded the average for institutional
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Table 5.8. Asset allocation: institutional groups in the United States, 2003, in per cent

Asset class >$1b $0.5-1b $0.1-5b  $50-100m  $25-50m  <$25m  Public  Independent  Average
Equity 44.8 54.4 56.5 58.7 60.2 57.0 58.1 56.7 57.1
Fixed income 18.6 18.2 23.5 27.2 27.7 29.8 27.9 24.9 25.9
Real estate 4.2 4.2 2.9 2.8 2.6 2.2 2.1 3.1 2.8
Cash 1.8 1.4 2.7 4.9 3.5 6.6 4.0 4.0 4.0
Hedge funds 19.9 13.4 8.3 4.3 4.2 1.6 43 6.9 6.1
Private equity 5.2 4.2 2.2 0.6 0.2 0.2 0.9 1.5 1.3
Venture capital 3.0 2.7 1.3 0.3 0.2 0.1 0.5 0.9 0.8
Natural resources 1.9 1.1 0.8 0.1 0.1 0.0 0.4 0.4 0.4
Other 0.7 0.4 1.8 1.1 1.4 2.5 1.6 1.6 1.6
Total 100 100 100 100 100 100 100 100 100

Source: 2003 NACUBO Endowment Study.
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Table 5.9. Comparison of Harvard and Yale asset
allocations, 2002, in per cent

Asset class Harvard Yale
Domestic equity 15.0 15.4
Foreign equity 15.0 12.8
Fixed income 22.0 10.0
Absolute return 17.0 26.5
Private equity 13.0 14.4
Real assets 23.0 20.5
Cash (5.0) 0.3

Source: Harvard College Financial Report, 2002; Yale Annual Report
20027

Table 5.10. Harvard, Yale, and large US educational
endowments, 2004, in per cent

Asset class Harvard  Yale Endowments >$1 b
Domestic equity  15.0 14.8 31.9
Foreign equity 15.0 14.8 14.4
Fixed income 22.0 7.4 15.2
Absolute return 17.0 26.1 20.2
Private equity 13.0 14.5 8.4
Real assets 23.0 18.8 6.6
Cash (5.0) 35 2.7
Other 0.0 0.0 0.7

Source: Harvard College Financial Report, 2004, Yale Annual Report,
2004; 2004 NES.

endowments with assets above $1 billion. In the case of Harvard, more than
half (53 per cent) the endowment was invested in such assets; in the case of
Yale, the amount invested in absolute return, private equity, and real assets
stood at 61.4 per cent of the overall portfolio. Endowments with assets over
$1 billion in the United States also invested over one-third (34 per cent) of
their portfolios in alternatives, but these allocations were significantly lower
compared with Harvard and Yale.

2004 allocations for the Policy Portfolio of the HMC remained unchanged
while the Yale Endowment’s actual allocation, at June 2004, had not altered
in any strategic way. Yale reduced its fixed income holdings further while
increasing its investments in foreign equity. Allocation to real assets fell as
cash positions were built up. Table 5.10 shows the 2004 Policy Portfolio and
actual allocations by the endowments of Harvard and Yale along with the
allocations reported by the larger endowments (with assets over $1 billion) in
the United States.
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Asset allocation data reported by US educational endowments reveal that
the percentage of assets invested in hedge funds increased for all invest-
ment pool asset categories during 2003-4. The tendency of larger endow-
ments to invest heavily in the asset class was reflected in the total dollar-
weighted averages, which was 14.7 per cent compared to 7.3 per cent for
the equally weighted average for all participating institutions. Also, insti-
tutions with assets above $1 billion may have reached the upper limit of
their exposure to this asset category.® The allocation for various asset cate-
gories among US educational endowments for the fiscal year 2004 is given
in Table 5.11.

When compared to allocations in 2003, the percentage of assets invested
in equities increased for all investment pool asset size categories in 2004. As
equity markets also performed well during this period, it is possible that this
increase was partly attributable to market performance; also investors were
more comfortable with higher equity allocations. The greatest proportional
increase in equities occurred within institutions with assets less than $25
million—an increase of 8.3 per cent in 2004. Conversely, the percentage of
fixed income assets within the investment pool decreased in all categories
with the largest declines seen among endowments with assets greater than
$50 million but less than $100 million.

Asset allocations, as reported by educational endowments participating in
the Commonfund Benchmarks Study, for fiscal year-end 2004, differed signifi-
cantly from those reported by the 2004 NES. The average allocation reported
in the Commonfund Study was 34 per cent to alternative strategies, 31 per
cent to domestic equities, 16 per cent to international equities, 15 per cent
to fixed income, and 4 per cent to cash and other short-term securities.’
As the Commonfund Study allocations are dollar-weighted, we compared it
with the dollar-weighted allocations reported by the 2004 NES. Table 5.12
compares the asset allocation for 2004 as reported by participating insti-
tutions in the NACUBO Endowment Study and the Commonfund Insti-
tute’s Benchmark Study for educational endowments. The reported alloca-
tions varied in all asset classes except in ‘venture capital’ and ‘other’ asset
categories.

Both the 2004 NACUBO Endowment Study and the 2005 Commonfund Bench-
marks Study confirm that the most significant development in asset allocation
over the last few years among US educational endowments, across all institu-
tions, was higher allocation to alternative assets including natural resources.
Allocations to equity assets also rose but these institutions have traditionally
been equity oriented. Thus, a return to a 59.9 per cent, equally weighted,
allocation to equity in 2004 was lower than levels invested in 2000 (62.1 per
cent). Allocation to fixed income assets fell in 2004 as expected returns from
such investments did not compare favourably with returns expected from
equities and alternative assets. These developments not only reflect a recovery
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Table 5.11. Asset allocation of various sized US institutions, 2004, in per cent

Asset Class >$1b $05-1b  $0.1-0.5b  $50-100m  $25-50m  <$25m  Public Independent Average
Equity 46.3 56.9 59.1 62.5 61.5 61.7 61.3 59.2 59.9
Fixed income 15.2 15.7 19.5 22.1 24.6 27.2 23.7 21.3 221
Real estate 4.0 29 3.1 2.7 33 1.3 2.1 3.1 2.8
Cash 2.7 1.9 2.5 4.6 1.8 5.0 3.6 3.7 3.7
Hedge funds 20.2 14.4 10.0 5.6 4.6 1.8 5.6 8.1 7.3
Private equity 4.9 4.5 2.0 0.5 0.3 0.2 1.1 1.5 1.3
Venture capital 3.5 2.1 1.2 0.4 0.2 0.0 0.6 0.9 0.8
Natural resources 2.6 1.2 0.9 0.2 0.2 0.0 0.6 0.6 0.6
Other 0.7 0.4 1.7 1.5 1.4 2.6 1.4 1.7 1.6
Total 100 100 100 100 100 100 100 100 100

Source: 2004 NACUBO Endowment Study.
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Table 5.12. US educational endowment asset
allocation percentages, dollar weighted

Asset class Commonfund NES

Domestic equity 31.0 48.9
Foreign equity 16.0 11.0
Total equity 47.0 50.8
Fixed income 15.0 17.2
Hedge funds 16.3 14.7
Private equity 4.8 3.5
Venture capital 3.1 3.1
Real estate 5.1 4.0
Natural resources 3.7 3.0
Cash 4.0 2.6
Other 1.0 1.1
Total 100 100

Source:  Commonfund Benchmarks Study: Educational
Endowment Report 05; 2004 NES.

in equity market performance, but also a fundamental shift in asset allocation
whereby investors sought alternative assets and strategies for diversification
and risk control.

Equity allocation

Foundations and endowments constantly struggle to sustain the real value
of their assets and spending in perpetuity. The challenge in asset alloca-
tion for such institutions is to reconcile these two apparently conflicting
objectives, which is best achieved by investing in assets that provide the
highest return over the long term. As Gary Steinberg, chief investment officer
of the Wellcome Trust, 2000-5, pointed out: ‘The Trust’s asset allocation is
based on the belief that equities are most likely to deliver the best returns
over time. As a result, the Trust runs an equity-based portfolio aiming for
growth over the long term. There is historical evidence to support the view
that equities have delivered 5-6 per cent real returns per year.” While these
returns may differ from country to country, the Trust’s strategy was and still
is based on the belief that such returns are achievable in the long term. Thus,
85 per cent of the Wellcome Trust’s assets remain invested in public and
private equity investments. While the Trust currently has a new CIO, and
the overall approach to investments may alter, allocation to equity-like assets
has not changed; if anything, the appetite for the equity risk premium has
increased.

The need to provide resources for current operations as well as to pre-
serve the purchasing power of assets dictates investing for high returns,
causing many endowments to be biased towards equity assets. In addition,
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educational institutions’ vulnerability to inflation further directs endowments
and foundations away from fixed income towards equity. The Yale endow-
ment, for example, targets over 90 per cent of its assets towards some form
of equity investments, through holdings of public and private equities in the
United States and in international markets, along with real assets and absolute
return strategies.'!” The Harvard endowment has invested 20-25 per cent of its
assets in fixed income, but the overall bias is towards equity.

The equity culture also prevails in Oxford and Cambridge. Like other insti-
tutional investors in the UK, as in the United States, investing in equity has
been rewarding, particularly over the last two decades of the twentieth cen-
tury. However, Oxbridge institutions, by holding on to their high allocation
to property, challenged the status quo revealing a healthy individualism, even
scepticism, in their approach. Only one College, Balliol in Oxford, decided
to sell its endowment property assets some two decades ago. Most Colleges
in holding on to property took a more contrarian view; no other group of
institutional investors anywhere in the world own as much property in their
endowments as Oxbridge institutions. The average allocation to equity, public
and private, for these institutions was 55 per cent, compared with 80-90 per
cent allocation among other major endowments and foundations.

Like other long-term investors in the foundation and endowment universe,
Oxford and Cambridge Colleges typically invested to maximize returns within
an acceptable level of risk. Over two-thirds (69 per cent) of Colleges had more
than 40 per cent of the endowment invested in equity. A quarter of Colleges
allocated one-third (30-9 per cent) of their endowment portfolio to equity
assets, and a further 23 per cent invested 70-80 per cent in the asset class
with almost twice as many Colleges in Oxford (29 per cent) reporting such an
allocation compared with Cambridge Colleges (15 per cent). Seven per cent of
Colleges, all in Cambridge, invested over 80 per cent of their endowment in
equity. At the other end of the investment spectrum, 8 per cent of Colleges,
mostly in Cambridge, had less than 30 per cent in equity. Cambridge Colleges
reported a higher range of dispersion in their endowment asset allocation,
though no Oxbridge College reported holding less than 10 per cent of its total
portfolio in equity assets. Table 5.13 provides a breakdown of the range of total
allocation to listed equity investment in Oxford and Cambridge endowment
portfolios.

A breakdown of the equity allocation into domestic (UK) and international
(non-UK) revealed that 43 per cent of responding institutions held 40 per
cent or more of their assets in domestic equity, while only 2 per cent (one
College in Cambridge) had less than 10 per cent invested in domestic equity.
Just under one-quarter (23 per cent) of Oxford and Cambridge institutions
allocated 20-30 per cent of their portfolios to domestic equity, with more
Oxford Colleges reporting such allocations; 26 per cent of Oxford Colleges
compared with 19 per cent of Cambridge Colleges.
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Table 5.13. Total allocation to listed equity investments, in per

cent

% in Equities Oxford Cambridge Oxbridge
>80 — 15 7
70-80 29 15 23
60-70 13 12 12
50-60 13 8 1
40-50 19 12 16
30-40 23 27 25
20-30 — 8 4
10-20 3 4 4
<10 — — —
Total 100 100 100

Table 5.14. Allocation to domestic equities, in per cent

% in UK Equities Oxford Cambridge Oxbridge
70-80 — 4 2
60-70 10 15 12
50-60 13 8 11
40-50 16 19 18
30-40 16 4 11
20-30 26 19 23
10-20 6 15 11
<10 — 4 2
na 13 12 12
Total 100 100 100

As with total equity allocation, there was greater dispersion in UK equity
allocation among Cambridge institutions, with one College investing less
than 10 per cent and another over 70 per cent in the asset class. Four
times as many Colleges in Oxford invested about one-third (30-40 per
cent) in UK equity, representing 11 per cent of total responses received.
While 12 per cent of total respondents did not provide a breakdown
between domestic and overseas equity holdings, allocations to domestic
equity dominated most endowment portfolios; averaging 38 per cent for
Oxford and Cambridge institutions compared with 48 per cent for educational
endowments in the United States. Table 5.14 provides a breakdown of UK
equity allocation in endowment portfolios of institutions in Oxford and
Cambridge.

On average, Colleges in Oxford and Cambridge invested twice as much in
domestic equity as in overseas equity. Though a highly diversified interna-
tional portfolio is recommended, as the larger UK companies invest overseas
and derive an increasingly bigger portion of their revenues from abroad, asset
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allocation analysis based on the geographical listing of a company may fail
to show diversification of the sources of income of underlying investments.
Thus, if a portfolio is invested mainly in small- and mid-cap companies, the
need for diversification may be interpreted as being greater than a portfolio
invested in a broader base of companies in the UK or in the FTSE All Share,
for example.

Asset allocation also reflects an underlying set of expected return assump-
tions within certain risk parameters. The equal weighting in domestic and
foreign equity policy allocations by Harvard and Yale cannot be simply
interpreted as reflecting equal return expectations. Oxford and Cambridge
institutions also invested 15 per cent of their assets in overseas equity. But the
definition of ‘overseas’ for a UK institution includes United States, Europe,
Japan, and Emerging Markets, or a larger share of global economic output
compared with a US-based one. Also, for a US-based investor, diversification
into foreign equities over an economic cycle when the dollar was in the
process of major downwards adjustment, thanks to a high current account
deficit in the world’s largest economy, was probably a sound investment
strategy compared to a UK-based investor’s rationale for diversification. While
diversification can be achieved in a portfolio invested in fifty stocks, the
argument for diversifying risk plays a critical role in determining the asset
mix.

Table 5.15 gives a breakdown of the international (non-UK) equity alloca-
tion among Oxford and Cambridge endowment portfolios. Around 40 per
cent of Colleges reported investing 10-20 per cent in overseas equity, while
21 per cent invested 20-30 per cent of their portfolios in international equity.
Only 4 per cent of Colleges (both in Oxford) held around one-third (30-40
per cent) of their endowment assets in non-UK equity investments. About a
quarter (23 per cent) of Oxbridge institutions allocated less than 10 per cent
to foreign equity assets; in Cambridge the number of institutions allocating
less than 10 per cent to overseas equity investments rose to over one-third of
Colleges.

Table 5.15. Allocation to overseas (OS) equities,
in per cent

% in OS equities  Oxford ~ Cambridge  Oxbridge

>40 — — —
30-40 6 — 4
20-30 19 23 21
10-20 48 31 40
<10 13 35 23
na 13 12 12
Total 100 100 100
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Oxford and Cambridge invested more in overseas equity assets than educa-
tional endowments in the United States, where the average allocation was
11 per cent in the fiscal year 2004, compared with an Oxbridge average
of 15.5 per cent at the time of our survey. As institutions in Oxford and
Cambridge do not report their detailed asset allocation annually in their
published accounts, it has not been possible to analyse long-term trends in
asset allocation among these institutions. The average allocation of the top-10
performing educational endowments in the United States was 14.5 per cent to
publicly traded international equities in the fiscal year 2004.!! Independent
institutions invested more in overseas equities (11.2 per cent) compared to
public institutions, which held less (10.7 per cent) of the asset class. While
larger endowments, with assets over $1 billion, invested 14.4 per cent of
their assets in foreign equity, smaller endowments, with assets less than $25
million, invested only 6.9 per cent in the asset class.

In the fiscal year 2004, the endowments of Harvard and Yale both reported
allocations of 15 per cent to international equity, which was slightly above
the average for the top performing US educational endowments. While these
institutions made similar allocations to domestic equity (15 per cent) assets,
the average equally weighted allocation to US equity among educational
endowments stood at 48.9 per cent revealing the strong home-bias among
US investors. Public institutions held more in US equities (50.6 per cent)
compared to independent ones (48.2 per cent). Also, the larger endowments,
with assets over $1 billion, invested less (31.9 per cent) of their assets in
US equity while the smaller endowments, with assets less than $25 million,
reported investing 54.8 per cent of their endowment in US equity.'? Richer
Colleges in Oxford and Cambridge also allocated less to UK equity compared
to the average allocation; they also owned less overseas equity and invested
less in equities in total.

Asset allocations, as reported by participating institutions in the 2005 Com-
monfund Study, show that average allocations were significantly different—
with 31 per cent in domestic equities and 16 per cent in international equities.
This compared with an overall financial year 2003 allocation of 32 per cent
to domestic equities and 14 per cent to international equities. The modest
increases in these assets were largely at the expense of fixed income invest-
ments, an adjustment that allowed many institutions to capture the stronger
returns in these asset classes.!?

As equity markets recovered after the bear market of 2000-3, fuelled by
stronger than anticipated growth in corporate earnings and macroeconomic
surprises on deflation, institutions with high allocations to publicly traded
equities prospered. For the 12-month period ending 30 June 2004, equities
performed well; the Russell 3000 Index (representing approximately 98 per
cent of the US equity market) returned 20.5 per cent while the small-cap
stocks and international equities posted stellar returns of 33.4 per cent (Russell
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2000 Index) and 32.4 per cent (MSCI EAFE Index) respectively. Between 2000
and 2004, overall changes in asset allocation—reductions in fixed income
and increases in equities and alternative strategies—became evident across
institutions.

According to the 2003 NES, the allocation to non-US listed equities by edu-
cational endowments in the United States was less than 10 per cent. The over-
all equity allocation, at 53 per cent for institutions in Oxford and Cambridge,
was lower than the 57 per cent allocated by US educational endowments.
On average, Oxbridge institutions invested more in overseas equity assets;
15.5 per cent for Oxbridge compared with 9.5 per cent for US educational
endowments in 2003; they also held 47.7 per cent in US equity!* compared to
38.4 per cent in UK equity among Oxford and Cambridge Colleges.

Historically, the strong tradition of international investing in the UK helped
it secure such an eminent position in the industry globally. The sheer size and
diversity of the US economy traditionally discouraged US fund managers from
investing overseas. Today, globalization and market liberalization has enabled
more and more investors, particularly US institutional investors, to increase
their share of the global capital market, particularly in the UK, European, and
Emerging Markets.

Allocation to alternative assets

The largest growth within the fund management industry over the past
decade or so has been in the alternative assets market. Alternative strategies,
primarily designed to generate abnormal performance, or alpha, by hedg-
ing the stock market and the interest rate risk that drive returns in more
traditional, long-only strategies, have little correlation with traditional asset
classes, largely due to the dynamic trading strategies they use in exploiting
inefficiencies in global capital markets. Truly long-term institutional investors,
such as endowments, under increasing pressure to maintain their eroding
returns, took the lead in investing in absolute return strategies. Major univer-
sity endowments in the United States actively pursued higher return strate-
gies. Table 5.16 shows allocation to various asset classes over the past 5 years
among US educational endowments.

Educational institutions, with a diversified income base, are better placed
to allocate risk more efficiently compared to other investors such as pension
funds, which clearly defined liabilities and sometimes with no other sources
of cash flow. Across all endowment sizes in the United States, institutional
allocation to hedge fund investments continued to rise as did allocations to
real estate, private equity, and natural resources.

Compared with US educational endowments where the average allocation
to alternative assets was 7.1 per cent in 2002, institutions in Oxford and
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Table 5.16. Five-year comparison of US asset allocation

percentages

Asset class 2004 2003 2002 2001 2000
Equity 59.9 571 57.4 59.4 62.1
Fixed income 221 259 26.9 24.9 233
Real estate 2.8 2.8 2.7 2.4 2.0
Hedge funds 7.3 6.1 5.1 4.2 3.0
Private equity 1.3 1.3 0.9 0.9 1.0
Venture capital 0.8 0.8 1.1 1.5 2.4
Natural resources 0.6 0.4 0.4 0.4 0.4
Cash 3.7 4.0 3.9 4.1 4.1
Other 1.6 1.6 1.6 2.2 1.7
Total 100 100 100 100 100

Source: 2004 NES.

Cambridge had significantly less exposure to the asset class. The average
allocation to alternative strategies among Oxbridge Colleges was 1.5 per cent
in 2002. Average allocation to hedge funds, venture capital, and private equity
assets among US educational endowments rose to 8.2 per cent in 2003 and
9.4 per cent in 2004. Anecdotal evidence suggests that allocation to alterna-
tive assets is steadily rising in Oxford and Cambridge, but on average such
investments remain low compared to their peer group in the United States.

Though the average allocation to private equity investments in Oxbridge,
at 0.5 per cent, was closer to the average US allocation of 0.9 per cent, they
seem to have arrived at such a point from opposite ends of the investment
spectrum. While US educational endowments have been reducing exposure to
private equity, Oxbridge endowments have been building up their exposure
to the asset class, albeit from a negligibly low base. The average highest allo-
cation to alternative strategies among institutions in Oxford and Cambridge
was 10 per cent while the average lowest was 0.5 per cent. Richer Colleges
with assets over £45 million had 2.2 per cent invested in alternative strategies
while Colleges with smaller endowments had 1.1 per cent exposure to the
asset class.

The low rates of return associated with traditional asset classes during the
recent bear market caused most institutions to take a closer look at alternative
strategies when assessing new investment directions, regardless of the size of
the endowment. Thus, Colleges in Oxford and Cambridge with the highest
allocation to alternative assets are not necessarily among the wealthiest. The
College with the largest allocation to alternative assets, for example, is not
even among the top 20 in terms of endowment wealth. This College also
has no property assets in its endowment portfolio, though the second and
the third largest investors in alternative strategies had 26 and 44 per cent
respectively in property. The largest holder of alternative assets was also the
largest investor in publicly traded equity, with over 50 per cent in UK equity
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and about half that in international equity. This College, however, has a
low dependency on endowment income (less than 10 per cent) to sustain
its operations.

Over half of Oxford and Cambridge institutions (59 per cent in Cambridge
compared with 44 per cent in Oxford) did not have any exposure to alter-
native strategies in 2002-3. There emerges no discernible pattern in their
decision not to adopt such approaches to endowment management. While
Colleges with smaller endowments suggested that size was an inhibiting
factor, others indicated a desire to make an allocation or to increase current
exposure as and when such an opportunity arose. Over one-third (38 per
cent) of Colleges pointed out that they were willing to increase their exposure
to alternative strategies, provided they were able to find suitable managers
and/or investment vehicles to do so. Table 5.17 illustrates that institutions
with highest allocations to alternative assets were not the wealthiest in
Oxbridge; only 4 of these Colleges appeared among the 10 richest.

Colleges have been innovative in employing Cambridge Associates and
Fauchier Partners in creating common investment funds in private equity and
absolute return strategies respectively for easier access to these investments.
Oxford Colleges took the lead in this direction; though some Colleges, such
as All Souls, with larger endowments have better access to direct partnerships
within private equity and hedge fund sectors. Cambridge Colleges were slower
in diversifying into such investments, though since our interviews were con-
ducted two Colleges, Gonville and Caius and Christ’s, have made significant
investments in hedge funds and some nine Colleges are committed to private
equity investments. A small number of institutions (11 per cent) said they

Table 5.17. Oxbridge endowment size verses
allocation to alternative assets*

College Endowment £ m** Alternatives (%)
1 31.9 14.1
2 27.4 9.0
3 116.9 7.0
4 49.2 6.0
5 81.7 5.7
6 187.7 5.2
7 20.2 5.0
8 77.2 4.6
9 89.3 3.0

10 54.1 2.6

* Alternative assets as a percentage of endowment, as
reported by the Colleges.

**Endowment assets are at financial year-end 2002.
Based on the University of Oxford: Financial Statements of
the Colleges, 2002-3.
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had no plans to invest in alternative strategies; these institutions may also
have changed their preferences by now.

Among Colleges without any exposure to alternative assets, the main con-
cerns related to potential risks associated with such investments, and the small
size of endowment that limited such risk-taking. According to one bursar, not
invested in the asset class, ‘both hedge funds and private equity funds are
risky and illiquid. Hedge funds by definition have a problem. They always
end up operating outside their remit. And, private equity is illiquid.” Another
bursar pointed out: ‘The view we have taken is that under current market
conditions, there is better value in going long only rather than going short
or using any of the investment styles that alternative strategies use. We may
change our decision in due course. Also, we do not feel we have the size of
assets that allow us the kind of diversification that alternative strategies offer.’
‘We feel we are low in property and would like to add to that asset class,” was
an alternative point of view.

In the words of one Oxbridge investment committee member, where the
endowment portfolio had no specific allocation to alternative strategies:

Existing private equity investments are included in the relevant geographic asset
class and are monitored by the fund manager. The Fund has a small investment
in private equity currently. Any new investment in alternatives would require the
approval of the Investment Sub-Committee.

Though members of the investment committee referred to were fairly knowl-
edgeable and experienced investors, it had not been possible to make any
major changes to asset allocation in the area of alternative assets in the
management of the endowment. Since our meeting, such changes have
indeed been implemented, leading us to believe that investments into alterna-
tive investment strategies will follow. As several institutions were instituting
reform, we expect institutions in Oxford and Cambridge to increase their
allocation to hedge funds and private equity assets, particularly in Cambridge
where David Swensen’s influence appears to have made an impact, as he is on
the University of Cambridge’s recently reconstituted Investment Board.
Oxford and Cambridge Colleges are not averse to holding assets in alter-
native strategies, though finding an appropriate manager or a fund-of-funds
manager was frequently cited as a major deterrent to investing in such assets.
One of the major obstacles in identifying successful hedge funds is that these
partnerships tend to perform better when they are small and young, without
an established track record, outside the radar of investment consultants and
advisers. The difference in investment return between younger hedge funds
(under 2-3 years, for example) and their older counterparts can be high. The
gap is significant even after taking into account the failure rate of start-ups,
namely survivor bias in addition to incubation bias.!> The picture is similar in
the private equity sector. Thus, the risk of getting the manager selection wrong
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in hedge funds and private equity partnerships is higher than in ordinary
active equity managers.

Many of the existing relationships between Oxbridge Colleges and their
fund managers go back a long way, sometimes over decades. Colleges prefer to
appoint asset managers they know. As there are not many successful absolute
return fund managers with acceptably long performance histories, it poses
a challenge for many institutions, not just Oxbridge ones. In Oxford the
investment consultant, Cambridge Associates, with a long history of advis-
ing educational endowments in the United States, made an early impact in
altering investor behaviour, though the same consultant has not had a similar
level of influence in Cambridge.

‘Cambridge Associates have been essential to our entry into hedge
funds/private equity investments,” commented one Oxford bursar. The con-
sulting firm has been successful in setting up a private equity fund-of-funds
for Oxbridge institutions. Along with Cambridge Associates, Fauchier Partners
have also been instrumental in creating a fund of hedge funds for these insti-
tutions. ‘We already have 5 per cent of our intended allocation of 10 per cent
to hedge funds with our fund manager,” commented another bursar. ‘We've
got some of our investments with Patrick Fauchier (disappointing perfor-
mance though) and some with Liontrust Asset Management, their long/short
strategy,” added a third Oxford bursar. It is worth noting that the latter’s
investment with Liontrust came about as a result of a personal introduction.
A member of the College’s investment committee introduced the manager to
the College. Another bursar hit the nail on the head when he said: ‘We like to
back individuals we know and that seems to have worked.” Knowing the fund
manager or the adviser is a critical factor in the due diligence process.

However, over one-third (38 per cent) of Colleges did not like investing
in alternative strategies, particularly hedge funds, and perceived it as being
too risky. Among those open to investing in such strategies, one-quarter
(equally balanced in both Oxford and Cambridge) indicated a preference for
private equity assets. Only 16 per cent of institutions preferred hedge funds;
interestingly enough, more Cambridge Colleges indicated a preference for
hedge funds compared to private equity. And 18 per cent of Colleges in both
universities said they liked both private equity and hedge funds, and would be
willing to increase their exposure to both categories of investments, provided
they found suitable managers. Two Oxford Colleges said they preferred prop-
erty to alternative assets, and planned to increase their property allocation.
Apart from a distinct preference for property, it appears that these institutions
would like to increase their exposure to hedge funds and private equity assets,
at least to the initial 5 per cent level.

Among bursars with no taste for private equity or hedge funds, lack of
knowledge and internal expertise in the asset class were cited as major con-
tributing factors. As one bursar pointed out, ‘We need more information
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on the subject to have a preference.” Another said: ‘Currently, I get more
information on hedge funds and very little on private equity investment
opportunities. Need more information to compare the two asset classes.” The
lack of an income stream was also cited as a hindrance for a small number
of Colleges. If the size of endowment assets increased, these bursars would
also be more willing to consider investing in alternative strategies. According
to them, size of the endowment was the limiting factor, though other Col-
leges did not perceive size to be a necessary constraint for diversifying into
alternative assets.

More Colleges were exploring the possibility of investing in hedge funds,
but some thought the timing was inappropriate considering the strong flow
of funds into the sector. Capacity constraint was a real concern, although
Oxbridge bursars were far from major investors in such strategies. According
to one bursar, ‘We prefer hedge funds to private equity—due to its absolute
return characteristics.” Also, the College has an internal expert in the field.
Most Colleges with a preference for hedge funds refer to its total return char-
acteristics as being the incentive for investing in such strategies. According to
one bursar, ‘hedge funds in their non-directional investment strategies are less
risky and hence more suitable than a highly economy-dependent, directional
investment in private equity.” Equally, there were others who found hedge
funds difficult to understand and monitor, and/or found it difficult to identify
good fund managers in the sector. For one bursar, investing in a ‘fund of funds
in the hedge fund sector’ was a possibility. ‘But, it is difficult to find good fund
of funds hedge-fund managers.’

Some investment committees preferred private equity assets. According to
one bursar with a preference for private equity investments, ‘We feel we are
a bit small to be accepted by hedge fund managers. Also, the Fellows of the
College may not quite agree to its investment style. We might have a fiduciary
problem as well in that area.” “‘We need to understand the asset class better,
for a start. We would like to increase our private equity allocation; we have
already made a start there. Also, we need to be a larger size to enable us to
take greater risk with our investment,” explained another. For others, ‘in the
long term, we see private equity as a larger holding than hedge funds.” And
according to another bursar: ‘We have a target allocation to private equity,
but we are not convinced about the actual (as opposed to the theoretical)
advantages attributed to hedge funds.” A senior bursar made his preference
very clear: ‘We are currently invested in some 24 private equity funds. And,
we are going to invest in the fund being set up by Cambridge Associates.
We aim to invest 5 per cent of our financial portfolio in private equity. This
College has a clear preference for private equity assets.’

Not all College bursars have such a clear preference in the matter of invest-
ing in hedge funds and/or private equity: ‘Our current target is 5 per cent, but
that is split equally between the two. No clear preference; keeping an open
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mind on the subject,’ commented one bursar. Some bursars view alternative
assets as a diversifier. Hence, the question of preference elicited the response—
‘Silly question’—from one bursar. ‘They are there to provide diversification.’
Overall diversification of assets was acknowledged as a good thing, regardless
of whether the Colleges were invested in alternative assets or not.

A few Colleges prefer property to either private equity or hedge funds.
According to one such bursar, ‘We view property as our quintessential invest-
ment for the long term. It provides us with the bulk (75 per cent of endow-
ment income) of our income and we like it as a long-term investment.” The
same College also planned to increase its existing high exposure to property;
diversification was not a great concern for this institution. It is among the
oldest Colleges in Oxbridge, and thus has centuries of experience of investing
in property. It has also benefited from such allocation.

When asked: ‘If you are not invested in private equity or hedge funds, under
what circumstances would you consider making an allocation to these assets?’
most of the respondents said when they have a ‘larger endowment.” Size of
endowment was the key to greater diversification into alternative strategies. A
lesser endowment of say £10-15 million was perceived as a constraint in tak-
ing the sort of risks that were perceived to be associated with alternative assets,
such as liquidity constraints, the lack of transparency, lack of resources to
monitor these investments, and so on. ‘Our portfolio is too small to consider
such assets. We would find it difficult to explain it to the Governing Body,’
said one bursar. ‘It is extremely unlikely for us to consider investing in such
assets,” explained another. “‘We would need to have enough assets to be able to
consider a wider diversification than current. If we had at least twice the size
of funds we have currently, then we may consider some of these alternative
asset classes. Taking into account the size of our funds and the College, such
an issue does not figure in our discussions. We have discussed it in the past
and come to these conclusions for what it is worth.” The same College had 75
per cent of its endowment assets in indexed public equity funds.

According to another College with investments in public equity indexed
strategies and a high exposure to property, which provided 60 per cent of its
endowment income, ‘It is a personal preference. If somebody in the Invest-
ment Committee pointed out that we were missing out in our policy by not
being in private equity, for example, we might reconsider our allocation. As
far as hedge funds are concerned, it will also depend on the Committee. Last
time we had a look, we were not persuaded.” For a larger endowment that
currently has all of its assets with one fund manager with a ‘value’ orientation,
allocation strategies would most likely only be reviewed ‘when the Investment
Sub-Committee takes a view that its investment strategy needs to be altered
involving a change of fund manager.’

Ideally, many institutions in Oxford and Cambridge would like greater
exposure to alternative strategies. The main issue for these institutions,
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compared with more established endowments such as Harvard or Yale, is how
best to achieve such exposure as capacity is a serious constraint. Some of these
institutions were also concerned about the merits of absolute return strategies;
the major issue being who is going to deliver those returns? The vast majority
of investment managers have failed to deliver superior relative returns. There
are a few smart people in the sector; but the vast bulk of absolute return man-
agers are increasingly becoming asset-gatherers. Many Colleges were unsure
of the credibility of the new breed of hedge fund managers. They were also
expected to work under various constraints; so it was difficult to see where the
performance would come from.

The greatest challenge for Colleges with smaller endowments was not only
how to identify in advance those managers who could add incremental
returns to their portfolios, but how to persuade these super-managers to
include them in their closed partnerships. This challenge, common to all
investors, is magnified in the alternative assets area where the performance
differential between the below-median manager and the top-quartile one is
significant. The ability to gain exposure to the best fund managers is the
main concern for investors in any asset class. It is particularly noticeable
in the alternative strategies arena where the skill of the individual manager
makes all the difference. Unlike traditional investment assets such as fixed
income and equity, the poor choice of manager in alternative strategies can
result in substantial underperformance, thereby increasing the cost of such
a decision.

Allocation to property

Compared with educational endowments in the United States where the
average allocation to real estate was just 2.7 per cent in 2002, rising to 2.8
in 2004, institutions in Oxford and Cambridge invested significantly more in
property. The average allocation for all Oxbridge Colleges was 26 per cent,
almost 10 times the US average for educational endowments in 2002. The
average highest allocation to property in Oxford and Cambridge was 83 per
cent while the lowest was 5 per cent, almost twice as much as the average
US allocation. Richer Colleges in Oxford and Cambridge, with assets over £45
million, had on average invested 44 per cent of their endowment assets in
property. Even Colleges with endowments worth less than £45 million had
16 per cent in property. The income-generating capacity of property was
valued highly among these institutions along with the asset’s potential as a
strategic diversifier.

Colleges with the highest allocation to property were not among the richest
in Oxbridge, suggesting that size of endowment was not the driving factor
in determining such allocation. Three of the top ten investors in property
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Table 5.18. Oxbridge endowment size versus
allocation to property*

College Endowment £ m** Property (%)
1 75.0 90
2 28.2 75
3 196.8 66
4 491.4 66
5 27.3 64
6 223 62
7 62.5 58
8 81.7 55
9 49.2 53

10 29.4 50

* Property assets as a percentage of endowment, as
reported by the Colleges.

**Endowment assets are at financial year-end 2002.
Oxford data are based on the University of Oxford: Finan-
cial Statements of the Colleges, 2002-3.

were Oxford Colleges, but only one of the three was among the ten richest
Colleges in Oxford. Of the remaining seven Colleges in Cambridge, just two
were among its wealthiest. While the smaller size of the endowment was put
forward as a reason for not investing in alternative assets, the size of the
endowment did not pose a barrier when investing in property. In 2002, for
example, a College with endowment assets worth £22 million had almost
as much property in its endowment as a College with assets worth £491
million. Table 5.18 illustrates the ten highest allocations to property among
all institutions in Oxford and Cambridge in 2002.

For the financial year ending 2004, the list of Colleges with the highest allo-
cations to property had altered; so had the property holdings as a percentage
of the overall endowment. As reported in the 2003-4 annual accounts, the
top 10 property investors in Oxbridge were equally divided among the two
universities. This was due to the fact that property assets had performed well
since the market recovery in 2003. As a result, more Colleges in Oxford and
Cambridge either increased their allocation to property or superior market
returns resulted in larger allocation to the asset class.

Table 5.19 shows the 10 highest property investors in Oxford and Cam-
bridge in 2003-4. Among these, Trinity, Peterhouse, Jesus, and Pembroke in
Cambridge are among the 10 wealthiest, while in Oxford only Jesus and Uni-
versity are among the 10 richest in terms of endowment wealth. Endowment
wealth appears to have greater impact on asset allocation in favour of property
among Cambridge Colleges.

While endowment wealth is not a clear indicator of size of property invest-
ments of institutions in Oxford or Cambridge, the age of some of the Colleges
may have been an influencing factor. The oldest Colleges do not all have high
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Table 5.19. Allocation to property versus size of endow-

ment, 2004

College University % in Property  Endowment £ m
Peterhouse Cambridge  83.8 75.5
Oriel Oxford 79.2 50.3
Trinity Cambridge  68.0 649.9
Jesus Oxford 57.6 99.5
Lincoln Oxford 55.0 37.7
Jesus Cambridge  53.8 77.8
Corpus Christi  Cambridge  52.5 52.8
Pembroke Cambridge  51.6 59.6
Corpus Christi ~ Oxford 49.7 41.5
University Oxford 48.7 67.5

Source: University of Oxford, Financial Statements of the Colleges, 2003—4;
Cambridge University Reporter: Accounts of the Colleges, 2003—4.

allocation to property, but their average holding is the highest within their
peer group. Not all the oldest Colleges held on to their historical property
assets. Several Colleges got rid of some of their less attractive holdings; others
were more pioneering in their approach by diversifying into science parks
and other schemes with development potential. In Oxford, Balliol College,
for example, decided to sell its direct property holdings about 20 years ago.
Whatever property exposure it has currently is via a recently acquired property
unit trust. Thus, Balliol’s asset allocation decision today is driven purely by
financial considerations.

Balliol used to have about half its property portfolio in real estate and direct
holdings. A decision was made over 20 years ago that the stock market was
going to provide better returns, and so a 20-year programme was initiated
to divest the College of its direct property investments. The nature of stock
markets since 2000 and long-term expected returns from investments in tra-
ditional equity assets to some extent reduced the advantage of this wholesale
move out of property. By the time the College had achieved its target set two
decades ago, it was time to reinvest in the asset class. By 2002-3, the College
endowment was invested 10 per cent in the Charity Property Fund, in which
other Colleges were also invested. The College had successfully moved out of
its direct, illiquid investments in property to more liquid assets, enabling it to
determine its asset allocation with greater flexibility.

Table 5.20 shows that the average property holding of the 10 oldest Colleges
in Oxford and Cambridge was higher than the average for Oxbridge Colleges
in general at 26 per cent (see Table 5.3); it was also higher than the average
property holding among the wealthiest Oxbridge Colleges at 44 per cent (see
Table 5.6).

The average property holding of the 10 oldest Colleges in Oxford in the
fiscal year 2003-4 was 42 per cent; in Cambridge it was higher at 49 per cent.
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Table 5.20. Date of foundation versus property allocation in 2004

Oxford Founded  Property (%) Cambridge* Founded  Property (%)
University 1249 49 Peterhouse 1284 84
Balliol 1263 8 Clare 1326 31
Merton 1264 48 Pembroke 1347 52
Exeter 1314 15 Gonville & Caius 1348 46
Oriel 1326 79 Trinity Hall 1350 13
The Queen’s 1341 47 Corpus Christi 1352 53
Christ Church** 1363 41 Magdalene 1428 46
New College 1379 35 St Catharine’s 1473 44
Lincoln 1427 55 Jesus 1497 54
All Souls 1438 45 St John's 1511 66
Average 42 Average 49

* Excludes King’s, Queens’, and Christ’s.

**The Cathedral was founded in the 8th century, Canterbury College in 1363 and Christ Church
College in 1546.

These averages were higher in 2002 at 44 and 50 per cent for Oxford and
Cambridge respectively. The overall average property exposure at 45.5 per cent
in 2004 (47.4 per cent in 2002) was significantly higher than the averages for
any other group within Oxbridge.

It can safely be concluded that Oxbridge endowments value property as
an asset class. As they have owned some of the choicest property assets in
the UK for periods longer than other financial assets such as equities and
fixed income assets, for example, such a stance appears rational. A detailed
breakdown of property assets, such as holdings in commercial, residential or
agricultural, held by the Colleges is not currently available. Many Colleges
are in the process of creating more diversified endowment portfolios while
aiming to hold a more balanced mix of property assets.

At the same time, there are Colleges that strongly believe concentration in
quality assets is the key to investment success, be it in equity or property. As
Peterhouse’s Murison pointed out:

The College will not diversify into anything it does not understand. The College
will continue to favour concentration in assets which it understands. The Gov-
erning Body agrees with John Maynard Keynes, the First Bursar of King’s College
in 1930s, who was of the view ‘that the right method in investments is to put
fairly large sums into enterprises which one thinks one knows something about
and in management in which one thoroughly believes. It is a mistake to think
that one limits one’s risk by spreading too much between enterprises about which
one knows too little and has no reason for special confidence.’

Regardless of the individual approach, long-term historical experience of
property as an investment is a distinctive characteristic of Oxbridge endow-
ment portfolios. Not all Colleges, nor the universities, have such a predilection
for the asset class; but the majority of Colleges are content to hold a third of
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their assets in property. Some of these institutions planned to reduce their
exposure to a lower level, around 20-5 per cent, but were in no great rush to
get there.

Cash allocation

Contrary to the US experience, where there has been a steady decline in
monies allocated to cash investments over the past decade, from 6.5 per
cent of endowment assets in 1995 to 3.7 per cent in 2004, with the current
allocation being the lowest over the decade, Oxford and Cambridge institu-
tions held substantially more cash. US institutions have been reducing cash
holdings, possibly with a view to being fully invested so as to boost their
overall rate of return. Oxbridge institutions appear to have increased their
cash, at least during the bear market, also with a view to boosting their return
in a falling market. In 2000, US institutions had 4.1 per cent in cash, less than
the 6.5 per cent reported in 1995.

Cash in Oxbridge endowment portfolios played a significant role as several
Colleges reported holding substantial amounts of it. One-quarter of institu-
tions in Oxford and Cambridge reported holding 10 per cent or more in
cash. It would be misleading to read too much into 1 year’s asset allocation,
in the middle of a bear market. However, it can be assumed that the rela-
tively high allocation to cash among these institutions indicated a general
scepticism of returns expected from financial markets in 2002; though 2003
and 2004 offered decent equity returns. The average cash holding among
Colleges in Oxford was 9.2 per cent compared to 5 per cent for Cambridge.
The average for Oxbridge, at 7.1 per cent, was almost twice as much as
the 3.9 per cent held by educational endowments in the United States
in 2002.

Less wealthy Oxbridge Colleges held over twice (8.7 per cent) as much cash
as the richer ones (4.2 per cent). The average cash allocation among Colleges
with endowments valued at less than £45 million was 11.3 per cent compared
to 6.0 per cent for Cambridge Colleges. The richer Colleges in Oxford also
had more cash (4.8 per cent) compared to their peer group in Cambridge (3.5
per cent). Less well-endowed Colleges in the United States also held more
cash (6.6 per cent) compared to institutions with endowments over $1 billion
(1.8 per cent). When compared to the allocations made to cash by Yale and
Harvard, it becomes clear how institutional investment thinking varied; the
Yale Endowment had no cash while Harvard’s endowment was geared (5 per
cent) in 2002.

The highest allocation to cash in an endowment portfolio in Oxford and
Cambridge was 35 per cent and the lowest was 0.7 per cent—both inciden-
tally in Oxford. The College with the highest cash allocation also invested
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half its assets in equity. According to the Investment Bursar of this College,
‘Most of our cash is held in the University Deposit Pool, which provides us
with an excellent return. The facility with which one can add or withdraw
cash makes it an easy and attractive vehicle for us.” Over one-third (38 per
cent) of Colleges in Oxford were invested in the Oxford University Cash
Deposit fund invested in fixed-term money market deposits, which proved
to be an attractive vehicle for Colleges in managing their cash as it provided
relatively good rates of return along with easy access. According to one
bursar:

The University cash account is easy to get in and out of. In a falling interest rate
environment, the University cash fund—partly invested in bonds—has offered a
very competitive rate of return. The way it works is that the rate of distribution
is based on the long-term rate of return of these bonds. So, to some extent this
policy favours those who enter at the margin because at the end of each quarter
they take the total return and share it out among the current investors. As a result,
the return is higher than available elsewhere.

Some 41 per cent of Colleges reported ‘in-house’ management of their cash;
over half the Colleges in Cambridge (56 per cent) managed cash in-house
compared with less than one-third (29 per cent) in Oxford. In-house cash
management meant that the College bursar and the bursarial team were
responsible for deciding where the cash was to be deposited. One-quarter (25
per cent) of Colleges invested in the University Deposit Pool (38 per cent in
Oxford compared with 7 per cent in Cambridge) and about a third (34 per
cent) deposited it with external managers.

About one-quarter of Colleges had cash holdings above the 10 per cent
level, and the top 5 allocations to cash, ranging from 21 to 35 per cent, were
reported by Oxford Colleges. Overall, one-quarter of Colleges with cash levels
at or above 10 per cent were in Cambridge. Of the 11 Oxford Colleges with
more than 10 per cent in cash, about one-third invested in the University
Deposit Pool. None of the four Cambridge Colleges with high cash allocations
invested in an equivalent cash fund managed by the University. One College
in Oxford left the cash management to its accountant; the three remaining
Colleges deposited their cash with various investment banks; no clear reason
existed for such a choice except that the College had a relationship with the
bank concerned.

Regardless of their actual high cash holdings, in their strategic asset allo-
cation Oxbridge institutions had a fully invested policy for their external
managers. Thus, the residual cash in the securities portfolio was typically left
to the discretion of the fund manager or broker. The working capital (for the
daily needs of the College) was managed by the bursar and invested in Bank
deposits and/or with Building Societies. Cash management was ultimately the
responsibility of the investment bursar and his team, which in some cases
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included the College accountant. Some Colleges reported high cash holdings
as a result of planned internal expenditures, which in some instances were
substantial.

Conclusion

Institutional portfolios with long-term investment horizons, such as endow-
ments, are best invested in assets capable of generating equity-like returns,
including private equity and absolute return strategies. To mitigate equity
risks, portfolios also include fixed income, real estate, and other assets such
as commodities or natural resources. Compared to larger US educational
endowments, institutions in Oxford and Cambridge had less exposure to
alternative assets and strategies. However, they invested significantly more
in direct property assets, and for the Colleges it often appeared that their real
estate was a counterpart to US holdings of fixed interest securities. (Many
US institutions regard their real estate holdings as an alternative asset.) The
Oxbridge allocation to absolute return strategies remained low; over half the
Colleges did not have any investment in hedge funds, which were considered
riskier than more traditional assets such as equity or property. The size of
some of the endowments was perceived as a constraint in taking the sort
of risks associated with alternative strategies, such as liquidity risk, lack of
transparency, due diligence, and fiduciary risk.

While there was a general sense of scepticism about the merits of investing
in hedge funds, overall attitudes towards alternative strategies appeared to
be shifting; more Colleges expressed a willingness to consider investing in a
wider range of assets than they were traditionally accustomed to. At least, half
the Colleges indicated a clear intent to increase allocation to alternative strate-
gies; there was some preference for private equity compared with hedge funds.
Oxbridge College endowments had undergone a high level of restructuring
over the recent past, moving from income-only policies towards total return
ones; they were thus in the process of creating more efficient, better diversified
portfolios. Taking into account the role of property in their endowment
portfolios, their overall performance was protected from the recent market
volatility, particularly during the bear market of 2000-3.

Asset allocation remains one of the greatest concerns among investment
committees as Colleges aim to secure future income and preserve long-term
purchasing power. Considerable uncertainty was expressed with regard to
expectations of long-term returns from financial assets and its impact on
spending policy. The changed economic and financial landscape of the past
decade has been challenging even for experts in the field. It has been even
more demanding for trustees of foundations and endowments, sometimes
without adequate access to necessary expertise within their governing bodies
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to address the complexities of allocating assets in an altered financial envi-
ronment. Evaluating and predicting outcomes of various investment strate-
gies and management decisions was perceived as being more difficult in the
current environment for all investors.

As educational institutions, Oxford and Cambridge will benefit from gov-
ernment funding. The level of income from public sources is unlikely to
be affected dramatically though the sources of future income may need to
change. An effort has been made by the Government to enable educational
institutions to build up their endowments. Most Colleges rely on endowment
income to secure their operations. Simultaneously, their diversified income
base provides them with a level of stability, empowering them to pursue
higher risk, higher return strategies. To what extent institutions in Oxford
and Cambridge have embraced opportunities inherent in such a funding
environment is not clear. Taking into account that until very recently, these
institutions were obliged to follow income-only investment strategies, it is not
surprising that they implemented policies that best matched their particular
needs.

Endowment management practices as reported within Oxbridge offer sig-
nificant opportunities for change. It would be incorrect to suggest that invest-
ment bursars lack an overall level of professionalism. It can be argued that
certain practices persisted as a result of historical circumstances, resulting in
a lack of ‘sophistication’ in the overall approach to endowment asset man-
agement. Investment objective though subject to the overarching educational
objective should not deter these world-class institutions from holding efficient
portfolios. In the final analysis, asset allocation is appropriate allocation of
risk. While bursars acknowledged that risk management remains an area
of concern, and the definition of risk associated with individual Colleges
varies, there exists no clear methodology of examining such issues formally.
Investment consultants too share some responsibility as a large number of
bursars indicated their inability to find an adviser with the appropriate scale
of experience in asset management for endowments with asset allocation
strategies skewed in favour of property. Colleges without any property in
their endowment also did not benefit from such specialist advice. None of
the Colleges in Oxford or Cambridge with nil allocation to property had an
investment consultant.

However, these institutions have collectively embraced major changes over
the last few years though some Colleges have always been innovative in their
policymaking. In the words of one newly appointed Treasurer:

Until 2003 the endowment and reserves of the College were entirely invested
(excluding only a little private equity) in the pooled fund products of one fund
manager, who had a broad discretionary mandate to switch between own funds
including new products. The College Investment Committee played a passive role,
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receiving quarterly reports from the manager. With the benefit of two additional
external members, alumni with distinguished careers in fund management, the
same committee now undertakes all strategic and tactical asset allocation and fund
selection decisions and invests in a much broader portfolio of products. This
is feasible through an execution-only agreement with our manager. We have
a consultant providing performance measurement. These changes have had an
impact on returns and the investment process itself.

The transition process often takes several years to become visibly embedded.
Over the past few years, for example, institutions in Oxford and Cambridge
have implemented total return investment strategies, moving away from
purely income-oriented ones. They also made the shift from policies that
encouraged income-generating investment assets towards establishing sensi-
ble spending rules that freed up asset allocation decisions. They have accepted
the concept of a Policy Portfolio based on long-term analysis of institutional
objectives while introducing alternative assets into their portfolios. At the
same time, they have had to deal with real cuts in higher education funding,
not to mention cope with charges of being elitist (Harvard, Yale, and other
‘Ivy League’ institutions in the United States take pride in being so), and for
not being more open about their investment policies just when they opted to
be more transparent in all aspects of their operations.

At the time of going to press, Colleges in Oxford and Cambridge published
their accounts for financial year ending 2005; the third year of accounts for
Colleges in Oxford in the new format, and second for Cambridge Colleges. It is
worth comparing how asset allocation has evolved since our interviews were
conducted in 2003. Those institutions that had made progress in defining
investment objectives, adopting total return investment policies and imple-
menting appropriate asset allocation strategies, such as All Souls College in
Oxford, have not altered their asset allocation substantially over this period.
All Souls had very similar allocations to listed equity, domestic and interna-
tional, in 2002 and 2005. The only differences were in allocations made to
alternative assets such as hedge funds and private equity (which have gone
up to 9 per cent from 7 per cent in total) and property (which has also risen
from 44 to 47 per cent); these increases have been offset against fixed income
and cash (down from 10 per cent of portfolio in 2002 to 5 per cent today).

There were other institutions, such as Cambridge University, which were in
the middle of major restructuring; the asset allocation in the annual account
for 2004-5 does not illustrate the extent and nature of changes to come. The
full impact of the newly established Investment Office will become evident a
few years after the appointment of the Chief Investment Officer. It took the
University of Oxford almost a decade to get to its current asset allocation
since the decision was initially made to move to total return investing in
1997.
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Somewhere in between are Colleges that are more nimble, achieving major
shifts in asset allocation over a shorter period; these include Colleges such
as Gonville and Caius in Cambridge. Barry Hedley, the Senior Bursar, joined
in October 2000. In 2003, the College had 42 per cent of its endowment
assets in property, 33 per cent in listed equities, 5 per cent in alternatives,
and 20 per cent in liquid assets such as cash and fixed income. By 2005, the
asset allocation of the endowment had moved to 47 per cent in property, 31
per cent in listed equity, 12 per cent in alternatives (private equity and hedge
funds), 5 per cent in commodities, and 5 per cent in liquid assets such as cash
and fixed income. The College has since reduced its property exposure and
plans to raise its allocation to hedge funds.

From data that are available, allocation to property has risen across the Col-
leges, largely as a result of market appreciation. But, in the case of hedge funds
and private equity, higher allocations reflect a mix of market appreciation and
new investments. Oxford Colleges’ aggregate allocation to property in 2005
was 45 per cent compared with 31 per cent in 2003. The aggregate exposure
to alternative strategies is not available, but there is evidence to suggest it
has increased over this period. The increasing professionalism evident in
investment approaches by way of superior diversification strategies embracing
assets, investment styles (leading to a rise in the appointment of specialist
managers) illustrates what can be achieved within a relatively short time frame
given the requisite framework for decision-making.
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Investing in property

Introduction

Like absolute return strategies, property or real estate assets serve not only as
a powerful diversifier, they protect the portfolio by generating returns that are
not typically correlated with other traditional assets such as publicly traded
equities. Private equity, for example, depends on many of the factors that
influence the return of public equity assets. Unlike commodities or natural
resources that do not have a stream of income attached, high quality property
assets typically yield above average income, and have the potential of decent
capital gains in the long term. Property thus contributes to diversification and
extension of the efficient frontier.

Colleges in Oxford and Cambridge historically owned significant prop-
erty assets in their endowment portfolios. Their decision to maintain rel-
atively high allocation to property assets today is driven by the desire to
diversify risk as well as to secure a steady source of income. Top US edu-
cational endowments have been pioneering investors in asset classes where
greater inefficiencies were likely to exist, such as in private equity. They also
invest in strategies better equipped to exploit market inefficiencies such as
with hedge funds. In both types of investing, greater risk-taking is involved.
Harvard and Yale never considered themselves taking irrational risks because
they understood the nature of their risk-taking. Similarly, Oxbridge Colleges
have been investing in what they know best, as they have owned prop-
erty as a strategic asset over centuries. In the majority of cases the bene-
factions received historically were in the form of land. Some of the Col-
leges know more about investing in property than any comparable group of
investors.

Property generally acts as a secure hedge against unexpected changes in
inflation, and these institutions recognize that attribute. ‘If there was no
property in the portfolio, we would have other inflation hedging assets,” said
one College bursar. The inflation-hedging characteristic of property works
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efficiently when the market is in a reasonable state of equilibrium. If there is a
huge oversupply or surge in demand, prices inevitably adjust even if inflation
is relatively controlled. As institutions in Oxford and Cambridge own some of
the prime properties in the UK, the value of their assets have been protected—
both when equity markets corrected during 2000-3 and when the property
market declined during the 1990s. For some Colleges, the risk is not from the
quality of assets held, but from the concentration of these assets, sometimes
in one location—that is in Cambridge, Oxford, or London, as a percentage of
the overall endowment. In the case of Peterhouse, for example, 39 per cent of
total endowment assets were represented by a single property, Albany, which
consists of elegant apartments off Piccadilly, in the heart of London.

Though such a degree of concentration in any single asset defies mod-
ern portfolio theory, in this instance it has served the College’s investment
purpose over the very long term, not just during the recent bear market.
As unanticipated inflation generally tends to benefit property assets and
damages bonds, and unexpected deflation helps bonds and harms property,
Colleges in Oxford and Cambridge appear to have done well by holding on
to their property investments. Also, if economic conditions remain buoyant,
then even in a non-inflationary environment property prices rise when other
financial assets fail to deliver, as was the case in the UK and some other over-
seas markets, post-March 2000. Interest rates declined as stock markets failed
to deliver and there was fear of deflation. Demand for property remained
strong as businesses in the UK flourished and government relaxed its immigra-
tion policy. The enlargement of the EU meant more people from Europe made
their way into the UK looking for a financially better way of life. House prices
soared, particularly in areas of greater economic activity such as in London;
almost doubling over a five-year period.

As institutions in Oxford and Cambridge are truly long-term investors,
short-term considerations do not affect their strategic asset allocation, though
they may result in more tactical allocation. Thus, some Colleges let their prop-
erty assets rise as a percentage of their actual portfolio compared to their policy
benchmark. Conventional wisdom states that optimal portfolios are typically
diversified ones, but the extent and nature of diversification is determined
by the objectives of the individual investor. Many bursars expressed a desire
to identify the optimal asset allocation for educational endowments such as
theirs against which they could benchmark their individual allocation. The
asset allocation strategies employed by Harvard and Yale did not reflect their
needs due to a host of reasons that included the Oxbridge Colleges’ lack of
access to quality managers in private equity or the hedge fund sector. In addi-
tion, their existing exposure to property acted as a substitute for investments
in alternative assets. ‘The College treats its property holdings as integral to
a diversified portfolio,” was one bursar’s explanation. Property is regarded
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as a core asset by a significant proportion of institutions in Oxford and
Cambridge.

Property investments span a range of assets from equity to debt as well
as assets combining debt and equity-like characteristics. Property can also be
privately owned with infrequent valuations or be publicly quoted as any other
marketable security, thus providing the diversifying attributes that justify
its status as a separate asset class. According to one experienced Cambridge
bursar: ‘Some property behave like bonds; others like equity. We have a 99-
year ground rent on a car park in Harley Street, London, with a rent review in
30 years, which is like a bond. We also have investment in a Garden Centre
where we have a sort of venture capital type investment in the company
as well. And, we have standard investments in property that are like equity
with similar returns. As a result, it depends on which type of property one
is talking about.” For this institution, income from property was estimated at
one-quarter (25 per cent) of total endowment income.

Some Oxford and Cambridge institutions view their core property assets
as a substitute for bonds. ‘A large exposure to property means that our
exposure to bonds is low; so property is seen as a substitute for bonds,’
remarked one bursar. “‘We see our property holdings as a substitute for gilts,
and thus a source of income, in addition to being a diversifier. Agricultural
holdings are also a source of one off capital sums,’ conveyed another. Property
holdings therefore serve an array of institutional needs, influencing overall
asset allocation even when the asset class does not feature in the endowment
portfolio. According to yet another bursar, ‘commercial property associated
with the College’s inalienable operational buildings resulted in a rather high
proportion of property in the portfolio. Hence, we tolerate a lower proportion
of fixed interest securities than would otherwise be the case.’

At the same time, there are Colleges such as Balliol that took a strategic
decision over two decades ago to sell their property assets, though Balliol
has recently been building up its investments in the sector by buying into
property funds. The introduction of REITs to the UK market is likely to change
inv