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President Lawrence H. Summers and
Provost Steven E. Hyman have enunci-
ated—investments in curricular revision,
public service, life sciences, and the fu-
ture Allston campus—“We want to be
able to say we are pushing as many of the
resources in that direction as we can.” Fi-
nally, after the years of growth enabled by
the University Campaign and strong en-
dowment returns during the late 1990s, a
review of accreted “nice to do” functions
is warranted.

That review is taking place in three
concentric rings from Massachusetts
Hall, encompassing central administra-
tive functions, University services (din-
ing, facilities, and so on), and the schools. 

The administrative and service cate-
gories, comprising about one-third of a
billion dollars of Harvard expense (see
chart), are more immediately under
Berman’s “influence and control” than the
autonomous schools. She hopes to realize
savings by sorting out what functions
might be done better, or not at all. Rather
than setting a numerical goal for expenses
or personnel, central administrative units
have been asked to prepare alternative
2005 budgets level with current spending
and 5 percent smaller. If adopted, either
course would force some downsizing or
abandonment of functions, given the
likely increase in employee-benefit costs.

The service units are undergoing what
Berman called “peer review,” asking their
University customers whether they
would prefer cost savings that might ac-
crue from curtailed service. At the same
time, she said, the sta≠ will examine out-
sourcing (to realize lower costs available
on the market) and opportunities to re-
duce internal unit costs from gains in vol-
ume (perhaps achievable if the schools
combined back-o∞ce or service func-
tions). All proposals will be reviewed by a
task force, vetted for impacts on cus-
tomers, and winnowed for the 2005 bud-
get by next spring.

Extending across the University,
Berman said, the central administration
seeks further savings from new purchas-
ing agreements (like those in place for
office furniture, computers, travel, etc.)
for photocopiers and for paper. Larger
savings are being pursued for big-ticket
building-related expenses, including sys-

tems, supplies, and construction.
The financial pressure on the

schools—personnel costs, tighter re-
search funding, greater student need
for financial aid—comes internally
through the endowment spigot. After
double-digit boosts in the endow-
ment distribution earlier in the
decade, the faculties have geared
down to 2 percent increases for two
years now. The Corporation will not
set the fiscal year 2005 distribution
until late autumn, but Berman said
signals are being sent: “We’ve been a
bit more pessimistic. We’ve said,
‘We’re thinking about zero.’”

In response, there have been publi-
cized reductions in sta≠ at the
Kennedy School, Graduate School of
Education, and Radcli≠e Institute;
rumors of reductions at the Harvard
University Art Museums; proposed
savings in the library system from re-
ducing services at Hilles; and still
“ more happening by attrition,”
Berman said, plus decisions not to fill
empty positions and deferral or can-
cellation of future capital projects.

Looking ahead, Berman “would
love to see revenue increase faster
than costs” by the time the books are
closed on fiscal year 2005. Given the time
required to reach purchasing agreements
and have users adopt them, she forecast
that goal would more likely be realized
in the following year. A realistic aim,
therefore, is for revenue and expense to
grow only in tandem in the year that be-
gins on July 1—an outcome that clearly
requires a change from recent Harvard
spending habits.

Rebounding Returns
A powerful fourth-quarter rally led by
fixed-income portfolios yielded a total re-
turn of 12.5 percent on endowment assets
for the fiscal year ended June 30. The
strong returns, after all investment ex-
penses, raised the value of the endowment
to a new peak of approximately $19.3 bil-
lion. That sum was up from $17.5 billion a
year earlier, and slightly above the endow-
ment value of $19.1 billion recorded at the
end of fiscal year 2000. Modestly negative

investment returns and rising distribu-
tions from the endowment to support
Harvard’s operations and programs (o≠set
somewhat by capital gifts received) re-
duced the value of the endowment in each
of the ensuing two years.

“Practically the whole return came in
the fourth quarter, and a good portion of
our value added came in the fourth quar-
ter as well,” said an obviously pleased
Jack R. Meyer, M.B.A. ’69, president of
Harvard Management Company (HMC).
HMC’s in-house fund managers and the
outside professionals who invest some of
the assets had handily outperformed their
benchmarks (the market results for each
class of assets, measured by standard in-
dexes) and peer institutions’ endow-
ments in the prior two fiscal years. Yet
they couldn’t take much pleasure from
the absolute result: returns, respectively,
of -2.7 percent and -0.5 percent.

Fixed-income investments, about one-
quarter of the endowment assets and a
mainstay in fiscal year 2002, contributed
even more in the year just past. “It’s a

University Expenses 
Fiscal year ended June 30, 2002 
(Dollars in millions, total after rounding)

Faculty of Arts and Sciences $ 658.2

Business School 278.6

Graduate School of Design 30.9

Divinity School 20.4

Graduate School of Education 59.1

Kennedy School of Government 117.8

Law School 103.7

Medical School 417.4

School of Public Health 189.6

Dental School 22.1

Radcliffe Institute 20.7

Service Departments 216.6

Central Administration 108.6

Other 44.0

Total    $ 2287.7
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pretty dramatic story,” Meyer said. The
foreign bond portfolio returned 52.4 per-
cent, nearly triple the benchmark return.
Domestic bond investments returned 29.9
percent, more than a dozen percentage
points ahead of their index. In neither
case, Meyer emphasized, were the results
attained by extending the duration of
bond holdings or assuming more credit
risk—the sorts of bets fixed-income in-
vestors can make to try to time a market
turn. Rather, he wrote in his annual ex-
planation of results, “The outperformance
was due to HMC’s ability to capture per-
ceived mispricings among a broad array of
fixed-income instruments.” Suggesting
some of HMC’s strategies and disciplines,
he wrote, “These trades are subtle and
complex, and tend to…perform particu-
larly well when markets are unsettled.”

In a good bond market and with rising
hope for economic recovery, the high-
yield portfolio—a break-even performer
in fiscal year 2002—contributed strongly
to the endowment’s absolute gain in 2003,
returning 31.1 percent, just shy of the
benchmark. Meyer cited the emerging-
market bond holdings within that portfo-
lio for exceptional performance. He also
noted that foreign bonds appreciated
from changes in the currency market (the
dollar weakened during the year).

Among other notable asset classes,
commodities investments returned 12.3
percent, ahead of the benchmark, reflect-

ing both gains in oil and gas investments
and outperformance in timber assets. But
real estate lagged its benchmark
significantly, for the third year in a row. In
the past, Meyer suggested timing di≠er-
ences were to blame. Now
he thinks other factors are
at work. The market
benchmarks, he said, focus
on “ plain-vanil la, fully
leased, high-credit-tenant
properties”—trophy o∞ce
towers in central business
districts, for example,
which yield-oriented in-
vestors have snapped up in
recent years as the equiva-
lent of high-grade bonds.
HMC, in contrast, invests
in “opportunity funds,”
which focus on properties in need of new
management and reinvestment, in pursuit
of larger returns. “Over the longer term,”
Meyer wrote, “we expect the opportunity
funds to prevail,” but that has not been
the case of late.

Overall, HMC’s returns for the year ex-
ceeded the median return realized by a
universe of 129 similar institutions’ funds,
each with assets of more than $1 billion,
by 8.5 percentage points. (Yale and
Princeton were no slouches, recording re-
turns of 8.8 and 8 percent, respectively.)
And HMC’s performance bested its
benchmarks by 4.2 percentage points:

some $800 million compared to investing
passively in a similar pool of assets.

During the three years ended June 30,
when the Standard & Poor’s 500 stock
index declined an aggregate (not annual)

29.9 percent, foreign stocks
by 34.8 percent, and venture
investments by 43.4 per-
cent, Harvard’s endowment
gained a cumulative 8.9 per-
cent. In the same period, the
average institutional fund
and HMC’s benchmark
both declined by more than
6 percent. In that regard,
Meyer wrote, “Experience
teaches that a key to strong
long-term investment per-
formance lies in protecting
assets during times of trou-

bled markets,” as HMC was clearly able to
do “during a di∞cult three-year period.”

Those results have more than arith-
metical significance. During fiscal year
2003, distributions from the endowment
to support academic operations, plus a
special assessment for the costs of assem-
bling properties in Allston, totaled about
$850 million—accounting for about one-
third of all University revenue. Following
the two years of negative returns, Har-
vard administrators began voicing con-
cern about the erosion of the endow-
ment’s purchasing power. The recent
gain moderates the magnitude of that

erosion, of course, but does
not eliminate it: as noted in
Meyer’s letter, adjusting for
spending and the inflation
indicators for higher educa-
tion, “the endowment is still
down roughly 11 percent”
relative to its value at the
end of fiscal year 2000. (See
the related article on Univer-
sity finances, page 58.)

Cautioning, as ever, that
HMC’s “significant outper-
formance” throughout the
past decade should not be
counted on to persist, Meyer
concluded his summary of the
year by noting, “It’s not that
we expect to underperform.
We just don’t expect to have
many years like fiscal 2003.”
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