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years) and financing and operating nearly
$750 million in new buildings would result
in a yawning financial gap by 2010 (see
“Fraught Finances,” March-April, page 61).
Knowles put FAS on an austerity budget
during his first deanship, but the structural
deficits looming now—prospectively, sev-
eral tens of millions of dollars annually—
are not susceptible to a quick fix during his
current, brief term. He aims, instead, to ex-
plain FAS’s assets and cash flows in un-
precedented detail during faculty meetings
this fall, engaging fellow professors in

thinking through the
necessary actions.

Knowles, a chem-
ist, also expects to
detail the complex is-
sues of science plan-
ning: the institutional
innovations required
to support collabora-
tive research while
sustaining teaching,
and the appointments
needed to make use 
of the new facilities
(most are for science).

He suggested that he might also ad-
dress faculty hiring generally, taking
stock of the recent rapid growth in FAS
relative to planned research objectives
and to teaching goals emerging from the
curriculum review and the new teaching
committee. Finally, in recent years, All-
ston planning has proceeded as an activ-

ity largely separate from the faculty. So
Knowles said he hoped to explain how
FAS’s future was not threatened by
growth there; to the contrary, he per-
ceives important opportunities for the
faculty in the choices made for Allston,
which will in time extend far beyond the
science investments now taking shape.

Money-Management
Makeover
The value of Harvard’s endowment in-
creased by $3.3 billion during the fiscal year
ended June 30, rising to $29.2 billion. The
12.7 percent growth, from the year-earlier
total of $25.9 billion, reflects a 16.7 percent
investment return on endowment assets
after expenses, plus gifts received, o≠set by
the distribution of funds to support Uni-
versity operations (about $930 million in
the fiscal year, plus more than $100 million
set aside for Allston development).

The results, released on September 19,
usually attract attention, because Har-
vard’s endowment is the largest of its

kind. This year, there is added interest be-
cause the report on investment perfor-
mance is the first since Mohamed A. El-
Erian became president and CEO of
Harvard Management Company (HMC)
in February. His arrival began a period of
extensive hiring for the senior sta≠ and of
long-range reevaluation of HMC’s opera-
tions in the face of rapidly changing
financial markets. The outcome of those
actions will influence Harvard’s future
significantly: endowment distributions
now account for much the largest share—
nearly one-third—of University revenue.

El-erian characterized the fiscal year as
“pretty strong,” especially given market
conditions. (During the 12-month period,

Harvard College has ended its early admissions deadline. Be-
ginning in the fall of 2007, students applying for admission to the
class of 2012 will face a single January 1 deadline, with notification
of acceptance or rejection on April 1 and a student reply date
one month later. The “early-action” system—with applications
due November 1, notification by December 15, and student com-
mitments by the following May 1 (unlike binding “early decision”
systems used elsewhere, which commit admitted applicants to at-
tend a college)—remains in place for this year.

Harvard’s decision was motivated by concerns that early ad-
missions “tend to advantage the advantaged,” according to a
statement by President Derek Bok. Early applicants come from
more affluent communities and schools with more resources;
students with lesser means, who often must compare financial-
aid packages from the colleges that admit them, tend not to
apply early. Beyond the potential socioeconomic effects, abolish-
ing early admissions may make high-school students’ senior
years more productive academically, and their ultimate college
choices better informed.

The undergraduate admissions office drafted the proposal
during the summer, secured the support of Faculty of Arts and

Sciences dean Jeremy R. Knowles and Bok, and then saw it sail
through the Corporation.The announcement, remarkably, made
the front page of the New York Times on September 12, alongside
fifth-anniversary coverage of the 9/11 attacks, and was hailed in
editorials coast to coast. Princeton followed suit a week later,
and the University of Virginia shortly thereafter.

But not all institutions agreed with Harvard.Both Yale and Stan-
ford said that their nonbinding early-action programs, with early
and regular applicants evaluated by common standards, were neu-
tral in socioeconomic terms, and that the challenges of identifying
and recruiting academically qualified but economically underprivi-
leged students would remain. “Access to the Most Selective Pri-
vate Colleges by High-Ability, Low-Income Students: Are they 
out there?” a recent paper by Gordon C. Winston and Catharine
B. Hill of the Project on the Economics of Higher Education, at
Williams College, confirms that such candidates exist and could
be enrolled by elite higher-education institutions. Nor do these
steps address the problem of improving the college preparation
of capable students held back by deficient school systems.

And, it appears, some traditions remain unchanged. The Crim-
son reported on September 29 that even as early action disap-
pears for most Harvard applicants, athletes would still receive
“likely letters,” indicating their prospective acceptance, as early
as October 1, where necessary to counter “exploding offers” of
admission from competing schools.

Adios, Early Admissions
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large domestic stocks returned 8.6 per-
cent, and bonds declined in the face of
rising interest rates.) HMC’s fundamen-
tal goal is to enhance the value of the en-
dowment after accounting for both dis-
tributions to Harvard and inflation; that
requires annual returns on investment of
8.25 percent over time. Beyond more than
doubling that goal, the 16.7 percent return
during the fiscal year exceeded the
benchmark (market) rate of return of 13
percent for the asset classes in HMC’s
model portfolio. The margin of outperfor-
mance relative to the median return of
large institutional funds measured by the
Trust Universe Comparison Service was
wider still: 5.9 percentage points.

Those competitive rankings were
achieved even as approximately one-
quarter of the funds under HMC’s man-
agement were passively invested, simply
to match the market. That became neces-
sary during the transition caused by the
departure of the entire fixed-income
portfolio team, which left on September
30, 2005, along with much of the senior
sta≠, to found a private hedge fund, Con-
vexity Capital Management (see “Money-
Manager Transition,” March-April 2005,
page 59). During the prior five years, the
domestic and foreign bond portfolios had
produced annualized returns of more
than 20 percent and more than 24 per-
cent, respectively, more than double and
triple their benchmarks, providing a
powerful boost to endowment results.
Some peer universities’ endowments, not
comparably penalized during the year, re-
ported stronger returns than Harvard’s.
Yale announced a 22.9 percent rate of re-
turn for fiscal year 2006 (bringing its en-
dowment to $18 billion), and Stanford
achieved a 19.4 percent investment gain—
the second consecutive year both schools
outperformed HMC.

In absolute terms, particularly strong
contributions to HMC’s results came
from investments in emerging-market eq-
uities, commodities, foreign equities, real
estate, and private equities (see page 71).
On a relative basis, the largest margins of
performance in excess of market returns
were realized in commodities, real estate,
and high-yield and absolute-return funds.
The domestic and foreign bond assets
also outperformed the market, but only

the latter produced a
positive return for the
year. All categories of
investments except
foreign equities and
private equities out-
paced their bench-
marks.

Summing up those
results, El-Erian ob-
served that Harvard
had been well served
by the progressive di-
versification and inter-
nationalization of en-
dowment assets (see
page 71). The 1980 mix of investments—
principally domestic stocks and bonds—
would have yielded returns well below
the University’s basic goal during the year
ended last June 30. The endowment has
for more than a decade been much more
broadly invested; today, he indicated,
about 40 percent of assets are “non-U.S.”
holdings.

During the past 18 months, HMC
has operated in an environment of “enor-
mous fluidity,” El-Erian said, weathering
the loss of “tremendous talent.” Walking
out the door to create Convexity were his
predecessor, Jack R. Meyer; HMC’s heads
of risk management, operations, human
resources, and technology, and the fixed-
income portfolio team. That exodus cre-
ated “the obligation but also the luxury of
saying, ‘How is it you want to design an
organization that will serve Harvard well
for the next five to 10 years at least?’” El-
Erian said. 

HMC concluded that it would be
worthwhile to rebuild in-house money-
management capabilities, rather than re-
lying entirely on external managers.
About half of the endowment assets are
managed externally, either in areas where
HMC has relied on special expertise
(venture-capital funds, for instance), or
where it has entrusted funds to employ-
ees with strong track records who left to
set up their own firms, like Convexity (as
has happened a half-dozen times in re-
cent years).

But, El-Erian said, “If you rely exclu-
sively on external management, then you
significantly undercut your edge.” In Har-

vard’s case, he cited three internal advan-
tages. First, the University manages its
endowment funds with a “long invest-
ment horizon in a world that’s increas-
ingly short-term,” giving it opportunities
other investors do not pursue. Second, the
institution itself has an AAA-rated bal-
ance sheet (conferring cost advantages in
pursuing certain investment strategies).
Third, HMC has a “repeated, demon-
strated ability to identify new investment
activities and to be a first mover,” as indi-
cated in its diverse and international
holdings. Moving from the current hybrid
model to entirely external fund manage-
ment, he said, would mean “outsourcing
all three” advantages to other, less favor-
ably positioned parties.

Further, El-Erian said, for funds re-
tained internally there is “full trans-
parency, we get timely information, and
we can manage our risk better” than for
assets spread across external managers.
Moreover, given the size of the endow-
ment, there were doubts that Harvard
could “get capacity where we want ca-
pacity,” should HMC decide to move en-
tirely to external management. Finally, he
said, HMC has found that it cost “half as
much” to manage the funds internally as
for equivalent external expertise.

But the last point poses two practical
problems. The lure of higher earnings has
become a principal factor in the depar-
ture of fund managers from HMC “to
make up that di≠erence” by working pri-
vately. Moreover, because HMC is a Uni-
versity entity, the pay of its most highly
compensated professionals (in one case,
$35 million; see “‘Extraordinary’ Bonus-

Harvard Management Company is restaffing 
its in-house portfolio group, shown here at the
offices in downtown Boston.
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es,” March-April 2004, page 69) is dis-
closed annually—a source of controversy,
and a possible impediment to recruiting
(external managers’ fees aren’t dis-
closed).

Having determined to rebuild its de-
pleted sta≠, HMC had to see whether it
could do so. As of early October, five se-
nior professionals appointed by El-Erian
will be in place at the management com-
pany. Stephen Blyth, previously of
Deutsche Bank, is now responsible for in-
ternational fixed-income investments.
Karen Parker Feld, who was Wellington

Management Company’s director of for-
eign exchange, assumes similar responsi-
bilities for HMC. Marc Seidner, from
Standish Mellon Asset Management, is
the new domestic fixed-income leader.
Mark Taborsky, formerly at Stanford
Management Company, is now in charge
of external management for HMC. Those
four new vice presidents are joined by
Kate Murtagh, who moved from the
Goodwin Procter law firm to become
HMC’s new chief compliance o∞cer.
Each, in turn, is now hiring a sta≠.

As a group, these HMC sta≠ members

represent both the beginning of building
a new fixed-income investment capabil-
ity, and El-Erian’s decision to add some
complementary skills. He cited creating a
“true compliance culture” (Murtagh);
helping the other portfolio managers deal
with foreign-currency and sovereign risk
when they invest internationally, and per-
haps pursuing active currency manage-
ment as an investment strategy (Feld);
and being more systematic about certain
asset categories, including commodities
and fixed income, managed externally
(Taborsky).

J O H N  H A RVA R D ’ S  J O U R N A L

Even before he
arrived in the
United States for
a 12-day speaking

tour, Mohammad Khatami, the former president of Iran, stirred
controversy. Khatami heads the International Center for Dia-
logue among Nations, a nongovernmental organizaion for which
he has earned praise from several world leaders. But when
Massachusetts governor Mitt Romney, J.D.-M.B.A. ’74, learned
that Khatami would speak at Harvard’s Institute of Politics on
the eve of the fifth anniversary of the 9/11 attacks, he con-
demned Harvard for hosting a “terrorist” and vowed that no
state money would be spent for the visit, denying the Muslim
leader protection by state police.

The Boston Globe, in an editorial the following day, noted that
“Politicians often strike foolish poses when overcome by an am-
bition to run for president…,” pointing out that Khatami, unlike
current Iranian president Mahmoud Ahmadinejad, is a reformer
and was one of the first leaders of a Muslim country to denounce
the attacks on the World Trade Center.“Few things are more es-
sential to a university,” the Globe added,“than the exercise of free
inquiry,” noting that Harvard has let many controversial figures
speak, among them Fidel Castro, Malcolm X, and Jiang Zemin.The
point was driven home a few days later when the Wall Street Jour-
nal reported that President George W. Bush, M.B.A. ’75, had
signed off on Khatami’s visa himself. “I wanted to hear what he
had to say,” Bush told the paper.“My hope is that diplomacy will
work in convincing the Iranians to give up their nuclear weapons
ambitions.And in order for diplomacy to work, it’s important to
hear voices other than Ahmadinejad’s.”

In his speech,“Ethics of Tolerance in
the Age of Violence,” Khatami—who
as president from 1997 to 2005
brought new press freedoms and
rights for women to Iran—asserted,
“One cannot, and ought not, engage in
violence in the name of any religion.
Just as one cannot and ought not turn
the world into one’s military camp in

the name of human rights and democracy.” “To condemn one
group and to ignore the injustice of the other,” he said, “leads 
to nothing but cycles of violence….” “The East,” he added,
“ought to choose democracy as the most fitting method of col-
lective life and progress.” But he made clear that democracy is a
process,“a social experience that nations must experience with
their flesh and blood,” rather than an emplacement forced by
“surrogates.”

During the question period following the speech, Khatami
was asked whether he believed Israel should be “wiped off the
map,” as his successor says.“I have never wanted the elimination
of any person or nation from the international sphere,” said
Khatami. “But we must not forget that for the last 50 years…a
nation by the name of Palestine has been eliminated from the
map. So long as we are thinking of killing and eliminating, we will
not find a solution for our problems.We should not be thinking
of how we can kill; rather, we should be thinking of how we can
live and coexist together.”

Asked about Hezbollah, he denied that Iran provides the
group with financial support, but compared it to the French Re-
sistance in World War II, saying, “We should be fair and not
write off justified resistance as terrorism.” Asked why the gov-
ernment of Iran executes gay people, Khatami said that homo-
sexuality is a crime in Islam (noting that certain Christians hold
similar views), and that crimes are punishable. “The fact that
crimes could be punished by execution is debatable,” he said,
but “we must differentiate between punishment and violence.”

The schizophrenic headlines on the day after his Harvard
speech—“Khatami condemns bin Laden”; “Khatami calls Hez-

bollah symbol of resistance”; “Khatami
praises democracy, slams U.S. ac-
tion”—hinted at the unfamiliar posi-
tions held by the former Iranian
leader, who was simultaneously at-
tacked in the Iranian press by conserv-
atives who said he had acknowledged
the existence of Israel and should
therefore “repent” to God and “apolo-
gize” to the people of Iran.

Controversial Visitor

Mohammad
Khatami
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Those structural decisions have
been accompanied by a fresh look at the
investing world. “We are at a new phase
of the globalization process,” said El-
Erian, whose experience ranges widely
across the developing economies in par-
ticular (see “El-Erian for the Endow-
ment,” January-February, page 55). Mar-
kets have opened to external in-
vestments, and new forms of securities
make international diversification much
easier. But with these opportunities
come new participants “whose behavior
is not as yet well understood.” Other na-
tions’ central banks have become sub-
stantial owners of U.S. financial assets,
for example, and hedge funds accelerate
trading in many exchanges. Di≠erences
in interest rates around the world are
lessening, and economic cycles may be
converging, at least for a while—reduc-
ing opportunities to diversify portfolios,
and perhaps increasing the odds that ad-
verse conditions could depress invest-
ment returns, even severely, everywhere
at once.

Such challenges make it important to
examine both the proper asset allocation
for the endowment (given Harvard’s
long-term financial goals) and fresh op-
portunities to realize extra value from
investments. El-Erian accordingly met
with groups of faculty members in busi-
ness, economics, and government in Au-
gust to solicit views on the “synchro-

nization” of economic cy-
cles and investment mar-
kets versus historic “de-
coupling” of performance
(of current relevance as the
American economy cools),
on the correlations among
asset classes (which could
erode or accentuate in-
tended diversification),
and other issues. Compara-
ble discussions are being
pursued among HMC
board members. HMC is
also working to insure the
portfolio as a whole against
low probability, but severe,
events (a terrorist attack
that freezes world trade)
that could hamstring the
endowment even as the
University’s dependence on
it increases.

Thus, as HMC personnel e≠ect a pro-
tracted transition in portfolio-manage-
ment sta≠ and begin to build new exper-
tise in foreign exchange, selection and
oversight of external investment man-
agers, and global risk management, they
must contend with a reconfigured finan-
cial environment. El-Erian suggested that
HMC will have to review its model allo-
cation of assets. It will have to be sure
that changing views are communicated
among the sta≠ members, many in new

roles, through newly constituted portfo-
lio and operations committees. And it
will have to do so at a moment when, as
he put it, “certain valuations are very
stretched.”

In his first letter on HMC’s results, ac-
companying the September 19 news re-
lease, El-Erian said that Harvard’s long-
term superior investment returns,
realized during “the recent period of gen-
erally favorable global market condi-
tions,” enabled the University to “build an
important margin for the future should…

conditions ‘ revert 
to the mean.’” Look-
ing ahead, he con-
cluded, “by neces-
sity, HMC needs to
be able to navigate
an increasingly fluid
economic and finan-
cial landscape.” In
proceeding, “[W]e
are firmly anchored
by the clarity of our
mission, the longer-
term nature of our
investment horizon,
the strength of Har-
vard’s balance sheet,
and our access to a
large community of
talented people and
ideas.”

Fiscal Year 2006 Performance (in percent)

Harvard Benchmark Difference
Equities
Domestic 11.3 9.6 1.7
Emerging markets 37.8 36.2 1.6
Developed foreign 26.5 27.2 -0.7
Private equity 22.7 24.3 -1.6

Fixed Income
Domestic -2.3 -4.9 2.6
Foreign 2.6 -0.2 2.8
High-yield 7.9 4.6 3.3

Real Assets
Commodities 26.7 14.5 12.2
Inflation-indexed

bonds -3.1 -3.2 0.1
Real estate 22.7 16.8 5.9

Absolute return and
special situations 15.0 11.9 3.1

TOTAL 16.7 13.0 3.7

Divers i fy ing the Por t fo l io
Endowment assets by class, 1980-2007
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