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Economic Reality,” May-June, page 48, re-
ported both the Corporation’s decision to
reduce distributions from the endowment
for the fiscal year begun this July 1 and again
for the following year, and the pressure on
other revenue sources.)

The $220-million gap is nearly 20 per-
cent of FAS expenditures in the year just
ended. Complicating any economies in the
roughly $1.1-billion budget for the new
fiscal year, perhaps $375 million is for items
that cannot or, for reasons of University
policy, will not, be cut: financial aid, spon-

sored research, and debt service. In fact,
each of those items is increasing in the new
fiscal year. That still leaves FAS to reduce
the cost of its core academic activities by
nearly 20 percent.

Smith announced at the meeting that he
would charter six working groups (their
financial goals yet to be disclosed) to pro-
duce cost-cutting proposals from now
through spring 2010: arts and humanities,
science, social science, College life, College
academics, and engineering and applied
sciences. Their goal, he wrote bluntly in a

May 11 letter, is “a reshaping of the FAS in
support of our teaching and research mis-
sion through a careful consideration of our
academic and programmatic priorities.”

What “reshaping” will entail—perhaps
closing or consolidating research centers,
or retirement incentives for faculty mem-
bers—is the subject of anxious specula-
tion, even as the first round of e∞ciency
measures is implemented (see “Looming
Layo≠s,” page 56). At the May 19 faculty
meeting, Francke professor of German art
and culture Je≠rey F. Hamburger asked

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

In one sense, the projected 30 percent decline in the value of the

endowment is Harvard’s financial problem. If the invested assets

earn the expected return over time, distributing funds from a

$36.9-billion endowment at a typical rate (about 5 percent) yields

$1.8 billion per year to support academic operations. Because the

University made use of $1.4 billion in funds from the endowment

during the academic year just ended, deans could reasonably ex-

pect a rising stream of revenues to pay for more faculty, increased

financial aid, and new facilities—had the assets remained intact.

But an endowment now worth $24 billion or so can safely throw

off just $1.2 billion annually: $200 million less than recent spending,

and $600 million less than the reasonable assumption of a year ago.

Most similar university and college endowments have reported

proportional declines in value.But few other institutions (if any) un-

dertook an Allston-sized new campus, or comparable expansions

of financial aid, without benefit of a capital campaign. Thus those

seeking to understand Harvard’s challenges fully need to focus on

two other aspects of its financial situation today: liquidity, and lever-

age throughout its operations.

It may seem unfathomable that an institution holding tens of bil-

lions of dollars of investments, plus other assets, needs to worry

about its funding. But the endowment has been managed for long-

term total returns, and so has been diversified into asset classes

that are inherently not readily convertible to cash: venture capital,

private equity, hedge funds, real estate, commodities. Funding for

endowment distributions has been dependent on the disburse-

ments those investment partnerships made as they harvested suc-

cessful investments (note the past tense). Moreover, the partner-

ships have the contractual right to summon future cash from their

limited partners, like Harvard Management Company (HMC), to

make new investments.

Those are not trivial claims: the University’s fiscal year 2008 fi-

nancial report put the outstanding commitments at $11 billion

through 2018. An April 1 credit report on Harvard’s debt by

Moody’s Investors Service, the rating agency, stated the obvious

concern: “that large future capital commitments…may not be

funded from previously expected distributions from other private

holdings.” Given the unprecedented financial conditions,HMC faces

challenging decisions in balancing Harvard’s need for strong invest-

ment returns with its more sensitive liquidity position.

Moody’s also addressed Harvard’s balance sheet. The endow-

ment losses, it said, “combined with stress in the debt and swap

markets,” created “liquidity pressures.” That refers, first, to the use

of short-term, variable-rate debt, which left the University exposed

when the credit market could not renew loans.The second refer-

ence is to the large interest-rate swap agreements Harvard put in

place in late 2004, when it arranged financing for anticipated con-

struction in Allston. The swaps protected against rising interest

rates; when they fell, the University became exposed to collateral

calls and potential losses in the hundreds of millions of dollars.

Among Harvard’s remedial responses, Moody’s cited the $2.5 bil-

lion in borrowings last December, undertaken to replace short-

term and variable-rate debt, increase reserves (lessening untimely

cash demands on the endowment), and reduce the costs and risks

associated with the swaps.

Those financing measures reflect real-world pressures—hence,

the concern about leverage, on several levels.

First, there is financial leverage. The University now has about

$5.9 billion of debt outstanding—likely near the upper limit of bor-

rowing if it is to retain its triple-A credit rating. In maintaining Har-

vard’s rating, Moody’s cited the commitment to reduce distribu-

tions from the endowment—the proximate cause of budgetary

distress in the Faculty of Arts and Sciences and other schools. It

also pointed to major reductions in debt-financed capital spending,

perhaps extending beyond the decision to slow or even stop con-

struction on the $1.2-billion Allston science complex. Such limita-

tions may challenge the schools to maintain their extensive facili-

ties, let alone fit up new scientists’ labs.

That brings to the fore the dimensions of what might be called

“operating leverage”: Harvard’s recent, increased willingness to ac-
celerate its academic ambitions even more as the endowment grew.

Capital spending is a tangible example, of course. Beyond the sci-

ence complex, much—or perhaps all—of the construction envi-

sioned for Allston depended on debt financing, absent any capital

campaign to pay for dedicated facilities. The central administration
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what was meant by “structural change,” as
a prelude to the working groups’ assign-
ment. “It’s di∞cult to make constructive
suggestions without some kind of mean-
ingful framework,” he said. He wondered
whether there were plans to merge or
eliminate departments, and if so, to cut
faculty or sta≠.

President Drew Faust said she hoped
that where multiple University units ad-
dressed an issue—such as healthcare pol-
icy—ways might be found for intellectual
collaboration and administrative e∞ciency.

Smith said that the faculty had to examine
the intellectual areas it most wished to
tackle in the future, and to focus on how to
pursue them with the available resources.

Pellegrino University Professor Peter
Galison, an historian of science, said he
could identify only two “ten to the eighth”
(i.e., hundred-million-dollar) opportuni-

assessment that offsets Allston costs—put in place at the end of

Neil L. Rudenstine’s tenure and extended through 2031 under

President Lawrence H. Summers—levies an annual half-percent fee

on the endowment. It yielded $168.4 million in fiscal year 2008. But

that revenue stream in turn could have been used to cover large

borrowings (up to $10 billion in financing was bruited about) to put

many of the Allston facilities in place quickly.

Meanwhile, deferred labs were built. FAS has since mid decade

nearly quadrupled its debt service for capital projects, to an esti-

mated $110 million in fiscal year 2010. And FAS’s faculty’s ranks,

constant at about 600 for 40 years, grew more than 20 percent

from 2000. Spending on undergraduate financial aid accelerated

from $81 million in fiscal year 2005 to $136 million last year.

Across the University, an essential mechanism for effecting these

rapid increases in spending was Summers’s “incremental” payouts: a

process introduced in fiscal year 2006 that offered each dean an ad-
ditional annual increase in a school’s endowment distribution for

agreed-upon purposes—faculty growth or expanded financial aid—

in some years doubling the funds made available (see “The Payout

Payoff,” March-April 2005, page 61, and “Sharing the Wealth,”

March-April 2006, page 70). In the spirit of the times—with exciting

academic ambitions, an endowment compounding at an annual rate

of 17.6 percent from 2003 to 2008, and rising pressure from Con-

gress to spend more of the largess—why not?

There were warning signs. In January 2006, FAS disclosed a pro-

jected annual deficit of $40 million—and foresaw much higher

costs through the end of the decade (see “Fraught Finances,”

March-April 2006, page 61). In a briefing, its Resources Committee

outlined ways to offset the swelling deficits: internal cost-cutting

(which succeeded in 2006); anticipated higher endowment distribu-

tions; “decapitalization” of unrestricted endowment assets; added

central administration spending on FAS (itself dependent on the

value of central endowment funds); and fundraising.

One risk was identified by Olshan professor of economics

John Y. Campbell, an HMC board member, who said, “Bad stuff

could happen” to the endowment. If so, he foresaw Allston as

the “shock absorber”—development could slow to cover FAS’s

ballooning costs. His then-colleague, Caroline M. Hoxby (now at

Stanford), noted that aggressive use of unrestricted funds could

lead to trouble, as the capital covering the costs of unendowed

faculty growth and financial aid was stretched thin. Observing

that faculty hir ing

and buildings were

not “reversible,” she

said, “Even if you are

very, very rich, you

can spend more than

you have.”

Indeed: at that time, FAS’s endowment was valued at $11.7 bil-

lion—which likely exceeds its value now.But FAS’s spending has be-

come ever more reliant on endowment distributions, which con-

tributed 30 percent of income in 1995, 47 percent in 2005, and 56

percent in the year just ended—a much higher proportion, it

seems, than at any peer institution.

The anticipated fundraising remains deferred. Within weeks of

that January 2006 faculty meeting, FAS’s dean was on his way out; a

few months later, Summers himself had left office, and any hope of

planning a capital campaign was gone.And in the past year, much of

the wealth that might have been tapped has been vaporized.

In 1908, Charles W. Eliot was nearing the end of his ambitious, ex-

pansive 40-year Harvard presidency. In his Harris Lectures at

Northwestern University, published as University Administration, he

touched on finances: “For enlargements, new equipments, and the

occupation of new fields of usefulness,“ he said, a university “should

rely on new endowments or new annual receipts…. In endeavoring

to use all its proper income, it may sometimes incur a deficit; but it

should forthwith take measures to prevent the recurrence of such

a deficit, since habitual deficits…must be charged either to past en-

dowments which ought to be held unimpaired, or to future re-

sources which are only hoped for. Each of these methods is objec-

tionable….” Though the twenty-first-century University differs

greatly from Eliot’s Harvard, his voice still resonates.

A style of financing Harvard’s academic aspirations that

seemed apt in the halcyon years through 2008 now appears to

have been risky in many ways. The University became accus-

tomed to living large—even larger than its world’s-largest en-

dowment could sustain. Of course, hindsight cannot undo past

decisions. Now, paying their costs will likely impose sweeping

consequences on Harvard’s teaching and research, and on its fac-

ulty, staff, and students, beyond whatever steps are necessary to

repair its balance sheet.

Executive vice president Edward C. Forst, who
became Harvard’s principal operating officer
and de facto financial strategist last September,
is departing August 1; full details are reported
at harvardmag.com/forst-resigns.
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