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alized losses of a further $425 million. This 
is, in effect, a financing transaction, lock-
ing in losses which will have to be realized 
in the future, but immunizing Harvard to-
day from still steeper losses should inter-
est rates remain adverse relative to the as-
sumptions underlying the original swaps. 
Finally, the University remains exposed to 
risks amounting to an additional $250 mil-
lion of swap-related losses, not hedged by 
offsetting transactions, as of last June 30.

Thus, during the year, Harvard realized 
and paid for a half-billion-dollars’ worth 
of swap-related losses, and ended the year 
with about $675 million of unrealized loss-
es remaining (the fair value of the swap 
portfolio, with a notional value of $3.14 bil-
lion): about $425 million locked in by off-
setting swaps, and $250 million of remain-
ing exposure subject to the market.

In the news office interview, Rothenberg 
said of Harvard’s strategy, “Compared to 
most universities, our use of interest-rate 
swaps was certainly larger because the pro-
jected capital program that we were look-
ing at was larger”: the planned construction 
in Allston was “a major focus, and we were 
planning that expansion aggressively.” He 

did not respond to requests for further 
comment on the assumptions made earlier 
in the decade. At the time the financings 
were arranged, in December 2004, Allston 
plans had been outlined broadly, but there 
were no public, detailed programs even 
for the first science building (the archi-
tect was announced in February 2006) or 
the relocated education and public-health 
campuses proposed for resiting there. De-
sign work and Boston’s regulatory review 
and permitting would have followed. Even 
now, the Charlesview housing project in 
the center of the area seems unlikely to be 
relocated (to a Harvard-owned site farther 
west) for at least a few years. And the first, 
fast-tracked science complex—on which 
below-ground work has proceeded, but 
whose status and schedule are now under 
review (see “A New Economic Reality,” 
May-June 2009, page 48)—would not have 
been occupied before 2011.

Turning from these financial losses 
to the University’s continuing operations, 
Shore and Rothenberg write in their annual 
letter, “Notwithstanding the challenges we 
have faced during fiscal 2009, Harvard’s fi-

nancial foundation is strong and will con-
tinue to enable the University to deliver on 
its guiding purposes: to achieve excellence 
in research and education; to prepare stu-
dents for leadership and for lives of meaning 
and value; to advance the course of knowl-
edge and ideas; and to serve society” (see 
the full text at http://vpf-web.harvard.edu/
annualfinancial). In a conversation, Shore 
said that once the challenges became clear, 
the University set about adapting to what 
the report calls “a new economic footing” 
after an adverse period in which, he said, 
Harvard “certainly lost significant wealth.”

As evidence of that adaptation, in the fis-
cal year ended last June 30, the University 
achieved an operating surplus of $71 million, 
up from a $17-million surplus a year before. 
That result reflects both revenue growth 
budgeted before the financial crisis and en-
suing recession and efforts to cut spending 
progressively as the extent of the problem 
became clearer.

Revenues grew a vigorous $345 million, 
or nearly 10 percent, to $3.83 billion—
actually accelerating from the prior year. 
In both years, distributions from the en-
dowment were the driving factor: in 2009, 

In his annual dean’s report, released for the year’s second 
Faculty of Arts and Sciences (FAS) meeting on October 27, Mi-
chael D. Smith necessarily found himself covering “a time that 
straddles two radically different worlds”—before and after the 
global financial crisis. The period under review, from early 2008 
through the fiscal year ending on June 30, 2009, brought a “seis-
mic change” in FAS’s finances, Smith wrote, but not its goals: re-
newing the undergraduate experience; supporting “existing and 
emerging intellectual communities”; and strengthening teaching 
and learning. Aspirations to “reshape our physical environment” 
to support academic aims, he acknowledged, will perforce be 
slowed given the financial reality of Harvard’s shrunken endow-
ment. (He spelled out the financial prospects in a briefing on 
September 15; see “FAS’s Progress—and Prognosis,” November-
December 2009, page 58.)

Smith used the report (available at www.fas.harvard.edu) to 
initiate much more detailed, and revealing, disclosure of FAS fi-
nances, discussed below; as is customary, he first reviewed ac-
complishments and goals—beginning with thorough changes in 
management meant to enhance information and better tie aca-
demic plans to budgets. Those changes, he emphasized, helped 

FAS respond to the endowment losses and resulting drop in its 
own operating funds by $50 million this year and still more next 
year.

On matters academic, Smith pointed to the launch of the un-
dergraduate General Education curriculum. He also highlighted 
efforts to make pedagogy more active in both the arts and hu-
manities and the social sciences, with art-making present in 25 
courses, and “activity-based learning” tying classwork to extra-
curricular work in anthropology, government, history of science, 
and sociology.

In the Graduate School of Arts and Sciences, he noted, new 
enrollments declined, as planned: 665 master’s and doctoral can-
didates entered this fall, 15 percent fewer than in the prior year. 
Stipends were increased modestly, maintaining prior years’ gains 
in support for graduate students. Meanwhile, the School of En-
gineering and Applied Sciences (SEAS), which has expanded its 
faculty rapidly, is now constrained by limited physical facilities—
a problem worsened by slowed plans for Allston development 
and the resulting need to locate stem-cell researchers and part 
of a new bioengineering program in Cambridge. (For more on 
SEAS, see “Critical Mass, and World-Class,” November-Decem-
ber 2009, page 62.)

Smith described the Harvard College Library (HCL) starkly, 
as suffering from the “increase in publishing output” and the 
pressures on purchasing given the “diminished strength of the 
dollar”—even before recent belt-tightening (see page 41). The 
major goal, he said “will be to rebuild HCL with a dramatically 
smaller base of resources,” which will require “bold, innovative, 
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funds from the endowment distributed to 
support University operations increased 
$241 million, or a robust 20 percent, to $1.44 
billion, thus accounting for nearly 38 per-
cent of University operating revenue. That 
was four percentage points more than in 
the prior year. Every unit but the Graduate 
School of Education and the School of En-
gineering and Applied Sciences depended 
more heavily on endowment income in 
2009 than in 2008.

Those trends will now reverse. In the 
current fiscal year, the operating distribu-
tion is forecast to decrease by 8 percent, or 
more than $100 million; and in fiscal 2011, 
the distribution is likely to decrease a fur-
ther 12 percent from the now-reduced lev-
el—an additional $150 million or so.

Other sources of revenue were mixed. 
Support for sponsored research rose about 
7 percent, to $714 million. But revenue from 
students declined 1 percent, to $678 million, 
as higher tuition and fees were more than 
offset by a 20 percent increase in scholar-
ships applied against such income. Current-
use giving rose 23 percent, to $291 million (a 
huge bequest and another large gift to the 
Faculty of Arts and Sciences accounted for 

60 percent of the gain); but giving overall 
declined by $93 million, to $597 million, as 
gifts for endowment funds plunged $142 
million (42 percent).

Expenses grew $291 million, or 8.4 per-
cent, to $3.76 billion. Salaries, wages, and 
benefits—49 percent of total expenses—
increased 11 percent, to $1.84 billion. But 
included in that total is $59 million in one-
time severance and benefit costs associated 
with the staff early-retirement-incentive 
program and layoffs, which together re-
sulted in the departures of more than 800 
employees last spring (see “Finding a New 
Footing,” September-October 2009, page 
44). Adjusting for those costs, compensa-
tion expenses were still up more than 7 per-
cent—perhaps in part for hiring associated 
with sponsored research. That growth un-

derscores the pressure to maintain controls 
on filling open positions, to restrain faculty 
appointments, and to consider whether 
to extend the salary freeze for faculty and 
non-union staff beyond the current year. (It 
also helps explain the early-retirement in-
centive offered to 180 tenured professors—
see Breaking News, harvardmagazine.com, 
December 2, 2009.) Meanwhile, Shore said, 
“We got a good, honest start” on reining in 
discretionary “other expenses” (purchased 
services—from consultants to janitors—
as well as travel, publishing, postage, tele-
phone, and so on).

Unfortunately, the stand-out expense 
item is rising sharply. According to the 
report, the University incurred about $58 
million in increased interest costs. That 
reflects the issuance of nearly $1 billion of 

and creative initiatives, rather than modest, incremental chang-
es” and likely produce “a vastly different organization.”

one visible fruit of Smith’s efforts to improve management 
is an expanded discussion of FAS’s income and expenses. The 
published details usefully complement the broad financial trends 
sketched during his September 15 briefing. 

Cost reductions and two nonrecurring items boosted the 
faculty’s flexible, unrestricted reserves by $58.6 million during 
the past fiscal year, a valuable cushion for the future. First, FAS 
received two unrestricted gifts totaling $32 million. Second, 
Smith disclosed that as part of a fiscal year 2008 “strategic” 
payout of endowment capital, FAS was able to spend $20 mil-
lion in fiscal 2009 to defray the increased costs of the finan-
cial-aid initiative for middle-income undergraduates unveiled in 
December 2007 (see “Boosting College Financial Aid,” March-
April 2008, page 54). This year and in the future, those extra 
costs must be covered by FAS’s regular, unrestricted operating 
budget. (Undergraduate financial aid increased from $106.8 
million in fiscal 2008 to $137.2 million last year; the cost is 
expected to rise some $10 million more this year.)

A footnote partially discloses other uses of that special, 
$95.3-million “decapitalization” from fiscal 2008—most of 
which was applied to the 2008 and 2009 budgets: part fund-
ed capital projects (the principal use of a similar, $100-mil-
lion decapitalization in fiscal year 2007, according to Smith’s 
May 2008 annual report) and one-time expenses. But part 
was applied “to fund the FAS core unrestricted deficit” (nei-

ther amounts nor affected fiscal years are specified).
FAS’s construction-related debt rose to $994.5 million at the 

end of fiscal 2009, from $938 million a year earlier. Debt ser-
vice totaled $86.4 million, up 28 percent from the prior year. In 
the future, given constraints on University debt issuance and on 
FAS’s ability to service its existing construction-related debt (in 
light of other expenses and constrained revenues), it is difficult 
to imagine sustaining comparable levels of capital investment.

Two final items illuminate the relationship between FAS—and 
by proxy, other Harvard schools and academic units—and the 
central administration. In fiscal 2009, FAS reported an endow-
ment decapitalization of $81.8 million for “central administra-
tive overhead”—its share of the half-percent assessment for the 
“strategic infrastructure fund” (SIF) used to defray Allston-re-
lated development expenses (a total of $176 million University-
wide for the fiscal year). A separate footnote spells out FAS’s 
“University Assessment,” a levy of 2.6 percent on the faculty’s 
total operating expenses to pay for legal, accounting, informa-
tion-technology, and other services provided by the central ad-
ministration. That assessment, at the same rate for all schools, 
is based on their expenses of two years earlier; for fiscal 2009, 
FAS paid $28.9 million.

From the central administration’s perspective, these formulas 
signal leaner years to come. The SIF distribution will fall sharply, 
reflecting the much-reduced value of the endowment; and the 
University Assessment may come under pressure to the extent 
that schools’ expenses flatten or decline in the future as their 
operating distributions from the endowment are reduced.

unfortunately, the stand-out expense item is 
rising sharply: the university incurred about  
$58 million in increased interest costs. It 
appears that the interest expense will rise 
another $50 million to $60 million this year.




