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Being Objective

A Commonfund Viewpoint

Every year, the NACUBO-Commonfund Study of Endowments®
(NCSE) reports new data—on investment returns, asset allo-
cation, risk management, donations and gifts, and much more.
But some data points are relatively static. Perhaps the prime
example is the presence of a conflict of interest policy.

This year, 96 percent of Study respondents reported having
such a policy. In Studies over the years, that figure can be
counted on to remain above 95 percent. Underneath the ba-
sic existence of a broad policy, it is applied and interpreted

in different ways, but the adoption of some type of conflict
of interest policy is nearly universal. A few other data points
are also fairly constant: We can infer that 91 percent of
institutions adhere to some type of consistent spending
policy discipline since this year only nine percent reported
they decide on an appropriate spending rate each year.
Eighty-six percent of respondents reported going beyond
traditional asset class and strategy allocations to construct
their portfolios using classifications that include risk reduc-
tion, inflation protection and liquidity among others. Both
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of these— articulating a spending policy and employing
various classifications in portfolio construction— while not
universal are practiced at very high rates.

That brings us to the matter of long-term investment objec-
tives, the actual returns achieved over time and the invest-

ment policies that support the objectives of the endowment.

One might surmise that adoption of a long-term investment
objective for the endowment would be widespread among
well-established, perpetual institutions with staff, trust-

ee, consultant and/or investment manager resources to
draw upon. In fact, this year, just 69 percent of institutions
reported having long-term investment objectives. Twen-

ty percent said they did not have long-term investment
objectives and another 11 percent had no answer or were
uncertain— indicating that if such an objective exists, it is
foggy, ill-defined or poorly communicated. In recent years,
a somewhat greater percentage of Study participants have
reported having long-term investment objectives, ranging
from 72 percent in FY2013 to 74 percent in fiscal years 2015
and 2016. Yet as far back as fiscal 2009 — the first year

the Study was published as a joint effort of NACUBO and
Commonfund Institute— 67 percent of institutions reported
having long-term return targets, meaning that the overall
rate of adoption is all but unchanged over the better part of
a decade.

RATES OF ADOPTION

Even more surprising is the fact that the largest institutions
are less likely than the Study universe to have a long-term
investment objective. This year, just 58 percent of institu-
tions with assets over $1 billion reported having one. Fifteen
percent of this size cohort said they did not have an objec-
tive and 27 percent gave no answer. A similar 58 percent

of the smallest participating institutions, those with assets
under $25 million, said they did not have a long-term return
target; in this instance, a full 34 percent reported having no
investment objective. Among the other four size cohorts,
adoption rates ranged from 72 percent (among three size
categories) to 75 percent among institutions with assets
between $51 and $100 million.

There is similar variability when the data are examined by
type of institution. The highest rate of those with a long-
term investment objective in FY2017 was 80 percent of
combined endowment/foundations. The lowest rate, at 60
percent, was reported by public institutions. In between,
68 percent of private institutions and 73 percent of institu-
tion-related foundations (IRFs) reported having an invest-
ment objective.

LONG-TERM OBJECTIVES VERSUS LONG-TERM RETURNS
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The relevance of—if not the outright need for—a long-term
investment objective takes on a sense of urgency when one
considers that endowments’ long-term investment perfor-
mance does not appear to be delivering the returns neces-
sary to cover annual spending and inflation.! The chart on
page one illustrates this point by comparing 10-year trailing
returns to long-term investment objectives for fiscal years
2009 through 2017. Not once in the nine-year period did the
trailing 10-year return equal, much less surpass, the average
long-term investment objective reported by respondents to
the NCSE. Perhaps recognizing the gap between aspiration
and reality, the average long-term investment objective has
trended down over the period, from a high of 7.8 percent in
FY2009 to a low of 7.0 percent in the current fiscal year.

To address this year's Study data specifically, responding
institutions earned an average annual return of 4.6 percent
for the trailing 10-year period, yet this year they spent at an
effective annual rate of 4.4 percent. The Higher Education
Price Index (HEPI) reports that costs in fiscal 2017 rose at
an annual rate of 3.7 percent (the highest since FY2008). To
compare apples and apples, since the focus is on long-term
returns, the average annual increase in HEPI for the past 10
years has been 2.4 percent, and the reported average annu-
al effective spending rate for the past 10 years has been 4.4

LONG-TERM OBJECTIVES BY SIZE

percent. This suggests that a starting point for establishing
an investment objective may be 6.8 percent (net of fees)
or, in round terms, 7.0 percent— the figure needed to cover
spending and inflation. In fact, that is in the modal range of
return targets expressed by those FY2017 Study respon-
dents with an investment objective. Twenty-six percent of
respondents said their investment objective is in the 7.0-7.9
percent range. After that, 17 percent targeted returns
between 8.0 and 8.9 percent and 11 percent each target-

ed returns of 6.0-6.9 percent and 5.0-5.9 percent. Only 2
percent said they seek a return of 9.0 percent or higher, and
2 percent target a return of less than 5.0 percent.

IPS USE NEARLY UNIVERSAL

While the adoption of a long-term investment objective is
far from universal, we can say, with reasonable confidence,
that a written investment policy statement (IPS) is close to
it. The NCSE has not specifically inquired whether par-
ticipants have such a policy, but, in addition to anecdotal
evidence, there is some basis in history for this assertion.
In its very first study (for FY2000), the predecessor to the
NCSE(the Commonfund Benchmarks Study®) found that 91
percent of 563 participating institutions had a written in-
vestment policy (including 100 percent of institutions with
assets of $501 million or more).

Numbers in percent (%)

Total Over $501Million- | $101-$500 | $51-$100 $25-$50 Under

Institutions | $1Billion $1 Billion Million Million Million $25 Million

809 97 82 275 157 13 85
Have return objectives 69 58 72 72 75 72 58
Less than 5% 2 1 3 1 1 4 3
5.0-5.9% n 8 10 10 n 13 20
6.0-6.9% 1 9 n 14 14 8 1
7.0-7.9% 26 16 23 31 28 30 20
8.0-8.9% 17 21 23 16 17 12 12
9% and over 2 3 2 0 4 5 2
Do not have return objectives 20 15 18 20 16 20 34
No answer n 27 10 8 9 8 8
Average 7.0 7.2 71 7.0 71 6.8 6.6
Median 7.0 7.5 7.0 7.0 71 7.0 7.0

Source: 2017 NACUBO-Commonfund Study of Endowments

1 Investment management costs are not included because Study returns are reported net of fees.
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LONG-TERM OBJECTIVES BY TYPE

Numbers in percent (%)

Combined
Total Endowment/
Institutions Private All Publics Public Only IRFs Foundations
809 507 302 67 176 59
Have return objectives 69 68 72 60 73 80
Less than 5% 2 2 2 0 2 2
5.0-5.9% n 13 9 7 10 9
60-6.9% n 10 12 9 n 20
7.0-7.9% 26 26 26 20 28 27
80-8.9% 17 15 20 21 19 22
9.0% and over 2 2 3 3 3 0
Do not have return objectives 20 21 18 22 17 17
No answer n n 10 18 10 3
Average 7.0 6.9 71 7.3 71 7.0
Median 7.0 7.0 7.2 7.4 7.3 7.0

Source: 2017 NACUBO-Commonfund Study of Endowments

Most investment policies will advance objectives for the en-
dowment. Typically, these objectives may be expressed as:

* Maintaining the real purchasing power of the fund after
inflation, costs and spending (i.e., achieving intergenera-
tional equity)

* Optimizing the fund'’s risk-adjusted returns

* Providing a stable source of liquidity and financial support
for the mission of the institution

Directly tied to the third objective is the expected annual
contribution to the institution’s operating budget. There

is specific data for this: The current NCSE reports that, on
average, 7.9 percent of Study participants’ operating budget
is funded by the endowment; this directly correlates to the
size of the institution, as it ranges from an average of 12.1
percent of the annual budget of institutions with assets over
$1 billion to 3.5 percent of the budget of institutions with
assets under $25 million. Clearly, institutions rely on their
endowments not only to support their mission in perpetuity
but also to fund routine operations.

If, then, the endowment is expected to support the institu-
tion for both the long and short term, some sense of what
the endowment is designed to deliver in terms of return
seems reasonable. And constructing an endowment that
supports the targeted return starts with the process of
selecting a policy asset allocation. Investment committees
design asset allocations with several thoughts in mind.
Projected returns of various asset mixes are clearly a pri-
ority. But it is risk-adjusted returns that count, so the risks
inherent in each asset allocation scheme are equally, if not
more, important than projected returns. The point is that
no coherent asset allocation policy can be designed and
implemented without a return objective in mind. This view
is widely held. To quote from a NACUBO/AGB publication:

To develop an asset allocation strategy, an investment
committee must establish a return objective...[and]
agree on a time horizon within which to meet its return
objectives.?

2 William S. Reed, Financial Responsibilities of Governing Boards (Washington: NACUBO/AGB, 2001), 54.
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Another recent publication on the subject captures a similar
thought:

Defining the appropriate objectives is a critical element
of any investment program...objectives for investment
returns must be specific and measurable, so that the in-
vestment committee and the board can evaluate wheth-
er the portfolio is achieving its investment goals. These
goals translate directly into an investment objective...3

RETURN OBJECTIVES AND RISK

The selection of a return objective is also a major consid-
eration in establishing the portfolio’s risk profile. One asset
allocation mix may offer perceived safety to a board with a
low tolerance for risk— but not support its spending policy.
Another asset mix may be overly concentrated and produce
top-tier returns when the allocation aligns with the market
environment, but be overly susceptible to shifts in senti-
ment. Boards are highly unlikely to implement a proposed
asset allocation without having an understanding of the
risk-adjusted return it is projected to produce.

Thus, it is difficult to see how investment committees can
do their job without knowing where they are going, i.e.,
having a long-term investment objective. It may be that
they conduct their operations with an internal or “working”
investment objective as a guideline or soft target, but do not
confirm a specific long-term target as a written objective
within the IPS. Instead, this document may express long-
term objectives in terms of support for the institution’s
mission (long term) and operations (short term) and leave
numerical targets to the deliberations of the investment
committee.

One of the main points of this discussion is the disparity
between institutions’ long-term spending (plus inflation)
and what has actually been delivered by endowment
returns over the past 10 years. Recently, one other factor
has emerged with the potential to widen that gap. We are
referring to the Tax Cut and Jobs Act passed by Congress
and signed into law by President Trump in December 2017.
The act will impact the revenue streams of colleges and
universities in many ways, but for purposes of this discus-
sion the impact will be felt through anticipated reductions in
charitable giving and a new tax.

Regarding the latter, the act imposes an excise tax of 1.4
percent on the net investment income of private colleges
and universities that meet certain criteria, including assets
(valued at the close of the previous tax year) of at least
$500,000 per full-time student. Clearly, this provision

will not affect many institutions—but it is likely to have an
impact on institutions with the largest endowments, the
very ones that are least likely to have long-term investment
objectives, according to NCSE data over the years.

CONCLUSION

Perhaps it is time for long-term investment objectives

to be adopted more widely as educational endowments
address new challenges— including the new excise tax and
the steepest one-year higher education inflation rate in a
decade— but, above all, the historic shortfall when endow-
ment returns over time are measured against spending rates
and inflation.

3 Nicole Kraus, Hilda Ochoa-Brillembourg and Jay Yoder, Endowment Management for Higher Education (Washington: AGB Press, 2017), 33.
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Market Commentary

Information, opinions, or commentary concerning the financial markets, economic conditions, or other topical subject matter are prepared,
written, or created prior to printing and do not reflect current, up-to-date, market or economic conditions. Commonfund disclaims any responsi-
bility to update such information, opinions, or commentary. To the extent views presented forecast market activity, they may be based on many
factors in addition to those explicitly stated in this material. Forecasts of experts inevitably differ. Views attributed to third parties are presented
to demonstrate the existence of points of view, not as a basis for recommendations or as investment advice. Managers who may or may not
subscribe to the views expressed in this material make investment decisions for funds maintained by Commonfund or its affiliates. The views
presented in this material may not be relied upon as an indication of trading intent on behalf of any Commonfund fund, or of any Commonfund
manager. Market and investment views of third parties presented in this material do not necessarily reflect the views of Commonfund and
Commonfund disclaims any responsibility to present its views on the subjects covered in statements by third parties. Statements concerning
Commonfund's views of possible future outcomes in any investment asset class or market, or of possible future economic developments, are not
intended, and should not be construed, as forecasts or predictions of the future investment performance of any Commonfund fund. Such state-
ments are also not intended as recommendations by any Commonfund entity or employee to the recipient of the presentation. It is Common-
fund's policy that investment recommendations to its clients must be based on the investment objectives and risk tolerances of each individual
client. All market outlook and similar statements are based upon information reasonably available as of the date of this presentation (unless an
earlier date is stated with regard to particular information), and reasonably believed to be accurate by Commonfund. Commonfund disclaims
any responsibility to provide the recipient of this presentation with updated or corrected information. Past performance is not indicative of future
results. For more information please refer to www.commonfund.org/important-disclosures.
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