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Background:


The long-term success of many organizations will depend on their financial strength and flexibility.  These two characteristics are significantly enhanced when endowment assets are increased.  In the last decade, there has been an increased emphasis by organizations to attract endowment gifts.  Competition for endowment gifts has never been higher.


Long-term endowment growth is determined primarily by four components: asset allocation of endowment assets; the investment returns on these assets; the organization’s spending rate; and new endowment gifts.  An organization can most influence endowment growth through the “new gifts” component.

Basic Terminology:


Endowment (a permanent fund that does not permit the principle to be spent)


    Permanent ___________________________________________________


    Quasi _______________________________________________________


Total return (all income plus or minus appreciation or depreciation)



___________________________________________________________


Spending rate (the percentage of the market value that is spent each year)



___________________________________________________________


Spending method (how the spending rate is calculated)



___________________________________________________________


Real return (the total return minus the rate of inflation for a period of time)



___________________________________________________________


Intergenerational equity (future benefit is equal to today’s benefit)



___________________________________________________________


Asset Allocation (the proportion of endowment invested in different types of assets)



___________________________________________________________


Endowment Policies and Guidelines (written document with constraints)


 
___________________________________________________________


Prudent Investor Rule (guidelines for fiduciary responsibility)



___________________________________________________________

Investment Return is Primarily Influenced By:

Long term asset allocation policy


Spending rate policy


Manager style allocation


Minor influences (manager selection, security selection, market timing)

Simplified Approach to Asset Allocation:

Real Return =Total Return – Inflation


Spending Rate Should Not Exceed Real Return


If Real Return on Stocks is 7% and on Bonds is 3% (Long Term Record)


Then to Support 5% Spending Rate, Solve 7%(x) + 3%(1-x) = 5% (x=% in Stocks)


Answer:  50% Stocks, 50% Bonds


6% Spending Rate Requires 75% Stocks, 25% Bonds


7% Spending Rate Requires 100% Stocks, 0% Bonds

One Actual Endowment Result Over a 10 Year Period:






      Organization
          Average

Total Return


12.5%


10.4%




Minus Inflation


 -3.4%


 -3.4%




Real Return


   9.1%


  7.0%




Minus Spending Rate

  -7.8%


 -4.6%




Real Growth


    1.3%

  2.4%




Plus New Gifts


    3.2%

  3.5%




Total Real Growth


    4.5%

  5.9%



Sample Spending Rules Based on 436 Institutions:


Spend a pre-specified % of a moving average of market value:  68.1%


Increase prior year’s spending by a pre-specified %:  7.3%


Decide on an appropriate rate each year:  5.3%


Spend a pre-specified % of beginning market value:  5.0%


Spend all current income or a % of current income:  5.7%


Other rules or no established policy:  8.6%

Expectations of Managers (or of organization directed committee):



Provide clear guidelines for the manager


Periodic (at least quarterly) reports that contain

· A listing of assets held

· Expected annual income of the portfolio

· Transactions in the account

· Fees and charges for the period

· Performance (preferably comparative) of the portfolio



A written or personal presentation on an annual basis


Reasonable fees for the work required

A Market Approach to Investing Endowment Funds:


Step One:    Determine asset allocation on a broad basis

Step Two:    Determine allocations within broad categories.

Step Three:  Purchase index funds to match allocation choices.

Step Four:    Monitor results and rebalance funds annually.

Step Five:    Make changes in funds when appropriate or when new asset classes are chosen in the allocation process.

	Asset Class
	Possible Mutual Fund Investment
	1 Yr. Return

	US Total Market
	Spartan Total Market Index
	11.3%

	S&P 500
	AIM S&P 500 Index
	11.2%

	Russell Midcap Value
	Vanguard Mid-Cap Value Index
	5.8%

	Russell Midcap Growth
	Vanguard Mid-Cap Growth Index
	7.3%

	Nasdaq Stocks
	Fidelity Nasdaq Composite Index
	4.2%

	Socially Responsible Stock
	Calvert Social Index
	7.4%

	MSCI EAFE
	Gartmore International Index
	19.4%

	Global Real Estate
	Northern Global Real Estate Index
	6.5%

	Lehman Aggregate 
	T. Rowe Price US Bond Index
	6.1%

	US Treasury Issues
	Spartan Short-Term Treasury Index
	5.2%


The Key to Long-Term Endowment Growth:


“Most analyses of changes in endowment market values focus on relatively short time periods, such as one to three years, and on investment results and spending levels.  In such short periods, the volatility of securities markets makes it appear that the major factor in endowment growth or decline is caused by market forces.  Over longer time periods, quite a different conclusion can emerge.  It is annual additions to endowment funds from gifts that are frequently a major reason for relative success in achieving long-term endowment growth.”

CFQ, Spring 2005, page 10

Some Questions for Consideration:

Do we have adequate and appropriate endowment policies in writing?


Do we understand the composition of our endowment?


Is our asset allocation policy reflective or our risk and return goals?


Do we have a spending policy that reflects our long-term goals?


Do we have adequate periodic review of our policies, performance, etc.?


Do we have an endowment growth program to secure additional resources?
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