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VII. STANDING COMMITTEES 

 

 

B. Finance, Audit and Facilities  

 

 

Amendment to the Statement of Investment Objectives and Policy for the 

Consolidated Endowment Fund 

 

RECOMMENDED ACTION: 

 

It is the recommendation of the Finance, Audit and Facilities Committee that the 

Board of Regents adopt a new spending policy for the Consolidated Endowment 

Fund (CEF).  The recommended policy change will replace the interim spending 

policy which impacted program distributions in fiscal years 2009 and 2010. 

 

The recommendation is summarized below: 

 

1. SPENDING RATE:  Reduce total spending (program distributions plus 

administrative fees) by one percentage point representing a drop in the 

long term spending rate from 6.0% to 5.0%. 

 

2. SPENDING SPLIT:  Reduce the rate on program distributions from 

5.0% to 4.0% and maintain the current administrative fee of 1.0%.  

 

3.  ADMINISTRATIVE FEE SPLIT:  Maintain current 1% 

administrative fee at 80 bps to the Advancement Program and 20 bps to 

the Investment Office. 

 

4. AVERAGING PERIOD:  Extend the averaging period from three 

years to five years. 

 

5. TIMING:  Next quarterly distribution following Board approval. 

 

6. IMPLEMENTATION:  Implement to a five year averaging period 

incrementally over a twenty quarter transition period.  Beginning with 

the second quarter during the transition, distributions will be smoothed 

through the use of a 5% collar on quarter to quarter increases or 

decreases. 

 

7. ADMINISTRATIVE FEES’ CALCULATION:  Change 

administrative fee distribution from period end calculation to the same 

averaging formula used for program distributions. 
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8. ADMINISTRATIVE FEE REVIEW PROCESS:  Initiate annual 

review of administrative programs (Advancement and Investment 

Offices) funded off the CEF by the Office of Planning and Budgeting.  

Identify process for ongoing administrative program oversight. 

 

BACKGROUND: 

 

In March 2009, the Board of Regents approved an interim spending policy that 

lowered then froze program distributions at approximately half that of fiscal year 

2008 levels.  The action was taken to prevent further erosion of the endowment 

following the severe meltdown in global financial markets in the last half of 2008.  

The Board’s intention was to review the spending policy on an ongoing basis and 

reinstate the long term spending policy no later than 6/30/2013.  Valuations have 

improved significantly over the past year and while not fully restored, it is 

reasonable to consider a return to a long term spending policy at this time.   

 

SPENDING POLICY OBJECTIVES: 

 

An effective spending policy will meet the following objectives: 

 

 Balance the competing needs of current and future endowment 

beneficiaries; 

 

 Maximize the stability and predictability of distributions; 

 

 Be understandable and acceptable to donors and campus. 

 

SPENDING POLICY COMPONENTS: 

The most commonly used spending policies have two components: 

 Spending Rate:  The annual amount withdrawn from the endowment 

expressed as a percentage of the endowment’s market value. 

 

 Spending Rule:  The formula for determining annual spending 

withdrawals and the mechanics of its implementation.  The spending 

rule is designed to reduce annual variability in spending – typically by 

applying the spending rate against an average multiyear endowment 

market value. 
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RATIONALE: 

 

To facilitate decision-making, the recommended action is broken into its 

component pieces, which are summarized below: 

 

9. SPENDING RATE:   In its 2010 CEF annual asset allocation review, 

UWINCO advised the Board of Regents to reduce the total spending 

(program distributions plus administrative fees) on the CEF from 6.0% 

to 5.0%.  The recommendation from UWINCO was informed by general 

economic conditions suggesting a prolonged low return environment. 

 

10. AVERAGING PERIOD:  The longer averaging period has the benefit 

of dampening market volatility during market extremes – providing 

higher levels of support when markets are down and lower levels of 

support when markets are up.  A longer averaging period also facilitates 

forecasting and allows programs to effectively plan for change. 

 

11. TIMING:  Departments have been severely affected by state budget 

cuts.  Endowments are an increasingly important source of funding for 

the programs they support.  Increasing spending from its current 3.2% to 

4.0% will provided a much needed boost in support.  Endowment 

operating account balances declined 1.3% from 6/30/08 to 6/30/10.  The 

decline seems slight when viewed in total.  But many departments 

function with very little in reserve and the decline in some programs is 

as much as 70%.  Endowments providing scholarships and fellowships 

are particularly affected. 

 

12. IMPLEMENTATION:  Management of the transition to the new 

spending policy is critical.  It is recommended that the averaging period 

be implemented incrementally; increasing one quarter each period until 

the twenty quarter (5 year) average has been attained then rolling 

forward.  Beginning with the second quarter during the transition, 

distributions will be smoothed through the use of a 5% collar on quarter 

to quarter increases or decreases. 

 

13. ADMINISTRATIVE FEES’ CALCULATION:  Prior to the 

recommended change, distributions to administrative programs were 

based upon the current quarter end market value.  This resulted in high 
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quarter to quarter variability in the distribution.  Approval of the 

recommended action will result in the use of the same spending 

calculation for both program distributions and administrative fees. 

 

14. ADMINISTRATIVE FEE REVIEW PROCESS:  Reviews of the 

administrative programs funded by the CEF (advancement and 

investment offices) will be conducted by the Office of Planning and 

Budgeting annually.   

 

 

REVIEW AND APPROVALS: 

 

This policy recommendation has been reviewed by the Senior Vice President and 

the administration, the Chief Investment Officer and by the University’s 

investment consultant, Cambridge Associates.  
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Executive Summary

In exercising its fiduciary responsibility over the University of Washington’s
investment program, the Board of Regents makes two key policy decisions:
strategic asset allocation and spending. Changes to the strategic asset allocation
of the CEF were approved by the Board at its May 2010 meeting. The focus of the
October 2010 Board meeting is on endowment spending.

Interim Spending Policy: In March 2009, the Board of Regents approved an
interim spending policy that lowered then froze program distributions at
approximately half that of fiscal year 2008 levels. The action was taken to prevent
further erosion of the endowment following the severe meltdown in global
financial markets in the latter part of 2008.

Campus Impact: The pain felt by endowed programs was tempered for some
departments by their reserve balances and/or the continuing generosity of their
donors. Scholarships and fellowships were the most heavily impacted and
anecdotal evidence suggests that further declines in the number and size of
awards lie ahead. Over the past year, many donors expressed disappointment that
their endowed programs have not been better supported.

Recommended Action: Adopt a new long term spending policy that sets total
spending (programs distributions plus administrative fees) at 5% of the average
market value of the CEF for the previous five years.

Implementation: The five year average will be implemented incrementally.
After the initial quarter, the quarter to quarter change in the distribution level will
be capped at 5% as a way of smoothing the distribution to campus and as
protection in volatile markets.
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What is the Governance Structure of the CEF?

The Board of Regents of the University of Washington is vested by statute with
responsibility for the management of the properties of the University, including
the Consolidated Endowment Fund and other University funds.

Investment program oversight resides with the Finance, Audit and Facilities
Committee (FAF), a subcommittee of the Board of Regents. In May 2001, the Board
approved the establishment of an advisory committee, the University of
Washington Investment Committee (UWINCO), consisting of Board members and
external investment professionals. In 2004, the Board approved the appointment
of the University’s first Chief Investment Officer (CIO) to manage the day to day
activities of the investment portfolios.

From the “Statement of Investment Objectives and Policy for the Consolidated 
Endowment Fund”

Background
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What are the Key Roles and Responsibilities

Governance of the investment program is defined around clearly established
roles and responsibilities.

Background
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The University of Washington Consolidated 
Endowment Fund

In 1905, the University of Washington received its first cash endowed gift of $400,
thus beginning the accumulation of endowed funds that are held today. By June
30, 2010, the University of Washington’s endowment totaled $1.8 billion and
contained 3,334 individual endowment funds. Approximately 80% of the funds
held in the Consolidated Endowment Fund (CEF) are endowed by the donor and/or
department and can be used solely to support designated programs. The
remaining 20% consists primarily of long‐term operating monies invested by policy
in the CEF by the Board of Regents.

The CEF currently funds scholarships and fellowships (28%), professorships and
chairs (25%), research (9%), general academic support (18%) and other university
activities (20%). Nearly half of the endowment benefits the overall University,
with the remaining focused on specific units, including Academic Medical Affairs
(24%), Arts and Sciences (12%), Engineering (7%), and the Business (5%) and Law
(4%) Schools.

Individual endowment funds are commingled in the CEF for investment purposes
and unitized much like a mutual fund. Distributions to endowed programs are
made quarterly.

Over the past ten years, the CEF provided $648 million in endowed program
support. This represents approximately 2% ‐ 3% of the University’s annual
operating revenues.

Background
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What are the Characteristics of the CEF?

Background

7

As of June 30, 2010
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What are the Characteristics of a Good 
Spending Policy?

A spending policy should strike a balance among the following objectives:

Provide programs with a predictable and stable stream of revenue

Maintain the purchasing power of this revenue stream over the long term

Maintain the purchasing power of endowment assets over the long term

Be understandable 

A spending policy should include:

A target spending rate

Balances current and future program needs

Does not exceed the average real investment return over the long term

Spending rule or formula

Reduces the annual volatility of spending

Keeps spending within sustainable limits

Source:  Cambridge Associates

These objectives are typically met by establishing a spending rate consistent
with the institution’s tolerance for risk. A higher spending rate requires a
higher allocation to equities. Stability in the distribution flow is managed
through the use of a smoothing mechanism, commonly three to seven years
average market value, to soften the disruptive impact of short term capital
market volatility.

Spending Policy
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What is the CEF Spending Policy?

The interim spending policy was approved by the Board of Regents in March
2009, and retroactive to the beginning of fiscal year 2009. The action was
taken in response to the extreme volatility and downward price pressures in
the financial markets in the latter half of 2008 which ultimately resulted in a
23% drop in endowment values in FY09.

Spending Policy
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How has the Spending Policy Changed Over 
Time?

10

Spending Policy

* Interim policy approved by the Board of Regents in March 2009 and
retroactive to the beginning of FY09.
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What Impact has the Interim Policy Had on Schools 
and Colleges?

Prior to the adoption of the interim policy, many departments
accumulated distributions on new endowments for the first year or two
as the program was established. As a result, endowment operating
accounts grew steadily along with new gifts. Endowed operating
balances declined in FY09 and were flat in FY10.

Campus Impact
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Which Endowed Programs Drew Down their 
Operating Balances Since the Spending Cut?

The largest drop in endowed operating balances were those related to
scholarships, fellowships and chairs. The least impacted were medical
research funds.

The schools and colleges showing the largest declines in endowed
operating balances are summarized below:

Campus Impact
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What is the Impact of Spending Cuts on 
Student Support?

13

Campus Impact
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What Level of Return is Needed to Cover 
Spending and Inflation?

Program distributions, administrative fees and inflation are critical factors in
defining a sustainable level of program support.

Market Returns
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Do Historical Market Returns Help Define a 
Sustainable Level of Spending?

Market Returns

A good endowment spending policy maintains the purchasing power of
endowment assets over time. Historically, a 70% allocation to equity was
sufficient to support an inflation adjusted spending level of 5%. Higher
spending was possible only through a higher allocation to equities.

15

Inflation

Real Historical Returns (Inflation Adjusted)
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What is the Near to Mid‐term Consensus View 
on Capital Markets’ Returns? 

Most market experts anticipate a lower return environment over the next three
to five years as compared with historical averages.

Market Returns

16

Investment 
Managers & 

Banks

*  Historical returns represent the longest time series available for each asset class.  Composite returns are 
calculated using the 2010 Board‐approved CEF asset allocation.
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How Does the Spending Rate Impact Market 
Values? 

Historical simulation : 1973 to current

Beginning market value:    $2 billion

Spending policy: Spending rate * 5 Year average MV

Investment: 70% S&P500 and 30% Government Bond

Nominal 

Spending Simulation

17

20
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How Does the Spending Rate Impact Payouts? 

Historical simulation : 1973 to current

Beginning market value:    $2 billion

Spending policy: Spending rate * 5 Year average MV

Investment: 70% S&P500 and 30% Government Bond

Between 20 and 30 years in most spending simulations, the “crossover” occurs
where the highest payout rate provides the lowest actual dollar program
distribution going forward.

Nominal

Spending Simulation
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Nominal 
20

10
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How Does the Spending Level Impact the 
Probability of Future Impairment of the CEF?

Through its spending and asset allocation policies, an endowed institution
balances the competing demands of current and future generations.

Spending Simulation

19

Impairment risk is 
the probability of 
losing half of the 
purchasing power 
of the endowment 
through capital 
depreciation over 
a 50‐year horizon

The spending level 
includes 

distributions to 
endowed programs 
and administrative 

fees

F-10.1/210-10 
10/21/10



How long will it take for the CEF unit value to 
reach the 2007 peak valuation?

20
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Through June 2010, the CEF per unit value recovered nearly a fifth of its
decline from the 2007 peak. (The unit value does not change when gifts are
added.) As the chart shows, if annual returns are 8% and the recommended
total spend of 5% is approved, it will take an additional eight years to return to
the 2007 peak market value per unit.

The benefits of lower spending levels are best seen over long time horizons –
25 to 50 year periods.

Spending Simulation
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How have Gift Activity and Active Investment 
Management Contributed to Endowment Growth?

21

Administrative Fees

Blue Area Assumptions (Baseline):

CEF passively invested 70% S&P 500 and 30% U.S. Government bonds

25% of actual gift activity

No administrative fees to advancement or investments

$0.7 bn CEF ending market value

Red Area Assumptions (Add back Gift Activity):

CEF passively invested 70% S&P 500 and 30% U.S. Government bonds

100% of actual gift activity – invested passively

80 bp administrative fee to advancement

$1.3 bn CEF ending market value

Green Area Assumptions (Add back Active Management):

CEF actively managed with actual results shown

100% of actual gift activity

80 bp administrative fee to advancement & 20 bp administrative fee to investments

$1.8 bn CEF ending market value
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Contributors of Endowment Growth 

Baseline ‐ Passively Managed Add Gift Activity Add Active Management

$1.8

$1.3

$0.7

Successful fundraising efforts coupled with an active approach to investment
management led to significant growth in the CEF over the past 12 years.
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What Options Were Considered in Developing 
the Recommendation?

CONCLUSIONS:
Spending has a much lesser impact on market values than returns.
Over the very long term spending policies with the same spending rate, will 
result in very similar market values – no matter the smoothing mechanism.
The only way to positively affect long term market value via spending policy is to 
lower the spending rate.
Policy (5) is recommended because it strikes the best balance in achieving the 
first three goals without being too difficult to understand. 

Recommendation
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How Will the Changes be Implemented?

When will the interim policy be lifted?

Effective the quarter in which the Board decision on CEF 
spending is made

What impact will the change have on Campus?

Effect on campus is significant – especially programs dependent 
on one or a few large endowments.  

Lower rate and longer averaging period result in spending policy 
that can be sustained in volatile markets.

How will the move from the interim policy be implemented?

Averaging will be incremental.

During the transition to a 20 quarter average, distributions will 
not be allowed to increase or decrease more than 5% in any one 
quarter, except in the first quarter.

How will administrative fees be handled?

Contrary to current practice, administrative fees will be based 
upon a rolling average market value.

Averaging will be incremental.

During the 20 quarter transition, fees will also not be allowed to 
increase or decrease by more than 5% in any one quarter.

23

Implementation
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What Universities Recently Changed their 
Endowment Spending Policies?

25
Temporary spending change

Other universities with spending rates between 4.0% and 4.5% include:
University of Wisconsin; University of Florida; University of Pittsburg; University of
Minnesota; and Purdue University.
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Results of Fiscal Year 2009
NACUBO‐Commonfund Endowment Study

24% of Study participants deviated from their spending 
policy in FY09

15% of institutions with assets over $1 billion decreased 
spending

Of institutions decreasing spending, the average decrease 
was 21%

73% of institutions with assets over $1 billion increased 
spending

Of institutions increasing spending, the average increase 
was 13.3%

26

Cambridge Associates will update its endowment spending survey during 
the fall of 2010.   The FY10 NACUBO Study will be available in winter 2011.
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