THE NEW RESEARCH BUILDING, HARVARD MEDICAL SCHOOL

The University’s commitment to advancing scientific research and Medical School, construction progressed on the New Research

scholar: inued during the past year. The new Broad Institute Building. The 525,000 square-foot facility will house researchers

and the ute for Science will focus on the study of from both the basic science departments and affiliated hospitals,
- ;genomics and experimental science, respectively. At Harvard enabling leading-edge collaboration in the biomedical sciences.
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To the Members of the
Harvard Community:

HARVARD UNIVERSITY

I am pleased to convey to you Harvard University’s fiscal 2003 financial report. As
the following pages will describe, the University remains in sound financial condition
and reported an operating surplus for the year ending June 30, 2003. Harvard has
responded to the challenging economic conditions of the past year with numerous
steps to reduce costs and streamline operations. Provost Steven Hyman continued
his active involvement with all of the schools in an intensive review of academic
plans and budgets to ensure that our academic goals and our use of resources are
appropriately aligned. The University administration made significant progress

in implementing the recommendations of an outside consultant to improve the
efficiency and effectiveness of our administrative functions. The continuing generosity
of our supporters, who contributed a total of $562 million to further our mission,
and the exceptional performance of our endowment investments have allowed us to

be strategic rather than reactive in redirecting resources to our highest priorities.

We enter the coming year with an exciting set of academic priorities: a comprehensive
review of Harvard College and the undergraduate academic experience; major
initiatives in important new areas of scientific inquiry; and the opportunity to plan
for the future shape of the University as we contemplate expansion into Allston.
These academic challenges and opportunities will require significant resources.
Therefore, we will need to be aggressive about managing costs in order to maximize
the resources available for this ambitious agenda. To that end, we will continue to
look even more carefully at our administrative structure to ensure that we are doing

what we need to do, in the most efficient and effective way, to support the academic



enterprise at the highest possible level. Just as Harvard is a world-class leader
in teaching and research, we must become a world-class leader in managing the

resources needed to maintain top-quality administrative support.
Our ambitious agenda for the future will require the commitment of substantial new

resources, as well as sound financial management. I look forward to working with all

of you on the realization of these goals.

Sincerely,

f;&wwhl. Hfurntan

Lawrence H. Summers

PRESIDENT

September 25, 2003
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To the Board of Overseers
of Harvard College:

Harvard University continues in sound financial health, although the past year
proved financially challenging for many units of the University. In response to
negative investment results in fiscal 2001 and 2002, income distributed from
existing endowments rose only 3% in fiscal 2003, exerting pressure on budgets
across the University. The University responded successfully to constraints on
resources by reducing expenses, reorganizing or eliminating certain programs,
and in some cases delaying new initiatives. We enter fiscal 2004 with continued
pressure on many revenue sources—tuition, federal support for research, program
revenues, and endowment distributions. In light of this pressure, we must continue
to carefully examine our costs to ensure that we are managing the University in
the most efficient and cost-effective way possible. President Summers has outlined
an ambitious agenda for Harvard in the coming year, and we are committed to

the sound financial management necessary to achieve the University’s priorities.

FINANCIAL HIGHLIGHTS

0 The University ended the year with an operating surplus of $40 million on
$2.4 billion of expenses. Unrestricted expenses exceeded income by $30 million,
offset by a surplus of $770 million in restricted funds—funds whose use is limited

in future years to the purposes designated by the donors or sponsors.

0 The Harvard Management Company had an exceptional year, ending with
a 12.5% total return and raising the three-year return to an annualized 2.9%.
Total market value of the endowment rose from $17.5 billion to $19.3 billion,

contributing to the growth in total net assets from $21.3 billion to $23.1 billion.
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0 Harvard raised $562 million through the continued generous support of
alumni and friends. Endowment gifts totaled $262 million, current use gifts
were $152 million, and grants for research as well as gifts for loans, facilities,

and life income funds comprised the remaining $148 million.

0 Sponsored funding for research and training rose 6%. The University continued
to benefit from the doubling of the research budget of the National Institutes
of Health over the past five years. Future increases in the budgets of government-
granting agencies are expected to be significantly lower, raising concerns for

the impact on federal support for our research spending.

0 Endowment income distributed for operations increased by only 3% to $7771 million,
primarily due to the 2% increase in the distribution rate. The small increase in the
fiscal 2003 rate was a response to an uncertain investment climate and the unusually
large increase of fiscal 2002. The increase in the payout, when combined with the
decline in the value of our investments in fiscal 2002, resulted in a 5.1% spending

rate in fiscal 2003, slightly in excess of our targeted range of 4.5% to 5.0%.

Endowment income distributed for operations continues to be Harvard’s largest

source of income, constituting 31% of total operating income. This is a significant
increase over the 21% share of just 10 years ago. The past decade’s growth reflects
both the generous support of our alumni and friends, as well as the robust capital

markets and strong performance of the Harvard Management Company.

0 Student income, net of scholarships applied to tuition and fees, rose by 3%.
The increase of 9% in tuition and fee scholarships made to undergraduate

and graduate students moderated the growth in this area.
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Other income

STUDENT INCOME Student income totaled

$524.9 million in fiscal 2003, an increase of 3%
over the prior year. Revenue from undergraduate
and graduate tuition rose 5% and 7%, respectively,
while undergraduate room and board income
increased by 3%. Scholarships applied to student
income continued to grow notably faster than
tuition, with a 9% increase in fiscal 2003 following
a 13% increase in fiscal 2002.

FISCAL YEAR 2003 OPERATING REVENUE

Student income Endowment

income distributed
for operations

Income from other
investments

Current use gifts

Sponsored
research support

s ¢
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SPONSORED RESEARCH SUPPORT Sponsored
research support rose 6% in fiscal 2003 to $548.9
million, representing a 5% increase in federal
support and a 9% increase in non-federal sponsored
funding. The federal government continues to
be the leading source of the University’s sponsored
research funding, providing 76% of total sponsored
research support in fiscal 2003. Foundations
furnished 17% of sponsored support, and other
sources, including corporations, state and local
governments, foreign governments, and research
institutes, contributed the remaining 7%.

Three of the schools accounted for 94%
of federally funded research support in fiscal 2003:
the Medical School, 42%; the School of Public
Health, 28%; and the Faculty of Arts and Sciences,
24%. Agencies of the Department of Health and
Human Services, principally the National Institutes
of Health (N1H), provided 777% of the University’s
federal support. This funding level is consistent
with that of recent years and reflects the continuing
significance of N1H support to the University.
The National Science Foundation and Defense
departments supplied 7% and 5% of federally
sponsored research support, respectively, with
the remainder awarded by other federal entities
including the Department of Energy, the Department
of Education, and the National Aeronautics and
Space Administration.

FACULTY OF ARTS AND SCIENCES

Dean William Kirby
announced the creation
of divisional deanships
for the major academic
areas of the Humanities,
the Social Sciences,

the Physical Sciences
(together with the
Division of Engineering
and Applied Science),
and the Life Sciences.
The divisional deans,

along with their
academic departments,
will develop plans for
faculty appointments,
new areas of intellectual
empbhasis, and the
resources to support
teaching and research.
A comprehensive
undergraduate curricular
review is in process

at the College under

the leadership of the
new Dean of Harvard
College, Benedict
Gross. The review
involves faculty and
students in planning
for the new shape and
content of the under-
graduate program,
both for its common
components (“general
education”) and its

opportunities for
concentrated study
in particular areas
of the intellectual
landscape.

Programs for study
abroad have undergone
reorganization over the
past year and are now
managed by the newly
created Office of Inter-

national Programs.

ANALYSIS OF FINANCIAL RESULTS

HARVARD UNIVERSITY

The oip, under the
leadership of the Dean
of Harvard College,

has been charged with
expanding opportuni-
ties for study, research,
and internships abroad.
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The indirect costs of research, such as facility
operations, depreciation, debt service, library

use, and administrative costs, are aggregated and
allocated as overhead to the direct costs of sponsored
projects. Indirect cost recovery funds a portion

of the overhead costs associated with research,

with the remainder of the costs funded by other
University sources.

In fiscal 2003, indirect cost reimbursements
totaled $125.3 million. Federal indirect cost recovery
rose a modest 2%, with indirect cost reimbursements
representing 27% of total federal expenditures.
Predetermined federal indirect cost rates have been

established for the University area, the School of
Public Health, and the Medical School through
fiscal 2006.

Non-federal indirect cost recovery decreased
10%, significantly more than the decrease in non-
federal sponsored expenditures. The decline in
indirect cost recovery was largely due to non-federal
sponsors’ reimbursing a smaller share of indirect
costs. This trend is a concern, since unrecovered
costs must be either reduced or absorbed by other
operating funds, placing stress on departmental
operating budgets.

SUMMARY OF FINANCIAL RESULTS
Dollar amounts in millions

1999’

2000 2001 2002 2003
Total income $ 1,771.9 $ 2,022.6 $ 2,2282 $ 2,349.0% $ 2,472.7
Total expenses 1,837.4 1,902.5 2,063.3 2,261.6° 2,432.9
Total giving 460.2 505.0 707.1 477.5 562.4
Student notes receivable 198.0 172.9 159.0 151.3 136.7
Fixed assets at net historical cost 1,651.0 1,841 22 2,382.8 2,774.4 3,168.4
Bonds and notes payable 1,168.0 1,276.4 1,622.2 1,839.5 2,246.9
General operating account, net assets 2,751.6 3,186.0 3,279.9 3,419.9 3,439.4
Endowment funds, net assets 14,755.6 19,148.3 18,259.2 17,518.0 19,294.7
Total return on general investments 12.2% 32.2% (2.7%) (0.5%) 12.5%
Degree student enrollment 18,569 18,541 18,847 19,539 19,536

" These numbers are restated to include Radcliffe.
2This number is restated to conform with fiscal 2001 presentation.
3These numbers are restated to conform with fiscal 2003 presentation.

BusiNESs ScHooL

ScHooL oF DENTAL MEDICINE

In September 2002,
HBs publicly launched
The Campaign for
Harvard Business
School, setting out

to raise $500 million
for critical support of
key initiatives by the
end of fiscal 2005. At
the end of fiscal 2003,
campaign gifts and
pledges totaled $360

HARVARD UNIVERSITY

million. As part of the
campaign, HBs received
a $25 million gift

to support faculty,
research and course
development in entre-
preneurial studies. This
gift is the largest single
donation ever directed
toward supporting an
academic program

at HBs. In addition,

thanks to an extraordi-
nary $32 million gift
for campus renewal,
HBS is positioned to
maintain high quality
living, classroom, office
and gathering spaces
campus-wide for gener-
ations to come.

ANALYSIS OF FINANCIAL RESULTS

HsDM has spent the
past two years develop-
ing and implementing
initial phases of a long-
term strategic plan. The
goal of this plan is to
fully integrate research
with patient care and
education to realize the
school’s mission of
improving health.

On June 6th, President
Summers presided over
HsDM's groundbreaking
for the Research and
Education building. This
new building is symbolic
of the resurgence of
discovery at HsDM.

A $30 million capital
campaign has been
launched to fund the
new facility.



CIFTs FOR CURRENT UsE The University’s alumni
and friends contributed $151.9 million of current
use gifts in fiscal 2003, a 15% increase over the prior
year. Gifts for current use provide crucial funding
for the University’s ongoing operations, including
such priorities as undergraduate and graduate stu-
dent financial aid. The Faculty of Arts and Sciences
and the Graduate School of Education each received
several notable current use gifts during the year.

INVESTMENT INCOME In fiscal 2003, endowment
income distributed for operations, the largest
component of investment income, increased 3%

to $770.7 million. The distribution to individual
funds increased by only 2%, compared to the 21%
increase of fiscal 2002. This modest increase was
in response to an uncertain economic climate and
the unusually large increase of fiscal 2002. Despite
the minimal increase in the distribution, the
distribution rate as a percentage of market value
was 5.1%—slightly above the targeted spending rate
of 4.5% to 5.0%. Endowment and related spending
policies may be found in the section of this report
beginning on page 18.
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OTHER INcOME In fiscal 2003, other income

rose slightly to $335.3 million. Other income consists
primarily of publication revenue, rental and parking
fees, royalties, health and clinic fees, and revenue
from other auxiliary enterprises whose activities

are consistent with the University’s mission.

ExpENses The University’s operating expenses
totaled $2.4 billion in fiscal 2003, an 8% increase
over the prior year. Expense categories experiencing
significant growth included employee benefits,
space and occupancy, and scholarships and other
student awards.

CompPENSATION The University depends upon
the talent and commitment of its faculty and staff
to fulfill its educational and research mission, and
therefore strives to recruit and retain the most
qualified individuals. Accordingly, the University
offers an attractive compensation and benefits
package that is competitive with those of peer insti-
tutions and employers outside of academia. The
University provides an array of benefits including
pension plans, health benefits for active and
retired employees, dental plans, life insurance,
tuition assistance, child and elder care resource
services, mortgage and educational loan programs,
tax-deferred annuity programs, and free admission
to the University’s museums and libraries.

ScHooL ofF DESIGN

The faculty at csp

has continued to offer
specialized college-level
and cross-listed courses,
thereby filling a need for
undergraduate study of
the built environment. In
order to further enhance
GsD’s standing as a
leader in research and
teaching related to
technology in design,
facilities supporting

these efforts were
expanded, including

a woodshop, an envi-
ronmental-testing lab,
a new-materials library,
and state-of-the-art
cAD-CAM facilities.
Applications for degree
programs increased
by a third, and 72%

of accepted students
enrolled for the 2003-
2004 academic year.

DiviINITY SCHoOL

After more than a

year of preparation

for a decennial accredi-
tation review, the school’s
accreditation was
reaffirmed by the
Association of Theo-
logical Schools for

another ten-year period.

Under the leadership
of newly appointed
Dean William A.

Graham, the HDs faculty

began the first compre-
hensive curriculum
review in 20 years.

A significant capital
project was completed
at the Center for

the Study of World
Religions, and renova-
tion of Jewett House,
the Dean’s residence,

was begun.

ANALYSIS OF FINANCIAL RESULTS

HARVARD UNIVERSITY
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Salaries, wages, and benefits totaled $1.3 billion

in fiscal 2003, representing 52% of total University
expenses. Aggregate compensation costs rose 12%
during the year, largely driven by a 36% increase

in benefits costs. The significant growth in benefits
costs is the result of several factors. A change in the
pension plan for certain employees, as well as
adjustments in the actuarial assumptions used

to determine pension expenses and postretirement
welfare costs, resulted in a 100% increase in pension
costs and a 61% increase in postretirement welfare
costs. The rising cost of providing health benefits
also contributed to this growth and continues to be a
major area of concern. The total cost of salaries and
wages rose 6%, reflecting faculty hiring initiatives
and greater sponsored research activity, as well as
pay increases and adjustments.

In addition to traditional compensation,
each school offers educational and subsidized
mortgage loans to faculty members. The mortgage
program exists to help new faculty members cope
with the high cost of housing in the Boston area.
Total loans outstanding to faculty under these
programs increased to $103.0 million in fiscal 2003
from $97.4 million in the preceding year, reflecting
greater participation in these loan programs as well
as larger loans resulting from continued increases
in housing costs.

5

ScHooL oF EDUCATION

FiINANcIAL AID Financial aid assists the University
in recruiting and educating the world’s most
promising students. Continuing to strengthen the
financial aid programs for both undergraduate and
graduate students is one of the University’s top pri-
orities. Generous alumni and friends donate much
of the funding for student financial aid. More than
70% of financial aid is funded through current use
gifts, endowment income, and sponsored support.
In fiscal 2003, scholarships and student
awards, including amounts applied against student
income, increased 11% to $237.9 million, following
an increase of 15% in fiscal 2002. Moreover, the
University spent $53.3 million on student employ-
ment, loaned $31.0 million to students, and acted
as agent on behalf of specific student recipients
for $12.6 million in aid from outside sponsors.
Harvard College is committed to the dual
principles of need-blind admissions and need-
based financial aid. To this end, the average annual
scholarship award for undergraduate students has
grown 53% over the past five years, from $13,900
to $21,220. During that same five-year period, the
cost of attendance increased 20%, from $32,150
to $38,450. While almost 50% of students qualify
for need-based scholarship assistance, close to 70%
receive some form of financial aid. The average
undergraduate aid package, consisting of grants,
loans, and employment, represents almost two-
thirds of the total cost of attendance.

JoHN F. KENNEDY ScCHoOOL OF GOVERNMENT

Under the leadership
of Dean Ellen Condliffe
Lagemann, HGSE strove
to become more closely
linked to the improve-
ment of educational
policies and practices
in Boston and Cambridge,
across the nation, and
around the world. Key
elements of this endeavor
are the creation and

HARVARD UNIVERSITY

dissemination of usable
knowledge that can
foster learning directly.
Through the production
of texts, tests, and toys
that are based on the
findings of research,
HGSE is actively making
its scholarship available
to the people who

need it.

The new Ash Institute
for Democratic
Governance and
Innovation was
launched to foster
innovative and effective
government problem
solving and strengthen
democratic governance
around the world.

ANALYSIS OF FINANCIAL RESULTS

KsG boasted a
nation-high record

of 40 Presidential
Management Intern
finalists while placing

L

!

CE—

80% of its graduates
in the public and
non-profit sectors.



Beyond providing need-based financial aid, Harvard
College is committed to ensuring that students
have access to the entire range of academic and
extracurricular opportunities during their time at
the University, and to all of the career options that
await them upon graduation. The financial aid
program has made it possible for students to
contribute to the cost of their education without
carrying an undue burden of term-time work or
debt after graduation. For example, through an
initiative to meet individual financial aid needs
with greater flexibility, students may choose to
work 12 hours per week during the academic year
or borrow just over $3,000 annually to meet their
expected contributions. Such policies and financial
aid enhancements have generated a pronounced
decline in the average indebtedness among
graduating seniors, from $14,999 for the Class

of 2000 to $8,830 for the Class of 2003.

Financial aid also helps the University attract
talented students to its graduate and professional
schools. Between 50% and 9o% of each graduate
school’s students receive financial support. In fiscal
2002, the University identified augmenting graduate
financial aid as a major priority. As a result, three
significant financial aid initiatives for graduate
and professional students were launched during
fiscal 2003.

The first of these initiatives, the Presidential
Scholars program, will provide $14.0 million in
scholarships over a seven-year period. This program
will further the University’s efforts to recruit and
retain the highest-quality doctoral students from
around the world. Schools will apply the Presidential
Scholars funds to their programs’ greatest needs.
Harvard Medical School, for example, has used a
portion of its scholarship funding to reduce the
loan burden for graduates who pursue public service
or other low-income careers. The Graduate School
of Education has utilized its Presidential Scholars
funding to provide grants to entering doctoral
students for four years of full tuition and fees as
well as three years of stipends. Other schools have
adopted similar programs.

The University Graduate-Student Aid Fund
is the second financial aid initiative begun in the
past year. The fund supports public-service-related
research and education across the University. Gifts
to the fund will expand the Presidential Scholars
program and increase financial aid within the
individual schools.

Though scholarship dollars rose again
in fiscal 2003, graduate students continue to rely
on high-cost private educational loans or other
financing to cover the full cost of attendance. To
respond to the high cost of this borrowing, the
University has partnered with a major financial

LAw ScHooL

MEDICAL ScHooOL

Elena Kagan, the
Charles Hamilton
Houston Professor

of Law and a leading
scholar in administra-
tive law, was named
the school’s new Dean.
During the year, the Law
School increased its
commitment to public
service by adding staff
to administer a new

graduation requirement
to perform pro bono
work. At the end of

the year, the school
announced a $400
million Setting the
Standard campaign and
has received over $150
million in early gifts
and pledges. Campaign
goals call for raising
funds to expand the

faculty, enhance the
student experience,
strengthen research
programs, improve
physical facilities, and
further internationalize
the school.

HMs experienced
another year of strong
growth in federally
sponsored research,
with an increase of 9%
over the prior year. To

support research opera-

tions, two new Animal
Resource Centers were
opened. The academic
highlight of the year

was the completion of

ANALYSIS OF FINANCIAL RESULTS

a long-range strategic
plan for research. This
plan will set the stage
for launching a new
department of Systems
Biology, expanding
programs in bio-defense
and vaccine develop-
ment, as well as
structural and chemical
biology, and opening

a new research building
in fiscal 2004.
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institution to provide low-cost, commercially funded
loans to domestic and international graduate and
professional students. These loans are particularly
important for international students, who are
ineligible for federally subsidized education loans.
The loan program is expected to substantially
reduce the cost of borrowing for over 1,300 graduate
students and will make $25.0 million available in

its first year for below-market-rate loans.

In addition to working with the President
to advocate for and implement these initiatives
during fiscal 2003, the schools’ Financial Aid
Offices (Faos) authorized the reduction of interest
rates on existing loans and developed new summer
work-study programs. These programs, partially
funded by the federal government, will provide
students with public service work opportunities
and will further reduce student loan levels. The
Faos also worked collaboratively to improve and
expand workshops on debt management and
personal finance for graduate and professional
students.

Federal funds, University capital resources,
and donor-established loan funds support the
University’s student loan programs. The University’s
balance of outstanding loans to current and former
students declined to $136.7 million in fiscal 2003,

N

RADCLIFFE INSTITUTE FOR ADVANCED STUDY

primarily as a result of loans under the Federal
Direct Student Loan Program supplanting loans
formerly financed with University funds. In addi-
tion, borrowers increasingly availed themselves

of low-interest-rate student loan consolidation
programs offered by the federal government and
other lenders, thus paying off their University
loans in full. The University’s student loan balance
is exclusive of loans made directly to students
through the Federal Direct Student Loan Program
and other non-Harvard sources.

SUPPLIES AND EQUIPMENT In fiscal 2003,
expenses for supplies and equipment rose slightly
to $199.1 million. Preferred vendor relationships
together with cost-conscious purchasing helped

to limit growth in supplies and equipment expenses
over the course of fiscal 2003. The continued use
of preferred vendor relationships in office supplies,
office furniture, and scientific supplies yielded
savings of $15.0 million as compared to list prices.
A new personal computer purchasing initiative
introduced in November of 2002 is projected to
save the University between $2.0 to $3.0 million
annually. Additionally, new cost containment
initiatives in paper, building supplies and
audiovisual equipment are expected to generate
significant savings in future years.

E3

ScHooL oF PuBLIC HEALTH

In its continuing pursuit
of knowledge to its
outermost boundaries,
the Radcliffe Institute
fellowship program
sponsored a cluster of
six astrophysicists who
explored the boundaries
of the universe itself.
Their work considered
the world beyond four
dimensions and even

HARVARD UNIVERSITY

helped to send an expe-
dition to investigate the
possibility of water—
and thus life—on Mars.

Radcliffe also pro-
vided the stimulus to
bring together, for the
first time, a diverse
group of Harvard
researchers to explore
computational biology.
One hundred

and fifty Harvard-
affiliated faculty,
students, and
researchers attended
three days of lectures
and workshops at
Radcliffe on this
emerging interdiscipli-
nary field, one that

is revolutionizing the
life sciences.

ANALYSIS OF FINANCIAL RESULTS

Early in the sARs

epidemic, sPH epidemi-

ologists analyzed data
from Hong Kong and
Singapore leading to
the development of

a predictive model for
the disease. The model
confirmed that the
classic strategies being
utilized to isolate indi-
viduals would prevent
what otherwise had the

infectious potency
to become a rapidly
spreading epidemic
involving large
percentages of any
population where an
outbreak occurred.
Research funding
increased substantially
this year. spH currently
conducts research in
50 countries through-
out the world.



SPACE AND OCCUPANCY Space and occupancy
costs totaled $241.2 million in fiscal 2003, a 22%
increase over the prior year costs of $197.5 million.
Interest expense rose significantly as a result

of new debt issued to finance acquisitions, new
construction, and facilities renovation. Utility costs
increased by 18% from both escalated usage and
higher market rates associated with the Northeast’s
unusually long winter and extreme weather condi-
tions of fiscal 2003. Maintenance and security
costs rose by 17% due to the costs of maintaining
acquisitions and newly constructed space, as well
as the continued effects of contractor wage and
benefit parity policies implemented in fiscal 2002.
The University’s rental costs also increased, due
both to expanded rental needs from growth in staff
and programs, as well as temporary relocations
during the renovation of existing space.

e
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OTHER EXPENSES Other expenses decreased

by 5% in fiscal 2003 to $484.7 million. Preferred
vendor partnerships yielded savings of $6.3 million
as compared to list prices, helping the schools
reduce costs for temporary help, travel expenses,
and express mail services. The cost containment
initiative for externally printed matter begun in

the prior year was a factor in realizing 3% savings
in printing and publishing costs during fiscal 2003
and is expected to continue to generate future
savings. New cost containment initiatives in such
diverse areas as reprographic services, online travel
booking, and construction management were
initiated toward the end of the year and are expected
to yield substantial savings in the future. The
University continues to seek additional cost savings
by consolidating vendors, renegotiating contracts
and otherwise leveraging buying activity.

The largest components of other expenses
in fiscal 2003 were purchased services of $244.0
million, expenses relating to sponsored projects
subcontracted to other institutions of $73.7 million,
publishing costs of $53.6 million, travel expenses
of $45.8 million, and telephone costs of $12.2
million. Certain items within this category are
unique to individual schools, such as funds spent
by the Medical School to reimburse its affiliated
hospitals for the use of facilities and personnel.

THE UNIVERSITY

The Broad Institute—

a major new research
collaboration between
Harvard University, sev-
eral affiliated hospitals,
MIT, and the Whitehead
Institute for Biomedical
Research—was
announced in June,
catalyzed by a founding
gift of $100 million. The
Institute will be dedicated
to fulfilling the promise

of the Human Genome
Project by using the
power of genomics

to better understand
disease and facilitate
the search for cures.
The Rowland Institute
for Science, an interdis-
ciplinary research
institute focused on
experimental rather than
theoretical science,
became part of Harvard

in July 2002. These two
new programs, along
with the recently formed
Bauer Center for
Genomics Research,
represent important
and exciting first steps
in the University’s
strategy to expand its
efforts in the life and
physical sciences.

Founded in 1998, the
Harvard University
Library Digital Initiative
(Lb1) is developing the
University’s capacity to
manage, produce, and
archive digital informa-
tion. This innovative
and nationally recog-
nized program has given
Harvard libraries a
common technical infra-
structure that supports

ANALYSIS OF FINANCIAL RESULTS

the storage, organiza-
tion, delivery, and
preservation of digital
research library materials.
Specific LDI resources
can be linked from
course web sites, used
as the basis for course
work, shown in class
presentations, and
integrated with other
components of instruc-
tional technology.
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Review of endowment results

The University’s endowment achieved a record market value of $19.3 billion at the end of

fiscal 2003. The endowment represents the ongoing legacy of generous alumni and friends

throughout the University’s history. Prudent investment and spending policies continue

to secure the endowment’s future.

A STRONG ENDOWMENT

As the financial foundation of the University’s excel-
lence in education and research, the endowment
provides long-term fiscal stability for student finan-
cial aid, the faculty, and academic programs. The
endowment is comprised of approximately 10,500
separate funds, the majority of which are restricted
for specific schools’ or other educational or research-
related purposes. Strong endowment giving and
prudent investment management help to secure
endowment growth and a dependable revenue stream.
In fiscal 2003, donors continued to be
generous in their support of the University, with
endowment gifts totaling $262.4 million. Harvard
Business School (uBs) received $56.6 million of
endowment gifts, the early results of its capital
campaign. In addition, HBs endowment pledges
grew to more than $75.0 million as of the end of
fiscal 2003. Harvard Law School also commenced
a capital campaign, resulting in $13.2 million of

endowment gifts in fiscal 2003, and bringing
endowment pledges to more than $90.0 million

as of the end of the year. The Faculty of Arts

and Sciences (Fas) experienced sizeable growth

in endowment giving as well, including a $20.0
million gift to support activities of the Rowland
Institute for Science. In addition, the Fas received
considerable funds from ongoing appeals to endow
new professorships. Finally, the Kennedy School

of Government received a $5.7 million endowment
gift, the first payment on a $15.0 million pledge,

to establish the Ash Institute for Democratic
Governance and Innovation. The Business School
and Law School’s campaigns, in addition to the

Fas and Kennedy School fundraising activity, were
the major drivers of the 27% increase in annual
University endowment gifts. Beyond this substantial
giving, impressive investment returns drove the
endowment’s market value to a record $19.3 billion.

REAL ENDOWMENT GROWTH

Compound annual rate of growth

1974-83 1984-93 1994-03 197403
Total general investment return 12.0% 14.0% 15.0% 12.9%
Average per unit income distributed as a % of unit value (5.2) (4.2) (4.2) (4.5)
Total return reinvested 6.8 9.8 10.8 8.4
Capital additions 3.4 1.6 2.2 2.4
Total growth in endowment 10.2 11.4 13.0 10.8
Inflation rate (8.2) (3.7) (2.4) (4.7)
REAL ENDOWMENT GROWTH 2.0% 7.7% 10.6% 6.1%
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PERFORMANCE OVERVIEW

Harvard Management Company (HMc) is responsible
for managing the endowment’s investments. The
Annual Report of the Harvard Management Company
complements the following review of the endow-
ment’s fiscal 2003 performance. HmC’s report, which
begins on page 24, analyzes the year’s performance
in detail and discusses the University’s investment
philosophy.

In fiscal 2003, the endowment’s general
investments generated a total return of 12.5%,
compared with a (0.5)% return in fiscal 2002. The
market value of the endowment increased from
$17.5 billion to $19.3 billion at the close of fiscal 2003,
exceeding annual performance benchmarks by more
than 4%. The change in market value includes all
endowment activity: investment appreciation or
depreciation, funds distributed to the schools and
departments for operations, new gifts and pledges,

departmental additions to the endowment from
unrestricted balances and gift balances, and the
deployment of endowment appreciation for specific
purposes approved by the Corporation.

The University’s endowment spending
policy aims to maintain the purchasing power of
the endowment while providing a reliable stream
of income for operations. In line with this goal,
the University aims to distribute between 4.5% and
5.0% of the endowment’s market value annually.
In fiscal 2003, endowment distributions resulted in
a spending rate of 5.1%, compared with an average
annual rate of 4.5% since 1971. Despite the strong
investment returns of the past year, the inflation-
adjusted value of the endowment has declined 11%
from its peak at the end of fiscal 2000. Continuing
donor support, excellence in investment manage-
ment, and conservatism in spending will be vital
to ensuring the endowment’s future strength.

ENDOWMENT GROWTH*
In billions of dollars

ENDOWMENT INCOME DISTRIBUTED

In millions of dollars
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* To allow for comparability with years prior to fiscal 1995,
this chart does not include pledge balances and interests
in perpetual trusts.
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Review of capital activities

In fiscal 2003, the University was engaged in 434 active capital projects to expand and

improve its physical plant. The University maintains 20.8 million square feet of space in

almost 6oo buildings, as well as over 200 acres of land for long-term development.

APPROACH TO CAPITAL ISSUES

The University utilizes a comprehensive planning
strategy to assess current and future space needs
while considering the impact of growth on its
neighbors. In fiscal 2003, the University purchased
certain properties while also evaluating existing
space, in particular the past several years’ acquisi-
tions in the Allston neighborhood of Boston.

During fiscal 2003, the planning process
for the University’s existing and new space in
Allston continued. The University Committee
on Physical Planning and the newly formed
Allston Initiative office worked with planning and
engineering consultants to investigate the possibili-
ties of transforming the properties into an extended,
integrated campus. Representatives from the offices
of the Vice President of Administration and the Vice
President for Government, Community, and Public
Affairs participated in a community planning
process led by the Boston Redevelopment Authority,
culminating in a vision for the University’s presence
in Allston endorsed by the Mayor of Boston. During
the coming year, the University will continue to
develop its vision for Allston with participation across
the University and in conjunction with the City
of Boston and the Allston community.

Developments also occurred within the
Cambridge properties during fiscal 2003. The Univ-
ersity has participated in discussions with Cambridge
neighbors and officials regarding the development

HARVARD UNIVERSITY

of land near the Charles River for affiliate housing,
and possible construction in the area north of the
main Cambridge campus for Harvard Law School
expansion and Faculty of Arts and Sciences facilities
projects. Discussions have centered on the creation
of open space, pedestrian circulation, management
of traffic and construction impacts, as well as
University goodwill contributions for the benefit
of the community. The first stage of north

campus renovations began during fiscal 2003,
including moving existing surface parking to an
underground garage.

The University also made progress toward
its affiliate housing goals during fiscal 2003 through
completion of a faculty condominium complex on
Pleasant Street in Cambridge, as well as construction
of One Western Avenue and renovation of 29 Garden
Street. Both One Western Avenue and 29 Garden
Street are scheduled for completion in fiscal 2004.
Expanded affiliate housing will help to alleviate the
current shortage of campus-area housing and
will allow graduate students and faculty to live
in proximity to campus facilities, fellow students,
and faculty members.
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THE PHYSICAL PLANT

The University owned 20.8 million square feet

of space at the end of fiscal 2003. Such a large

and complex amount of physical plant must accom-
modate diverse needs, including security, energy
efficiency, accessibility, and 24-hour use. Student
housing occupies 6.4 million square feet; offices
and classrooms, 4.8 million square feet; laboratories,
3.7 million square feet; libraries, 1.6 million square
feet; and other facilities including museums and
buildings for athletics, health care, administration,
and commercial space, 4.3 million square feet.

In fiscal 2003, the University invested
$526.1 million in 434 active capital projects and
acquisitions, compared with $460.1 million during
the prior year. Of the investments in plant placed
in service during fiscal 2003, 59% represented
renovations or new construction for laboratories,
classrooms, and offices; 18% for housing; 13% for

athletic and other facilities; and 10% for libraries,
museums, and assembly spaces. Major funding
applied to capital projects included $114.1 million
from unrestricted balances, $38.6 million from
gifts, and $6.0 million from endowment, with the
remainder financed by debt. For the last two
decades, the University has employed a strategy

of financing capital projects with bonds in order

to permit the continuous renewal and improvement
of existing facilities, avoid encumbering considerable
endowment and operating funds, and allow payments
for the improvements to occur over time. The
University’s outstanding debt totaled $2.2 billion

at the end of fiscal 2003, compared with $1.8 billion
at the close of fiscal 2002.

ANNUAL FACILITY EXPENDITURES

In millions of dollars

I Capital expenditures [l 5-year average — wmmm 2003 $
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NEW CONSTRUCTION AND ACQUISITIONS

New construction and acquisitions accounted

for 45% and 23%, respectively, of the University’s
capital expenditures during fiscal 2003. In May
of 2003, the University purchased an additional
or1 acres in Allston. This purchase enlarges the
University’s holdings in Allston to 341 acres, as
compared to 219 acres in Cambridge, and under-
scores the University’s objective of developing an
Allston campus. In another strategic acquisition,
the University purchased the Blackstone steam
plant, the sole source of steam for more than 200
University buildings. Additionally in Allston, the
One Western Avenue graduate student housing
and garage complex neared completion at the
end of the year.

Construction commenced on the new
Science Center wing, adding needed space to one
of Harvard College’s most central buildings. Once
completed, the Department of History of Science and
the Faculty of Arts and Sciences Computer Services
will enjoy expanded quarters, and the Departments
of Statistics and Math will be able to accommodate
additional faculty and graduate students.

Work began on the new Center for
Government and International Studies, beginning
with the demolition of 1730 Massachusetts Avenue
and Coolidge Hall. This project will permit the
co-location of the Government Department and
various centers for international studies and will
accommodate a range of academic and administrative
uses, including faculty offices, graduate student
workspace, a lecture hall, various seminar rooms,
a library, the Harvard-MIT Data Center (a research
center for quantitative social science data), and a cafe.

Construction on the new building at 6o Oxford
Street was substantially complete at the end of fiscal
2003. This building now houses the University’s
main data center as well as laboratory and faculty
office space. In conjunction with the new facility,
design and construction began on a new under-
ground garage to replace 730 surface parking spaces
on Oxford Street. This garage project will enable
future development in the North Precinct, the area
framed by Hammond, Oxford, and Kirkland Streets,
as well as Kirkland Place.

At Harvard Business School, the new
Technology Operations Center has integrated the
Network Operation Center, the Network Group,
and Technology Support Services into one location.
Previously, these functions were housed in disparate
areas in Baker Library. With this consolidation
complete, the larger Baker Library/Academic Center
renovation project may proceed in fiscal 2004.

Significant progress was made on the New
Research Building at the Harvard Medical School,
with 70% of construction complete as of the close
of fiscal 2003. Development work is also under way
on the new Research and Education building at the
Dental School, a $30.0 million, 68,000 square-foot
facility that will house the Laboratories for Molecular
Dental Medicine. Research in this state-of-the-art
building will focus on three critical areas: bone and
joint biology and disease, mucosal biology and
disease, and clinical research.

RENOVATION AND RENEWAL

With a physical plant whose history spans nearly
three centuries, the University is committed to
renovation and renewal as a means to preserve its
architectural assets and to creatively adapt space
to meet evolving needs. Investment in the existing
physical plant represented 32% of total capital
expenditures in fiscal 2003.

Throughout the year, renovation and renewal
addressed the need for improved student housing.
Major renovation work was completed at Pforzheimer

HARVARD UNIVERSITY REVIEW OF CAPITAL ACTIVITIES

House in both Jordan and Wolbach Halls, modern-
izing and upgrading the undergraduate facilities

to a suite layout with full kitchenette and bathroom
amenities. Additionally, the undergraduate dining
halls were refurbished in Cabot, Currier, and
Pforzheimer Houses. At 29 Garden Street, work
continued on a comprehensive renovation that will
introduce a new type of graduate student housing—
the double studio—to the University’s housing
portfolio. Double studios contain a separate combined
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bedroom and living area for each student, a shared
kitchen, and one shared or two private bathrooms.
This project will update all building components
and systems, and will increase the total number
of beds within the building.

Phase one renovations at Widener Library
ended during fiscal 2003, resulting in improvements
to the stacks and systems of the library. In the second
phase, public and administrative spaces are being
reconfigured for greater functionality with busy, inter-
active spaces separated from reading rooms. The first
floor, where users enter, will become a hub connect-
ing the various services of the library. A new reference
and research services room will be adjacent to, rather
than inside of, the main Loker Reading Room,
allowing patrons to confer with librarians without
disturbing readers. Phase two includes renovation
of space for a new periodicals reading room on the
first floor. Additionally, original architectural features
and finishes will be restored throughout the Library.
Work on the second phase of the Widener Library
renovations was approximately 60% complete as
of the end of fiscal 2003.

Major renovations to the Faculty Club continued
during fiscal 2003. The Faculty Club project provides
for an expanded kitchen facility, a new employee
dining room and improved employee locker rooms,
relocated administrative offices, and a new glass
conservatory on the North terrace that will allow
for year-round use.

At Harvard Business School, renovations
to Aldrich Hall and Baker Library began. Both
buildings will receive major facelifts that will
restore the buildings’ exteriors and create a cohesive
look for the academic quadrangle. The Aldrich
Hall classrooms will be updated based on the
success of the Hawes Hall classroom layout and
will be similarly outfitted with new technology
to enhance the case-study learning experience.
Additionally, Baker Library’s major renovations
will provide flexible space for book stacks, as well
as faculty, library, and research offices, resulting
in a collaborative building that will be the corner-
stone of the Business School’s Baker Library/
Academic Center.

COMPARISON OF DEBT TO TOTAL ASSETS*

Dollar amounts in billions
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Annual report of the Harvard
Management Company

Harvard Management Company (HMC), a wholly owned subsidiary of Harvard University,

was founded in 1974 to manage the University’s endowment, pension assets, working capital,

and deferred giving accounts. HMC is governed by a Board of Directors that is appointed by

the President and Fellows of the University.

HMC currently manages $23.0 billion, of which $20.9 billion resides in the General

Investment Account (GIA), a pooled fund that consists primarily of endowment assets. The

information presented below relates to the GIA.

THE POLICY PORTFOLIO

The cornerstone for the management of the c1a

is the Policy Portfolio, the long-term asset mix that
is most likely to meet the University’s long-term
return goals with the appropriate level of risk.

It serves as the benchmark against which the
performance of the actual portfolio is measured.
The components of the Policy Portfolio at the end
of fiscal 2003 are shown below:

Domestic equities 15%
Foreign equities 10
Emerging markets 5
Private equities 13
Absolute return funds 12
High-yield securities 5
Commodities 13
Real estate 10
Domestic bonds 1
Foreign bonds 5
Inflation-indexed bonds 6
Cash (5)
TOTAL 100%

HARVARD UNIVERSITY

Several points about the Policy Portfolio are worth
noting. First, it is a well-diversified portfolio with an
attractive expected return-to-risk ratio. It includes a
higher allocation to foreign securities and commodity-
based assets and a lower allocation to domestic
fixed-income assets than the typical institutional
fund. Second, while performance will be measured
against the Policy Portfolio, the actual asset mix in
the portfolio may differ from the Policy Portfolio at
any point in time. For instance, if domestic equities
are perceived to be overvalued, the actual portfolio
may hold only 12% in domestic equities compared
with the 15% weight in the Policy Portfolio. If these
tactical asset allocation decisions are correct, on
balance, the actual portfolio will tend to outperform
the Policy Portfolio. Also, if HMC succeeds in
outperforming the benchmarks for the individual
asset classes (for example, the Lehman 5+ year
Treasury Index for the domestic bond sector), the
actual portfolio will outperform the Policy Portfolio.
The Policy Portfolio is regularly reviewed and modi-
fications are made periodically in light of experience
and changing circumstances.



FiscaL 2003 INVESTMENT RESULTS

Total return on the c1a for the year ended June 30,
2003 was 12.5%. This figure is net of all fees and
expenses and compares with an 8.3% return on the
Policy Portfolio.

Universe Comparison Service (Tucs) Median, a
universe of more than 100 funds with assets of
over $1.0 billion. As the numbers indicate, endow-
ment returns on average have exceeded returns

The table below shows total return on
the G1a for each of the past ten years. The Policy
Portfolio is shown for comparison, as is the Trust

on the Policy Portfolio and the Tucs Median by
a substantial margin.

TOTAL RETURN

Harvard Policy TUCS
Fiscal year GIA* portfolio median
1994 9.8% 6.8% 3.6%
1995 16.8 17.2 16.1
1996 26.0 223 17.6
1997 25.8 20.0 20.3
1998 205 17.1 17.9
FIVE-YEAR ANNUAL RATE 19.6 16.6 14.9
1999 12.2 18.9 1.2
2000 322 18.6 10.4
2001 (2.7) (9.8) (5.7)
2002 (0.5) (4.5) (5.9)
2003 12.5 8.3 4.0
FIVE-YEAR ANNUAL RATE 10.1 5.7 3.0
TEN-YEAR ANNUAL RATE 14.7% 11.0% 8.7%
*Net of all fees and expenses
ASSET ALLOCATION
The table below shows the breakdown by asset
category of the General Investment Account as
of June 30, 2003 and June 30, 2002.
June 30, 2003 June 30, 2002

$ Millions Percent $ Millions Percent
Domestic equities $ 3,830 18.3% $ 3,384 17.3%
Foreign equities 2,713 13.0 2,707 13.9
Emerging markets 1,385 6.6 1,398 7.2
Private equities 1,817 8.7 1,758 9.0
Total 9,745 46.6 9,247 47.4
Absolute return funds 2,495 11.9 2,029 10.4
High-yield securities 1,509 7.2 1,222 6.3
Commodities 1,991 9.5 1,841 9.4
Real estate 1,111 5.3 1,025 5.2
Total 7,106 33.9 6,117 31.3
Domestic bonds 2,385 11.4 2,796 14.3
Foreign bonds 1,193 5.7 1,374 7.0
Inflation-indexed bonds 1,392 6.7 1,755 9.0
Cash (901) (4.3) (1,764) (9.0)
Total 4,069 19.5 4,161 213
TOTAL $ 20,920 100.0% $ 19,525 100.0%

ANNUAL REPORT OF THE HARVARD MANAGEMENT COMPANY HARVARD UNIVERSITY 25



RESULTS BY ASSET CLASS

The following section discusses the investment
management philosophy for each of the asset
classes of the General Investment Account as well
as fiscal 2003 investment results.

DomEsTic EQUITIES In fiscal 2003 the domestic
equity program returned 1.7% compared with
(0.2)% for the domestic equity benchmark. The
largest portion of the domestic equity portfolio is
managed by an external management group that
spun out from HMC in July 2001. This group
outperformed their benchmark in fiscal 2003 by
nearly 2%. Four other external managers, retained
to manage small capitalization equities, had mixed
results. An internal strategy focusing on arbitrage
strategies—merger arbitrage, convertible arbitrage,
and pairs trading—outperformed its benchmark
by nearly 10%.

ForeiGN EQuUITIES The foreign equity program
returned (3.8)% in fiscal 2003, compared with
(5-4)% for the foreign equity benchmark. The
internally managed foreign equity portfolio, which
focuses on arbitrage opportunities, outperformed
the benchmark by 3.4%. The two external managers
retained to manage foreign equities also outper-
formed the benchmark in fiscal 2003.

EMERGING MARKETs Three strategies are used

to manage equities in emerging markets—countries
in which the capital markets are smaller and less
developed than those in the foreign equity sector.
The first strategy is an internally managed fund
that has concentrated on closed-end funds selling
at a discount to net asset values. This fund outper-
formed the benchmark in fiscal 2003 by 1.9%.

The second strategy employs an external manager
and outperformed the benchmark by 2.9%. Finally,
a small portion of emerging market equities is in
private equity funds. This strategy outperformed
its benchmark by 15.9% in fiscal 2003. Overall, the
emerging market equity program returned 10.8%
compared to 77.3% for the benchmark.
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PRIVATE EQUITIES Private equity returns in fiscal
2003 were (5.2)%, compared with (8.5)% for the
benchmark, a broad index of private equity funds.
At the end of fiscal 2003, the private equity portfolio
consisted of 170 funds managed by 6o different
external management teams. Private equity returns
were disappointing in fiscal years 2001 through
2003, but extremely rewarding in the three prior
fiscal years.

ABSOLUTE RETURN FUNDs Six external managers
are employed to provide positive returns without
regard to a specific security index. These managers
typically focus on merger arbitrage, convertible
arbitrage, pairs trading, and balance sheet arbitrage
with a sprinkling of absolute value trades. Ideally,
these managers will be sufficiently hedged to
generate positive returns in either up or down
markets. In fiscal 2003, this program returned
9.4%, exceeding the benchmark by 1.1%.

HicH-vIELD securITIES The domestic portion

of the high-yield portfolio is managed externally by
two firms that emphasize flexibility and situations
where debt securities appear to be incorrectly
valued. Both external managers underperformed
benchmarks in fiscal 2003, although absolute
returns were high. The emerging market debt por-
tion of the high-yield program is managed internally
and returned 44.5%, outperforming the benchmark
by over 9%. Overall, the high-yield portfolio slightly
underperformed its benchmark in fiscal 2003.

CommonpITiEs The commodity portfolio has two
components. The first strategy attempts to outper-
form an index of publicly traded commodities by
discovering and exploiting mispricings among
similar securities. This strategy underperformed

its benchmark by 6.8% in fiscal 2003. The second
component of the commodities program is a portfo-
lio of timber properties. This strategy outperformed
its benchmark by 5.5% in fiscal 2003.
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ReaL EsTATE The real estate portfolio returned
6.3% in 2003 compared with 11.9% for the
benchmark. Our real estate portfolio is focused

on opportunity funds where we expect managers to
find undervalued assets and add significant value
through aggressive management. These opportunity
funds have not performed as well as fully leased
core real estate assets over the past several years.
Over the longer term, we expect the opportunity
funds to prevail.

DomesTic BonDs The domestic bond portfolio
returned 29.9% in fiscal 2003 compared with
17.3% for the benchmark. The entire domestic bond
portfolio is managed internally with a focus on
arbitrage situations—the opportunity to buy relatively
cheap securities and simultaneously sell overvalued
securities with similar characteristics. Since the
overall maturity structure and duration of the port-
folio is kept close to the benchmark index, interest
rate movements typically have little influence on
relative performance.

ForeicN BoNDs The foreign bond portfolio
returned 52.4% in fiscal 2003 compared with the
benchmark return of 18.0%. As with domestic
bonds, the emphasis is on arbitrage. Duration and
country allocation do not vary substantially from
the benchmark.

INFLATION-INDEXED BONDS Inflation-indexed
bonds were added to the Policy Portfolio in fiscal
2000. These securities, which the U.S. Treasury
first issued in January 1997, provide a guaranteed
rate of return over the cpr1 inflation rate. The
return on the inflation-indexed bond portfolio
was 15.9% in fiscal 2003, closely in line with the
benchmark return.

RISK MANAGEMENT

The active management of a diverse portfolio
involves inherent risks essential to meeting the
long-term return objectives of the endowment. The
primary risk factors include market risk, credit risk,
liquidity risk, and operational risk. The management
of these risks is the responsibility of the Board of
Directors and senior management, who determine
the objectives and policies that guide the manage-
ment of the endowment. Governance committees
include the Finance Committee, the Valuation
Committee, the Compliance Committee, and the
Compensation Committee. Collectively, Hmc has
implemented a series of risk management processes

ANNUAL REPORT OF THE HARVARD MANAGEMENT COMPANY

to identify and quantify the risks to which we

are exposed, establish the proper mitigating
controls, and monitor compliance with risk
mitigation strategies. Risk management techniques
are structured around fundamental principles
including clearly defined policies and procedures;
segregation of duties with clear reporting lines;
strong management information systems,
measurement and analytical tools; disciplined
relationship management; and independent review.
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1) Market risk is defined as the sensitivity of income
and capital to variations in interest rates, foreign
exchange rates, equity prices, commodity prices,
and other market-driven rates and prices. Market
risk also considers the correlation risk among
investments and the liquidity of the underlying
positions. Market risk is measured as the potential
gain or loss resulting from a price change at a given
probability over a specific time period; this is also
described as value at risk. Value at risk is monitored
and reviewed frequently by the Board of Directors
and senior management to ensure that exposures
are consistent with approved limits and guidelines.
Stress tests are also conducted to determine how
potential changes in market conditions could
impact the market risk of the portfolio.

2) Credit risk is defined as the risk of loss arising
from a counterparty’s failure or inability to meet
payment or performance terms of a contract. HmMC
manages credit risk by establishing strict credit
policies, setting concentration limits and approval
procedures, and monitoring exposure continuously.
HMC enters into arrangements with counterparties
believed to be creditworthy and requires collateral
to the maximum extent possible. Limits are
established for each counterparty based on their
creditworthiness.
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3) Liquidity risk considers the risk of loss arising
from the inability to meet funding commitments.
The objective of liquidity risk management is to
ensure the ability to meet the endowment’s finan-
cial obligations. Effective management of liquidity
risk requires the ability to project and understand
all cash flows and potential future commitments.
It also involves the identification and prioritization
of sources of liquidity. Cash is managed actively
by a centralized staff responsible for understanding
our funding requirements and evaluating sources
of liquidity. Liquidity measures are employed to
ensure that we are maintaining adequate liquidity
and that we are prepared for periods of stress.

4) Operational risk is the risk of loss as the result of
inadequate or failed internal processes or systems,
errors by employees, or external events. The man-
agement of these risks is primarily the responsibility
of the business line managers in each functional
area. HMC manages operational risk by identifying
areas of risk, monitoring compliance, promoting
best practices, and implementing internal controls
and robust systems. The results of these activities
are reviewed frequently by senior management, and
an extensive review of these controls is performed
during the external audit process.
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