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ENDOWMENT MANAGEMENT CIRCA 2007: ART, SCIENCE OR CRAFT?

Surprise.  I have a surprise for all of you, and I do 

many moons ago with a plea along the following 

Early next year. All-star cast. Talk about 
whatever you want, for as long as you want, so 

have for all of you is that I have no intention of 

that many of you have jobs that prevent you 
from spending meaningful time interacting 
with students at the schools that employ you, 

posted enviable endowment returns — returns 
whose stellar character is rooted in endowment 
management techniques described at length in 

question comprising the title of my talk here 
today: “Endowment Management Circa 2007: 
Art, Science or Craft?” 
me answer this question via the medium of what, 
for lack of a better term, one might refer to as 
a Socratic dialogue — a conversation scripted 
by me that seeks to do at least three things. The 

on 

time, with the aim of demonstrating that the 
soundest approaches to it necessarily combine 
art, science and craftsmanship. A second aim 

highlight what I perceive to be some especially 
noteworthy perils and opportunities confronting 

aim, of course, is to entertain, in keeping with 

can to reward you good folks for spending the 
entire day in a windowless room talking about 

preface.  First, rather than asking my fellow 

thespians to play characters radically different 
in age or experience 
crafted the dialogue in a manner that makes 
their roles relatively familiar ones.  More 

which is the nickname her parents chose for 

cast here today in the role of college students 
— young persons seeking to determine whether 
endowment management would be a fun and 

can best prepare themselves to succeed at it. 

Final point by way of preface: although the 

the TIFF publications furnished in your binders, 

such publications are posted at www.tiff.org.]
 
Cricket.
what you suggested and read all of the materials 
you gave us about money management, 
including that tome on asset allocation that you 
wrote for TIFF a few years back.  

David. Message in a Bottle

Cricket.

David.  

Cricket.  

Richard.  Agreed.

David.  

Richard.  
to read makes it plain as day that even the 

not sure I want to go into a line of work where 
what even the expert players know is dwarfed 
by what they don’t know.  

Cricket.  can’t know!

David.  
said true of any line of work that clever folks 

biased because I sank into money management 
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ENDOWMENT MANAGEMENT CIRCA 2007: ART, SCIENCE OR CRAFT? contiued

almost 25 years ago, but by my way of thinking 

the planet, for one simple reason: changing 

dynamism that capitalist economies display; 

even though the market opens and closes at the 
same time every business day, each day tosses 
up a fresh set of challenges — a novel set of 
boundary conditions, if you will, for investors 
to exploit or be exploited by.
 
Richard.  Not according to the guy who 
wrote all those essays about investing that you 
asked us to read.

David.  

Richard.  
he knows more than just about anyone alive 

money management business what it is today.  

one of the essays you asked us to read that there 

David.  Not exactly.  What Peter was 
brave enough to say when he gave the keynote 
at a big meeting of quant types a few months 

conference] is that essentially all of the theories 

portfolio theory or MPT were conceived before 
1972.  

Richard.  

with so much at stake in terms of money and 

me that none of the many really smart people in 

since 1972. That seems about as plausible to 

which he once said essentially ended in the 
year 1100!

Cricket.  

will, than bedrock theories that are getting long 

wrong.

Richard.  

Cricket.  Wrong in the sense that if you 
applied them rigorously in managing serious 

ignored the theories — or applied them in 
reverse!

Richard.  

or worse than useless then how did the guy who 

David.  

to earn such stellar returns moving forward, 

use and abuse of so-called modern portfolio 

of time in recent months on this question, all 
with the aim of ensuring that the investment 
team I head is exploiting to the max whatever 
theories, computer models, algorithms or other 
quantitative techniques are available to invest 
effectively the capital entrusted to us.  

Cricket.  
venture of sorts recently with some quant jocks 
at MIT — a project aimed at identifying and 
exploiting state-of-the-art approaches to asset 

that the MIT team produced in the stack of 
materials that you asked us to read.

David.  

Cricket.  
to do with it. All it really says, at bottom, is 
what you wrote several years ago in your paper 
entitled Message in a Bottle: that model-based 
approaches to asset allocation tend to be highly 
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ENDOWMENT MANAGEMENT CIRCA 2007: ART, SCIENCE OR CRAFT? continued

for descriptive rather than prescriptive purposes. 

potential impact of asset allocation decisions 
reached by more intuitively appealing means.

David.  Pretty good, Cricket.  I can see 
why you landed one of those coveted internships 

Richard.  

econ or math or one of the natural sciences, 
and the more I learn about what folks like you 

convinced I become that people like me who 

or be good at endowment management.  I 
mean ... I read the MIT paper too, and if the 
key to success in your line of work is to apply 
more cleverly than other investors a bunch of 
quantitative tools that are imperfect at best 
— mean-variance optimizers, power utility 
functions, Monte Carlo simulators; the list goes 

something else for a living.

Cricket.  

David.  
but — honestly and truly — of all of the arrows 
that quant jocks can pull out of their quivers 

the most intuitively appealing to me.

Cricket.  
because the MIT team used a baseball example 
to explain how they work, and I know from the 
TIFF materials you had us read that you love 

extent to which leading endowment types like 

staff make very little use of quantitative tools.  
What they do is more art than science.

David.  

estimators but a whole host of techniques 
that quant jocks have devised to mitigate the 
biggest problem investors confront in applying 

the natural world, where the basic properties of 
things being measured and manipulated tend 
to be stable over time, even the most basic 
properties of investable assets tend to change 
over time.  They change because the most basic 
property of any asset, or indeed any investment 
strategy, is its return, by which I mean of course 
its expected return.

Richard.  
the most basic property of any asset or strategy 
is its past return, not its future return.  The 

David.  Spoken like a true history major!  

get more than any other to a question that I pose 
to every investment luminary who takes the 
stage for the seminars on endowment investing 

to these luminaries is this: what undergraduate 
major constitutes the best preparation for the 

question to dozens of investment professionals 

very successful in a wide variety of jobs in 

cited more frequently than any other is ... you 
guessed it ... history.  

Richard.  

David.  
the advent of massively increasingly powerful 
and decreasingly costly computers over the last 
few decades has given investment pros with 
quantitative backgrounds a growing edge in 
the essentially zero-sum game of generating 
superior returns from the portfolios they manage.  

a small one is to assume in deploying it that the 
past constitutes a reliable prologue to the future.  

to portfolio construction do exactly that.
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Richard.  Not necessarily — not according 
to the MIT report we keep referring to.  It talks 
about the garbage in, garbage out phenomenon, 
but it also argues that model-based approaches 
to portfolio construction can work better than 
more qualitative approaches so long as the 

know that it includes some heavy-duty modeling 

David.  

computer-based models to analyze the potential 
impact of policies fashioned by more intuitively 
appealing means — and it does so by focusing 
on downside volatility or risk rather than total 
volatility.

Cricket.  
you reach essentially the same conclusions if 
you look at total risk rather than downside risk 
when vetting the pros and cons of various asset 

David.  
More to the point, unless you adjust the 
assumptions you feed into an asset allocation 
model to the point where they differ materially 
from historical trends — especially recent 
trends — well ... unless you engage in that kind 

at precisely those times when policy changes 
are most indicated.

Richard.  
started this conversation talking about the 
paradoxical fact that quantitative methods for 
allocating endowment assets across markets are 

despite the fact that they tend to be antiquated 
at best and silly at worst.

David.  Silly but strangely comforting — 
like the notoriously unreliable weather forecasts 
ordered up by that World War II general you 
came across in your military history course.

Richard.  Exactly: the geeks doing the 

staff that their forecasts were wildly inaccurate 

the chief replied, “The general knows your 
forecasts tend to be wrong, but he needs them 

Cricket.  

Richard.  
confused ... because even the best minds in 
the endowment arena seem to rely heavily 
on quantitative techniques ... implying that 
endowment management when done well 

with, well, I think the exact word he used 

art and science to know that artists look at the 
world in a fundamentally different way than 

a smart career path to me.

Cricket.  Me neither, which is strange, 

ahead of the pack.

David.  Let me see if I can clear up at 
least some of your confusion.  Either of you 

Richard.  

Crown the year the Sox lost to the Cardinals 
in the World Series — about 20 years before I 
was born.

David.  Which was 10 years after 

especially gifted strength- or speed-wise but 

and indeed still is a lot like our mutual friend 
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Cricket.  

half as hard during his ball-playing days as the 

have to work to stay at the top of the heap so to 
speak.

David.  Funny you should say that 

make what I think is a fundamentally important 
point about endowment management circa 

important point about endowment management 
in any market environment, but especially 
in the current environment, the hallmarks of 
which are asset prices that make downside 
risks worrisomely large in relation to upside 
potential.

Richard.  

David.  

is because he would freeze base runners by 

that were actually destined to ricochet off the 

this gambit, of course, was to get the enemy 
to misgauge the risks of running while the ball 

risks of running were higher than they actually 
were.  

Cricket.  
other day that you think investors are making 
essentially the reverse mistake today — putting 
their money to work in ways which assume that 
the risks are lower

David.  I did say that, Cricket, and I 

about, including the old-fashioned but by no 
means obsolete notion of gaining an edge not 

 

but rather through hard work. Speaking of 

favorite sports quotes of all time.

Richard.  

David.  

Richard.  That’s one of your favorite 

me.

David.  Perhaps, but if you had the 

thought all of his hard work was worth it.  He 
was a true craftsman, by which I mean that he 
showed up for work day after day for 23 years, 
performing essentially the same tasks over and 
over again until he became very good at all of 
them and extraordinarily good at some of them 

Cricket.  23 years for one 

David.  It sure is: no one in the history 
of baseball has played longer for one team, 

his team, the 

Cricket.  

seems like a mighty long time to hold such a 
stressful job.

Richard.  

at something like 14% a year since he took over 

grown the pot at such a rapid rate over the last 
21 years.
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David.  

other schools in its peer group has compounded 
rapidly enough to refute the notion that the 

Richard.  

David.  
Sox not once but three

seen on baseball broadcasts, Tim McCarver.   

was so effective on the mound, McCarver 

ever seen.  He always pitches on days when the 

Richard.  I get it.

Cricket.  Me too — although I don’t get 

baseball.  Can we get back to our focal point 
before you guys started waxing nostalgic about 
baseball circa
investing circa 2007 is unusually challenging 
due to an apparent misgauging of risks by the 

David.  Thanks, Cricket, for keeping us 
on track.  As I was saying ... in my opinion, the 
typical institutional fund these days is deploying 

most conspicuous being leverage or borrowed 
money.   The true degree to which institutional 

because most of them are invested partly if not 
primarily via commingled pools: hedge funds, 
private equity, realty partnerships ... that sort of 
thing.  The strategies these pools employ are all 
over the map, but when you take several steps 
back and consider them as a group, one large 

mean that the typical institutional portfolio is 
using borrowed money to juice its returns to a 

degree never before witnessed since the rule 
book for institutional investing was revised 
several decades ago.

Richard.  

seven years ago!

David.  

and try to mimic the strategies and tactics 
discussed in it may end up rueing the day 

rules under which hired guns like me go about 
our work.  For better or worse, they changed 
rather completely around the time I gave up 

instead into money management a few decades 
ago.  In a sentence, the laws governing the 
investment of what for lack of a better term we 
might call Other People’s Money morphed in 
a manner that essentially jettisoned scrutiny of 
the riskiness of individual holdings in favor of 

the same point differently, the so-called prudent 
man rule changed from one that treated certain 
types of investments as being imprudent per se 

essentially we what want so long as the overall 

risky.

Richard.  
alternative investments are attracting so much 

David.  
been alluding to constitutes a necessary 
condition for the increasingly widespread use 
of hedge fund, private equity and other non-

phenomenon underlying every major change 
in institutional portfolios in recorded history: 
seductively stellar recent returns.  Of course, it 

his seal of approval to strategies that the typical 
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institutional fund generally wanted no part 

1985.  

Cricket.  That seems a little unfair to Mr. 

away from some of the strategies and managers 
that enabled it to perform so brilliantly during 

strategies and managers that other institutions 

David.  True enough, Cricket, but that 

far too much complacency among institutional 
investors these days — too much comfort, if 
you will ... comfort rooted in the conspicuous 
success in recent years of some of the strategies 

to post truly superior results.  The fact that 

have cut their percentage allocations to certain 
strategies such as venture capital in favor 
of enhanced commitments to other forms of 

crowded than ever, due not only to new entrants 
but to the fact that the total assets stewarded 

sharply higher since the most recent bear 
market for stocks ended in the fall of 2002.  In 
other words, even though some notably well-
managed institutional funds have trimmed their 
percentage allocations to venture capital and 

allocating big bucks in absolute terms to these 
niches — niches that would be overcrowded in 
any case due to oversized commitments from 
Swensen wannabes.

Richard.  Are you implying that even the 
master himself is going to get hammered if the 

David.  

Richard.  
mean anyone who in your opinion has truly 
mastered the science ... or rather the art ... 

the magic of compounding endowment money 
at abnormally high rates.

David.  

I myself invoke when answering the question 

effective endowment management constitute 

major league pitching, takes years to master: 
craft

posting satisfactory returns even if the liquidity 
boom you alluded to a minute ago goes bust.  

Richard.  

decides to stay in his job for at least as long 

sure how encouraging it is for neophytes like 
me who know little about investing other than 
the fact that it seems like an interesting way to 
do good things for the world without putting 

Cricket.  physically 
professionally

a neophyte too ... when it comes to investing ... 

profession where all but the most skilled players 
stand a good chance of getting hammered by 

to unfold some time soon.

David.  

here today, and written about elsewhere, is 
that a combination of (1) unprecedentedly 

cheap credit has induced lots of investors to 
assemble portfolios that are riskier than they 

indeed life generally, regresses to the mean, 
including volatility.  The irony, of course, is that 
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particular, to boost their leverage ratios in order 

return targets.  Sadly ... but very importantly ... 
low yields and low credit spreads have pushed 
down expected returns at the same time that low 

to boost their leverage ratios.  

Richard.  

David.  
value at risk measures to determine how to 
deploy money entrusted to their care and to 

order to achieve whatever return goals they 
happen to be pursuing.

Cricket.  
anyone old enough to have earned the privilege 
of investing serious money — the kind of 

will continue behaving the way they have over 
the last few years.

David.  Trust me, Cricket: many of them 
do believe that, perhaps because they tend to 

assuming they do.  Less experience and, for that 
very reason, less of the accumulated goodwill 
among the ultimate owners of the capital they 
steward that all truly superior money managers 
inevitably draw upon on their unavoidably 
unsteady paths to investment glory.

Cricket.  

investing hall of fame along with Mr. Swensen!  
All of which is to say that as glibly as you put 

said something about goodwill and something 
about a bumpy ride on the road to investment 

between the two ...

David.  
virtually impossible for even the most skilled 
money managers to buy and sell at precisely 

anyone to get to the top of the performance 
heap and stay there without enduring periods 

of underperformance along the way.  In fact, 
if you examine the track records of the most 
celebrated craftsmen in my profession ...

Cricket.  Craftspeople, thank you very 
much!

David.  
neutral sense, of course ... As I was saying, if 
you examine the track records of truly great 

have gone through periods in which their 

... you name ‘em ... every notably successful 
investor I know has stumbled and indeed 
stumbled badly on his or her journey toward 
superstardom.  

Cricket.  has

David.  Perhaps not as conspicuously 
as other investment pros who also inhabit the 

of these folks have had their share of sleepless 
nights attributable to endowment setbacks.  

several periods in which his so-called absolute 
return portfolio has produced losses rather than 
gains.

Cricket.  It never has ... has

David.  
acknowledged in his book, but not for periods 
long enough to cost him his job.  The fact that 

the license needed to practice his craft to the 

communications skills underpin and enhance his 
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investment edge.  They do so by giving him the 
credibility among his various constituencies that 
he needs in order to keep doing uncomfortable 

words carefully, of course, in a conscious effort 
to highlight the close relationship between 

of course ... closely and inversely ... which is 
to say that the more comfortable an investment 
is, all else equal, the lower its expected return.  

odds are high that institutions shifting large 
fractions of their assets into the truly gigantic 
buyout funds being formed these days will end 
up regretting such moves.  Like equity real 
estate in the late 1980s or early stage venture 
capital in the late 1990s, supersized leveraged 
buyouts circa 2007 constitute an inherently 

disappoint due to the comfort ... I repeat: comfort 
... that this form of investing currently entails.  
Comfort equals popularity equals overfunding 
equals disappointment.

Richard.  I have a history paper to write 
so I gotta go in a minute, but before I take 
off I have one more question for you — a 
question triggered by your suggestion, veiled 
though it was, that success breeds success in 
the endowment management arena ... that the 
goodwill spawned by great results like those 

skilled craftsman an increasingly big edge over 
the competition.  

David.  

Cricket.  
headed with his question.

Richard.  

Cricket.  
whether he thinks Harvard made an even bigger 
mistake than its critics have claimed by failing 

Harvard payroll.  I know ... I know ... the team 

that the work it was doing became the proverbial 

to the enhanced discretion that proven players 
enjoy to make contrarian bets, then the last thing 
a governing board wants to do is essentially 
force a winning team to disband.  

Richard.  
question I was going to ask!

David.  Lemme see if I have the question 
right: the Harvard endowment did very well 

be sure, but by a margin much smaller than 
one might reasonably have expected given 

because it performed so well ... performance 

incorrect heights ... and now a new team has 

burdened by an asset base almost 50% larger 

of goodwill that will make it that much easier 
for Swensen to keep doing uncomfortable and 

Cricket.  Was there a question buried in 
there or did you answer our question without 

David.  
also let you get back to your studies, but not 
before saying that I know the guy who succeeded 

the relatively unfavorable boundary conditions 

Mohamed El-Erian is a brave guy — brave, 
smart and well-intentioned.

Richard.  
training, which might not bode well if 
endowment management is at least as much 
art as it is science — art ... plus science ... 

ad nauseam, lots of 
craftsmanship too.

David.  
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know — one who by his own admission knew 
nothing about investing when he took over the 

Richard.  What do you mean his own 

David.  

interviews.  What I do know with certainty is 

Richard.  

David.  He leaned over the table at which 
the two of us were having lunch, whispered, 

Richard.  

Cricket.  Me too: I might want to run 

wanna be able to say that I know as much about 
investing as Mr. Swensen did when he got the 
job in 1985!

David.  
you keep talking to me you might actually learn 

Cricket.  Stranger things have happened.

David.  

Cricket.  Like your favorite ball club 
coming from three games down to beat my 
favorite ball club in the American League 
playoffs three years ago.

David.  What a blissfully happy note to 

when the batters he faced got no hits.
n
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