
 

1 

WHITE PAPER:  
A Proposal for Assisting Princeton University to Achieve Financial Strength 

by Paul Hutter and George Ford 
May 18, 2009 

 
This white paper is organized into 4 parts: 
 

I. Analysis of Current Situation  
II. Detailed Discussion of Mission, Investment Policy and Strategies 
III. Prudent Man Rule, Fiduciary Responsibility and Perpetual Stewardship 
IV. Specific 5-Year Plan Proposal 

 
 

Part I: Analysis of Current Situation 
 
The reputation of Princeton University has been damaged by the endowment's over-reliance on 
hedge funds, private equity and other forms of Alternative Investments, often called the “Yale 
model.” Last year the endowment was reported to be $16.4 billion. In April of this year, the 
University estimated a loss of 30%, although an analysis using mark-to-market estimates puts the 
loss in the 40-45% range. (See Appendix I, Estimate of Endowment s Valuation as of March 31, 
2009) 
 
A loss of this magnitude would mean the endowment is now approximately $9.0 billion, or about 
the level achieved in 2003. Cash flow from the endowment, which funds half of Princeton s 
operating budget of $1.3 billion, has been impaired, if not close to being eliminated, by the volatile 
and illiquid nature of these investments. This means Princeton has to bridge the gap between 
expenditures and the collapse of cash flow. 
  
A. Cutting the Operations Budget  
 
President Tilghman has taken action on the expenditure side of the equation, announcing a 6.8% 
reduction in the 2009-10 academic year budget (FY 2010), followed by a similar reduction for the 
following two years, and possibly more cuts beyond that. However, these reductions rollback only 
partially the very significant budget growth. Since FY 2000, the operating budget grew at an 
average annual rate of about 9% through FY 2008, doubling the size of the budget, to fund a long-
term plan to expand the size of the student body, among other projects. This means that the "pay-
out," or the percentage of the endowment used to fund the operations each year, will be 
dangerously high for years to come as the University struggles to cut costs. (See the University 
Treasurer s Office Gateway and Publications of the Treasurer for financial reports.) 
 
B. Alternative Investments  
 
The collapse of cash flow is caused by 70% of the endowment being invested in highly leveraged 
Alternative Investments (hedge funds, private equity, and what are called "real assets" such as real 
estate and commodities). In normal times, these are illiquid and throw off modest amounts of cash, 
but are designed to compensate with exceptionally high returns over the long term. In the current 
distressed times, however, these leveraged investments are not only worth less, but throw off little-
to-no cash, forcing Princeton to borrow money by issuing bonds, using the endowment as 
collateral. The high interest Princeton pays on the bonds raises the cost of its operation. 
 
Of the three kinds of investment strategy, the others being Relative Return and liquid Absolute 
Return, Alternative Investments carry the most risk, although if deployed in an appropriate fashion, 
can add to a portfolio s diversity. The risk involves buying assets with borrowed money. As a result, 
the leverage being used makes the returns on those assets look enormous during periods of asset 
inflation. But in other periods, such as now, when asset prices are under pressure, a highly 
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leveraged asset is worth only a fraction of that because leverage cuts both ways and magnifies the 
degree of asset price declines.  
 
C. The Dangers of Illiquidity and Cash Calls 
 
To make matters more difficult, the illiquid and low-yielding private equity investments require 
Princeton to make "cash call" payments to the firms organizing the investment pools. (See 
Appendix II, Is Princeton University Insolvent?) These payments are contractual, a normal part of 
participating in long-term private equity deals, in which investors agree to lockup capital for many 
years, and make additional payments into the deals as the years progress. In good economic times 
these cash calls can be funded by gains made in other private equity deals. In bad times, these 
cash calls create serious hardships. One way out is to attempt to sell off the private equity 
positions on the secondary market at a deep discount, as Harvard has attempted to do without 
success. 
 
One may wonder why Princeton's endowment is so illiquid. In over-weighting Alternative 
Investments, the University adopted one of the most controversial and radical ideas in investment 
strategy of the past 20 years: richly endowed schools like Princeton do not require liquidity. This 
idea is widely attributed to David Swensen, Yale s chief investment officer since 1985. The theory 
is that, unlike a private company having to pay taxes and dividends, a university has relatively little 
need for cash and therefore need not settle for the modest returns of highly liquid investments 
(traditional stocks and bonds). By replacing these asset classes with high-returning partnerships in 
leveraged hedge funds, leveraged private equity funds (leveraged buy-outs and venture capital) 
and leveraged "real assets" like timber, oil and other commodities, a university can, the theory 
goes, lock-in its cash for long periods of time to enjoy huge investment returns from these private 
partnerships.  
 
We have estimated that as of March 31, 2009, at a time when Princeton desperately needs cash 
and is forced to borrow heavily in the expensive bond market, between 70% and 80% of its 
endowment is illiquid, in essence frozen and unmarketable, and not paying significant dividends to 
the endowment. The inability of an investor to redeem his funds is at odds with prudent fiduciary 
management. 
 
The amount of Princeton's cash calls stood at $6.1 billion as of a year ago, according to the 
University. Whether or not Princeton is insolvent, clearly its obligations are greater than its ability to 
pay.  
 
E. Lack of Transparency 
 
Part of any Alternative Investment strategy is the opaque nature of the pricing of the assets in the 
portfolio. Often these illiquid securities are valued but once a year. The result is a degree of 
secrecy in which the fund manager knows everything, and the investor knows little. In addition, 
prices are primarily self-reported, calling into question the valuation process. 
 
F. Summary 
 
The current situation can be summarized as follows. A $9.0 billion endowment is supporting half of 
a $1.2 billion operating budget, with significant debt (approximately $2.3 billion) as bonds, and 
unfunded cash call commitments of $6.1 billion. This is a crisis caused by excessive leverage and 
illiquidity.   
 
"The steady growth in both faculty and staff that we have enjoyed over the last ten years will end," 
President Tilghman wrote in April, "and the University will have to contract in size." 
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The economic storm facing the university, the country and the world is strong enough to undermine 
many institutions and companies. Our suggestion is to assume that the worst is not yet over. 
Princeton should try to establish a stable and robust investment structure as soon as possible. 
 
It is best to think the unthinkable, because if the financial system suffers another dislocation in the 
near future -- if the Dow drops to 6,000, or US treasury rates rise significantly -- Princeton's 
financial problems will become much worse.  
 
The Princeton economist Paul Krugman has written often about the needless and harmful 
complexity in today's financial instruments. Referring to the current crop of Washington policy 
makers, he said, "They still believe in the magic of the financial marketplace and in the prowess of 
the wizards who perform that magic." His words could be a warning for Princeton University as 
well.  
 
Our hope is that the University leadership embraces a conservative approach to investing, 
because that would be best in the long run. Before the crisis, President Tilghman sounded this 
note of caution: 
 
 “We are all forgetting that we have been through a 30-year period of a sort never before seen in 
this country, in terms of the creation of wealth and in terms of prosperity. If we were to begin to 
spend more in the belief that there will be another 30 years like the last 30 years, that would be 
irresponsible.” 
 
 

****** 
 

Part II: Detailed Discussion of Mission, Investment Policy and Investment Strategy 
 
The administration and the Trustees have allowed the University's mission to become 
overambitious. The mission can be described as a) maintaining excellence; b) extending that 
excellence to more students than before; c) moving toward need-blind admissions; d) investing in 
expensive science laboratories to a greater degree than before; e) providing for future generations 
in perpetuity. 
 
Addressing this all-things-to-all-people approach is important when considering the endowment 
crisis because it is the mission that should govern the investment policy (setting the balance of risk 
and return), which in turn should govern the investment strategy (stocks, bonds, alternative 
investments, etc.). A useful mission statement should be clear on what it excludes as well as what 
it includes. To identify the purpose of an institution is to make realistic choices, often difficult ones. 
A university cannot double the operating budget in eight years and at the same time provide for 
future generations. The two are not compatible. Without an infusion of fresh funds, no financial 
wizard can implement an investment policy to support such an ambition in the long run.   
 
The ambitious mission chosen by the administration and the Trustees may have been driven by 
the high rates of return achieved in recent years, and outside pressure to spend the investment 
gains. But nevertheless, coming from the top of the University organization should be a strict 
investment policy that ensures preservation of capital, liquidity and transparency. Any investment 
policy that favors risk, illiquidity and opaque valuations, no matter how in vogue at other schools, 
and no matter how successful it may look from time to time, is not appropriate for Princeton. 
 
The investment policy sets the parameters for the investment strategy. The managers' role at 
PRINCO is to develop and implement a specific detailed strategy and executional plan that 
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achieves that policy. A series of investment problems, primarily stemming from the over-reliance of 
Alternative Investments, were created as a result of a lax investment policy.  
 
 

****** 
  
 

Part III: Princeton Endowment -- Prudent Man Rule, Fiduciary Responsibility  
and Perpetual Stewardship 

 
 
In 1974 Congress passed the Employee Retirement Income Security Act. Designed primarily to 
protect the pensions of retirees, ERISA governed specifically corporate pension funds, establishing 
into federal law the 1830 common law “prudent man rule” and codifying the principles of fiduciary 
duty and responsibility.  
 
For the next decade, corporate pension funds, as well as the wider universe of tax exempt 
institutional investors such as public pensions, union pensions, endowments and foundations, 
maintained for the most part conservative investment policies, investing in traditional liquid assets 
(stocks, bonds) and occasionally venturing into international securities. Leverage or derivatives in a 
portfolio structure was used with caution to hedge positions and for controlled enhancements to 
returns. 
 
However, since the late 1980s fiduciary standards have been degraded to the point of 
nonexistence and as a result the pension and endowment communities have suffered severe 
setbacks that threaten the viability of their institutions. Since then, financial engineering and 
extreme leverage have been widely incorporated into portfolio structures. Concomitantly, prudence 
and common sense have been abandoned and fiduciary responsibility has become an antiquated 
practice.  
 
The crucial question before endowment boards, including Princeton University, is where do we go 
from here? 
 
The answer is not to be found in merely setting a new, informal investment policy, but rather in the 
governing role of prudent financial stewardship for a perpetual institution. 
 
Princeton University is 263 years old and the Princeton community (alumni, faculty, staff, friends 
and other interested parties) fully expects Princeton to be thriving 250 years hence. If one views 
the role of current Trustees in the context of this 500 year time span, clearly their tenure is just a 
moment in time. Therefore, the current Trustees have the fiduciary responsibility and duty to serve 
and protect Princeton on behalf of all the members of her community who came before and will 
come after. 
 
An investment policy must be established with these considerations in mind. The current policy 
does not meet the standards of perpetual fiduciary stewardship. It is highly leveraged, complex, 
fragile, illiquid, opaque, impossible to price, and incapable of protecting the university's interests in 
a financial storm. It has been stress-tested, and has failed.  
 
A rudimentary declension of investment alternatives explains why: 
 
1. an asset bought with cash = an asset 
2. an asset bought with borrowed money = a time bomb 
3. a derivative bought at a fraction of notional value = in the words of Warren Buffet, a financial 

weapon of mass destruction 
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Seventy-seven percent of Princeton's current policy portfolio consists of #2 and #3. Any "prudent 
man" or honest steward would agree that this is not acceptable. 
 
Returning to the financial storm analogy, the Princeton endowment is now a small leaky boat far 
out at sea. It was devastated by the post-Lehman tempest, and needs to get back to dry land and 
establish a solid and robust portfolio structure before another, larger storm occurs. 
 
Financial conditions are still very unstable. Citigroup stock was $55 two years ago and now is $3. 
The 164-year-old Lehman Brothers, did not survive the financial storm. To assume that these "tail 
events" (extreme outcomes) cannot occur again given our highly leveraged and interconnected 
global financial system is not prudent stewardship. For the sake of the past and the future, the 
present Trustees have the fiduciary duty and responsibility to fortify Princeton's financial structure.  
 
In heeding Professor Krugman's words referred to earlier, prudent financial stewards should not 
depend on wizards, magic and unstable alchemy to protect Princeton's future, especially now that 
the Trustees have witnessed first hand the fragility of the current investment structure.  
  
 

******* 
 

Part IV: Princeton Endowment -- Proposed Solution to Extricate the University  
from Its Liquidity Trap 

 
In the previous sections we have addressed the investment policy structure issues such as 
insolvency, illiquidity and perpetual stewardship that we believe threaten the viability of the 
University.  
 
We would suggest establishing a 3-5 year transition plan that adopts a new investment policy and 
initiates a more stable and traditional portfolio structure. While the worst of the financial and 
economic crisis may appear to be ending, the worst also appeared to be over a year ago, four 
months before the Lehman bankruptcy. Moreover, even if the worst is over for now, it is quite 
possible that another, even larger credit dislocation could develop over the next several years. 
 
The global financial system is still unstable and the US budget deficit is growing at an 
unsustainable $1 trillion per year far into the future. The US Treasury and Federal Reserve have 
become the de facto hedge funds that are trying to support this precarious position. The point is 
that “tail risk” (extreme financial outcomes) cannot be ignored and another “tail event” (100-year 
hurricane) could destroy what is left of the endowment. 
 
In our previous discussion of fiduciary duty, we explained why this state of affairs should not be 
acceptable to prudent trustees of a perpetual institution. 
 
As such a new investment policy and portfolio structure should be adopted which focuses on 
protecting the endowment from the possibility of another “tail event” in the future. The University 
should never again be subjected to “bet the institution” risk exposure. 
 
The 3-5 year objective is to achieve a liquid, transparent, easily valued and honestly priced 
portfolio. Specifically, we would propose the following. 
 
1. Commit to a new investment policy that is customized to serve the University s specific needs 

and is based on independent thinking.  
2. Establish a “policy portfolio” that features a robust and liquid portfolio structure (a classic 60/40 

blend of equity and fixed income securities, or a liquid portfolio structure based on Absolute 
Return philosophy). 

3. Deleverage the endowment fund as rapidly as judiciously possible. 
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4. Establish realistic and achievable long-term return objectives (8% annually) 
5. Reduce annual budget and expansion plans (in progress). 
6. Reduce outstanding debt over time. 
7. Re-negotiate cash call commitments and restructure relationships with private equity firms to the 

extent possible. 
8. Liquidate any “above water” alternative assets to support funding needs and reduce leverage. 
9. Examine every alternative asset holding (using an independent, third party valuation service) 

and establish a priority list for reducing alternative asset exposure to 20% of the asset mix. 
10. Reduce investment management fees and expenses significantly. 
 
In making the commitment to adopt a more prudent and liquid policy portfolio structure, the 
administration will strengthen its position of credibility and authority with the alumni community 
allowing it to initiate a $500 million - $1 billion fund raising drive. 
 
 

****** 
 

Appendix I - 
Estimate of the Endowment s Valuation as of March 31, 2009 

 
This estimate is organized according to asset class as detailed in the FY2008 Treasurer s Report. 
The valuation we are using for the overall endowment is $16.4 billion as of June 30, 2008. The 
"current" reflects March 31, 2009. 
 
1. Asset Class - Domestic Equity - 8.0% of total endowment - the DJI is down 3,741 points from 

the June 30, 2008 level of 11,350. The performance is minus 33%. 
 
2. Asset Class - International Equity - 7.0% of total endowment - a mix of the Global Dow Euro 

(down 35%) and the Nikkei 225 (down 40%) favoring Europe by a ratio of 2-to-1 produces a 
minus 36.5% performance. 

 
3. Asset Class - Emerging Market Equity - 8.0% of total endowment - the Morgan Stanley 

Emerging Market Fund (MSF) is down 54% from June 30, 2008 to March 31, 2009. 
 
4. Asset Class - Fixed Income - 5.0% of total endowment - we assume an even mix of treasury 

bills and intermediate term government bonds, according to Ibbotson up about 7% from January 
2007 through December 2008. 

 
5. Asset Class - Hedge Funds - 25% of total endowment - Andrew Bary's article "Crash Course" 

(see link below) lists hedge funds as of early November 2008 as down 20%. We conservatively 
estimate that since then, with the stock market down 12% as of March 31, 2009, this level has 
dropped to about minus 25%. This is also a commonly seen number in the press, though it is a 
self-reported number. Many in the industry are skeptical about this number, and believe it to be 
a greater loss.  

 
6. Asset Class - Private Equity - 25% of total endowment - Andrew Bary's articles "Crash Course" 

(Barron s Nov 2008) and "Double Trouble for Apollo" (Barron s April 2009) provide information 
on a) an overall PE estimate as of last November (-50%) and b) an updated estimate as of April 
2009 with much grimmer conclusions. By looking specifically at Apollo's AP Alternative Assets 
(AAA-Euronext) and KKR's KKR Private Equity Investors, Bary shows very steep declines, up to 
90%, in these valuations. We are estimating minus 60%, knowing the loss is likely greater. 

 
7. Asset Class - Real Assets - 22% of total endowment - for this estimate we blend real estate 

building, commercial mortgage-backed securities and commodities on an equal weighting. The 
funds we use are Vornado (symbol VNO) down 62.5%, PCM Fund, Inc. (symbol PCM) down 



 

7 

50%, and PIMCO's Commodities Real Return (symbol PCRDX) down 70%. The equal blend 
produces a negative 61%. 

 
Using these estimates, the endowment has lost $7.2 billion from the $16.4 billion level. Assuming 
the University had a negative cash flow during the past year as it funded 50% of the 2008-09 
operating budget of $1.3 billion but lacked all the needed dividend and interest payments from the 
endowment, we estimate a loss of about $7.4 billion, for a current valuation of $9.0 billion. 
 

******* 
 

Appendix II -  
Is Princeton s Endowment Insolvent? 

 
The Princeton endowment, according to the Treasurer s recent reports, is facing severe short- and 
long-term problems. 

Our premise about the endowment: 
 
Princeton University is functionally insolvent (obligations > the ability to pay); 
 
- while able to claim technical solvency (consolidated assets > consolidated liabilities), the 
University suffers severe liquidity constraints; 
 
- the endowment has lost essentially all of its tangible (usable) net asset value since ramping up its 
exposure to alternative investments in 1996; 
 
- the endowment fund has become a conduit through which alumni contributions and other cash 
flows are being directly funneled in AIG fashion to “bailout” private equity funds (by way of cash 
calls). 
 
Our specific estimates are as follows. 
 
A. Market value of assets is approximately $9.0 billion as of 3/30/09, assuming realistic mark-to-
market valuations. (See “Crash Course”, Barron s) 
 
B. Functional liabilities (cash call commitments, debt service obligations, negative cash flow 
projections, non-core expenditures) are approximately $9.0 billion. (See Table I below) 
 
C. The endowment s portfolio structure is essentially illiquid and generates very little interest and 
dividend income. 
 
D. The University plans to report that the endowment s market value is approximately $11.5 billion 
as of June 30, 2009. This implies that Princeton is still a very wealthy institution and that its 
problems are manageable.  
 
However, if one reads President Tilghman s April 6, 2009 letter to the Princeton Community, she 
describes a full-blown operational crisis. Why? We believe that if one shines a light on the true  
picture of the University s finances, one finds that due to large cash calls, negative cash flow, debt 
servicing requirements and stretched operational commitments, the endowment cannot meet its 
current obligations and is merely invading principal or issuing debt to fund operations. 
 
In meeting the aforementioned commitments the endowment has become both an eroding asset 
and a pass-through vehicle which is taking in alumni contributions and issuing debt, then passing 
the proceeds directly through to bailout the same hedge and private equity funds that caused the 
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endowment s collapse to begin with. The Trustees should reveal this bailout function to the alumni 
community.  
 
The University is in a position whereby it will be bled dry to bailout private equity firms through cash 
calls. Alternatively, similar to the California Public Employees  Retirement System, it will have to 
default on these commitments or restructure its private equity relationships. 
 
The University may sell other physical assets not related to the endowment to meet cash calls and 
other funding needs, as Brandeis University has announced it will do with its art collection. 
 

 
Table I 

 
Functional Liabilities 

 

Liability Estimate 

Future private equity cash calls* $6.1 billion 

Outstanding debt $2.2 billion 

Annual negative cash flow from 
investments 

$0.4 billion 

Non-core operational expenditure $0.3 billion 

Total $9.0 billion 

 
 
* Cash calls are commitments to provide additional funding to private equity investment pools. They are not 

consolidated liabilities in that they are offset by an asset purchase. However, they are a contractual claim 
on the endowment s non-existent liquidity position. Therefore, they will have to be funded through debt 
issuance, budgetary cutbacks (staff, salaries, etc.), physical property sales or alumni contributions. As 
such, under current market conditions, they represent a future asset purchase funded by either an 
assumption of a liability or liquidation of a current asset, as opposed to future endowment earnings.  

 
 

******* 
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George Ford is the Principal of Impact Market Research. A veteran Southeast Asia marketing 
strategist, he has designed, planned and implemented scores of successful communications and 
marketing programs in Asia and the United States.  
 
 
 



 

9 

Part I Links: 
Takes action: “President Tilghman s letter updating the University community,” Princeton University 
website, April 6, 2009 http://www.princeton.edu/main/news/archive/S23/90/19E72/ 
 
University Treasurer s Office Gateway, Princeton University website 
http://web.princeton.edu/sites/TreasurersOffice/Gateway/ 
 
Publications of the Treasurer, Princeton University website 
http://web.princeton.edu/sites/TreasurersOffice/Treasurer/publications.html 
 
Serious hardships: Jason Zweig, “Smart Money Takes a Dive on Alternative Assets, Wall Street 
Journal, Jan 17, 2009 http://www.filife.com/stories/smart-money-takes-a-dive-on-alternative-assets 
 
Harvard has attempted to do: The Deal Professor by Steven Davidoff, “Harvard, Private Equity and 
Education Bubble” The New York Times, March 3, 2009 
http://dealbook.blogs.nytimes.com/2009/03/03/harvard-private-equity-and-the-education-bubble/ 
 
One of the most controversial and radical ideas: Edward Jay Epstein, “The Man Who Gutted the 
Ivy League”, The Daily Beast, March 28, 2009 http://www.thedailybeast.com/blogs-and-
stories/2009-03-28/the-man-who-gutted-the-ivy-league/ 
 
President Tilghman wrote: “President Tilghman s letter updating the University community,” 
Princeton University website, April 6, 2009 
http://www.princeton.edu/main/news/archive/S23/90/19E72/ 
 
Paul Krugman s words: “The Market Mystique,” The New York Times, March 26, 2009 
http://www.nytimes.com/2009/03/27/opinion/27krugman.html?_r=1 
 
Sounded a note of caution: Karen W. Arenson (NYT), “Rapid Growth in College Endowments 
Exacerbates Concerns about Wealth,” The Tech (MIT), Feb 8, 2008 
http://tech.mit.edu/V128/N2/endowment.html 
 
 
Part II Link: 
University s mission: Aspire Goals, Princeton University website,  
http://giving.princeton.edu/goals/index.xml 
 
 
Part III Links: 
ERISA definition from UD Department of Labor: http://www.dol.gov/compliance/laws/comp-
erisa.htm 
 
Prudent Man Rule definition from InvestorWords.com: 
http://www.investorwords.com/3927/Prudent_Man_Rule.html 
 
Fiduciary duty definition, US Department of Labor: 
http://www.dol.gov/ebsa/publications/fiduciaryresponsibility.html 
 
 
 
Appendix I Links: 
Double Trouble for Apollo, Barron's, Andrew Bary, April 6, 2009 
http://online.barrons.com/article/SB123880689651288911.html?page=sp 
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Crash Course, Barron's, Andrew Bary, Nov 10, 2008 
http://online.barrons.com/article/SB122610188023510005.html 
 
Over The Hedge, Vanity Fair, Bethany McClean, April 2009 
http://www.vanityfair.com/politics/features/2009/04/fortress-
group200904?printable=true&currentPage=all 
 
Appendix II Links: 
“Crash Course”, Barron s, November 10, 2008  
http://online.barrons.com/article/SB122610188023510005.html 
 
“President Tilghman s letter updating the University community,” Princeton University website, April 
6, 2009 http://www.princeton.edu/main/news/archive/S23/90/19E72/ 
 
 


