MYER
FAMILY OFFICE

13 January 2009

Manager

Philanthropy & Exemptions Unit
Personal & Retitement Income Division
The Treasury

Langton Crescent

PARKES ACT 2600

Dear Sit/Madam,
Improving the Integrity of Prescribed Private Funds

We refer to Treasury’s November 2008 Discussion Paper relating to prescribed private funds.
Please find attached The Myer Family Office’s (‘MFQ’) submission telating to this Paper. MFO is
a multi-family office providing a range of services to high net worth families, philanthropic
foundations and charities.

MFO applauded the introduction of presctibed private funds (‘PPFS) in 2001. We could see the
substantial positive impact that it would have on the phﬂanth.toplc sector, a sector close to the
heart of the Myer Family for decades.

With the support of the Board of MFO we have been very enthusiastic in growing the
philanthropic sector and in recent years have assisted a wide range of our clients with the
establishment of 47 PPFs and the implementation of their effective giving programs. This is
aligned with the Myer Family’s commitment ‘to promote creativity, innovation, tolerance and the
- fulfillment of potential for all in society’. These PPFs (the vast majority of which relate to non-
Myer families) have already in their short lifetime had a significant positive impact on many
community groups and projects around Australia. Nearly all of our clients have advised us they
would not have established a PPF under the rules suggested by this Discussion Papet, in
particular if they are compelled to:

¢ distrbutc as much as 15% of the closing value of the fund each yeat, effectively
eliminating perpetuity; and
e make their contact details available publicly.

‘The growth of PPFs has had a significant positive impact on the Australian community. Their
introduction has arguably had a greater impact on philanthropy in this country than any other
measure in our history. Introducing rules to significantly teduce this impact, as will occur under
* the suggested rules (confirmed by discussions with clients and potental clients), surprises and
saddens us. :
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‘T'o build our great nation we need to encourage individuals and families to share their success
with the community, and not stifle such activity. Gordon Brown, Prime Minister of Great Britain
has stated, “I believe that a successful modern democracy needs at its heart a thriving and diverse
thitd sector...[W]e must cteate the space and opportunity for it to flourish, we must be good
partners when we work together and we must listen and respond”. Encouraging the growth of
family philanthropy is a key part of this process.

At the Philanthropy Australia Confetence on 16 October 2008 The Hon. Dr Utsula Stephens,
Parliamentary Secretary for Social Inclusion and the Voluntary Sector, stated, ...It is clear that
the philanthropy sector can play an important role in the Government’s Social Inclusion Agenda
because it is about civic engagement and community connectedness; and to achieve this
engagement requites the participation in deeply collaborative work between the philanthropic
sectot, government and the not-for-profit sector and the communities we seek to serve.” She
went on to say the Federal Government is, “...fundamentally about strengthening our society
and our democracy...” and “...we want to strengthen Australia’s philanthropic envitonment.”

The rules suggested in Treasury’s Discussion Paper will:

¢  close down the majority of existing PPFs within a 15 year period; and
e  result in very few new PPFs being established.

This will not “strengthen our society and our democracy” not our “philanthropic environment™;
it will severely weaken them.

Do we not live in a society whete we wish to encourage great traditions of family philanthropy
and to provide an avenue for increasing private investment in the sector, thereby maximising the
long term benefits to the community from philanthropy?

If you Woulci like to discuss this submission please contact Peter Winneke on (03) 9207 3065 ot
Graham Reeve on (03) 9207 7814. We would welcome the oppottunity to meet to discuss our
submission.

Yours faithfully,

(AN -

Peter Winneke : ‘Graham Reeve
Head of Philanthropic Services Managing Director



IMPROVING THE INTEGRITY OF PRESCRIBED PRIVATE FUNDS
THE TREASURY — DISCUSSION PAPER, NOVEMBER 2008

SUBMISSION BY THE MYER FAMILY OFFICE - January 2009

Executive Summary

The Myer Family Office (MFO) is 2 multi-family office providing a range of setvices to
high net worth families, philanthropic foundations and charities. MFO was originally
established to service the many generations of the Myer Family but since 1999 has also
provided these setvices to other families, currently totalling about 50 non Myer Family
clients.

Since the establishment of PPFs in 2001 MFO has assisted a wide range of our clients with
the establishment of 47 PPFs and the implementation of theit effective giving programs.
We agree that there are many ambiguities in the curtent PPF Guidelines, and we have
sought clarification on many issues in recent yeats, including an unanswered letter of
- November 2006 to the Australian Tax Office ({ATO’) seeking clarification on many facets
of accumulation. However the cutrent PPF Guidelines are effective and workable as
evidenced by the cteation of 769 PPFs as at 30 June 2008.

We have no doubt that the rules suggested in Treasury’s Discussion Papet will close down -
the majority of existing PPFs within a 15 year petiod and result in very few new PPFs being
established. We have confirmed our views by discussions with our clients and other
families.

To build our great nation we need to encourage individuals and families to shate their
success with the community, and not stifle such activity. PPFs have provided a simple
structure for families to make substantial commitments to the community sector for the
long term. And commit they have. The ATO advised on 24 October 2008 that $1.35 billion
had been gifted to PPFs ie. set aside for the benefit of the community forever. Further,
PPFs, in their short history, had already made gifts of $301 million to charities.

PPFs have the ability to make a significant conttibution to suppotting the Council of -
Australian Government’s reform agenda, in patticular to, “...the broader goals of social
inclusion, closing the gap on Indigenous disadvantage and environmental sustainability”.

Gordon Brown, Prme Minister of Great Britain has stated, “I believe that a successful
modern democracy needs at its heart a thriving and diverse third sector...[W]e must create
the space and opportunity for it to floutish, we must be good partners when we work
together and we must listen and respond”. Encouraging the growth of family philanthropy
is a key part of this process.

At the Philanthropy Australia Conference on 16 October 2008 The Hon. Dr Utrsula
Stephens, Patliamentaty Sectetary for Social Inclusion and the Voluntary Sector, stated,
“...It is clear that the philanthropy sector can play an impozrtant role in the Government’s
Social Inclusion Agenda because it is about civic engagement and community
connectedness; and to achieve this engagement requires the participation in deeply
collaborative wotk between the philanthropic sector, government and the not-for-profit
sector and the communities we seek to serve.” She went on to say the Federal Government



is, “..

.fundamentally about strengthening our society and our democracy...” and “...we

want to strengthen Australia’s philanthropic environment.”

Out principal areas of concern with the proposals outlined in the discussion paper are:

1.

The requirement to distribute 15% of the closing value of a PPF each yeas, thereby
eliminating the perpetuity of the PPF. This proposal is inconsistent with the
original rules for establishing a PPF and also inconsistent with similar laws in other
western nations. ‘

The requirement to make their contact details public which will only lead to an
insurmountable administrative burden and increased cost for every PPF.

This will not “strengthen our society and democracy” nor our “philanthropic
envitonment”; it will severely weaken them.

While the above ate our principle areas of concern, we have also made specific comments
on many of the other proposals contamned in Treasury’s Discussion Paper via teference to
the Paper’s numbering and consultation questions.

Key Recommendations:

L

Abolish accumulation plans and require PPFs to distribute a minimum
amount each year based upon the market value of the PPF’s net assets at the
close of the previous financial year.

The annual distribution rate of PPFs be fixed at 5% of net assets.

A phased distribution rate be applied in the early years of a PPF.

There should be no legislated minimum corpus size for PPFs,

The contact details of PPFs and theitr founders should not be publicly
available.

It should not be compulsory for PPFs to use a corporate trustee.

A strong, appropriately scaled penalty system for misuse of PPFs should be
introduced.

That a “fit and proper person test’ should not be introduced for trustees,
howevet, education and training of trustees should be improved.

PPFs should not be restricted to investing only in liquid assets.



AREAS FOR IMPROVEMENT IN THE CURRENT ARRANGEMENTS FOR
PPFS

Paragraph 9

We are certainly in favour of better regulation of PPFs and strong, appropriately scaled
sanctions for those who misuse PPFs (refer to our specific comments later). Since the
introduction of PPFs we have seen their long term benefit to the community and we have
been a fervent advocate for strong governance of PPFs to ensute that they are not misused.

Paragraphs 10 & 11
We agree that the administration of PPFs should be undet the authority of the ATO as the

ATO:

1. administers other charities;
2. has the necessary skills required; and
3. can act on issues on a mote timely basis than Treasury.

We do, however, anticipate concerns with existing PPFs and transitioning to the new form
of administration. We would need to treview the detail relatmg to this prior to making

comment.

If an independent national regulator for not-fot-profit organisations is to be established, as
recently recommended in the Senate Standing Committee on Economics’ report,
“Disclosure Regimes for Charities & Not-for-Profit Organisations™, it would be logical that
it administet PPFs.

Principle 1 — PPFs are philanthropic
Ta Required disiributions

Paragraph 16
We do not accept the staternent n paxagraph 16 that “PPFs should neither be prolonged

accumulators of funds..

We accept that PPFs should have a long term objective to distribute a fair proportion of
their assets and investment earnings for the benefit of the commumty One way of
ensuring that PPFs can fund projects of size, value and impact is to allow the PPF to
accumulate funds over a reasonable time so that the resultant annnal distributions can be

meaningful in amount.

Paragraph 20
The Government expectation that “this revenue forgone will be ditected to the charitable
sector in a relatively short petiod of time” raises a number of issues.

Philanthropy requites a long term approach. A large number of small PPFs making a
multitude of small annual grants will not provide a meaningful philanthropic impact,
particularly in relation to many of the major issues facing our community.

A policy of allowing PPFs to accumulate funds is consistent with the principlé that PPFs
should be philanthropic.



We do not accept the principle in paragraph 20, bullet point 4 — “Imposing a distribution
rate means that PPFs not continuing to receive donations ate eventually wound down.
This will prevent the erosion of the fund through negative investments, fees and the like”.
The second sentence of this principle is not a logical extension of the first sentence. Well
managed investments of a PPF will not be eroded by “negative investments, fees and the
like”. In fact the opposite is our experience. A well managed investment pottfolio will
increase in value over an investment cycle. :

Of course we agree that PPFs ‘should be philanthropic In our view many factots should
be considered when assessing whether a PPF is philanthropic, not just the annual
distribution amount, including:

1. The nature of the gifts made by the PPF
- Gifts should only be made to eligible charities.

2. The engagement of family members and instilling an ethos of giving and caring
within the family to be passed down to future generations

- Fot a number of teasons Australia does not have a culture of sharing
success compared to other western countties such as the USA. PPFs have
been an extremely successful vehicle to address this issue. The
establishment of 769 PPFs in 7 years is testament to this. As the vast
majotity of these PPF's have been established by families, this has resulted
in hundreds of families commencing a philanthropic tradition. Petpetuity is
fundamental to establishing this tradition, and so petpetuity is fundamental

to PPFs.

The Sidney Myer Fund was established in 1934 via the Will of Sydney
Myer. He left one tenth of his estate, £150,000, to establish the Fund. This -
sum has been invested wisely and the corpus is now over $170 million. In
addition, during this time the Fund has made grant distributions of over
$70 million (not adjusted to current day values) and continues to distribute
over $6 million per annum. This history demonstrates how an initial
relatively small amount, when allowed to accumulate while also making
regular charitable grants, can grow into a substantial cotpus providing an
annual income of a huge multiple of the original establishment amount. If
the proposed PPF guidelines had been applied to the Fund, denying
petpetuity, it would not exist today.

2009 is the 75% anniversary of the Sidney Myer Fund and the

50" annivetsary of The Myer Foundation. These plulanth_topzc foundations
have had significant involvement from four generations of the Myer Family.
The recent artivals of the fifth generation will ensure this tradition is likely
to continue. The Myer Family has a saying that “philanthropy is the glue
that sticks the family together”. The Myer Family has been fortunate.
However, it is the perpetuity of the Sidney Myet Fund and Myer
Foundation that has assisted greatly with teaching family members the
responsibility of wealth and getting engaged with their community.

The USA model allowing perpetuity has assisted build an immense cultute
of giving and engagement with the community in that country. The



Foundation Center in the USA advises that there are 72,477 foundations in
the USA distributing US§39 billion: p.a.

This philanthropic tradition in Australia must be encouraged, not stifled.
Do we not live in a society where we wish to encourage great traditions of

family philanthropy?

- PPFs are providing families with a structured approach to their community
engagement, including the discipline of regular foundation meetings. An
impottant part of these discussions is not merely providing monetary gifts
but providing time as well. Family members are providing expertise in
many forms to community otganisations.

3. Assisting with collaboration between eligible charities, PPFs and other donots
- The structured nature of PPFs (e.g. annual gifts to and from PPFs, formal
meetings to consider the implementation of a strategic giving program) has
resulted in a considerable increase in collaboration within the philanthropic
sector, with like-minded donots working together. This has resulted in a
mote strategic approach to solving systemic problems in out society.

4. The concept of endowment

- An endowment is a permanent fund providing a source of income. The
initial gift to the PPF is in itself philanthropic. The founder is gifting -
monies which essentially become public funds for the benefit of the
community, administered by the trustees. The income tax environment in
which the PPF operates allows further benefits to the community. While
the Government provides a tax deduction for contributions to PPFs of up
to 45%, it must be remembered that the remaining 55% of the conttibution
is funded by the contributor with an objective of setting aside this amount
for long term philanthropic activities.

‘Treasury’s Paper states that the long-term proportion of PPF distributions as a percentage
of the closing value of the fund is approximately 15%. This is cettainly not our experience
in a normal year with the significant number of PPFs that we manage. We would suggest
that perhaps this analysis is skewed in the early years of a PPF by the fact that often there is
a large initial gift to the PPF to give it some momentum, and many accumulation plans
state that 5% to 10% of gifts must be distributed in the following year. When income is
included in the distribution calculation the overall distribution could then total 15%, but
only in the initial year. Subsequent distributions are from investment earnings only, usually
about 5%.

If such a high distribution rate (i.e. 15%) was mandatory, the incentive to establish a PPF
would reduce considerably. The concept of perpetuity is fundamental to most PPFs.
Potential Founders will take the view that there is little point in establishing a structured
approach to their giving for such a short time frame. They will possibly just plan to write
cheques to their chosen causes on an annual basis.



We believe this will be detrimental to the community for the following reasons:

1) A less strategic approach will be taken to giving as it will be done in an
unstructured way (usually) just prior to financial year end. This will result in a
less strategic approach being taken to tackle systemic problems in our society.
It is our experience that PPFs often commit to structured giving to particular
charities over a number of years, thereby allowing the recipients to undertake
‘longer term projects; and

i)  Less is likely to be gifted to community groups as annual giving will be done
on a more ad hoc basis, compared to the structured process of giving via a
PPF. With a PPF the funds are committed and can’t be retrieved. Annual
giving in an ad hoc fashion may be reduced or ceased duting difficult times (as
currently seen), tesulting in an adverse impact on the long term funding of the
hundreds of charities currently supported by PPFs.

From our expetience the age of PPF Founders is approximately 45 to 60 years of age. If
the PPF winds down in approximatcly 10 years, due to the 15% distribution requirement
(and the limited financial capacity of the founder to make annual donations to the PPF),
then based upon average life expectancies, founders will face many years in the final stage
of their lives without the satisfaction of engaging the family with the community via the
Foundation.

With uncertainty over the longevity of PPFs, less will be bequeathed to the community via
PPFs.

The community sector requires long term funding (three years plus) from donors to
provide security to their programs and reduce the inefficiencies caused by senior executives
constantly fundraising. Traditionally such long term funding has not been a strength of the
philanthropic sectot in this .country. Generally, founders of PPFs tend to take a strategic
approach to their giving and this has included a greater emphasis on long term funding. If
perpetuity is eliminated, and the lifespan of a PPF 1s significantly reduced to approximately
10 years, such long term funding will diminish significantly.

Consultation questions
+ What is an appropriate minimum distribution rate? Why?

+ Should the Commissioner have the ability to modify the minimum amount
according to market conditions (for example, based on average fund earnings)?

+ Should a lower distribution rate ap_ply for a period (for example, 1-2 years) to allow
newly established PPFs to build their corpus?

We agree that the PPF Guidelines are somewhat ambiguous in relation to accumulation
plans and the minimum giving requirements. PPFs are cutrently the only form of charitable
institution. in the country with an accumulation plan limiting accumulation of capital
growth. The proposal to distribute capital gains is actually contrary to trust law principles,



unless the trust deed petmits the regular distribution of capital. Founders require
accumulation certainty prior to establishing a PPE.

We accept that a simpler model would be to abolish accumulation plans and to require
PPFs to distribute 2 minimum amount each year based upon the market value of the PPF’s
net assets at the close of the previous financial year. We agtee,that this would provide
gteater certainty to PPF trustees and provide mote consistency to giving by PPFs. We
believe such clarity, at a distribution rate which allows petpetuity of the foundation, will
also lead to an increase in the establishment of PPFs.

We strongly disagree with the suggested rate of annual distributions of 15% of the closing
value of the fund at the end of the previous financial year. Based upon the assumptions of
capital growth of 3.75% p.a. and a net yield of 4.25% (Le. after foundation overheads such
as accounting and auditing fees), 2 PPF would have an immaterial balance after only 15
years. This would effectively eliminate perpetuity and its significant benefits outlined above.
The end result would be significantly less assets and income committed to the community
which would significantly adversely impact community groups in the long term.

When founders of the existing 769 PPFs established their PPF, the PPF Guidelines allowed
accumulation, which was a key factor in establishing a PPF. The elimination of
accumulation, and thus perpetuity, would be a breach of faith by the Federal Government.

We believe an annual distribution rate of 5% is approptiate as:

1) it enables the endowment fund to be maintained and so will continue to
encourage potential founders to establish a PPF as perpetuity is not eliminated,
thereby maximising the long tetm benefits to the community from
philanthropy;

i) a material petcentage of the PPF is being distributed to the commumty each
year {i.e. a minimum of 5%), as well as allowing annual distributions to increase
over time;

i) it will be a similar distribution rate to that of the average PPF under the cutrent
PPF Guidelines where the accumulation phase is cotnpleted and the founders
ate no longer making gifts to the PP (a phase that the vast majority of PPFs
will enter at some point in their life) ie. such PPFs must distribute theit net
income less an adjustment for CPI — this 1s often approximately 5% or lower;

1v.)  this is the rate accepted throughout the sector as reasonable (and confitmed in
Philanthropy Australia’s August 2008 submission to T'reasury);

v.) A 5% distubution rate allows for a long term approach to distribution allowing
for fluctuations in investment returns plus realised and unrealised capital gains
and losses;

vi) A fixed rate of distribution provides for simplicity for trustees to understand
and avoids complexity in dealing with the regulatory authority;

vil) The US has had a long history of philanthropy and has refined its tax laws
dealing with private foundations over many years. While the US law is now



overly complex, the fundamental principle for the minimum distribution rate is
5% per annum. Please see Appendix 1 for a full explanation of the US law; and

viii.) Canada provides for an annual distribution rate of 3.5%. Please see Appendix 2
for a summary of the Canadian law.

If a 15% per annum distribution rate had been applied to the major philanthropic family
foundations in Australia they would not be in existence today. The table below summarises
their current annual giving which would not exist today:

Family Foundation : Annual Grants
The Ian Potter Foundation . . $12.7m
Sidney Myer Fund/Myer Foundation i$.1 1.1m
Vincent Faitfax Family Foundation $8.0m
The Sylvia & Charlés Viettel Chatitable Foundation $8.0m
Helen Macpherson Smiﬁ1 Trﬁsf ) | $5.7m
‘The Jack Brockhoff Foundation ’ $5.0m

| Total _ $50.5m

Source: annual reports, Philanthropy Australia

This would mean that over $50m of annual grants to the community would be lost from
these foundations alone. In November 2008 the Sidney Myet Fund and Myer Foundation
launched the §26m 2009 Commemorative Grants Program’, with a number of large grants
providing substantial suppott to many community groups. Again, without perpetuity, this
Progtam would not have been possible.

The Potter, Fairfax and Myer Foundations of the future, providing critical funding to
hundreds of community organisations each year, are being established today, as PPFs.

If PPFs are to be subject to an annual 15% distribution rate to “be mote philanthropic”,
the same argument could be mounted for charities i.e. for The Salvation Army to be “more
chatitable” it should distribute 15% of its corpus each year and eventually close down!
Obviously this is a nonsense. The careful management of their assets by charities in this
country for many years has allowed them to provide ctitical services to the community
" every year, as well as grow a corpus to ensure that they are sustainable.

The second consultation question regarding the Commissioner having the ability to modify
the minimum amount according to market conditions will only lead to uncertainty and
constant change. PPFs need long term certainty. We therefore recommend that the rate of
distribution be fixed at 5%. Modifying the minimum amount will only introduce
complexity and subjectivity into the calculation. If a fund gencrates a higher or lower rate
of earnings in a particular year then the 5% rate of distribution in the following year will
include that rate of earnings in the valuation of the assets.



In regard to the third consultation question of a lower distribution rate for a petiod to
allow newly established PPFs to build their corpus, we tecommend that a phased
distribution tate, similar to the US model, applies in the eatly years of a newly established
PPF. The US allows a five year phase in as follows:

o 20% of the distributable amount for the first year

»  40% of the disttibutable amount for the second year
o  60% of the distributable amount for the third yeat

o 30% of the distributable amount for the fourth year

Further details of the US rules are set out in Appendix 3.

1b- Regular valuation of assets at market rates

Consultation question

« Are there any issues that the Government needs to consider in implementing the
requirement to ensure PPFs regularly: value their assets at market rates?

Valuation is often a complex and subjective matter. The rules to be implemented need to
be as simple as possible to avoid unnecessary dispute between the PPF and the regulatory
authority.

The US tax law provides guidance on some of the issues relating to valuations — see

Appendix 4.

1c¢  Minimum PPF size

Consultation questions.
+ Is setting a minimum PPF size appropriate?
» What should the minimum PPF size be in dollar terms?

. Should a fund have to distributé all its capital when its total value falls below this
minimum amount?

MFO has a ‘rule of thumb’ that a PPF should have an initial gift of at least $500,000. A
lesser gift becomes uneconomic. However, we disagree that there should be a legislated
minimutn size.

We have examples of clients beginning with a ‘modest-sized” PPF (e.g. $500,000) and
making 2 large grant in the first year to an exciting community project that they have
discovered. This results in the size of the PPF reducing to below $500,000. The family then

rebuilds the corpus.



A PPF may begin with a modest initial gift of (say) $250,000 but with a regular program by
the founding family to grow the corpus by annual gifts of $250,000 based on their ability to
fund annual gifts rather than a large initial gift. Such PPFs should not be discoutaged.

Under the suggested 15% distribution scenatio (paragraph 20), and using the assumptions
detailed on page 7 of this submission, a PPF with an initial gift of $1 million would reduce
below $500,000 in year 7 and then be required to be wound up.

Futther, if a PPF established on 30 June with a §1 million gift, invests in Australian shares
and then makes its 15% distribution in month 6 and the ASX All Ordinaries reduces by
45% in that 6 month period, adversely impacting the foundation’s corpus by a similar
amount, then the corpus would reduce below §500,000 and the foundation would have to
be closed after 6 months! Recent investment perforrnance has shown that this scenario is a

reality.

It would be a disservice to the community to stifle the creativity and community spitit of
families estab]ishmg ‘modest sized” PPFs. They wish to take a strategic approach to their
giving, whilst engaging future generations of the family.

1d Increased public accountability

Consultation ’quesfions

» Are there any relevant issues that need to be considered in mpromg and
standardising the pubhc accountabﬂlty of PPFs?

«  Are there any concerns with the proposal to require that the contact details of PPFs
be provided to the public? What information should be provided publicly?

PPFs curtently have significant accountability as they lodge an Information Return each
year with the ATO, which includes a set of audited financial statements. If PPFs are
tequired to publicly provide their contact details they would be inundated with requests for
funds. We understand that there are approximately 24,000 deductible gift recipients
(DGRs’) in Australia. Notwithstanding that a propottion of these may be ineligible to
receive gifts from a PPF, once a list of PPF addresses is made publicly available the
majority of these DGRs would likely write to each PPF seeking funding, This would place
impossible administrative burdens on PPFs.

Futther, this is unlikely to increase the amount of gifts to charities. The majority of PPFs
have chosen focus ateas that they are passionate about supporting. Foundets interested in
assisting homeless people will not fund an arts project simply because they receive an
unsolicitored request for funds for that arts project. It is just as likely to have the opposite
effect. The result will be a windfall for Australia Post and an incredible waste of resources
for the community sector; targeting PPFs whilst having no understanding of their giving
priorities.

To minimise costs, the vast majotity of PPFs do not have employees, with funding research
often undertaken by family trustees. Many PPFs would have to consider employing staff to
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handle the immense number of funding requests they would receive, thereby significantly
increasing the cost of managing the PPF and reducing the amount available for distribution

to the community.

The vast majority of our clients wish to give privately. True philanthropy is to give and
receive nothing in return; this includes not seeking public adulation.

The vast majority of our clients would not have established 2 PPF if their details wete
publicly available. Families who we have spoken to about ctreating a new PPF in the future
have stated that they would not establish a PPF if their details wete made available publicly.

With this condition in place, we would envisage very few PPFs being established in the
future,

We are not attempting to reduce public accountability but making a tecommendation based
on our expetience and common sense.

If community groups are well managed and doing good work, PPFs hear of these projects
and make appropriate grants.

Principle 2 — PPFs are trusts that: (1) abide by all relevant laws and
obligations, and (2) are open, transparent and accountable

2a Give the ATO greater regulatory powers

Consultation questions

« Will two years be a long enough transitional period for existing PPFs to comply
fully with the new Guidelines?

« Are there any cost or other concerns relating to the corporate trustee proposal?

As discussed above, we are in favour of better regulation of PPFs and strong, appropriately
scaled sanctions for those who misuse PPFs. We agree that the administration of PPFs
should be under the authority of the ATO. We do, however, anticipate concerns with
existing PPFs and transitioning to the new form of administration. We would need to
review the detail relating to this ptior to making comment.

We encourage families to use a corporate trustee when establishing their PPF. However
we do not believe that this should be compulsoty just to bring the trustees under the
authority of the Corporation Law.

Consultdtion question

« Are there any privacy concerns that the Government needs to consider?

We have no specific comments on this issue.
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Consultation question

"+ Are there any concerns over particular penalty types?

While we do not want to encourage unnecessary complexity in the administration of PPFs,
an appropriate penalty system could be considered for flagrant breaches of the intent of the
PPF law. We note that inadvertent or minor administrative errors which are subsequently
cortrected should be exempt from any penalty regime.

A penalty regime could comprise:

e For a flagrant abuse on the creation of the fund — denial of the tax deduction for
the initial donation;

¢ Tor a flagrant abuse in a particular tax year — taxing the income of the fund for that
year at the maximum individual tax rate; '

¢ Failing to distribute the required minimum distribution — taxing the undistributed
amount for that year at the maximum individual tax rate (subject to provisions to
allow correction of the under distribution ~ see below); and

o Flagrant ongoing abuse — delisting the PPF and disttibution of its assets under
paragraph 17 of the Model Deed.

We agree that the powers of the ATO should be reviewable by the Administrative Appeals
Ttibunal as outlined in paragraph 11.

By way of comparison, the US Internal Revenue Code {‘TRC’) has a range of taxes imposed
on Private Foundations as follows —

IRC 4940 -  Excise tax based on investment income

IRC 4941 -  Taxes on self-dealing

IRC 4942 -  Taxes on failure to distribute income

IRC 4943 -  Taxes on excess business holdings

IRC 4944 - Taxes on investments which jeopardize charitable purposes
IRC 4945 -  Taxes on taxable expenditures

Taxes under the above may be imposed on the Private Foundation and, under IRC 4941,
on the manager(s). There are provisions for mitigation if the failure is not wilful and is
rectified.

Canadian law allows a shortfall in the annual ‘disbursement quota’ to be remedied by 2

catryover of excess disbursements from the previous five yeats ot a carryback of an excess
from the next year. Full details are included in Appendix 2.
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US law also allows a five year carryover of excess distributions — see Appendix 1.

Such provisions should be considered if there is a minimum distribution rate imposed on
-PPFs. There should also be allowance made to rectify inadvertent breaches.

2b Introduce fit and proper person test for trustees

Consultation question

+ If a fit and proper person test were introduced, what criteria should be imposed
on trustees?

We agree that trustees need to be suitably educated to fulfil their role, however, we disagree
that a “fit and proper person’ test be introduced. While it is important that trustees of PPFs |
fully understand their obligations and responsibilities, we tecommend that this be achieved
through education and training, not by restricting the class of persons who can act as
trustees of PPFs.

Our experience in the creation and administration of PPFs is that the trustees (or directors
of the corporate trustee) take their obligations and responsibilities very seriously and have a
genuine desite to make a long term philanthropic impact for the good of society. We also
know that such trustees train other family members, including their children, to develop a
responsibility to continue this philantbropic tradition.

A “fit and proper person’ test will most likely exclude many individuals from becoming
trustees who otherwise may be excellent trustees. Who is to say that a lawyer will be a mote
approptiate ttustee than, say, a plumber? Why should young people on attaining the age of
18 (who are often students) be disallowed from becoming trustees of their family
foundation and miss this opportunity to connect with the community and develop their
ongoing family philanthropic engagement?

We have seen cases where so called professional trustees have provided grants to poorly
reseatched projects and have acted slowly (to the dettiment of the grant recipient). These
professional trustees have shown no greater skill than a passionate family member involved
in a PPF who is well acquainted with the needs of a particulat charity and is often involved
in donating time and talent, in addition to treasure.

The current requirement that each PPF has a ‘responsible person’ meets many of the
objectives to ensure that each PPF is run in a compliant manner.

We strongly oppose the introduction of a “fit and ptoper petson test’ where this would lead

to stifling the wide development of philanthropic individuals being closely involved in and
contributing to the needs of society. .
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2¢c  Move relevani provisions from Model Trust Deed into the Guidelines

Consultation quesﬂons

- Are there any other provisions presently in the Model Trust Deed that should be
covered in the updated Guidelines?

« Are there any provisions not in the Dee‘d that should be in the updated Guidelines?

The stated provisions appear reasonable.

Principle 3 — PPFs are private

3a Limit the number of PPF donors

Consuliation questions

+ Would there be any disadvantages if a cap were introduced on the number of
doriors to a PPF (for example, a maxnnum of 20 donors over the life of the
fund)?

'+ Is conversion from PPF to PAF an acceptable mechamsm to deal with
changing PPF circumstances?

+ What rul_es cc}uid be used to deal with the conversion from a PPF to a PAF?

We agtee with the current requirement that public donations should not be the ptrimary
source of PPF donations. If Treasury is to introduce a cap of a maximum of 20 donors
over the life of the fund, we would suggest that this be in addition to family membets, as
many clients have large families which will continue to grow over time, all of whom may
choose to contribute to the PPF.

Principle 4 — PPFS are ancillary funds

4a Restrict PPF investment to only liquid assets

Consultation question

. Would there be any disadvantages from mtroducmg this limitation to the existing
PPF mvestment rules?

We have strongly expressed a view above that perpetuity is fundamental to PPFs and
should not be eliminated. Accordingly, PPFs should not be restricted to investing only in
liquid assets. Perpetuity requires long term investment strategies so flexibility to invest in
growth assets, which may include illiquid assets, should be allowable. The investment
requirements imposed by the relevant State and Territoties” Trustee Acts remain sufficient
for PPFs.

- 14



The assumption in this principle in paragraphs 46 and 47 is that all the assets of the PPF
must be in a liquid form so as to meet its philanthropic obligations. This assumpuon 15
flawed for at least three reasons:

¢ we do not accept the eatlier principle that a PPF has to wind down its assets
' without additional donations;

* liquid assets do not necessatily produce the highest return; and

* that liquid assets can be valued more easily and therefore more cheaply is not a

valid ot logical reason to restrict investments (tefer valuation principles used in US
law as outlined in Appendix 4).

If a PPF is permitted to maintain a corpus and not be wound down over time then the
investment selection should be made in order to maximise the combined capital and
mcome of the fund. Maximising the total value of the investments also maximises the
annual distribution at the agreed percentage distribution rate.

Liquid assets do not necessarily produce the highest return. The foundation with the most
successful investment portfolio is generally accepted as Yale University Endowment Fund
which has a highly diversified asset allocation, as set out below. While it is accepted that
most PPFs could not copy the Yale model in its entirety due to size and technical input,
there ate still certain illiquid asset classes which produce 4 higher long term rate of return as
demonstrated by Yale.

Yale Univetsity Endowment Fund
Asset allocation at 30 June 2007

Absolute Return 23.3%
Domestic Equity 11.0%
Fixed Income 4.0%
Foreign Equity 14.1%
Private Equity 18.7%
Real Assets 27.1%
Cash 1.9%

Total 100%

The reason for the above asset allocation, the excess returns genetrated and the long term
benefit to funding Yale University can be found in the annual repott attached at
Appendix 5.
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Appendix 1
US Tax Law Relating to the Minimum Distribution for Private F oundations

The following is an extract from the IRS website regarding private fosindations.

Private foundations are requited to spend annually a certain amount of money ot property
for charitable purposes, including grants to other charitable organisations. The amount
that must be distributed annually is ascertained by computing the foundation’s distributable
amount (see below). The distributable amount is equal to the foundation’s minimum
investment return with certain adjustments.

The distributable amount must be distributed as qualifying distributions. However, a
foundation may set aside funds for vp to 60 months for certain major projects. Excess
qualifying distributions may be carried forward for a period of five tax years immediately
following the tax year in which the excess was created. Special transitional rules apply to
foundations created before May 27, 1969.

A foundation that fails to pay out the distributable amount in a timely manner is subject to
a 30 petcent excise tax under section 4942 on the undisttibuted income. The tax is charged
for each year or partial year that the deficiency remains uncorrected. An additional 100
petcent tax is triggered if the foundation fails to make up the deficient distribution with 90
days of receiving notification from the IRS of its failure to make minimum distributions,

Distributable amount is equal to the minimum investment return (see below) of a private
foundation reduced by the sum of any income taxes and the tax on investment income, and

increased by:

1. Amounts received or accrued as repayments of amounts taken into account as
qualifying distributions for any tax yeat,

2. Amounts received or accrued from the sale ot other disposition of property to the
extent that the acquisiion of the property was considered a qualifying distribution
for any tax year, and

3. Any amount set aside for a specific project to the extent the amount was not
necessary for the purposes for which it was set aside.

The minimum investment return for any private foundation is 5% of the excess of the
combined fair market value of all assets (see below) of the foundation, other than those
used or held for use for exempt purposes, over the amount of indebtedness incurred to buy

these assets.

‘The combined fair market value of all foundation assets includes:
1. The average of the fair market values on a monthly basis of securities for which
market quotations are readily available,
2. The average of the foundation’s monthly cash balances (minus cash balances
excluded as cash held for charitable and related activities), and
3. The fair market value of all other assets {except assets excluded from the
computation of minimum investment return (below) or assets used for exempt
purposes) for the period of time duting the tax year those assets are held by the
foundation. For the determination of the fair market value of the asset, see

Valuation of Assets (Appendix 4).

16



Appendix 2

Canadian Tax Law Relating to the Minimum Distribution fot Ptivate Foundations

Under Canadian tax law there 1s 2 minimum 3.5% distribution percentage, the ability to
accumulate funds and the ability to reduce the disbutsement quota. Details are set out

below.

Under Canadian tax law, a registered charity including a ptivate foundation is required to
distribute a minimum of 3.5% of the investment assets (as well as 80% of receipted
donations received in the preceding year, excluding gifts by will and gifts made during the
ownet’s lifetime subject to a direction that the property given be held for at least 10 years).

A Canadian registered charity may also seek petmission to temporarily accumulate funds in
ordet to make a major expenditure which cannot be financed out of its current revenue.
The length of time needed to accumulate the funds must be a minitnum of 3 years and a

maximum of 10 years.

A disbursement quota reduction is available after allowing for available excesses from the
previous five years to be cartied forward or carrying back an excess from the next year.

The above provisions should be considered if there is a minimum distribution rate imposed
on PPFs.
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Appendix 3

Start-up period minimum amount: Private foundation set-aside

Generally, the start up period consists of the four tax years following the tax year in which
the foundation was cteated (or otherwise became a private foundation). For this purpose, a
foundation is considered created in the tax year in which its distributable amount first
exceeds $500. The start-up petiod minimum amount — the amount that a private
foundatlon must actually distribute during its start-up period — is not less that the sum of:

20% of its distributable amount for the first tax year of the start-up period,
40% of its distributable amount for the second year of the start-up period,
60% of its distributable amount for the third year of the start-up period, and
80% of its distributable amount for the fourth year of the start-up period.

PN

The sum of these amounts must be distributed before the end of the start-up petiod.
Thete is no requirement that any part be distributed in any patticular tax year of the start-
up period.

In general, only a distribution actually made during the statt-up period is taken into account
in detetmining whether the foundation has distributed the start-up period minimum
amount. However a distribution actually made during the tax yeat in which the foundation
was created (the year immediately preceding the foundation’s start-up period) may be
treated as made during the start-up period. Also, a distribution actually made within 5 ¥
months after the end of the start-up period will be treated as made duting the start-up
petiod will be treated as made during the start-up period if (a) the foundation was unable to
determine its distributable amount for the fourth tax year of the start-up period until after
the end of the period, and (b) the foundation actually made distributions before the end of
the statt-up period based on a reasonable estimate of its dlstclbutable amount for that

fourth tax year.

The above is an extract from the IRS website.
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Appendix 4

Valuation of Assets

The following is an exirast from the IRS website regarding the valuation of assets of a Private Foundation.

Valuation of assets

When figuring the minimum investment return, a foundation may use any reasonable
method to determine the fait market value on a monthly basis of securities including, but
not limited to, common and preferred stock, bonds, and mutual fund shares, for which
market quotations are readily available as long as that method is consistently used. Market
quotations are considered readily available if a security is:

1. Listed on the New York or American stock exchanges or any city or regional
exchange for which quotations appear on a daily basis, including foreign securities
listed on a recognized foreign, national, or regional exchange,

2. Regulatly traded in the national or regional ovet-the-counter market for which
published quotations are available, ot

3. Locally traded, for which quotations can readily be obtained from established
brokerage firms.

For securities held in trust for, or on behalf of, a foundation by a bank or other financial
institution that values those securities periodically using a computer, a foundation may
determine the cotrect value of the securities by use of this computer pricing system if the
system is acceptable to the IRS for federal estate tax purposes.

Example 1. 'The Young Foundation, a private foundation, owns 1,000 shares of Smith
Corporation stock, which is regulatly traded on the New York Stock Exchange. The
Young Foundation may follow a consistent practice of valuing Smith Corporation stock on
the last trading day of each month based on its closing price for that day.

Example 2. The Young Foundation, a private foundation, owns 1,000 shares of an
unlisted corporation, which is locally traded. Quotations on unlisted stock can be readily
obtained from established brokers. The Young Foundation may consistently value its
unlisted stock as of the 15th day of each month by getting a bona fide quote of the bid and
asked prices from an established brokerage firm and by taking the mean of those prices on
that day. If a quotation is not available on the regular valuation dates, the Young
Foundationt may value its unlisted stock based on a bona fide quote obtained on the first
day after the regular valuation date that the quotation is available. ‘

Reductions in value for blockage or similar factors. In determining the value of
securities, the ptivate foundation may establish that as a result of (1) the size of the block of
securities, (2) the fact that the securities are in a closely held corporation, ot (3) the fact that
the sale of the securities would result in a forced or distress sale, the price at which the
secutities could be sold outside the usual market may be a mote accurate indication of
value than market quotations. In such a case, any reduction in value for all of these reasons
together may not be more than 10% of the fair market value of the securities to which the

discount applies.
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Unlisted secutities effectively controlled by foundation and disqualified persons. 1f
the foundation owns voting stock of an issuer of unlisted securities and has, ot together
with disqualified persons or another private foundation has, effective control of the issuet,
then, to the extent that the issuer's assets consist of shares of listed securities issues, the
assets shall be valued monthly on the basis of market quotations.

Cash. Fot purposes of the minimum investment return, a foundation figures its cash
balances on a monthly basis by averaging the amount of cash on hand on the first and last
days of each month.

Common trust funds. If a private foundation owns a patticipating interest in 2 common
trust fund established and administered under a plan providing for the petiodic valuation of
participating interests during the fund's tax year and reporting these valuations to
participants, the value of the foundation's intetest in the common trust fund based on the
average of the valuations reported to the foundation during its tax year will ordinarily be an
acceptable method of valuation for purposes of the minimum investment return.

Other assets. The fair market value of assets other than those described earlier is
determined annually except as described later. The valuation may be made by private
foundation employees or by any other person, whether or not that person is a disqualified
person. Such a valuation, if accepted by the IRS, is valid only for the tax year for which it
is made. A new valuation is required for the following tax year.” However, the fair market
value of any interest in realty, including any improvements theteon, may be determined on
a five-year basis by a written, certified, independent appraisal by a qualified person who is
neither a disqualified petson (see Chapter V) nor an employee of the private foundation.

The appraisal must contain a statement to the effect that, in the appraiset's opinion, the
appraised assets were valued in accordance with valuation principles regulatly employed in
making appraisals of such property using all reasonable valuation methods. The
foundation must keep a copy of the independent appraisal for its records. If a valuation is
reasonable, the foundation may use it for the tax year for which the valuation is made and
for each of the four following tax years.

Any valuation of real property by a certified, independent appraisal may be replaced during
the five-yeat period by a later five-year valuation by a certified, independent appraisal or by
an annual valuation. The most recent valuation will be used in figuring the foundation's
minimum mnvestment return.

The valuation must be made no later than the last day of the first tax year for which the
new valuation applies.

A valuation, if propetly made according to the rules discussed here, will not be disturbed by
the IRS during the five-year period for which it applies, even if the actual fair market value
of the property changes during that period.

Commonly accepted valuation methods must be used in making the appraisal. A valuation
based on acceptable methods of valuing property for federal estate tax purposes is
acceptable. An appraisal is a determination of fair market value and should not be
construed in a technical sense to be peculiar to patticular property or interests therein as,
for example, mineral interests in real property.
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Valuation date. If an asset is required to be valued annually, the asset may be valued as of
any day in the private foundation's tax year if the foundation follows a consistent practice
+ of valuing the asset as of that date in all tax years. A valuation of teal estate determined on
a five year basis by a certified, independent appraisal may be made as of any day in the first
tax year of the private foundation to which the valuation is to be applied.

Assets held for less than a tax year. If an asset is held for less than one tax year, the
value of that asset is found by multiplying the fair market value of the asset by a fraction.
The numerator of the fraction is the number of days in the tax year that the foundation
held the asset, and the denominator is the total number of days in the tax yeat.
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Appendix 5

Yale Univetsity Endowment Fund Annual Report
The attached annual report provides a clear explanation as to why a diversified investment

pottfolio (not a liquid portfolio) provides 2 higher long term rate of return and maximises
the long term benefits.
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Yale’s Endowment generated extraordinarily strong resules in fiscal year
2007, as investment returns of 28.0 percent produced record-setting
mvestment gains of $5.0 billion. For the third straight year, Yale enjoyed
returns well in excess of 20 percent.

Over the past ten years, the Endowment grew from $5.8 billion to
$22.5 billion. With annual net investment returns of 17.8 percent, the
Endowment’s performance exceeded its benchmark and outpaced institu-
tional fund indices. The Yale Endowment’s twenty-year record of 15.6
percent per annum produced a 2007 Endowment value of more than ten
tmes that of 1987. Yale’s superb long-term record resulted from disci-
plined and diversified asset allocation policies, superior active manage-
ment results, and strong capital market recurns.

Spending from Endowment grew during the last decade from
$191 million to $684 million, an annual growth rate of approximately 14
percent. On a relative basis, Endowment contributions expanded from 18
percent of total revenues in fiscal 1997 to 33 percent in fiscal 2007. Next
year, spending will amount to $843 million, or 37 percent of projected
revenues. Yale’s spending and investment policies have provided hand-
some levels of cash flow to the operating budget for current scholars
while preserving Endowment purchasing power for future generations.

Endowment Growth Qutpaces Inflation 1950—2007

1950 1955 1960 1965 1970 1975 1980 1985 1990 1995 2000 2005
M 1950 Endowment Inflated Post-19s0 Endowment Gifts Inflated = —— Endowment Market Value



The Yale Endowment

2

Endowment Fund Allocation

Fiscal Year 2007

Professorships

Unrestricted 9

Miscellaneons

Totaling $22.5 billion on June 30, 2007, the Yale Endowment contains
thousands of funds with a variety of designated purposes and restrictions.
Approximately four-fifths of funds constitute true endowment, gifis
restricted by donors to provide long-term fundmg for designated pur-
poses. The remaining one-fifth represent quasi-endowment, monies that
the Yale Corporation chooses to invest and treat as endowment.

Donors frequently specify a particular purpose for gifts, creating
endowments to fund professorships, teaching, and lectureships (23 per-
cent), scholarships, fellowships, and prizes (18 percent), maintenance
(4 percent), books (3 percent), and miscellaneous specific purposes
(26 percent). Twenty-six percent of funds are unrestricted. Thirty-four
percent of the Endowment benefits the overall University, with remaining
funds focused on specific units, including the Faculty of Arts and Sciences
(30 percent), the professional schools (23 percent), the library (7 per-
cent), and other entities (6 percent).

Although distinct in purpose or restriction, Endowment funds are
commingled in an investment pool and tracked with unit accounting
much like a large mutual fund. Endowment gifts of cash, securities, or
property are valued and exchanged for units that represent a claim on a
portion of the whole investment portfolio.

In fiscal 2007, the Endowment provided $684 million, or 33 per-
cent, of the University’s $2,075 million operating income. Other major
sources of revenues were grants and contracts of $526 million (25 per-
cent), medical services of $344 million (17 percent), net tuition, room,
and board of $237 million (11 percent), gifts of $98 million (5 percent),
other investment income of $94 million (5 percent), and other income
and transfers of $92 million (4 percent).

Operating Budget Revenue
Fiscal Year 2007

Grants & Contracts

Specific Purposes Tuition, Room, Board
i
! Medical Services
/ Scholarships L !
- Vi Endowment ¥ :
x AN
™ Gifts
o
Maintenance Other Investment Income
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Investment Policy

Yale’s portfolio is structured using a combination of academic theory and
informed market judgment. The theoretical framework relies on mean-
variance analysis, an approach developed by Nobel laureates James Tobin
and Harry Markowitz, both of whom conducted work on this important
portfolio management tool at Yale’s Cowles Foundation. Using statistical
techniques to combine expected returns, variances, and covariances of
investment asscts, Yale employs mean-variance analysis to estimate
expected risk and rerurn profiles of various asset allocation alternatives
and to test sensitivity of results to changes in input assumptions.

Because investment management involves as much art as science,
qualitative considerations play an extremely important role in porcfolio
decisions. The definition of an asset class is quite subjective, requiring
precise distinctions where none exist. Returns and correlations are diffi-
cult to forecast. Historical data provide a guide, but must be modified to
recognize structural changes and compensate for anomalous periods.
Quantitative measures have difficulty incorporating factors such as mar-
ket liquidity or the influence of significant, low-probability events. In
spite of the operational challenges, the rigor required in conducting
mean-variance analysis brings an important perspective to the asset allo-
cation process.

The combination of quantitative analysis and market judgment
employed by Yale produces the following portfolio:

June Current
Asset Class 2007 Target
Absolute Return 23.3% 23.0%
Domestc Equity 1.0 11.0
Fixed Income 4.0 4.0
Foreign Bquity 14.1 15.0 :
Private Equity 18.7 - 19.0
Real Assets 27.1 28.0

Cash 1.9 0.0



The target mix of assets produces an expected real (after inflation) long-
term growth rate of 6.3 percent with a risk (standard deviation of
returns) of 12.4 percent. Because of deviadons in actual holdings from
target levels, the actual allocation produces a portfolio expected to grow at
6.2 percent with a risk of 12.2 percent. The University’s measure of infla-
tion is based on a basket of goods and services specific to higher educa-
ton that tends to exceed the Consumer Price Index by approximately one
percentage point.

At its June 2007 meeting, Yale’s Investment Committee adopted a
number of changes in the Universicy’s policy portfolio allocations. Despite
massive capital inflows to the alternatives arena, Yale’s disciplined man-
agers continue to find compelling opportunities. The Committee
approved an increase in the private equity target from 17 percent to 19
percent due to the persistence of attractive bottom-up opportunities, even
in this heated market. The University increased the real assets allocation
from 27 percent to 28 percent, as Yale’s managers demonstrate the ability
to source off-market acquisitions at below-market prices. The increases in
the illiquid asset classes were funded by a 2 percentage point decrease in
the absolute return target allocation to 23 percent, and a 1 percentage
point decrease in the domestic equity target allocation to 11 percent.

The need to provide resources for current operations as well as
preserve purchasing power of assets dictates investing for high returns,
causing the Endowment to be biased toward equity. In addition, the
University’s vulnerability to inflation further directs the Endowment away
from fixed income and roward equity instruments. Hence, 96 percent of
the Endowment is targeted for investment in assets expected to produce
equity-like returns, through holdings of domestic and international secu-
rities, real assets, and private equity.

Over the past two decades, Yale reduced dramatically the
Endowment’s dependence on domestic marketable securities by reallocac-
ing assets to nontraditional asset classes. In 1987, nearly 8o percent of the
Endowment was committed to U.S. stocks, bonds, and cash. Today, tar-
get allocations call for 15 percent in domestic marketable securities, while
the diversifying assets of foreign equity, privace equity, absolute return,
strategics, and real assets dominate the Endowment, representing 8 per-
cent of the target portfolio.

The heavy allocation to nontraditional asset classes stems from
their return potential and diversifying power. Today’s actual and target
portfolios have significantdly higher expected returns and lower volarility
than the 1987 portfolio. Alternative assets, by their very nature, tend to be
less efficiently priced than traditional marketable securities, providing an
opportunity to exploit market inefficiencies through active management.
The Endowment’s long time horizon is well suited to exploiting illiquid,
less efficient markets such as venture capital, leveraged buyouts, oil and
gas, timber, and real estate.



Asset Class
Characteristics

Absolute Return

Domestic Equity

Yale’s six asset classes are defined by differences in their expected response
to economic conditions, such as price inflacion or changes in interest
rates, and are weighted in the Endowment portfolio by considering risk-
adjusted recurns and correlations. The University combines these assets
in such a way as to provide the highest expected return for a given level
of risk.

In July 1990, Yale became the first institutional investor to pursue
absolute return strategies as a distinct asset class, beginning with a target
allocation of 15 percent. Designed to provide significant diversification to
the Endowment, absolute return investments seek to generate high long-
term real returns by exploiting market inefficiencies. Approximately half
of the portfolio is dedicated to event-driven strategies, which rely on a
very specific corporate event, such as a merger, spin-off, or bankruptcy
restructuring to achieve a target price. The other half of the portfolio con-
tains value-driven strategies, which involve hedged positions in assets or
securities that diverge from underlying economic value. Today, the
absolute return portfolio is targeted to be 23.0 percent of the Endowment,
above the average educational institution’s allocation of 19.5 percent to
such strategies. Absolute return strategies are expected to generate real
returns of 6.0 percent with risk levels of 10.0 percent for event-driven
strategies and 15.0 percent for value-driven strategies.

Unlike traditional marketable securities, absolute recwrn invest-
ments provide recurns largely independent of overall market moves. Over
the past ten years, the portfolio exceeded expectations, returning 13.1 per-
cent per year with essendally no correlation to domestic stock and bond
markets. |

An important attribute of Yale’s investment strategy concerns the
alignment of interests between investors and investment managers. To
that end, absolute return accounts are structured with performance-
related incentive fees, hurdle rates, and clawback provisions. In additon,
managers invest a significant portion of their net worth alongside Yale,
enabling the University to avoid many of the pitfalls of the principal-
agent reladonship.

Finance theory predicts that equity holdings will generate returns super-
ior to those of less risky assets such as bonds and cash. The predominant
asset class in most U.S. institutional portfolios, domestic equity repre-
sents a large, liquid, and heavily researched market. While the average
educational institution invests 26.3 percent of assets in domestic equities,
Yale’s targert allocation to this asset class is only 11.0 percent. The domes-
tic equity portfolio has an expected real return of 6.0 percent with a stan-
dard deviation of 20.0 percent. The Wilshire 5000 Index serves as the
portfolio benchmark. '



Fixed Income

Despite recognizing that the U.S. equity market is highly efficient,
Yale elects to pursue active management strategies, aspiring to outper-
form the market index by a few percentage points annually. Because
superior stock selection provides the most consistent and reliable oppor-
tunity for generating excess returns, the University favors managers with
exceptional bottom-up fundamental research capabilities. Managers
searching for out-of-favor securities often find stocks that are cheap in
relation to current fundamental measures such as book value, earnings, or
cash flow. Recognizing the difficulty of outperforming the market on a
consistent basis, Yale searches for managers with high integrity, sound
investment philosophies, strong track records, superior organizations,
and sustainable competitive advantages.

Fixed income assets generate stable flows of income, providing greater
certainty of nominal cash flow than any other Endowment asset class.
The bond portfolio exhibits a low covariance with other asset classes and
serves as a hedge againse financial accidents or periods of unanticipated
deflation. While educational institutions maintain a substantial allocation
to fixed income instruments and cash, averaging 12.7 percene, Yale’s target
allocation to fixed income constitutes only 4.0 percent of the Endowment.
Bonds have an expected real return of 2.0 percent with risk of 10.0 per-
cent. The Lehman Brothers U.S. Treasury Index serves as the portfolio
benchmark.

Yale is not particularly attracted to fixed income assets, as they
have the lowest historical and expected returns of che six asset classes that
make up the Endowment. In addition, the government bond marker is
arguably the most efficiently priced asset class, offering few opportunites
to add significant value through active management. Based on skepticism
of active fixed income strategies and belief in the efficacy of a highly
structured approach to bond portfolio management, the Investments
Office chooses to manage Endowment bonds internally. In spite of an
aversion to market timing strategies, credit risk, and call options, Yale
manages to add value consistently in its management of the bond portfo-
lio. Willingness to accept illiquidity leads to superior investment results
without impairing the portfolio protection characteristics of high-quality
fixed income.



Yung Wing and the Chmese Educational Mission

A portrait oFYungVVing {Rnng Hong), 1828-1912,

B.A, 1854, the firsc Chiinese student to graduate

from a North American university. The painting, by

" Judith Reeve, is based on a lithograph of Yung in
his Yale class book. Commissioned by the Yale-

. .. China Associaten in-2000; the painting hangs in
the Yale College Dean’s Office. .

A graduare of the Yale College class of 185y,

" Yung Wing (Rong Hong) was the first

Chinese student to obtain a cllpIoma froma
‘North American umversnty Born in 1828 to
a peasant family near Nanping, Guang-

* dong Province, Yong Wing lefe home at the

age of seven to atteénd missionary school.
Acage thirteen he entered the Morrison:
Education Society School, where he distin-

. "guished himself as an excellent studerit,

carning the admiration of school principal
Samuel Robbins Brown (B.A. 1832). In

.1847, Brown brought Yung Wing to the

United States, where he-enrolled in
Massachusetts’ Monson Academy under
the direction of Pr. Charles Hammond
(B.a. 1839),

When Yung Wing arrived at Yale
College in the fall of 1850, he was the only
Chinese student in a class of ninety-eight
young men. Yung Wing’s “Bright College
Years” were filled with both obstacles-and
triumphs. During his freshman year, he
toiled ovér his studies deep into the night.
He had almost-no social Iife and took little
exercise. Yung Wing was constantly
plagued by self-doubt regarditig his aca-
demic abilities. He had “an-utter aversion
o miathematics, especially to differential
and integral calculus,” whlch hie “abhorred
and detested”

Despite a rough start, Yung Wing was
moved by his experience at Yale. In -

" December1850, he wrote ro‘his meritor °

Samuel Wells Wllilams ([ater a Yale :
College faculty member): “Old Yale is sur-
rounded with an-atmosphere of ambition..;
I never was subject to such excitement. T
enjoy its influence very much” In spite of

* his troubles with calculus, Yung Wing

gained the admiration of his peers by win-
ning two firse prizes in English composi-

. tion. During his junior and senior yeirs, he

worked as a librarian for the Brothers in
Unity debating society, allowing him to
develop relationships with “members of
the three classes above, and members of
the three classes below” and thrusting
Yung Wing into “the college world at
large.”

During his time in New Haven, Yung
Wing's mind never veered far from the
needs of his homeland. While-on long
walks, he and classmate Carrol Cutler (the
future president of Case Western. Reserve
University) disciissed the idea ofan “edu-
cational mission,” whereby Chinese stu-
dents would be sent to the United: States
for-the best liberal arts edueation this coun-

" try offered. ‘T was determined that theris-

ing geneération of China should enjoy: the
same educational advantages that I had
enjoyed,” Yung Wing later wrote in his
autobjography. “Towards such-a goal, I

_ directed all of my mental resources and

energy.’

Thie Chinese Educational Mission

After graduatlon from Yale, Yung ng
spent ten years in the tea and: silks bisi-

" niess. He returned to.a China wracked by

violent internal rebellions and increasingly
aggressive incursions from the West. In
1863, Yung Wing had the opportunity to

* present his plan for sending Chinese stu-

déents abroad o Zeng Guofan, a liberal-
minded Chinese official who was the driv-
ing force-behind the “self-strengthening”
movement, a progressive effort to stabilize
and modernize an increasingly fractured
China, In March 1872, the Qing govern-
ment approved the Chinese Educational
Mission (CEMY), the formalization of the
plan that Yung Wing hatched at Yale nearly
two decades earlier,

The cEM called-for 120 boys 1angmg
from-eleven to fifteen years old to study in

the United States, in batelies.of thirty per

year, for fifteen yedrs. Yung Wing accom-
panied the first batel of boys back to the
U.8., setting up headquarters in Hartford.
Inall, twenty-one Chinese students

enrelled at Yale through the ¢cEm. One stu- |

dent, Chung Mun Yew; B.4. 1883 (Zhong

Wenyao), Yale's first Chinese. coxswain,
made such a deep impréssion on the com- -
munity that nearly thirty years after his’
departure from the University, the Hargford
Courant recounted the following story:
“Famous in Yale arnals as the coxsiwain of
the Yale shell which distanced Horvard in the
race of 1880, Chung was a favoriteamong his
classmates. He was a bright student who never
lost his temper and who was never known to
swear, except on oite occasion. That was-during

* the-race with Harvard in 1880. Toward the

Jirish, the little coxswain broke out with-
Dasmn it boys, pull?’: The boys did and Yale
won the race”

Chung went on to join China’s dipio-
matic service. Chung and fellow CEM stu--
dents provided China with a generition of
professional engineers, diplomats, and uni-
versity presidents. Two Yate alumni went
on-to lead particularly illustrious careers:
Jeme Tien Yau and Tong Koh-On. Jeme
Tien Yau, ph.B. 1881 (Zhan Tianyou), was

_admitted to Yale's civil engineering pro-

gram-in 1878. Jeme is the-celebrated engi-
neer of the Beljmg—Zhang]mkou railroad
lme, the firstin China to be built without
direct foreign assistance. AIthough many
were skeptical that Jerne could successfully
navigate the mountainous northein terrain
that separated Befjing from Zhangjiakou,
he delivered the project under budget and
two years ahead of scliedule. Fondly
remembered as the “father of the Chinese
railroads” Jeme instituted a number of rail-
road standards that are still in force today.
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Yung Wing's fisting of the 1,237 velumes of Chinese
texts tharhe contributed o Yale-in 1877, following:
the University’s agreement to-establish a professor-
ship in Chinese languages and literanire.



Tong Koh-On (Ting Guo'an), the first

president of China’s prestigious Tsinghna

- University, enrolled at Yale in 1880. During
Tong’s freshman year, conservatives in the
Qirig government called into question the
usefulness of the CEM. Despite the
entreaties of Yung Wing, his personal
friend Samuel T. Clemens (a.le.a; Mark

. Twain}, Yale President Noah Porter, and
Ambherst College President Julius Seelye,
the' Chinese government discontinued the
CEM program in 1881 and ordered the boys
to sail home to China, Tong never obtained
a Yale degree, but his compatriot, coxswain
Chung, returned to Yale in 1904 for his
twentieth reunion, when-he was awarded
his'Bachelor of Afts in the Class of 1883.

While Yiing Wing was in the process of

planning foi-and impletenting the cem,
he also engaged in a range.of other activi-
ties: he helped establish-the China
Merchant’s Steamship Coripany, China’s
first domestically owned joint-stock corpo-
ration; he advocated for the rights:of
Chintese laborers in Peru, who were often -
mistreated by their employers; and he
‘helped the Qing governinent purchase-mil-
itary equipment to modérnize the Chinese:
armed forces. Tn 1876, in recognition of his
many accomplishments, Yung Wing
received aihonorary dégrée from Yale Law
School.

Contributions to Yale

As he carried out his efforts an behalf of
China, Yung Wing reflected on ways to
contribute to Yale: In 1877, Yung Wing
offered to bestow a collection of 1,237 vol-
umes of Chinese texts on Yale if the
Corporation:established a professorship in
Chinese [angnages and literature. Gently
urging the Yale Corporation t adopt his
plan, Yung Wing wrote, “I hope Yale will
not delay this matter long lest Hatvard
anticipate.us” Yale agreed, laying the foun-
dation for the University's East Asian -
Stugdies program at a time when few

American colleges offered such instruction.

Yung Wing's former mentor, Samuel Wells
Williams, became Yale’s first professor of
Chinese language and literature. In one of
his last acts, Williams left a bequest to Yale
earmarked to fund the teaching of the.
Chinese [anguage or “to assist worthy
Chinese students in the College who may
be in need.” The Williams fund, created in
1903, i5 the University’s earliest China-,
related endowment. ‘
Although profoundly disappointed by
the CEM's tei'minaten; Yung Wing contin-
ued to promote cross-cultural understand-

ing aid to pursue the betterment of China
-well into his old age. He grew from a-sélf-

doubting Yale freshman into one of the
most influential Cliinese figures of his
time. Yung Wing's influence is still felt at

Yale today, over 150 years after his gradua-
tion. Two endowed funds, the Yang Wing -
Memorial Scholarship and the Yung Wing
Memorial Fund for International Students,
were created in his honor to support jiter-
national students and students of Chinese
descent. More students anid scholars come
to Yale from China than from any other
country, with current totals of over 300
Chinese students and more than 330
Chinese scholars, Yale sdents have the
opportunity to study Chinese [anguage and
Chinese society not only throggh. numer-
ous eourse offerings in New JHHaven, but
also through programs based in China con=
ducted jointly with Chinese universities,
Nearly every Yale department supports
venrures that allow University researchers |
“to-work with their colleagiies in China,
Yale’s efforts to cooperate with China mark
the Tegacy of a young man who planned
and dreamed under the elms of Old Brick
Row soleng.ago.

Chung MﬁnYeW‘(Zhéng Wénya.d), B.A.,5883, Yale's first Chinése coxswain, was: broight ko thé U{ti::cd‘Smtcs-tiTrough the

Chinese Eduucational Mission, 4 program tha sponsored Chinese stisdents inthis country, founded through the efforts.

. of Yung Wing,



Foreign Equity Investments in overseas marlets give the Endowment exposure to the
global economy, providing substantial diversification along with opportu-
nities to earn above-market returns through active management.
Emerging markets, with their rapidly growing economies, are particularly
intriguing, causing Yale to target 6.0 percent of its portfolio to such
opportunities, equal to the 6.0 percent allocated to foreign developed
equities. In June 2007, Yale articulated a target of 3.0 percent of the port-
folio to opportunistic foreign positions, with the expectation that hold-
ings will be concentrated in emerging markets, pardcularly China and
India. Yale’s foreign equity target allocation of 15.0 percent stands materi-
ally below the average endowment’s allocation of 22.1 percent. Expected
real returns for emerging equities are 8.0 percent with a risk level of 25.0
percent, while developed equities are expected to return 6.0 percent with
risk of 20.0 percent. The portfolio is measured against a composite

. benchmark of 40 percent developed markets, measured by the Morgan
- Stanley Capital International (MSCI) Burope, Australasia, and Far East
Index, 40 percent emerging markets, measured by the msct Emerging
Markets Index, and 20 percent opportunistic, measured by the Higher
Education Price Index plus 8 percent.

Yale’s investment approach to foreign equities emphasmes active
management designed to uncover attractive opportunities and exploit
market inefficiencies. As in the domestic equity portfolio, Yale favors
managers with strong bottom-up fundamencal research capabilities.
Capital allocation to individual managers takes into consideration the
country allocation of the foreign equity portfolio, the degree of confi-
dence Yale possesses in a manager, and the appropriate asset size for a
particular strategy. In addition, Yale attempts to exploit compelling
undervaluations in countries, sectors, and styles by allocating additional
capital and, perhaps, by hiring new managers to take advantage of the
opporcunities.

The Women’s Table (by Maya Lin, B.A. 1581, M.ARCH.
1986, D.E.A. 1987) reflecting Berkeley College and
William L. Harkness Hall.
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Private Equaty

View through Phelps Gate, on Old Campus, toward |
the New Haven Green.

Private equity offers extremely attractive long-term risk-adjusted return
characteristics, stemming from the University’s strong stable of value-
added managers that exploit market inefficiencies. Yale’s private equity
investments include participations in venture capital and leveraged buy-
out partnerships. The University’s target allocation to private equity of
19.0 percent far exceeds the 7.0 percent actual allocation of the average
educational institution. In aggregate, the private equity portfolio is
expected to generate real recurns of 11.2 percent with risk of 27.7 percent.
Yale’s private equity program, one of the first of its kind, is regarded as
among the best in the nstitutonal investment community. The
University is frequently cited as a role model by other investors pursuing
this asset class. Since inception, private equity investments have generated
a 31.4 percent annualized return to the University. The success of Yale's
program led to a 1995 Harvard Business School case study —“Yale
University Investments Office” —by Professors Josh Lerner and Jay Light.
The popular case study was updated in 1997, 2000, 2003, and again in
20006.

Yale’s private equity assets concentrate on partnerships with firms
that emphasize a value-added approach to investing. Such firms work
closely with portfolio companies to create fundamentally more valuable
entities, relying only secondarily on financial engineering to generate
returns. Investments are made with an eye toward long-term relation-
ships—generally, a commitment is expected to be the first of several ~ and
toward the close alignment of the interests of general and limited part-
ners. Yale avoids funds sponsored by financial institutions due to the
conflicts of interest and staff inscability inherent in such situatons.

T



The Yale- Chma Assoc1at1on

" The Yale- China Association was founded

in 1901 by a group of Yale University aluin-

_ni and faculty. members, motivated in part
to honor the memory of Hordce Tracy

 Pitkin (B.A. 1892), a Yale graduate who was

killed during the Boxer Rebellion of 1900 -
while carrying out missionary work in-
China. Originally established as a non-
denominational missionary society based in
Changsha, Hunan, Yale-China was rein-
curporated in 1934 as a secular organization
with education as its principal objective,

Medical education and care became a
primary focus of Yale-China’s-work in 1905
with the arrival in Changsha of Edward H.
Hume (B.4. 1897), who directed Yale-
China's.medical work for two decades. Dr.
Hume’s medical clinic was eventually trans-
formed into an educaticnal compound that
included a number of instititions founded
by Yale-China, including the. Yali Middle
School, Xiangya Medical College, Xiangya
Nursing School, and Xiangya Hospital, an
advanced teaching hospital built in 1916
withfinancial support from Bdward S.
- Harkness (B.A. 1897), a gent,ruu.s Yalc
- University benefactor.

The Yale-China Association madea ‘
dedicated effort early on to bring as many
Chinese faculty and administrators into

Yale-China Téachiﬁg Fellow Max Gladstone (p.a. 2006) meets with students after class at Xjuning Middle -

‘The “Yali Middle Scho‘ol"'i'campus photographed from: the roof of the Kiangya Hospital in.chc 19305,

Yale-China founded the school in 1909 and continues to send Teaching Pellows to it today.

: leadership positions as possible, making

Yale-China a true joint Sino-American

enterprise. Hume's-endeavors in Changsha -

were assisted by Dr. Fuqing Yan, a 1909
gradoate of the Yale School of Medicine.
From 1910 to 1926, Yan provided a critical
link between Chinese officials and the
Western comimunity, and went on to serve
as China’s Minister of Health in thé 1930s.
Japan'sinvasion of China in 1937 placed
severe straing on Yale-China’s programs,
especially the Xiingya Hospital, which

~cared forlarge numbers of casualties and

war refigees; As the Chinese army retreat-
ed 1o the southwest, the Yale-China insti-

" wuions also evacuated to regions free:of
Japanese occupation. Invading Japanese

troops damaged niany of the Changsha

School in rural Anhui province. Max is ane of twenty Teaching Fellows that Yale-China placed in China in

2007,

facilities. In 1945, Yale-China staff teturned
to the Changsha campus, but polidcal
instability and a growing ambivalence
toward foreigners made the future of the
association uncertain, In 1951 the newly
formed Communist government twok over

Yale-China’s properties in Changsha,

breaking the association’s ties with main-
land €hina, ‘

From 1951 to 1979 the Yale~ Chma
Association directed its attention toward
Hong Kong. The association formed a
partnership with New Asia-College and,
with the support of the Ford Foundation
and several other U.S. non-proﬁt organiza-
tions, resumned the practice of sending riew
Yale College graduates to Asia to teach |
English, a program that remaing in place,
Yale-China assisted with: the formationof
the Chinese University of Hong Kong,
securing funding for several new campus
buildings and establishing the New. Asia/
Yale-in-China.Chinese Language Centre
and the International Asian Studies
Program. The relationship between the
Yale-China Association and. the Chinese
University of Hong Kong remams strong -
to this day. _

After the resumption of normal diplo-
matic relatons with China in the 19705,
Yale-China explored the possibility of aca-
demic exchanges with a number of Chinese
universities, Tn the fall of 1980, the associa-
don resumed its program of sending recent -

Yale College graduates to teach in mainland.
China and inaugurated a-program of schol- -

arly exchanges between faculty of the Yale
School of Medititie and Xiangya.
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Japan’s irivasion of China in 1937 and the ensuing
war-placed s¢vere strains on the Yale=China
Association’s ability to operate. Surgedn Phillips
Green is seen.placing a 1.5, flag'on the roof of the
Xiangya Hospital, 1937 Undil the bombing of Pearl
-Harbor in 1941, Japanese bombers generally avoid-.
ed rargeting American property. i

In the nearly three decades since the
Yale-China Association resumed its pro-
grams in mainland China, the assoctation’s
acrivities have expanded to include a host

* of new initiatives in new locations.
Ventiires between the association and
China include programs in legal education,
‘American Studies; H1v/AIDS education and
prevention, community health education,
health care for the underserved, and educa-
tional and cultural exchange for Yale
students and their Chinese counterparts.
Yal¢-China draws support from nuimerous
generous benefactors, including Mrs.
Katharine R. Lyman, the widow of Richard
S. Lyman (B.A. 1913), whose 1994 gift to
Yale University directed a portion of the
bequest to the Yale-China Association.

Yale-China’s work reaches dozens of

" members of the Yale community and thou-
sands.of people-in. China each year. Yale-
China currently sponsors twenty Yale grad-
-udres serving as Yale-China Teaching
Fellows, and in the summer of 2007 sent
eleven Yale undergraduates to China to
intern at non-profit organizations, In addi-
tion, more than fifteen faculty members.
from the Yale Schools of Nursing,
Medicine, Public Health, and Law, as well
as the Yale Teacher Preparation Program,
will paticipate in Yale-China programs
this year. True to its roots, the Yale-China
Association continues to serve as a bridge
for students and educators in the Yale comt-
munity and their colleagnes in-China.

oA .

Hongping Tidn, director of health prograns in the Yale-China Association, receives a gift of paintings from
a Chinese student whose schoo] participates in a nutrition education program organized by the association.

The founders of medical operaiors of the Yale-Ghina Asscciation, Drs. E.C. Yen and Edward Hume
(first and second from right} are seeri with officials of the Hunan government soon after the association
was created in 19ot. Attémpts were made from the start to bring as many Chinese faculty and adriinisira-
tors:on board as possible. :
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Real Assets

Asset Allocations

14

Real estate, oil and gas, and timberland share common characteristics:
sensitivity to inflatonary forces, high and visible current cash flow, and
opportunity to exploit inefficiencies. Real asset investments provide
attractive return prospects, excellent portfolio diversification, and a hedge
against unanticipated inflation. Yale’s 28.0 percent long-term policy allo-
cation significantly exceeds the average endowment’s commitment of 10.1
percent. Expected real returns are 6.0 percent with risk of 13.6 percent.

The real assets portfolio plays a meaningful role in the
Endowment as a powerful diversifying tool and a generator of strong
returns. Real assets provide relative stability to the Endowment during
periods of public market turmoil. Pricing inefficiencies in the asset class
and opportunities to add value allow superior managers to generate
excess returns over a market cycle. Since inception in 1978 the portfolio
has returned 17.8 percent per annum. 7

The illiquid nature of real assets combined with the expensive and
time-consuming process of completing transactions create a high hurdle
for casual investors. Real assets provide talented investment groups with
the opportunity to generate strong returns through savvy acquisitions
and managerial expertise. A critical component of Yale’s investment strat-
egy is to create strong, long-term partnerships between the Investments
Office and its investment managers. In the last decade Yale played a criti-
cal role in the development and growth of more than a dozen organiza-
tions involved in the management of real assets.

Yale Educational
University Institution Mean
Absolure Return 23.3% 19.5%
Domestic Equity 11.0 26.3
Fixed Income 4.0 12.7
Foreign Equity 14.1 22.1
Private Equity 18.7 7.0
Real Assets 27.1 10.1
Cash 1.9 2.3

Data as of June 30, 2007



Spenlding Policy

Millions

The spending rule is at the heart of fiscal discipline for an endowed insti-
tution. Spending policies define an insticution’s compromise between the
conflicting goals of providing substantial support for current operations
and preserving purchasing power of Endowment assets. The spending
rule must be clearly defined and consistently applied for the concept of
budget balance to have meaning.

Yale’s policy is designed to meet two competing objectives. The
first goal is to release substantial current income to the operating budget
in a stable stream, since large fluctuations in revenues are difficule to
accommodate through changes in University aceivities or programs. The

“second goal is to protect the value of Endowment assets against inflation,
allowing programs to be supported at today’s level far into the future.

Yale's spending rule attempts to achieve these two objectives by
using a long-termi spending rate of 5.25 percent combined with a smooth-
ing rule that adjusts spending gradually to changes in Endowment mar-
ket value. The amount released under the spending rule is based on a
weighted average of prior spending adjusted for inflation (8o percent
weight) and an amount determined by applying the targee rate to the cur-
rent Endowment market value (20 percent weight) with an adjustment
factor based on inflation and the expected growth of the Endowment net
of spending.

Spending Growth Surpasses Infladon 1950—2007
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Endowed Support for Yale- Chma Exchanges

Yale Umversmys interaction with China

covers a range of acdvities involving stu-

-dents, faculty, courses of study, and centers
forteac¢hing and research. Since Chinaand - -~

the United States re-established diplomatic
ties nearly thirty years ago, Yale has stood
at the forefront of American universities

- making commitrents to work with their

Chinese connterparts. Although Yale

receives a range of funding to establish and -

operate programs with China, endowed
funds provide one of the miost important
sources of support for these activities:

Support for Chinesc Studies

*'Until the improved diplomatic refations

between the People’s Republic of China
and the United States in the 1970s, Yale's:
endowed funding of Chinese studies
remained modest. Qlder endowed funds
concentrated on support for stiidents of
Chinese ancestry, the reaching of Chinese
language and history, academic prizes, and

.. bbok acquisitions. The focus of endowed

funding changed in 1977, when an endow-

. tnent from the Andrew W, Mellon
- Foundation helped to create a program in

Epst Asian studies with an emphasis on
China, specifically in the humanities and
social sciences. The Mellon Foundation
went on to contribute a larger fund for the
same. purpusé in 1986.

Yale’s programs in Chinese studies.

- attract internationial attention and support.

In 1991, the Development of Chinese

Studies Fund provided a toral of $6 million

from the Cheng Yu-tun Poundation and
the Lee Shan-kee Foundaton, the philan-
diwropic effores of two well-Known Hong

. Kong businessmen, o endow Chinese

studies-in various forms: exchanges with
the Chinese University of Hong Kong, fel-

Towships, faculty research, library acquisi-

tions, conferences, and financial support

" for Yale’s Council on East Asiai Studies,

Founded in 1961, the council is just one of
several programs that coordinate Chinese.
studies and programs refated to China.
Support for Chinese Students

A number of endowed.: funds have been

" established to bring international students

and scholars to Yale. The Fan Family
Fellowship Endo wment{established in
1999 through gifts from Henry H.L. Fan),

one of the most extensive programs of this
~ kind, enables several Chinese students.each
-year to-complete doctoral, master’s, or

unidergraduate degrées at Yale. The

‘Kenneth and Mary Wang Graduate

S. Wells Williams, who had beerni a profeséof of
Chinese language and literature ac Yal¢ from 1877

- ta1884, created the University's first endowed

teaching fund for Chinese studies through a
bequest in 1903. :

Fel[owshlp Fund (1992) makes grants to
students from China “who intend to return
to-their homeland upon completion of
their degree.” Similar endowed funds
include the Kwolk Family Scholarship Fund

‘(2000) for both gradudte and undergradu-

ate students, the Undergraduate

‘Schiolarship Fund for.Chinese and

Singaporean Students (1099, the gifi of
Yale College parent Robert C. Ng), the Yale
College Dean’s Discretionary Fund for
Asian and International Students {2003,

and the Sally and Bob Gries Scholarship

Fund (2005) for undergiaduates (created

in 2005 by Robert D. Gries, B.A. 1951).
"Donors have created endowments

* . specifically earmarked for Chinese students
* in professional schools'at Yale, A bequest

from Ping The Sie (B.D. 1952) established a
scholarship in. the Divinity School for a
Chinese student in 1988. Young artists
from China can seek support at the Yale
School of Art from the Andrea Frank
Foundation Sanyu Scholarship Fund,

established by the Frank Foundation in

1998 in honor of Chinese artist Sanyu
(1900-1966). The Laura Cha (Shi Mei
Lun) Scholarship at the Yale School of
Management (zoos) awards merit-based
financial aid to one M.B.A. student from
mainland China every other year. Other
Yale Sclrool of Management scholarships
include the Kevin Y. Zhang Scholarship
Fund (2006), created by Mr. Zhang, M.3.A.
1994, who came to som from China. His
fiind is intended to incréase the interna-
tional diversity of the student body by pro-
viding half-tuition for a student from
mainland China.

' Support for Smdent. 'I‘ravcl and Exchanges

Today, Yale- undergraduates and graduate.
students-can apply for a number of fellow--
ships for study; research, or employment in
China for durations that range from a few
weels to more than a year, Mrs. Richard S.
(B.A. 1913) Lyman set up the Yale-China

Pund (1994) to support students who go o

- Yale's longstanding ties to Chma, and conunumg financial support for the Yale-ChmaAssuaanon, helped

the University to step up activity prompdy following the thaw in U.S., -China relations.in the 1970s. Yale
Professor of Surgery Bernard Lynon is seen lecturing at Hunan Medmal Co]lege in 1983.



The spending rule has cwo implications. First, by incorporating
the previous year’s spending, the rule climinates large fluctuations,
enabling the University to plan for its operating budget needs. Over the
last ewenty years, annual changes in spending have been a third as volatile
as annual changes in Endowment value. Second, by adjusting spending
toward the long-term target spending level, the rule ensures that spend-
ing will be sensitive to fluctuating Endowment market values, providing
stability in long-term purchasing power.

~ Despite the conservative nature of Yale’s spending policy, distribu-
tions to the operating budget rose from $191 million in fiscal 1997 to
$684 million in fiscal 2007. The University projects spending of $843
million from the Endowment in fiscal 2008, representing 37 percent of

revenucs.

" China to study or teach through programs  iitternational exchange under Yale’s Fox * DPemand from the Yile community for
of the Yale-China Asscciation. The Fellowship Program (established in 1988 access to Chinese studies and exchanges. °
Raymend (B.A. 1975} and Nora Wong " by Joseph Carrére Fox, B.A. 1938), which- witl China has increased dramatically over
Summer Travel Fellowship Fund (2005) - sends Yale graduate students to Chinaand * the last decade. The University continues.-
provides funding for students to study, brings Chinese students to Yale. The Fox to seek endowed fitnding to maintain and
work, travel, or conduct research in China,  program is an important vehicle for the expand its vital work with China, For, Yale
A separate endowment, the Light Fellow- . = University’s projects with China and has —and for its generous benefactors — these
ship, founded in 1997 by Dr. Richard continued to expand in recent years thanks  funds provide an opportunity to-inake a
Upjchn Light (8.A. 1924}, l'}as sent hun- .10 new endowment funding from Mr. Fox . profound impacton the fiture of United
dreds of Yale smdents to-China for lan- and other contributors, _ States, China, and the world.

- guage studies.

The Schoen Foreign Study Fund,
endowed through a gift from Scott A.
Schoen (B.A. 1980} and Laurie G. Schoen,
provides supporit for the Peking-Yale Joint
Undergraduate Program, which also
receives funding from individual contribu-
tions-of Yile alumni and-parerits. Founded
in 2005, the program enables Yale College
students-and their counterparts at Peking
University to-study and live together in
Beijing. Yale College students selected for
the program take a full course load taught
in English by Yale and Peking Universicy
faculty and receive full Yale credit toward
their degrees. _

" ‘University benefactors have provided a
wealth of support for.a broad range of stu-
dent exchanges. The Pav-Witari Fund for
East Asian Studies (2005) suppotts intern-
ships for Yale students in non-profit educa- .
tional and public policy organizations in
China as well as-Chinese and East Asian
studefis who wish to come to New Haven
for a period of study. This fund was estab-
lished in 2005 through a gift from Ms,
Gissy Pao and Mr. Shinichiro Watari, par-
ents of Yale qulege students (2(_’01 z:nd " China Service Internship Program. The Program receives support from the Pao-Watari Fund, which was
2005), For gradnate study, Shanghai’s established in 2605 by a gift from Ms. Cissy Pao and Mr. Shinichiro Watari, parents.of Yale éo!leg‘c
Fudan University participates in a yearlong - students (2002 and zc0s). ‘ _ ' "
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Chinese Art at Yale

" The Chinese Collection at the Yale
University Art Gallery was initiated in 1837

with a-painting of David Wooster by an
unknown Chinese artist. Building on this
humble beginning, the Chinese collection .
grew steadily over the next 170 years
through the gifts of alumni collectors, such
as Frederick Wells Williams (B.A. 1879),
one of the founders of the Yale-China
Association. :

The Yale-China Association indirecdy

facilitated the establishment of one of Yale's

mostextraordinary collections of Chinese
ait; a collection of ceramics from the
Changsha region of south central China,

In the mid 1930s, while spending two years
teaching English on the Yale-China '
Association ¢ampus in Changsha, John
Hadley Cox (B.A. 1935) witnessed the level-
ing and excavation of a large area just out-

" side the city. The excavation uncovered

numerous tombs and artifacts. Although
Cox had no formal training in artor

-archaeology, he recognized the significance -
" of the findings and began to amass an

extensive collection. -
.. Toward the end of his tenure in
Changsha, Mr. Cox proposed a.gift of forty

-ceramics to Yale in the hopes of stimularing

an interest in “things Chinese” at the

- University. Yale enthusiastically accepted.

Over the next several decades, Yale's

-Changsha ceramies collection grew: to more

than 200 picces through the continued
generosity-of Mr. Cox and the financial
support of Ada Small Moore (also known -

* as Mrs. William . Moore)

The Changsha ceramics collection docu—
ments the evolution of Chinese ceramics in

" the Changshz region from the thitd cen-

tiry B.C:E. to the fourteenth century c.E..

" One of the most-notable pieces in the col-

lection is.a ceramic model of a-Chinese

Ceramic model of a Chinese dwelling, which dates -

to the Eastetn Han dynasty (first to second century
C..). The single-storied, L-shaped houseisan .
example of a Han mortuary object. Changsha
ceramics collection.

dwelling, which dates backto the Easterii
Han dynasty (first to second century C.E. ).

. The single-storied, L-straped hoise:is-an

example of a Han mortuary object, which

-is meant to facilicate the deceased’s transi-

tion to the afterife. The housé provides
Yale scholars and their colleagues with
important informaction about the construc-
tion of dwellings during the Eastern Han
period,.as well as-clues about attitudes

‘Finial or pole top-{ca: 1300-1030 B.G.E., Shang .
dynasty, Yinxu period, thirteenth o eleventhi cen-
tury B.G.E.}, bronze, Hobart and Bdward Small
Moore Memorial Collection; gift of Mrs. William
H. Moore, Two heads; one humnn and ane animal,
are joined back-to-back 1o constititte the upper half
of this finial. .

toward deatl, which, as the Han dynasty
progressed, shifted from the pursuit of
rranscendent immortality toward a more
materiulistic approach thac emphasized the
continuation of the comforts of worldly
life. .

In addition to supporting Yale's efforts
to enlarge its collection of Changsha
ceramics through monetary donations, Ada
Small Moore made generous gifis to the

Art Gallery from her extensive collection of'

Chinese art. Traveling frequéndy to East
Asia with.only her Trish maid in tow, Mrs.
Moore was an jntrepid woman. In 1937 she
donated her collection of Chinese textiles,
to the University in. memory of her son,
Hobart Moore (B.4. 1900). Over the next
eighteen years until her death in1955, Mrs:
Moore continued w give woiks from her
collection. In 1953 the name:of the collec-
tion changed to include Edward Small

~ Moore (Yale 1900-1903), her second:son.

The gifts of Ada Small Moore-and her

" family are central to Yale's collection of
-Chinese art and iniclude a number of

“Wang Mian (Chinese; died 1350), Ink P?um

(undated; ca. 1350s), hanging scroll, ink on paper.
From the Hobast and Edward Small Moore =~
Memorial Coflection, a gift of Mrs. William H.
Moore. Paintings of plum executed in ink devel-
oped as a genre of painting: particularly associated
with scholars during ¢he late Northern Song period
ar the end of the eleventh and the beginming of the
rwclf:h century.



Portratt of D Yan, one of the Five Old Men of Suyang (before 1056, Northern Song dynasty, 960-1126), ink
and color on-silk. From the Hobart and Edwaed Small Moore Memorial Gollection, a gift of Mrs. William
H. Moore. The colophons range froni 1056 to 1898, making this one of the most extensively documented

paintings in the history of art.

notable pieces that span many-dynasties;

" One of the oldest pieees inthe Hobart and
Edward Small Mooré Memoridl Collection

* is afinial/pole top dating back to the
Shang dynasty (sixteenth to eleventh cen-
tury-B.c.E.) of China’s Bronze Age. Two-
heads; one of 2 man and one of a tiger, are
fused back to'back to form a seriking orna-
‘ment. The collection also. includes a num:
bet of important paintings; of which one of
the most significant is Wang Mian's Ink
Phun, ahanging scroll dating to the 13505,
The artist’s images of plim blossoms cas-
cading in S-curves painted inl ink combined
with poems gave definitive shape to the
genre of ink plum blossom painting. Wang
Mian's poetry and paintings expressed deep

of that era.

resentment toward: the conquering

Mong'ols of the Yuan dynasty, a sentiment .

that was common-ainong Chinese scholats

Overthe‘last several decades, gifts have
added substantially to.the Art Gallery’s
heldings of Chinese art. In 1982 the sup-
port of alumni and anonymous benefactois
helped Yale.acquire Reminiscence of the Jian
River, a hanging executed in ink and color
on paper by Dong Qichang, one of the
most important painters and: theorists in
the history of later Chinese painting,

The Chinese collection at Yale currendy

contains.roughly 2,500 pieces, many of .

which were given-or financed by alumni,

foundations, and the Art Gallery's other

generous benefacrors. Yale’s Asian art
colectioit is administered by two dedicated
curators, one supported by a gift from
Ruth and Biuce Dayton (B.4. 1940} and
the other by The Japan Foundation
Endowment through the Conncil on East
Asian Studies. The collection not only
serves as an important teaching tool for the
University, but-also draws acclaim and
appreciation from the publi¢ aid will
undoubtedly continue to jispire generd-
tions of students as well as Chinese art
enthusiasts, colleetors, and researchers;

Dong Qichang (1555-1638), Repminiscence of Jinn -
River (ca. 1621), hanging scioll, ink, and color on
paper. Giftof Leonard C. Hanna, Jr: (8.4, 1913),
and Mrs. Paul Moore, and the Anonyméus Qriental
Purchase Fund. Dong Qichang was the most
important painter and theorist in the history of
later Chintese painting,
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Investment Performance

Performance by
Asset Class

Yale has produced exceilent investment recurns. Over the ten-year period
ending June 30, 2007, the Endowment earned an annualized 17.8 percent
return, net of fees, placing it in the top one percent of large institutional
investors. Endowment outperformance stems from sound asset allocation
policy and superior activé management.

Yale’s long-term superior performance relative to its peers and
benchmarks has created substantial wealth for the University, Over the
ten years ending June 30, 2007, Yale added $11.0 billion relative to its
composite benchmark and $11.9 billion relative to the average return of a
broad universe of college and university endowments.

Yale’s long-term asset class performance continues to be outstanding. In
the past ten years every asset class posted superior returns, significantly
outperforming benchmark levels.

Over the past decade, the absolute return portfolio produced an
annualized 13.1 percent, exceeding the passive benchmark of the One-Year
Constant Maturity Treasury plus 6 percent by 2.5 percent per year and
besting its active benchmark of hedge fund manager returns by 1.5 per-
cent per year. For the ten-year period, absolute return results exhibited
essentially no correlation to traditional marketable securities,

For the decade ending June 30, 2007, the domestic equity portfolio
returned an annualized 13.5 percent, outperforming the Wilshire 5000 by
5.8 percent per year and the Russell Median Manager return by 5.4 per-
cent per year. Yale’s active managers have added value to benchmark

- returns primarily through stock selection.
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Yale’s internally managed fixed income portfolio earned an annu-
alized 6.4 percent over the past decade, exceeding the Lehman Brothers
Treasury Index by 0.6 percent per year and the Russell Median Manager
return by 0.5 percent per year. By making astute security selection deci-
sions and accepting illiquidity, the Endowment benefited from excess
returns without incurring material credit or option risk.

Yale’s Performance Exceeds Peer Results
1997 to 2007, 1997 = $1,000

o
1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

Endowment ~—ade— Mean of Broad Universe of Colleges and Universities ———— Inflation



The foreign equity portfolio generated an annual return of 16.9
percent over the ten-year period, outperforming its composite benchmark
by 6.8 percent per year and the Russell Median Manager return by 6.2
percent per year. The portfolio’s excess return is due to effective security
selection and country allocadon by active managers.

Results from Yale’s non-marketable assets demonstrate the value
of superior active management. Private equity earned 33.9 percent annu-
ally over the last ten years, outperforming the passive benchmark of
University inflation plus 10 percent by 19.2 percent per year and the
return of a pool of private equity managers compiled by Cambridge
Associates by 12.8 percent per year. Since inception in 1973, the private
equity program has earned an astounding 31.4 percent per annum.

Real assets generated a 21.5 percent annualized return over the
ten-year period, outperforming the passive benchmark of University
inffation plus 6 percent by 11.5 percent per year and an active benchmark |
of real assets manager returns by 7.6 percent per year. Yale’s outperfor-
mance is due to the successful exploitarion of market inefficiencies and
timely pursuic of contrarian investment strategies.

Yale Asser Class Results Trounce Benchmarks
19972007
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Active Benchmarks Passive Benchmarks

Absolute Return: CSFB Composite Absolute Rerurn; 1-year Constant Maturity Treasury + 6%
Domestic Fquity: Frank Russell Median Manager, U.S. Equity Domiestic Bquity: Wilshire so000

Fixed Income: Frank Russell Median Manager, Fixed Income Fixed Incore: Lehman Brothers Treasury Index

Foreign Equiry: Frank Rassell Median Manager Composite, Foreign Eguity: MsCI BAFE Index and M5CI EM Index
Fereign Equity Composite

Private Equizy: Cambridge Associates Compasite Private Equity: University Inflation + 10%

Real Assers: NCREIF and Cambridge Associates Composite Renl Assers: University Inflation + 6%
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President Hu Jintao and the Yale 100 Delegation

In April 2006, Chinese President Hu Jintao
paid Yale University an historic visit. Citing
China's refationship with Yale as evidence-
of a long-standing mutual admiration
between China and the United States,

- President Hu stréssed that Yale, by serving

as an academic, cultural, and social link
between the two countries, was in a imique
position to-foster amicable ties between the
American and Chinese peoples.

In the spirit of advancing “mutual
understanding between our two countries
and especially between our young people.”
President Hu concluded his speech by
inviting one hundred: Yale students, faculty,
and administrators to-visit China.
Enthusiastically accepting this unprece-
dented invitation, the University spent a
full year preparing for the trip. The Yale
100 secoff for China in May 2007.

Intended to provide a multi-faceted
introduetion to China, the ten-day trip
blended: official meetings with informal
interactions and featured visits to multiple

" cities, President Hu welcomed his guests

on their artival witli a formal banquet at
the Great Hall of the People in Bejjing.
Following the reception, the Yale delega-
ton visited Peking and Tsinghua
Universities to discuss-education policy
with administrators and students. The Yale
100 visited the Forbidden City and the
Olympic Stadium, followed by a feast of
Peking duck and a performance of Beijing
apera. O their last day in Beijing, the del-
egates toured a-museum dedicared to Zhan

" Tianyou (PH.B. 1881}, the “father of the

Chinese railroads.” There, the Yale 100

" found plenty to remind themn of home,

from Zhan’s 1881 senior essay 1o niné-
teenth-century images of the familiar
stained glass window in Linsley-
Chittenden 102.

The Yale delegation’s Chinese hosts
arranged for an extended trip outside the
capital city. First on the stop was Xian,
where Yale students got a glimpse of a typ-
ical Chinese household. After a visit 1o see

" the teértacotta warriors and a day in the

riral outskirs of the city, the Yale 100 pro-
ceeded to Shanghai, where delegation
meinbers marveled at the scale of construc-
tion-and the energy of the city’s stock
exchange.

President Levin described the experi-
ence as an “extraordinary journey” and

encoitraged members of the Yale delegation
" to-consider rewirning to'China for work or

scholarship, Without a-doubt, the Yale 100
will not svon forget their exceptional intro-
duction o China.

President Hu Jintao visited Yale on April 21, 2006,
to-give an address in Sprague Memorial Hall w
stedents and-facalty, President Hu also met with
Yale President Richard C. Levin, who during one
of his six visits to China in recent years invited
President Hu to visit Yale, Addressing a-crowd of
Yale College students, Presidenc Hu said, “If tme
could go back séveral decades, I would reafly Jike
10 be a scudent of Yale just like you." The Chinese
President’s historic visit continued the close
interactions between Yale and €hina going back
many years, .

n...' m ¥ ff-”

Yale Schoo] of Music, and Jody L. Sindelar,
Professor of Epidemiology and Public Health,
during the Yale 100 tour.

£
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‘Wendy Sharp, Director of Chamber Music at the

* In Beijing, a waiter serves tea to President Richard

Levin, centet, and- Senior Lectuter Jane Levin in
dramatic fashion.

A dclcgation of 100 Yale studenzs, faculty members; and administracors made a ten-day trip ta Chinain

May 2007, responding to the official invitation of President Hu Jintao in the conclusion o his address at
Yale the year before. The wip was-interided; said President Hu, o advance “mumal understanding berween

- our two countries-and especially beoween out young people”



Management and
Oversight

Investment Committee

Since 1975, the Yale Corporation Investment Committee has been respon-

sible for oversight of the Endowment, providing senior-level governance
over investment management activities. The Investment Committee con-
sists of at least three Fellows of the Corporation and other persons who
have pardcular investment expertise. The Committee meets quarterly, at
which time members review asset allocation policies, Endowment per-
formance, and strategies proposed by Investments Office scaff, The
Committee approves guidelines for investment of the Endowment port-
folio, specifying investment objectives, spending policy, and approaches
for the investment of each asset category. Twelve individuals currently sit

on the Committee,

Charles D. Eliis 59, Chairman
Former Managing Partner
Greemwich Associates

G. Leonard Baker ’64
Managing Director
Sutter Hill Ventures

Joshua Bekenstein '8o
Managing Director
Bain Capital

Shauna King
Vice President Finance & Administration
Yale University

James Leitner ’75
President )
Falgon Investment Management

Richard C. Levin ‘74 PIH.D.
President
Yale University

Henry E. McCance ’64
Chairman
Greylock Management

Jane L. Mendillo *8o, 84 MBA
Chief Investment Officer
Wellesley College

William 1. Miller 78
Chairman
Irwin Financial Corporation

Honorable Barrington Parker
66, ’69 LL.B.
Judge
United States Court of Appeals
Jor the Second Circuit

Douglas A. Warner, 111 68
Former Chairman of the Board
J-P. Morgan Chase & Co.

Fareed Zakaria ’86
Editor
Newsweek International
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Investments Office

The Investments Office manages the Endowment and other University
financial assets, and defines and implements the University’s borrowing
strategies. Headed by the Chief Investment Officer, the Office currently

consists of nineteen professionals.

David F. Swensen ‘8o PH.D,
Chief Investment Qfficer

Dean J. Takahashi *80, '83 MPPM

Senior Director

Alexander C. Banker

Director

Alan §. Forman
Director

Timothy R. Sullivan ’86

Director

Deborzh S. Chung

Associate General Counsel

Kenneth R. Miller ™1

Associate General Counsel

Peter H. Ammon '05 MBA, "05 MA
Associate Director

Michaecl E. Finnerty

Associate Director

Randy Kim ‘98, '04 MBA
Associate Director

Anne Martin

Associate Director

Suzanne K, Wirtz
Associate Director

Dawid B. Slifka ‘01

Senior Assoctate

Celeste P. Benson
Senior Portfolio Manager

Carrie A. Abildgaard

Senior Financial Analyst

Nicholas T. Shalek ‘o5

Sentor Financial Analyst

Xiaoning Wu ’og

Senior Financial Analyst

R. Alexander Hetherington ‘06

Financidl Analyst

Matchew S, T. Mendelsohn ‘o7

Financial Anabyst

Autumn on the Old Campus, with the statue of
Rector Abraham Pierson (1641/5-1707), Yale College’s
first rectoz, who served from :701 to 1707.
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The Qualified Foreign Institutional Investor Program

For over a decade afier its establishment in
December 1990, the Chinese public-equity
market was essentially closed to foreign
investors. In late 2002 the Chinese goVe‘m-
. meiit initiated the Qualified Foreign
Institutional Investor (QEII) program,
allowing a limited group of non-Chinese
institutions to own domestically listed
cornpanies, also known as A-shares.

The China Securities Regulatory
Commission and the State Administration
of Foreign Exchange (SAEE), two bodies
that govern financial markets and ctirrency

. flows, set.an initial quota.of §4.billion to
be divided among approved qQFi1 partici-
pants. Interest in the QFI was high; for-
eign investors soon consumed the existing
quota and in 2005, in recognition of the
heavy investor-demand for access to A-
shares, the Chinesé government approved
an éxpansion of the QEIL quota to-$10
billion. '

Yale's application for $50 million in A-
share quota was approved on April 14,
2006, making the University the first for-
eign educational institution to receive a
QFII license. As.of August 2007, Chinese
auttiorities have approved 51 QIr partici-
pant$ with quotas that aggregate to the
maximum allowable of $10 billion.

A strong market environment and supe-
rior-active management led the Erndow-
ment’s A-share investiments to appreciate:
significandy. In fiscal 2007, Yale’s A-share
portfolic butperformed the market by a
healthy margin, no easy feat in a year when
the Morgan Stanley Capital International -
A-ghare Tndex returned a jaw-dropping
196%. With approximately 1,400-listed
cumpanies, many of whicly are unknown to
foreign investors, the A-share market is
particularly well suited to Yale’s approach
of pursuing reseaich-intensive active man-
agement of publicly traded equities..

Yale holds a concentrated portfolio of A-
share companies run- by exemplary man-
agement teams:that are-uniquely posi-
tioned to beiefit from China’s economic
growth. Two such heldings are départment
store operator Guangzhon Friendship.
Company and construction machinery
manufacturer Changsha Zoomlion.
Guangzhot Friendship Company- is a pre-
mier shopping destination for luxury
goods, a market thdt hag grown eremen-
dously in the past decade. Friendship’s
department stores benefit from occupying
prime locations in the city, providing the
company with a key.advantage over
COmPEtitors. :

e FeL e LR

Cubicles for traders ar the Shanghai Stock Exchange, The Yale 100 tout in May 2007 (diséugééd_;n page 22)

included a visit to the exchange,

Located in the Hunanese city where the
Yale-China Association™ established its
headquarters, Changsha Zoomlion was
founded by Dr. Zhan Chuixin in 1992 as a
small division of the Changsha Constric-
tion Machinery Research Institute. Buoyed
by China’s infrastructure boom, Zoomlion
has-seen demand for its products soar. The
company is headed by a savvy management
team that has built strong sales channels
and fostered an environment that encour-
ages technology research and development.
Zoomlion’s focus on innovation and effi-
ciency have fed to impressive earnings
growth, . '

Market volatility will undoubtedly occur
(and oftentimes quite violendy) in emerg-
ing markers like China. Yale’s long-term

investrent perspective enables the
Univérsity to take a contrarian view, with
the recognition that market fluctuations do
not affect the fandamental steengths of
good businesses. In addition to maintain-
ing a disciplined, long-term focus;Yale
emphasizes fundamental research, which is
imperative to understanding and navigat-
ing largely unexplored emerging markets.
Yale expects to mainrain a long-term com-
mitment to Chinese equities.

* Founded in 1901, the Yale-China Association is a
private, non-profit erganizadon dedicated to pro-
moting education in China and fostering coopera-
tion between Chinese and-Amexican studenits, aca-
demics and professionals. For information about
the organization, please-see “The Yale=China
Association”™ article in this pubfication,

On April 14, 2006, Yale becdme the first foreign educational instinution anthorized-to own.domestzally
listed Chinese companies; also known a5 A-shates, a attested by this certificate from the Ghina Securides
Régulatory Commission and the State Administration of Foreign Exchange (SAFE), two bodies that govern

financial markets and currency flows. Yale's portfolio of Chinese shares performed faverably in 2007
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Yale and China Joint Prbgrams |

Yale currently maintains more than eighey
joint ventures with Chinese universities, -
“facilitating a lively and mutually beneficial
series of exchahges in thie classroom,-fabo-

ratory,-and swudio: The jeint ventures pro-

vide a platform for innovative research and
collaboration across a wide range of aca-
demic disciplines. The following programs
represent only a handful of Yale’s many
joint projeces with China,

The China Law Center at Yale

Yale Law School spearheaded one of the
University’s first long-term joint ventures
in China. Paul Gewirtz, the Potter Stewart
“Professor of Constitutional Law at Yale,
founded the China Law Center in 1999 to

“agsist China’s efforts at judicial reform and

increase knowledge of the country’s legal-

system. Led Dy members of the Law School

staff, projects of the China Law Center
have focused on.efforts by legislatures,
scholars, lawyers, and advocates,wo pro-
- mote reforms to.improve fajrness,
. effectiveness, and rights-protection in |

China’s-criminal justice system. The ceriter '
*-has wotked w encourage positive steps in

recent years.by China'’s Supreme People’s
Court to.increase the transparency of court
proceedings, strengthen the authority of -
trial judges, and encourage more.active
participation by litigants and their lawyers.
In-addition fo the China-based activity, the
joint venture created opportunities for Yale
students in New Haven: the Workshop on
Chinese Legal Reforin, a course offered at
Yale Law School each fall in eonjunction
with-the China Law Center, provides Yale
students and faculty an opportunity to
learn about e’ Chinese legal systemn,

In 2007, in recognition of the: work of
the China Law Center of Yale Law School,

the William and: Flora Hewlett Foundation

announced a grant of $10 million to sup-
port the center’s operations for five years.

The 2007 Hewlett Foundation grant recog- *

nizes'the Law Center’s strong record of
accomplishment in designing and cartying
.out cooperative projects between U.S, and
Chinese experts oft key issues of Chinese
Taw and policy refoim. Yale Law School’s
China Law Ceriter-recently hosted a-major
academic conference, which focused on
sexual orientation and related policy-issues:
The conference wis called “Diversity,
Equality and Harmony: International
Workshop on Sexuality, Policy and Law”
and was held-in éonjunction with Fadan

. University in Shanghai in January, 2006.:

CHEETEA BEKETENT

it Speker Prof. Pau] Gewirtz, Dirmg'

IR EI 5 o mmammens, |
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Yale's China Law Center was established in 1999: by Professor Paul Gewirtz to foster cooperative projects
with leading Chinese legal experts in-the areas of judicial reform, criminal law, administraiive Taw, fegula-
tory reform, and legal education. Professor Gewirtz, the Potter Stewart Proféssor of Constitutional Law at
Yale, is shown with Zeng Xianyi, then Dean of the Renmin Universiry Law School, duri ng alectitre series
in Beijing in 2003 sponsored by the Yale China Law Center.

The China-Yale Advanced University Leadership Program (CYAULP) was initiated in 2004 for presidents
and vice-presidents from Chini’s leading universities. It is the most senior group of Chineseuniversity
leaders-ever to-participate in an execitive education prograim oiitside of China, In collaboration with
China's Ministry of Educaticn, tie avauLe was developed in response to the aspiration expressed in 198
by China's President Jiang Zemin to transform 2 smafl number of Chinese institutions into “world-class
universities.” Pardcipants from China are shown-during sessions at Yale in August 2004,




The Fudan-Yale Biomedical
Research Center

University President Richard Levin
officiated at the opening of The Fudan-Yale
Biomedical Research Center on the Fudan
University Shanghai campus in November
2003.. Under the direction of Professor Tian
Xu of thie Yale School of Medicine's
Genetics Departmerit, this joint initjative of
Yale and Fudan University uses model
organisms to study developmental biology
and human diseases whilé pursiting three
main goals: o perform cutting-edge
research and training; to serve as a model
for academic reforin; and to promote inter-
national exchange and cooperation. The
center Ras produced exceptional research,
including a project that was featured on the
cover of the August 12, 2005 issue of Cell, a
prominent scientific journal.

" The Centet has three professors, three
associate professors, and approximately
-tweirty postgraduate fellows and doctoral
.students, Fudan University recendy added
10,000 square meters of laboratory space
and will provide an-auditorium and facili-
-ties for the conduct of videoconferences
and televisual seminars. The Center's semi-
nar series has hosted sessions with more
than forty internationally renowned schol-
ars; including four Nobel faureates. in the
genetics field. '

The Advanced University Leadership
Program

In August 2004, Yale welcomed senior
administrators from seven of China’s top
universities for the:China-Yale Advanced
University Leadership Progrart. In the first
eventof its kind outside of China, Yale and
the Chinese Ministry of Education spon-
sored a two-Week training program for
‘Chinese university ddministrators on a
broad range of topics; includiig faculty
recruitment, department structure, and
éndowment management. In 2005, the

“program was again held at Yale-and in
2008, the program contiriued for a third
year'in-.China. The Advanced University
Leadership Program reinforced long-stand-
ing ties between Yale and China, providing
furthiet evidence of Yale's commitment to
worlchand-in-hand wich the Chinese uni-
versity community.

The Peking-Yale Joint Center for
Microclectronics and Nanotechnelogy

I fall 2003, Yale and Peking University
launched a joint research center in micro-
electronics and nanotechnology,
Combining the expertise of facuity mem-
bers from both universities with the facili-
ties and humian resources of Peking
University, the Peking-Yale Joint Center for
Micraelectronics and Nanotechnology siip-
ports a multidisciplinary research program
in 'which independent research groups
work within a common facility, sharing
resources and expertise. The center
engages inthie synthesis, manipulation,
measurement, analysis, and modeling of
efectronic materidls and devices o a
molecular scale, Funding comes from the
two sponsoring universities and the Jocal
municipality in which it operates, Efforts
are uhder way to procure additional sup-
port from industrial sponsors as well as

“individual denors.

. Yale is committed to building lasting
partnerships with Chinese universities, .
Yale's joint programs with Chinese univer-

sities facilitate robustiintellectual exchange,

allowing students, reseaichets, and profes-

- sors-from the United States and China to

explore new frontiers in the sciences and
humanities.

Since 001, Yale has established four joint centers for cooperative teaching and research in the biological

The Yale Schoél of Management

and China : :

A numbqr of prufessurs' from the Yale
School of Management (som) conduct

research on topics in-Chinese finance,
including: William Goetzmann, who

-researches the development of corporations .

in pre-revolutionary €hina; Chen Zhiwu,
who collaborates with colleagues fron sev-

_eral Chinese universities and institutions to

study matket efficiency and the history of
capital marlets in Greater China; and Lode
Li, who analyzes supply-chain manage-
ment issues in Hong Kong and other East
Asian countries. SoM provides students an
opportunity to study the Chinese business.
environmerit first-hand through the
International Expetience China Trip.
Established in 2006, the trip dllows
approximately twenty students, led by
Professor Zhiwu Chen, to meet with busi-
ness and government leaders in Beijing and

Shanghai for a period of ten-days. In 2008, -

Yale som will presentan educational pro-

gratit for senior executives set to take place

against the historical backdrop of the
Beijing Olympies, The program will feature
some of Yale's leading professors:on China
businiess issues, leadership, globalization,
economics, and competitive strategy, as
well as several of the world’s most promi-
nent CEOS.

sciences with Peking University and with Fudan University in Shanghai. Here President Levin is showa

touring the Peking-Yale Joint Center for Plant Molecular Genetics and Agto-Biotechnology, in Beijing, with
its director, Professor Xing-Wang Deng, the Daniel C. Eaton Professor of Plant Biology at Yale,
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Sources
Financial and Investment Information

Much of the materiai in this publication is
drawn from memoranda produced by the
Investments Office for the Yale Corporation
Investment Committee. Other material comes
from Yale's financial records, Reports of the
Treasurer, and Reports of the President.

Pages 6-7,10-11, 14
Educational institution asset allocations and
returns from Cambridge Associates.

Page 20

The Endowment’s annual rewsrn for the ten
years ending June 30, 2007 ranks in the top
one percent of institutional funds as meas-
ured by the SEI Large Plan Universe.

Sources for Stories on Yale and China

Yung Wing and the Chinese
Eduncational Mission

Yung Wing, My Life in Ching and America
{(New York: Henry Holt and Ca., 1909).

Harold Koh, “Yellow in a White World
Speech at the Asian American Cultural
Center, Yale University, September 27, 2004,
to cefebrate the 15oth anniversary of Yung
Wing’s graduation from Yale College.

htep://www.cemconnections.org

Endowed Support for Yale-China Exchanges

Information from Yale Development Office.

Chinese Art at Yale

Mary Gardner Neill, The Communion of
Scholars: Chinese Art at Yale (New York:
China House Gallery, China Institute in
America, 1982).

David Ake Sensabaugh, Scholar as Coilector:
Chinese Art at Yale (New Haven: Yale
University Art Gallery, 2004).

President Hu Jintao and the
Yale roo Delegation

Yale Office of International Affairs
Yale 100 Delegation
Yale Office of Public Affairs

Yale and China Joint Programs

Information from each of the Centers
included in the report

Yale School of Management

Yale Office of International Affairs

Individuals

The Yale Investments Office expresses appre-
ciation to the following individuals who pro-
vided helpful informadon:

Photo Credits

Front cover: Steve Dunwell Photography,
Inc., Boston

Back cover: Bodhisattva Guanyin

Yale University Art Gallery

Pages 1, 10, 11, 22 (top and middle),
24, 26 (bottom), inside back cover
Michael Marsland, Office of Public Affairs

Pages 8 (top, paintng of Yung Wing by
Judith Reeve), 12-13, 16 (bottom), 17
Yale-China Association

Page 8 (bottom}, ¢, 16 {top)
Sterling Memerial Library Manuscripts
and Archives

Pages 18-19
Yale University Arc Gallery

Pages 22 (middle, bottom), 25 (wop)
Yale 100 Delegation,
Michael Blank, phowgrapher

Page 25 (bottom)
China Securities Regulatory Commission and
the State Administration of Foreign Exchange

Page 26 (wp)
Yale China Law Center

Page 27
Office of International Affairs

. Design
hup://www.nafsa.org/ /File/ /
chinesestudentsfeaturer11206.pdf Beatrice Bartlett, Professor Emeritus Strong Cohen/DJP
, ) of History i

http://www.120chinesestudents.org/ Nancy Chapman, Yale-China Association
http://www.yalealumnimagazine.com/issues  Ingrid Jensen, Yale-China Assaciation
/2004_11/old_yale.heml Jeffrey Prescott, China Law Center at Yale

- David Sensabaugh, Yale University Art
The Yale-China Association Gallery
Nancy E. Chapman and Jessica C. Plumb,
The Yale-China Association: A Centennial
History (Hong Kong: Chinese University

* Press, 2001).
Opposite page:

2.8

Stained-glass windows in Yale Law Schocl.

Back cover:

Bodhisattvs Guanyin (1168, Jin dynasty, 1115-1234),
polychremed wood with gilt. Gift of Winston E. C.
Guest (B.A. 1927). Guanyin, Sound Observer, or
Guanshiyin, the One Who Observes the Sounds of the
World, is the Chinese name for Avaiokitesvara, the
compassionate bodhisattva who has been worshiped
throughout the Buddhist world and later became a
god of mercy althcugh Guanyin often takes the female
form. Guanyin's identifying.atribute is the smalt
image of the Buddha Amitabha seen in his crown.



A AN

g
L

]
AN

% A ’
:l?A AQI‘. :MI}

7
N

P
o
G N

é&' e

1
3
[

IO\
{:}mﬁ. :i'l “'
¥

i f}“' |

I

S K, : o
B AN 5 AN

-ﬁ’t‘&i
s
T

d







