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MESSAGE FROM THE PRESIDENT

The learning curve for a new university president covers many areas

— the institution’s academic programs, culture, strengths, and goals.
Akey step in the learning process is establishing new relationships.
Getting to know Northwestern’s outstanding faculty and administra-
tors, dedicated trustees and supporters, and remarkable students has
been truly enjoyable. The warm welcome that my wife, Mimi, and I
have received from the Northwestern community has made us feel at

home here quickly.

I've also very much enjoyed another getting-acquainted activity:

walking Northwestern’s campuses in Evanston and Chicago to learn

more about them.

For a newcomer, last year’s publication of Northwestern University: An Architectural Tour (Princeton
Architectural Press) was well timed. Jay Pridmore’s detailed text and Peter Kiar’s full-color photos
are arranged in nine walking tours, seven in Evanston and two in Chicago. We’re excerpting text and
photos from that book in the opening pages of this Financial Report to present a chronology of archi-

tectural development on our campuses.

Over the years more than 125 buildings have been constructed on Northwestern’s campuses. In
Evanston the first building went up before there was a city of Evanston. In Chicago the architects
designed the original buildings as one of the first high-rise campuses in an urban environment.

As time went on and both campuses became denser with buildings, architects faced the increasingly
difficult task of designing structures to blend into their surroundings. Now, after a century and a
half of construction in Evanston, and more than eight decades in Chicago, both campuses exhibit

a complementary blend of Gothic-style buildings and modern architecture.

I encourage you to take a walk the next time you're visiting Northwestern, and I hope to see you on

campus.

Sincerely,
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Morton Schapiro



The Evolution

OF CAMPUS ARCHITECTURE

Photos and text taken from the book
Northwestern University: An Architectural
Tour (Princeton Architectural Press, 2009).
Text (except for Silverman Hall) by

Jay Pridmore, photos by Peter Kiar.

UNIVERSITY HALL

FISK HALL

University Hall, EVANSTON CAMPUS (Gurdon P. Randall, 1869)
University Hall serves as the enduring symbol of Northwestern ... Its High
Victorian Gothic style was a pastiche, hardly classic or influential, but its limestone
walls and daring tower demonstrate the power of the founders’ intentions.
Gurdon P. Randall was one of the few builders in Chicago who could call himself
an architect at this time, which meant that he was facile with pattern books and
could create designs in desirable styles. The Gothic was clearly a favorite.

Fisk Hall, EVANSTON CAMPUS (Daniel Burnham and Company, 1894)
Fisk Hall recalls the true golden age of Chicago architecture, and not just because
Daniel Burnham designed it. Its oversized windows flood large spaces with light,
including a substantial atrium space criss-crossed with wrought-iron stairways ...
That central space and its antique balustrades recall the enchanted moment when
architecture (and the metal framing that made Chicago famous) defied gravity in
ways that had not been done before. ... By the 1890s ... Burnham was in the pro-
cess of directing the World’s Columbian Exposition, a neoclassical extravaganza
... [He] designed Fisk with a symmetrical facade ... The classical orders prevail.




WARD BUILDING

WIEBOLDT HALL
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Montgomery Ward Memorial Building, Wieboldt Hall, and Levy Mayer Hall/Elbert A. Gary Library
CHICAGO CAMPUS (James Gamble Rogers, 1926)

The Chicago campus opened in 1926 ... and consolidated Northwestern’s professional schools ... James Gamble Rogers
[the University’s first official campus architect] ... designed a complex massive enough to stand with Chicago’s commer-
cial buildings, yet sufficiently rarefied to stand apart. ... The gradual stepping up of the complex from a cloister near the
lakeshore to the towering Montgomery Ward Memorial showed a deft touch with this piece of the urban skyline. ... The
Ward Building ... is known mostly for its ornamented tower, which rises 20 stories above the street. ... The “simplified
Gothic,” as Rogers called it, was suitable for its verticality as well as for its characteristic asymmetry, enabling the archi-
tect to suit the needs of various departments without concern for the balance that a classical building would require. ...

Wieboldt Hall may have been the most modest of the original three Chicago campus buildings. ... The Wieboldt

family, donor of $500,000 for the building, made its money in department stores, a business deeply connected to the
“Chicago commercial style.” The money was not for an elaborate palace, rather for a place where the University could
“furnish scientific knowledge to the various phases of industry and business.” ... Perhaps more than any other aspect of the
University, the architecture of the School of Law embraces the values of the medieval guilds and society of craftsmen
that the most conscientious Gothic Revival architects invoke as their inspiration. Thus, the details of the Mayer and
Gary buildings are ... scrupulously wrought ... Rogers chose the most advanced Gothic style, commonly called the
“Tudor,” partly because the manor houses of the sixteenth and seventeenth centuries in England corresponded in size
with what the law school required.



TECHNOLOGICAL INSTITUTE

DEERING LIBRARY

Charles Deering Library, EVANSTON CAMPUS (James Gamble Rogers, 1933)
[Rogers’s] scheme, Gothic, was based loosely on the Chapel of Kings College, Cambridge, and

itincluded almost all the elements for books, reading rooms, and seminar rooms that librarian
[Theodore] Koch had called for. ... The careful siting of the structure, at the top of the gentle rise of
the lakeshore bluff, is among the many elegant touches of Deering, arguably Northwestern’s finest
building. The proportions of the buttresses, lancets, mullions, parapet, towers, and other detail are
simplified in the manner of alate Gothic Revival — itself a last hurrah.

Technological Institute, EVANSTON CAMPUS (Holabird and Root, 1942)

When [Chicago entrepreneur Walter P.] Murphy gave his first seven million dollars toward the
Technological Institute, it followed that the building to house it must combine form, function, and
modernity. ... A major obstacle was that the University favored a Gothic style similar to Deering
Library, and the architects [Holabird and Root] did not. ... H & R ... mediated a result that
satisfied both sides. An exterior clad in Lannon stone with stylized buttressing and carved stone
ornament pleased the administration’s Gothic tendencies. But ... the spirit of modern architecture
could not be denied. ... The exterior became a study in understatedness. ... Tech opened onto
Evanston and created a stately entrance to the rest of town.



MILLAR CHAPEL

UNIVERSITY LIBRARY

Alice Millar Chapel, EVANSTON CAMPUS (Jensen and Halstead, 1963)

To design what must have been a hoped-for antidote to the concrete-block modern that was prevalent in
new architecture at the time, the University hired Jensen and Halstead ... Architect Edward Gray Halstead
was known mostly for modern projects ... But the elaborate Millar Chapel, his only large traditional design,
turned out to be his largest and proudest. It was also among his most complex. The exterior walls of Lannon
stone and carved limestone tracery in lancet windows required craftsmen who were all too rare in an era of
architectural efficiency and boxlike designs.

University Library, EVANSTON CAMPUS (Walter Netsch of Skidmore, Owings and Merrill, 1969)
The library still serves as the University’s most striking symbol of Northwestern’s bold plans to forge a mod-
ern institution of learning. This building was never meant to disappear into the fabric of the old campus. It
went up and still stands like a geological formation, a Brutalist’s monument to architecture’s raw power. ...
[Architect Walter] Netsch was the originator of something called “field theory,” the idea that fundamental
shapes could be repeated, rotated, and stacked ... Netsch cast a spell on VerSteeg [Clarence VerSteeg, head
of the new library planning committee], who became convinced that the many roles of a modern library
could be woven seamlessly in a radical design of three “towers.” Happily the organization of the library has
stood the test of time.



RUBLOFF BUILDING

BLOCK MUSEUM OF ART
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Arthur Rubloff Building, CHICAGO CAMPUS (Holabird and Root, 1984)

An addition to Levy Mayer Hall ... Rubloff had to be a meeting of minds ... moving toward something modernand ...
something touched by history. ... The Rubloff Building ... is no caricature of Gothic architecture. Nor is it a glass box
stuck to the end of a quiet stone building. Clear enough, [Rubloff] favors the modern ... [but] subtle references to the past
are enough to distinguish Rubloff from the faceless glass boxes that gave faux-Miesian modernism such a bad name. The
real splendors of the Rubloff Building are inside, especially where an atrium connects the old law school building with the
new one. ... This towering atrium was inspired by the well-known similarities between Gothic and modern architecture.
Both are “structurally deterministic.”

Mary and Leigh Block Museum of Art, EVANSTON CAMPUS (Lohan Associates, 2000);

winner of American Institute of Architects Design Excellence Award

The museum emphasizes [the horizontal] profile with stylish modern features like aluminum strips in the glass wall and
bands of limestone in solid walls. The terrain gets attention in a sleek cantilever and underpass that opens to the grassy
sward of the sculpture garden. The building has many design touches of the kind that make art museums architecturally
prestigious. ... Striking details are contained in a building not much bigger than alarge house.



Robert H. Lurie Medical Research Center, CHICAGO CAMPUS (Davis Brody Bond, 2005)
The objective for major academic architecture rests on a delicate balance — to house the instrumentation of

sensational new knowledge within buildings that embraced, or atleast harmonized with, Northwestern’s older
architectural traditions. ... The design solution consists of a framework of solid piers, narrow mullions, and
stylized buttresses — within which are a woven-glass exterior and light-filled research spaces. ... This building
symbolizes the transparency and unconstrained limits of new science. ... A soaring open stairway was designed
partly to encourage meetings and scientific cross-pollination.

Richard and Barbara Silverman Hall for Molecular Therapeutics and Diagnostics,

EVANSTON CAMPUS (Zimmer Gunsul Fransca Partnership, 2009)

The University’s newest building, Silverman Hall houses state-of-the-art facilities for scientific research. To
encourage the interdisciplinary collaboration so vital to today’s Northwestern, it is designed with “interaction
spaces,” glass walls, shared labs, and faculty offices grouped on a bridge between the two wings. The building
fosters interaction beyond its walls, too: The east and west sides are connected to other recent science buildings
designed by the same architectural firm. Silverman Hall also epitomizes the environmentally sustainable
design that is the University’s policy for new construction in the 21* century. Among its green features, the
building has chilled-beam technology to regulate temperature, white roofing, scientific-instrument heat
capture and redirection, and low-fume-emitting materials.



Report of the Senior Vice President for Business and Finance

To the Board of Trustees of Northwestern University:

Thanks to long-standing prudent resource management, Northwestern was able to withstand the worldwide
economic crisis that began in fall 2008. The University had sufficient reserves and budgetary flexibility to

manage its asset, liquidity, and operating budget requirements during the height of the crisis.

The implementation of new accounting guidance in fiscal year 2009 resulted in enhanced disclosures of
investment valuations and endowments as well as the reclassification of more than $2 billion from unrestricted
net assets to temporarily restricted net assets. The 16.9 percent decline in the University’s long term invest-
ment portfolio reflected declines in both total assets and net assets. While total assets decreased $1.3 billion
or 14 percent, to just under $8 billion at August 31, 2009, total net assets decreased $1.4 billion or 18 percent,

to nearly $6.4 billion.

After completion of a one-time monetization of a significant portion of the University’s Lyrica® royalty income
in fiscal year 2008, ongoing royalty revenue not unexpectedly declined from $782.7 million to $87.2 million.
Total operating revenues of $1,605.8 million in fiscal year 2009 were $714.5 million less than the previous year.
In fiscal year 2009 total operating expenses increased only 1.6 percent, or $25 million, as many schools and

divisions of the University carefully managed their budgets during the economic downturn.

The University's total excess of operating revenues over expenses was $17.6 million for fiscal year 2009.
As a result of negative investment returns, the excess of nonoperating revenues over expenses totaled

($1,406.1) million for fiscal year 2009. The total change in net assets was ($1,388.5) million for the fiscal year.

Despite some signs of recovery in domestic and international economies, the University recognizes that
there will be downward pressures on endowment spending and gifts for the foreseeable future. \We have to
be prepared for an unusually high number of external forces, including the recession’s longer-term impacts
on federal and state budgets, large-scale employment, and government mandates. Thus, budget plans for
fiscal years 2010 and 2011 will be cautious and will likely include expenditure reductions and deferral of some

capital initiatives.

S

Eugene S. Sunshine

Senior Vice President for Business and Finance



Investment Report

The past fiscal year witnessed the worst economic crisis since the Great Depression. From the failure of Lehman Brothers
in September 2008, through the need for government financial rescues of former icons such as General Motors, the global
financial system was under siege. As a result, markets tumbled sharply in the fourth quarter of 2008 and continued to fall
for the first two months 0of 2009. Following unprecedented liquidity pumped into the system by central bankers worldwide,
confidence grew that the system had been stabilized, and markets rebounded in early March. The rally continued for finan-
cial assets through the fiscal year-end, allowing some losses to be recouped.

The severe market dislocations negatively affected Northwestern’s overall portfolio. At the close of the fiscal year on
August 31,2009, the University’s investment assets, including cash and intra-University investments, had decreased
$1.3 billion from August 31,2008, and totaled $5.84 billion. Before the decline there had been five consecutive years of

asset growth of more than $500 million.

The University's Total Investment Pools
The University maintains three primary investment vehicles: The Long-Term Balanced Pool, treasury funds, and separately
invested assets. Each investment category has a specific set of objectives.

The Long-Term Balanced Pool, the primary fund, is managed with the objective of long-term total return. Because ofits
size and long-term orientation, performance data and investment strategy information in the discussion that follows relate
to the Long-Term Balanced Pool.

Treasury funds are money market funds used for cash reserves and to preserve principal and maintain liquidity; intermediate-
term bond investments; and working capital funds held by the University, which are generated through the temporary
differences between operating receipts and disbursements. These funds are not unitized. The income from investing them
is used for general operating purposes. Working capital investments are held in a variety of money market instruments and
guaranteed student loans or, if not needed within 90 days, are invested in the Long-Term Balanced Pool.

Separately invested funds are donated funds, including restricted investments and some life-income plans.

The table below illustrates the net asset values and unitized information for the University’s investment pools for the past

five years.

History of the Merged Pools as of August 31

2005 2006 2007 2008 2009
Long-Term Balanced Pool
Net asset value (in thousands of dollars) $4,374,206 $5,190,425 $6,380,194 $6,942,081 $5,639,701
Number of units (in thousands) 24,704 26,519 27,7153 31,378 32,524
Net assetvalue per unit $177.06 $195.73 $229.89 $221.24 $173.40
Payout amount per unit
Current earned income $2.73 $1.96 $3.25 ($0.65) (80.71)
Previously reinvested realized gains withdrawn $4.02 $4.85 $3.97 $8.45 $9.25
Total payout per unit $6.75 $6.81 $7.22 $7.80 $8.54
Summary of net asset values (in thousands of dollars)
Treasury pool funds $174,755 $61,217 $84,430 $87,819 $73,001
Separately invested funds 106,760 78,471 123,648 151,169 129,037
Total net asset value (in thousands of dollars) $4,655,721 $5,330,113 $6,588,272 $7,181,069 $5,841,739

Asset Allocation for the Long-Term Balanced Pool

The Investment Committee of the University annually reviews asset allocation policy for the Long-Term Balanced Pool.
In fiscal year 2009, the committee implemented modest changes to the allocation targets based on the Investment Office’s
optimization modeling of a more efficient portfolio that should generate higher returns with lower risk levels. Preferring
foreign assets, the committee decreased the target allocation for U.S. equities by 1 percent and increased the allocation for
international equities by 1 percent. In addition, the target allocation for private investments was decreased by 2 percent
and real assets increased by 2 percent. The next chart displays the current asset allocation policy for the University. Actual
allocations vary from targeted levels by modest amounts, due to the illiquidity found in certain asset categories and the
Investment Office’s bias against market timing, or tactical asset allocation, as a primary driver of value added. The over-

weight of high-yield credit was, however, a conscious response to opportunities derived from the crisis.
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Policy Portfolio Targets and Ranges

Range Target  August 31, 2009 Difference
U.S. equity securities 10-16% 13% 11.7% -1.3%
International equity securities 14-20% 17% 15.3% -1.7%
Fixed income securities 7-13% 10% 10.2% 0.2%
High-yield credit 0-10% 5% 8.7% 3.7%
Absolute return 14-22% 18% 16.6% -1.4%
Private investments 14-22% 18% 20.9% 2.9%
Real assets 15-23% 19% 16.2% -2.8%
Cash 0% 0.4% 0.4%

Primary Investment Performance Objective: Preserving Purchasing Power and Growing Income

The principal objective for Northwestern’s Long-Term Balanced Pool is to preserve purchasing power and to provide a
growing stream of income to fund University programs. On average, the pool seeks to achieve an annual total rate of return
(i.e., actual income plus appreciation) equal to inflation plus actual spending. This objective of preserving purchasing power
emphasizes the need for along-term perspective in formulating both spending and investment policies. A more detailed look
at the University’s spending guideline is on page 12 of this report.

The University’s investments historically have grown at a rate exceeding the objective. As of August 31,2009, the Long-Term
Balanced Pool’s assets were $5.64 billion, down approximately $1.3 billion from the previous year. For the 12-month period
ending August 31,2009, the portfolio increased 16.89 percent, which was 19.64 percent below the objective. For the S-, 10-, and
1S-year periods ending August 31,2009, the objective was exceeded by .74 percent, .71 percent, and 3.25 percent, respectively.

Annualized Returns: Exceeding the Objective

1-year 3-year 5-year 10-year 15-year

Annual total return* -16.89% 0.55% 7.09% 7.14% 9.44%
—Spending 4.24% 3.66% 3.71% 3.92% 3.78%
—Inflation -1.49% 1.91% 2.64% 2.51% 2.41%

=Above or below objective -19.64% -5.02% 0.74% 0.71% 3.25%

*Total returns are net of fees and are calculated on annual changes in net asset value. They may differ from payout distributions.

Secondary Investment Performance Objective: Benchmark Comparisons

The pool’s 16.89 percent loss for the 12-month period exceeded the 10.5 percent loss of the composite benchmark, a blend of
the benchmark returns for each asset class weighted by the policy allocation targets. Underperformance resulted primarily
from the weak performance of the various nonmarketable portfolios. High-yield credit, private investments, and real assets
were weak in both absolute and relative terms. The return on equity portfolios within marketable securities was mixed, since
U.S. equity securitities underperformed and international equity securities outperformed. Fixed income enjoyed outstand-
ing absolution and relative performance for the second year in a row. The following chart shows returns and benchmarks for
all asset classes for the fiscal year. A more detailed explanation of activity and performance follows the five-year performance

chart below.

Long-Term Balanced Pool: Fiscal 2009 Net Performance Relative to Benchmarks (in percentages)

M Northwestern Benchmark
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For the five-year period ended August 31,2009, the pool outperformed the composite benchmark (7.1 percent
versus 6.3 percent), as shown in the next chart. Five of the seven categories exceeded their benchmarks over five years.

Long-Term Balanced Pool: Five-Year Net Performance Relative to Benchmarks (in percentages)

M Northwestern Benchmark
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Marketable Securities Categories

The domestic equity portfolio fell 21.2 percent for the fiscal year, compared with the 18.6 percent decline of the benchmark
Russell 3000. A number of active managers underperformed their respective benchmarks during this volatile year. Over five
years, however, the portfolio exceeded its benchmark by 60 basis points (1.6 percent versus 1.0 percent). It has outperformed
in five of the last seven one-year periods.

In fiscal year 2009, the international equity portfolio declined 11.6 percent but outperformed the benchmark by 1.9 percent.

For the last five years, it returned 9.1 percent; in comparison, the five-year return of the benchmark was 8.9 percent, and
that of broad MSCI All-Country World Index Ex-U.S. was 7.7 percent. A heavier weight to smaller-cap foreign stocks and to
emerging markets has helped this portfolio over the five-year period.

Bonds were the best-performing asset class during the fiscal year in both absolute and relative terms. The portfolio gained
16.3 percent, compared with 6.4 percent for the Barclays Government Index. Northwestern’s active strategies, which include
exposure to mortgages and to corporate and global bonds, accounted for the outperformance. The bond portfolio has also
outperformed the index for the five-year period by 260 basis points (7.7 percent versus 5.1 percent).

High-Yield Credit

The high-yield credit portfolio includes investments in distressed debt, emerging market debt, and other credit instruments
with fixed income characteristics but more specific risk tied to the securities and their underlying cash flows. The portfolio
declined 13.1 percent during the fiscal year, lagging the 5.9 percent increase of the benchmark Merrill Lynch High-Yield
Master II Index. The returns from distressed managers, a few high-yield hedge funds, and emerging market debt investments
accounted for alarger decline for this asset class relative to its benchmark.

Absolute-Return Category

Made up of 23 different hedge funds, this portfolio aims to provide equity-like returns with low correlation to the equity
markets. For the year, it lost 9.5 percent, trailing the 1.2 percent return of its benchmark (80 percent, Treasury bills plus
400 basis points; 20 percent, MSCI All-Country World Index). The portfolio’s return for the five-year period of 6.6 percent
was positive on both an absolute and a risk-adjusted basis but was behind the benchmark’s 7 percent gain. Northwestern’s
absolute-return portfolio is weighted toward long-short equity managers (60 percent). The remaining hedge funds (40 per-
cent) are more market neutral or represent diversifying strategies.

Private Investments Category
The private investments portfolio includes investments in global buyout funds as well as venture capital. In fiscal year 2009,
this portfolio lost 24.1 percent, compared with the Cambridge Associates’ universe pooled mean return of private invest-
ments’ 21.9 percent loss. The financial crisis, combined with global macroeconomic uncertainty, led to a decrease in merger
and acquisition activity and a virtually nonexistent IPO (initial public offering) environment. In addition, adoption of the
Financial Accounting Standards Board’s SFAS No. 157, which redefines fair value, brought down net asset values of private
investments compared with those in the public market.

Cash flows were weak throughout the fiscal year, particularly during the height of the credit crisis in the fourth quarter of
2008. The portfolio experienced a significant decline in trade sales, recapitalizations, and initial public offerings, resulting in
fewer distributions from the portfolio companies. Private investment distributions were $149.6 million for fiscal year 2009,
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compared with $231.8 million the previous year. The University’s manager relationships and reputation in the marketplace

remain strong.

Real Assets Category
The real assets portfolio includes the University’s investments in energy, timber, real estate, and public investments in some

commodity funds. This portfolio had weak results in fiscal year 2009, losing 32.6 percent. Commercial real estate mark-

downs, substantially lower realizations in private-partnership energy investments, and decreased global demand for com-

modities all contributed to the low returns.

Long-Term Balanced Pool Spending Guideline

After the University’s Investment and Budget Committees reviewed the Long-Term Balanced Pool’s spending guideline,

the Board of Trustees in fiscal year 2006 ratified a revised spending guideline blending two elements:

« Market element adjusts annual endowment spending to the long-term sustainable target spending of 4.35 percent of the
average actual market value of the endowment for the 12 months ending the October following the latest fiscal year. This
component of the spending rate receives a 30 percent weighting in the spending rate calculation.

« Spending element increases the previous year’s spending rate by actual inflation plus budget growth (1.5 percent). This
element of the spending rate receives a weight of 70 percent.

For fiscal year 2010, the Board of Trustees, in conjunction with the Investment Committee and the University’s Budget

Office, decided to maintain fiscal year 2009’s spending rate per unit of $8.54 in order to sustain the fund’s long-term earning

ability and liquidity. The payout rate for fiscal year 2009 was 4.16 percent.

Payout Determined by Spending Guideline

2005 2006 2007 2008 2009
Spending per unit $6.75 $6.81 $7.22 $7.80 $8.54
Net asset value per unit $177.06 $195.73 $229.89 $221.24 $173.40
Payout rate*® 3.91% 3.53% 3.28% 3.35% 4.16%
Total (in millions) $161.44 $176.21 $197.50 $233.50 $272.95
Growth in total spending 0.62% 9.15% 12.08% 18.23% 16.90%

* Payoutrate is calculated as spending per unit divided by the two-year average net asset value per unit before distribution of the annual
contribution to the budget.

The Long-Term Balanced Pool: In Conclusion
The diversification of the Long-Term Balanced Pool positions it to meet investment objectives over long time horizons.

Although the current environment remains challenging, Northwestern’s leadership has maintained a long-term focus and

has confidence in the prospects for the investment pools.

u;/%f«\ // //;Za«

William H. McLean
Vice President and Chief Investment Officer



Independent Auditors’ Report

To the Board of Trustees of Northwestern University:

We have audited the accompanying consolidated statements of financial position of Northwestern
University and subsidiaries (the “University”) as of August 31,2009 and 2008, and the related statements
of activities and cash flows for the years then ended. These financial statements are the responsibility of
the University’s management. Qur responsibility is to express an opinion on these financial statements
based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United
States of America. Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An auditincludes
consideration of internal control over financial reporting as a basis for designing audit procedures that
are appropriate in the circumstances, but not for the purpose of expressing an opinion on the effective-
ness of the University’s internal control over financial reporting. Accordingly, we express no such
opinion. An audit also includes examining, on a test basis, evidence supporting the amounts and disclo-
sures in the financial statements, assessing the accounting principles used and significant estimates
made by management, as well as evaluating the overall financial statement presentation. We believe
that our audits provide a reasonable basis for our opinion.

In our opinion, such consolidated financial statements present fairly, in all material respects, the financial
position of the University as of August 31,2009 and 2008, and the changes in its net assets and cash flows
for the years then ended in conformity with accounting principles generally accepted in the United States
of America.

As discussed in Note 5 to the consolidated financial statements, the University adopted Financial
Accounting Standards Board Staff Position No. 117-1, “Endowments of Not-for-Profit Organizations:

Net Asset Classification of Funds Subject to an Enacted Version of the Uniform Prudent Management
of Institutional Funds Act, and Enhanced Disclosures for All Endowment Funds” during fiscal year 2009,

which required the reclassification of certain unrestricted net assets to temporarily restricted net assets.

Aodsap. o Ay _
Wt Tmithe. P
Chicago, Illinois

January 20, 2010



Consolidated Statements of Financial Position
As of August 31, 2009, and August 31, 2008

(in thousands of dollars) 2009 2008
Assets

Cash and cash equivalents $161,610 $157,772
Accounts receivable 284,671 269,462
Notes receivable 52,718 87,488
Contributions receivable 153,886 116,698
Investments 5,759,604 7,135,378
Land, buildings, and equipment 1,436,227 1,349,548
Bond proceeds held by trustees 58,506 118,537
Other assets 61,953 61,287
Total assets $7,969,175 $9,296,170
Liabilities

Accounts payable and accrued expenses $237,17 $223,333
Deferred revenue 303,352 261,384
Deposits payable and actuarial liability of annuities payable 75,484 65,868
Reserves for self-insurance 26,207 47,675
Government advances for student loans 38,821 38,936
Assetretirement obligations 109,810 104,533
Bonds, notes, and other debt payable 826,166 813,824
Total liabilities $1,617,01 $1,555,553
Net assets

Unrestricted $3,721,731 $6,675,447
Temporarily restricted 1,621,873 130,814
Permanently restricted 1,008,560 934,356
Total net assets $6,352,164 $7,740,617
Total liabilities and net assets $7,969,175 $9,296,170

See Notes to the Consolidated Financial Statements, beginning on page 17.
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Consolidated Statements of Cash Flows

For the fiscal years ended August 31, 2009, and August 31, 2008

(in thousands of dollars) 2009 2008
Cash flows from operating activities

Change in net assets ($1,388,453) $537,725
Adjustments to reconcile change in net assets

to net cash (used in) provided by operating activities

Depreciation 91,264 87,858
Accretion for asset retirement obligations 5,277 5,083
Reduction in asset retirement obligations — (9,476)
Loss (gain) on retirement of building and equipment 932 (7,260)
Gain on sale of land and building — (31,529)
Amortization of discount on bonds payable 73 73
Accretion of premium on bonds payable (151) (152)
Netrealized and unrealized losses on investments 1,290,361 68,434
Private gifts and grants for long-term investments (14,698) (9,586)
Changes in assets and liabilities

Accounts receivable (16,011) (39,574)
Contributions receivable (37,188) (11,355)
Other assets (666) 2,361

Accounts payable and accrued expenses 12,489 75,503
Deferred revenue 41,968 16,695
Reserves for self-insurance (21,468) (3,911)
Government advances for student loans (115) (148)
Net cash (used in) provided by operating activities (36,386) 680,741

Cash flows used in investing activities

Purchases of investments (2,005,229) (2,829,458)
Proceeds from sales of investments 2,091,992 2,124,887
Decrease in trusts held by others 802 3,051

Increase in investments held for others (1,350) (2,576)
Acquisitions of land, buildings, and equipment (177,865) (185,441)
Proceeds from sale of plant assets 339 38,520
Student loans disbursed (66,704) (74,816)
Principal collected on student loans 101,474 42,069
Net cash used in investing activities (56,541) (883,764)
Cash flows from (used in) financing activities

Net proceeds from issuance of note, bonds and other debt payable 15,000 205,500
Principal payments on notes payable and bonds payable (2,580) (2,480)
Decrease (increase) in bond proceeds held by trustees 60,031 (37,401)
Proceeds from private gifts and grants for long-term investments 14,698 9,586
Increase in deposits payable and annuities payable 9,616 998

Net cash provided by financing activities 96,765 176,203
Increase (decrease) in cash and cash equivalents 3,838 (26,820)
Cash and cash equivalents at beginning of year 157,772 184,592
Cash and cash equivalents at end of year $161,610 $157,772

Supplemental disclosure of cash flow information

Accrued liabilities for construction in progress $20,798 $19,449

Capitalized interest 1,638 2,694

Cash paid for interest 27,116 22,592

See Notes to the Consolidated Financial Statements, beginning on page 17.



Notes to the Consolidated Financial Statements
For the fiscal years ended August 31, 2009, and August 31, 2008

1. Summary of Significant Accounting Policies

UNIVERSITY ACTIVITIES

Northwestern University (the University) is a major private research university with more than 17,000 students enrolled in

11 academic divisions on two lakefront campuses in Evanston and Chicago and an international campus in Doha, Qatar.
Northwestern’s mission is to provide the highest-quality education for its students, to develop innovative programs in

research, and to sustain an academic community that embraces these enterprises. Activities supporting its mission may be

classified as either operating or nonoperating.

BASIS OFACCOUNTING

General

The University maintains its accounts and prepares its consolidated financial statements on the accrual basis of ac-
counting in conformity with generally accepted accounting principles in the United States of America (GAAP). These
statements include all wholly owned subsidiaries. All significant intercompany transactions and accounts have been

eliminated.

Contributions

The University prepares its financial statements in accordance with Statement of Financial Accounting Standards (SFAS)
No. 116, “Accounting for Contributions Received and Contributions Made.” SFAS No. 116 requires that contributions
received, including unconditional promises to give (pledges), be recognized as revenues at their fair values. Private gifts, in-
cluding unconditional promises to give, are recognized as revenues in the period received. Conditional promises to give are
not included in revenue until the conditions are substantially met. Pledges receivable due in more than one year are recorded

at the present value of the estimated future cash flows.

Net Asset Classifications

SFAS No. 117, “Financial Statements of Not-for-Profit Organizations,” establishes standards for external financial reporting
by not-for-profit organizations and requires that net assets and the flow of those assets be classified in three net asset catego-
ries according to the existence or absence of donor-imposed restrictions.

In fiscal year 2009, the University adopted Staff Position No. 117-1, “Endowments of Not-for-Profit Organizations: Net
Asset Classification of Funds Subject to an Enacted Version of the Uniform Prudent Management of Institutional Funds Act
(UPMIFA) and Enhanced Disclosures for all Endowment Funds” (FSP 117-1). The guideline applies to the classification
of donor-restricted endowment funds and disclosures about both donor-restricted and board-designated endowment funds
regardless of whether the organization is subject to UPMIFA. For further discussion, see note S to the consolidated statements.

The category Permanently Restricted Net Assets applies to gifts, trusts, and pledges whose donors required that the
principal be held in perpetuity and that only the income be available for stipulated program operations.

The category Temporarily Restricted Net Assets includes gifts for which donor-imposed restrictions have not been met
(these are primarily future capital projects) and trust activity and pledges receivable whose ultimate use is not permanently
restricted.

The category Unrestricted Net Assets describes funds that are legally available for any purpose and have no donor-imposed
restrictions. All revenues, expenses, gains, and losses are classified as unrestricted net assets unless they are changes in
temporarily or permanently restricted net assets. Net unrealized losses on permanently restricted endowment funds for
which the historical cost exceeds market value are recorded as a reduction to unrestricted net assets.

Income from temporarily restricted sources is reclassified as unrestricted income when the circumstances of the restric-
tion have been fulfilled. Donor-restricted revenues whose restrictions are met within the same fiscal year are reported as
unrestricted income. The expiration of a donor-imposed restriction on a contribution is recognized in the period in which
the restriction expires. All expenditures are reported in the unrestricted class of net assets, since the use of restricted contri-

butions in accordance with the donor’s stipulations causes the release of the restriction.

FAIRVALUE MEASUREMENTS
In fiscal year 2009, the University implemented SFAS No. 157, “Fair Value Measurements.” It redefines fair value, provides
a framework for measuring fair value in generally accepted accounting principles, and expands disclosures about fair value
measurements. For further discussion, see note 4 to the consolidated statements.

The University also adopted SFAS No. 159, “The Fair Value Option for Financial Assets and Financial Liabilities —
Including an Amendment of Financial Accounting Standards Board (FASB) Statement No. 115.” The statement provides
the option of reporting selected financial assets at fair value and includes presentation and disclosure requirements to
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facilitate comparisons between entities using different measurement attributes for similar kinds of assets and liabilities. The
University has not elected the fair value option under SFAS No. 159.

CASHAND CASH EQUIVALENTS

Cash reflects currency and deposits or other accounts with financial institutions that may be deposited or withdrawn with-
out restriction or penalty. Cash equivalents represent short-term and highly liquid investments that convert readily to cash
and carry little risk of change in value at maturity due to interest rate changes.

INVESTMENTS

Investments are recorded at fair value in accordance with the provisions of SFAS No. 157, determined on the following basis:

+Equity securities with readily determinable fair values and debt securities are valued at the last sale price (if quotations are
readily available) or at the closing bid price in the principal market in which such securities are normally traded (if no sale
price is available). Certain fixed income securities are valued based on dealer-supplied valuations.

«The estimated fair values of equity securities that do not have readily determined fair values, and of other investments,
are based on estimates provided by external investment managers and are examined through a valuation review process
performed by management. After this review, management may determine that an adjustment to the external managers’
valuations is appropriate in recording the securities’ fair value at August 31. The aggregate carrying value of these securities
included within fixed income, high-yield credit, absolute return, private investments, and real assets was $3,611.9 million
(45.3 percent of total assets) and $4,380.6 million (47.1 percent of total assets) at August 31,2009, and 2008, respec-
tively. These investments are generally less liquid than other investments.

During the examination process management reviewed the valuation policies for all partnerships in which Northwestern
University is invested and deemed those policies appropriate. In addition to receiving the most recent available audited and
unaudited financial statements from the external managers, management contacted the majority of general partners regard-
ing the aggregate carrying value of the respective investments at August 31, 2009.

A range of possible values exists for these partnership investments, and therefore the estimated values may be materially
different from the values that would have been used had a ready market for these partnerships existed. In the absence of
another basis, management has determined that cost represents an approximation of the fair value of such investments.

A small number of investments within certain partnerships may have holdings at a carrying value of cost, and management
has determined this to be appropriate for these specific investments.

Investment income is recorded on the accrual basis, and purchases and sales of investment securities are reflected on a
trade-date basis.

DERIVATIVE FINANCIALINSTRUMENTS

The University uses various financial instruments to hedge the risk of decline in fair value of certain equity securities. Equity
options and equity-indexed options are used to reduce the primary market risk exposure (e.g., equity price risk) of the
hedged item in conjunction with the specific hedged strategy; if applicable, these have a reference index (e.g., S&P 500) that
is the same, or highly correlated with, the reference index of the hedged item. In addition, the University uses various finan-
cial instruments to hedge foreign currency liabilities. Similarly, the University also enters into swap agreements to hedge
public real estate equity exposure and obtain S&P 500 equity index exposure, and it uses futures contracts on equity and
bond indices. Such instruments are not designated as hedges for accounting purposes and are recorded at fair value.

In fiscal year 2009, the University entered into swap agreements to hedge future interest rate movements. In fiscal year
2008, the University entered into a euro-denominated foreign currency swap as a hedge against a portion of future capital
commitments to foreign currencies. The University also added various interest rate options to hedge the overall portfolio
and used an interest-rate swap agreement to hedge variable interest rate exposure.

FAIRVALUES OF FINANCIALINSTRUMENTS OTHER THANINVESTMENTS

The fair values of financial instruments other than investments are based on a variety of factors. In some cases, fair values rep-
resent quoted market prices for identical or comparable instruments. In other cases, fair values have been estimated based
on assumptions about the amount and timing of estimated future cash flows and assumed discount rates reflecting varying
degrees of risk. Accordingly, the fair values may not represent actual values that could have been realized at year-end or that
will be realized in the future. At August 31,2009, the fair value of the University’s fixed rate debt of $356.1 million exceeded
the carrying value of $345.6 million by $10.5 million. At August 31, 2008, the fair value of the University’s fixed rate debt of
$351.7 million exceeded the carrying value of $348.2 million by $3.5 million.



ACCOUNTSAND NOTES RECEIVABLE
Student accounts receivable arising from tuition and fees are carried net of an allowance for doubtful accounts of $446,000
and $475,000 as of August 31,2009, and 2008, respectively. Notes receivable resulting from student loans are carried net of an
allowance for doubtful accounts of $381,000 and $1.3 million as of August 31,2009, and 2008, respectively.

Receivables from Northwestern Medical Faculty Foundation, a related party (see page 20), arose out of operational
activities. They totaled $12.1 million and $18.9 million as of August 31,2009, and 2008, respectively.

CONTRIBUTIONS RECEIVABLE

Contributions receivable arising from unconditional promises to give are carried net of an allowance for uncollectible pledges that
totaled $20.5 million and $17.9 million at August 31,2009, and 2008, respectively. Additionally, unconditional promises
expected to be collected in periods from more than one year are discounted to present value. The discount rates for pledges
made in fiscal years 2009 and 2008 were 2.9 and 3.6 percent, respectively; the discount rate for pledges made in prior fiscal
years ranged from 4.5 to 6.5 percent. There were no significant conditional promises to give as of August 31, 2009; such promises
totaled $25.8 million at August 31,2008.

LAND, BUILDINGS, AND EQUIPMENT

The value ofland, buildings, and equipment is recorded at cost or, if received as gifts, at fair market value at the date of the
gift. Significant renewals and replacements are capitalized. The cost of repairs and maintenance is expensed as incurred.
Purchases of library books are also expensed.

Depreciation is calculated using the straight-line method over the useful lives of the buildings and equipment, which are
estimated to be 3 to 20 years for equipment and a maximum of 40 years for buildings. The University follows SEAS No. 144,
“Accounting for the Impairment or Disposal of Long-Lived Assets.” The provisions under this statement include a require-
ment that long-lived assets be reviewed for impairment by comparing the future cash flows expected from the asset to the
carrying value of the asset. If the carrying value of an asset exceeds the sum of estimated undiscounted future cash flows, an
impairment loss is recognized for the difference between estimated fair value and carrying value. In management’s opinion,
no impairment existed as of August 31,2009.

CHARITABLE REMAINDER TRUSTS

Charitable remainder trusts are classified as permanently restricted net assets if, upon termination of the trust, the donor
permanently restricts the remaining trust assets. If the remainder is temporarily restricted or unrestricted by the donor,
the charitable remainder trust assets are recorded as temporarily restricted net assets.

ANNUITIES PAYABLE

Annuities payable consist of annuity payments currently due and the actuarial amount of annuities payable. The actu-
arial amount of annuities payable is the present value of the aggregate liability for annuity payments over the expected
lives of the beneficiaries (based on the 90CM mortality tables in the Internal Revenue Code, Publication 1458, July 1999,
and Publication 939, April 2003).

SELF-INSURANCE RESERVES
The University maintains a self-insurance program for general liability, professional liability, and certain employee and
student insurance coverages. This program is supplemented with commercial excess insurance above the University’s self-

insurance retention.

ASSET RETIREMENT OBLIGATIONS

The University follows the FASB Interpretation No. 47, “Accounting for Conditional Asset Retirement Obligations—An
Interpretation of FASB Statement No. 143” (FIN 47). FIN 47 clarifies the term conditional asset retirement obligation
asitisused in SFAS No. 143, “Accounting for Asset Retirement Obligations,” and requires a liability to be recorded if the
fair value of the obligation to retire an asset can be reasonably estimated. Asset retirement obligations covered by FIN 47
include those for which an entity has a legal obligation to perform an asset retirement activity; however, the timing and/or
method of settling the obligation are conditional on a future event that may or may not be within the control of the entity.
In accordance with FIN 47, the University records all known asset retirement obligations for which the fair value of the
liability can be reasonably estimated, including certain obligations relating to regulatory remediation.
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REVENUE RECOGNITION

Revenues from tuition and fees are reported in the fiscal year in which educational programs are predominantly conducted.
Fiscal year 2010 fall-quarter tuition and fees, billed in fiscal year 2009, are reported as deferred revenue in fiscal year 2009.
Similarly, fiscal year 2009 fall-quarter tuition and fees, billed in fiscal year 2008, are reported as deferred revenue in fiscal
year 2008.

Revenues from auxiliary services, such as residence and food services, represent fees for goods and services furnished to
University students, faculty, and staff; these revenues are recognized in the fiscal year in which the goods and services are
provided. Grants and contracts revenue is recognized as expenses are incurred on a project. Professional fees arise from
faculty and department services provided to external institutions such as hospitals. Sales and services revenues represent
fees for services and goods provided to external parties in the course of educational activities and also include revenues from
the provision of physical plant services and goods to external institutions contiguous to the University campuses. Trademark
and royalty revenues arise from licensing of innovative technologies, copyrights, and other intellectual property; these rev-
enues are recognized in the fiscal year in which they are earned. Other income includes revenues not otherwise categorized,
such as rental revenues from property not held for investment, reimbursements for goods and services, and sundry payments

to the University; these revenues are also recognized in the fiscal year in which they are earned.

INCOME TAXES

The Internal Revenue Service has determined that the University is exempt from income taxes under Section 501(c)(3) of the
U.S. Internal Revenue Code, except with regard to unrelated business income, which is taxed at corporate income tax rates.
The University files U.S. federal and various state and local tax returns. The statute of limitations on the University’s U.S.
federal tax returns remains open for fiscal years 2006 through 2009.

In fiscal year 2008, the University adopted FIN No. 48, “Accounting for Uncertainty in Income Taxes,” an interpreta-
tion of FASB Statement No. 109, “Accounting for Income Taxes,” that clarifies accounting for uncertainty in income taxes
reported in the financial statements. The interpretation provides criteria for assessment of individual tax positions and a
process for recognition and measurement of uncertain tax positions. Tax positions are evaluated on whether they meet the
“more likely than not” standard for sustainability on examination by tax authorities. There was no material impact on the

University’s consolidated financial statements for fiscal years 2009 and 2008 as a result of adoption.

RELATED PARTIES

Northwestern Medical Faculty Foundation (NMFF) is a multispecialty physician organization committed to providing
clinical care to patients and to supporting the research and academic endeavors of Northwestern’s Feinberg School of
Medicine. An independent not-for-profit organization, NMFF is governed by a board of directors. NMFF physicians are
full-time faculty members or researchers at Feinberg and attending physicians at Northwestern Memorial Hospital. Under
the terms of an agreement with Northwestern University, NMFF contributes a percentage of its revenue to a research and
education fund, medical education programs, basic and applied biomedical research facilities and programs, and research and
educational support services. NMFF also contributes funds to Feinberg’s teaching and research activities on a discretionary
basis. These contributions totaled $26.3 million in fiscal year 2009 and $25 million in fiscal year 2008.

USES OF ESTIMATES IN THE PREPARATION OF FINANCIAL STATEMENTS

The preparation of financial statements in conformity with GAAP requires management to make estimates and assumptions
that affect the reported amounts of assets and liabilities; the disclosure of contingent assets and liabilities at the date of the
financial statements; and the reported amounts of revenues and expenses during the relevant period. Actual results could
differ from those estimates.

At August 31,2009, and 2008, reserves were established for uncollectible accounts, student loans, and pledges receivable.
These reserves were estimated based on historical collection and allowance practices as well as on management’s evaluation
of current trends.

The reserves for self-insurance and postretirement medical and life insurance benefits were based on actuarial studies and
management estimates.

The reserves for asset retirement obligations were based on analyses of University assets, review of applicable regula-
tory and other guidance, and management estimates.

The University believes that the methods and assumptions used in computing these reserves and liabilities are appropriate.



ACCOUNTING PRONOUNCEMENTS

In March 2008, the FASB issued SFAS No. 161, “Disclosures about Derivative Instruments and Hedging Activities.” This state-
ment is intended to improve financial reporting by requiring enhanced disclosures about the effects of derivative instruments and

hedging activities on an entity’s financial position, financial performance, and cash flows. It will be effective in fiscal year 2010 for

the University. The University is evaluating the impact of its implementation on the consolidated financial statements.
In May 2009, the FASB issued SFAS No. 165, “Subsequent Events.” This statement prescribes the period for evaluation of
subsequent events and disclosure of the date through which the evaluation occurred, and whether that date is the date the

financial statements were issued or available to be issued. SFAS No. 165 is effective in fiscal year 2009 for the University. See

note 11 to the consolidated statements.

In June 2009, the FASB issued SFAS No. 168, “FASB Accounting Standards Codification and the Hierarchy of Generally
Accepted Accounting Principles — a replacement of FASB Statement No. 162.” SFAS No. 162 identified the sources of
accounting principles and the framework for selecting the principles used in preparing financial statements presented in
conformity with GAAP, and arranged the sources of GAAP in a hierarchy. SFAS No. 168 modifies the GAAP hierarchy to
include only two levels, authoritative and nonauthoritative. SFAS No. 168 is effective in fiscal year 2010. The University is

evaluating the impact of its implementation on the consolidated financial statements.

2. Bonds, Notes, and Other Debt Payable
Bonds, notes, and other debt payable are as follows:

(in thousands of dollars) August 31, 2009 August 31, 2008
Demand revenue bonds

|IEFA—Series 1993 $15,435 $18,015

Less unamortized discount on IEFA—Series 1993 (365) (438)
|IEFA—Series 2003 185,010 185,010
IFA—-Series 2004 135,800 135,800
IFA-Series 2006 145,130 145,130

Plus unaccreted premium on IFA—Series 2006 5,156 5,307
IFA-Series 2008 125,000 125,000

Bonds payable subtotal 611,166 613,824

Notes payable — commercial paper, taxable 165,000 200,000

Other debt payable — lines of credit 50,000 —

Total bonds, notes, and other debt payable $826,166 $813,824

Debt issuance Interest rate mode Interest rate Maturity
IEFA-Series 1993 Fixed 5.51%* December 1,2009, to December 1,2013
IEFA-Series 2003 Fixed 5%* December 1,2014, to December 1, 2038
IFA-Series 2004 Variable, annual rate .5% and .58%" December 1, 2034
IFA-Series 2006 Fixed 5%* December 1, 2042
IFA-Series 2008 Variable, annual rate .5%,.6%, and .58%" December 1, 2046
Notes payable —commercial paper, taxable Fixed .45%* September 10,2009, to November 12,2009
Other debt payable — lines of credit Fixed 1.96%* September 9, 2009, to September 10,2009

* Weighted average interest rate at August 31, 2009 T Annual variable rates at August 31, 2009
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Total obligations including notes and other debt pay- (in thousands of dollars)

able at August 31,2009, are scheduled to mature through 2010 $217.754
August 31 of each period as noted at right. The schedule 2011 2.954
has been prepared based on the contractual maturities of 2012 3,149
the debt outstanding at August 31,2009. Accordingly, if 2013 3,344
remarketing of bonds fails in future periods, debt repay- 2014 3,629
ments may become more accelerated than presented here. 2015-2019 20,783
2020-2024 15,743
2025-2029 758
2030-2034 22,738
Thereafter 535,314
Total $826,166

BONDS PAYABLE

The IEFA-Series 1993 Revenue Refunding Bonds operate in a fixed mode until maturity, bearing interest at fixed rates
ranging from 3 percent to 5.55 percent. Proceeds of the refunding bonds were invested in United States government securi-
ties with a cost of $75.4 million and placed in escrow to satisfy scheduled payments of $66.4 million of the IEFA-Series
1985 bonds and related interest until maturity.

The IEFA-Series 2003 Fixed Rate Revenue Bonds were issued to acquire, construct, or renovate certain University
facilities and to refund $35 million of the University’s outstanding IEFA-Series 1993 bonds, subject to conditions set forth
in a trustindenture and loan agreement between the University and the Illinois Facilities Authority.

The IFA-Series 2004 Adjustable Rate Revenue Bonds were issued to acquire, construct, renovate, remodel, improve, and
equip capital projects on both the Evanston and the Chicago campuses, subject to conditions set forth in a trust indenture
and loan agreement between the University and the Illinois Finance Authority. The bonds may operate in a daily, weekly,
adjustable, or auction-rate mode. In fiscal year 2009, the revenue bonds were remarketed to operate in an annual rate mode
from a weekly rate mode.

The IFA-Series 2006 Revenue Bonds were issued in October 2006 to refund the University’s outstanding IEFA-Series
1997 Adjustable Medium-Term Revenue Bonds totaling $14S5 million. The refunding bonds are subject to conditions set
forthin a trust indenture and loan agreement between the University and the authority.

The IFA-Series 2008 Adjustable Rate Revenue Bonds were issued on June 25, 2008, to acquire, construct, renovate, remodel,
improve, and equip capital projects, subject to conditions set forth in a trust indenture and loan agreement between the
University and the Illinois Finance Authority. The bonds may operate in a daily, weekly, adjustable, or auction-rate mode. In fiscal
year 2009, the revenue bonds were remarketed to operate in an annual rate mode from a weekly rate mode.

DERIVATIVE FINANCIALINSTRUMENTS

On May 30,2008, the University terminated the interest-rate swap agreements and executed new interest-rate swap agree-
ments to hedge variable interest rate exposure. The University recognized a realized loss on the swap termination totaling
$9.1 million. The agreements effectively fix the interest rate from 4.2 percent to 4.38 percent and expire on December 1,
2046. The notional value is $262.1 million through December 1, 2034, and reduces to $125 million effective December 2,
2034, through expiration. The University recognized unrealized losses on the swap investment totaling $17.9 million at
August 31,2009, and $14.5 million at August 31, 2008. The fair values of the swap position were ($41.5) million and
($23.6) million as of August 31,2009, and 2008, respectively, and are included in accounts payable and accrued expenses
on the consolidated statements of financial position.

NOTES PAYABLE

The University places commercial paper under a $200 million Taxable Commercial Paper Note.

OTHERDEBT PAYABLE

During the fiscal year, the University established $325 million in standby lines of credit to supplement working capital
requirements as follows: $100 million established on July 22, 2009, expires July 22,2010; $50 million established on August 19,
2009, expires August 19, 2010; $50 million established on March 27, 2009, expires March 26, 2010; $50 million established
on April 24,2009, expires on April 23,2010; and $75 million established on June 17,2009, expires June 16, 2010.



3. Contributions Receivable

Contributions receivable consisted of the following:

(in thousands of dollars) August 31, 2009 August 31, 2008
Unconditional promises expected to be collected in
Less than one year $124,449 $80,646
One year to five years 54,896 61,721
More than five years 1,619 —
Less discountto present value and other reserves
Discountto presentvalue (6,606) (7,784)
Other reserves (20,472) (17,885)
Total $153,886 $116,698

Contributions receivable are discounted based on the (in thousands of dollars)

weighted average borrowing rates for short-term and long-

Balance — beginning of year $116,698

term bonds, notes, and other debt payable to correspond to New pledges 94.202
the terms of the pledges receivable. The University deems Collections on pledges (55,605)
these yields to be a Level 3 input under the SFAS 157 hierar- Decrease in discount to present value 1178
chy. See note 4 for further discussion of SFAS 157. Increase in other reserves (2.587)
The table at right summarizes the change in contribu- Balance — end of year $153,886

tions receivable for the year ended August 31,2009.

4. Investments
The University’s investments are overseen by the Investment Committee of the Board of Trustees. Guided by the policies
established by the Investment Committee, the University’s Investment Office or external equity investment managers,
external and internal fixed income and cash managers, and various limited partnership managers direct the investment of
endowment and trust assets, certain working capital, temporarily invested expendable funds, and commercial real estate.
Substantially all of these assets are merged into internally managed investment pools on a market-value basis. Each
holder of units in the investment pools subscribes to or disposes of units on the basis of the market value per unit at the
beginning of each month.

INVESTMENT MARKET VALUE
As discussed in note 1, as of September 1, 2009, the University adopted SFAS No. 157 and has valued its investments in
accordance with the principles of this standard.

SFAS No. 157 establishes a hierarchy of valuation inputs based on the extent to which the inputs are observable in the
marketplace. Observable inputs reflect market data obtained from sources independent of the reporting entity; unobserv-
able inputs reflect the entity’s own assumptions about how market participants would value an asset or a liability based on
the best information available. Valuation techniques used to measure fair value under SFAS No. 157 must maximize the
use of observable inputs and minimize the use of unobservable inputs. SFAS No. 157 describes a fair-value hierarchy based
on three levels of inputs, of which the first two are considered observable and the last unobservable, that may be used to
measure fair value.

The following describes the hierarchy of inputs used to measure fair value and the primary valuation methodologies used
by the University for financial instruments measured at fair value on a recurring basis.

Level 1: Quoted prices in active markets for identical assets or liabilities. Market price data are generally obtained from
relevant exchanges or dealer markets.

Level 2: Inputs other than Level 1 that are observable, either directly or indirectly, such as quoted prices for similar assets
or liabilities, quoted prices in markets that are not active, or other inputs that are observable or can be corroborated by
observable market data for substantially the same term of the assets or liabilities. Inputs are obtained from various sources,
including market participants, dealers, and brokers.

Level 3: Unobservable inputs that are supported by little or no market activity and that are significant to the fair value of
the assets or liabilities.

A financial instrument’s categorization within the valuation hierarchy is based on the lowest level of input that is signifi-
cant to the fair value measurement.



The following chart shows the estimated fair value of investments held by the University, grouped by the SFAS No. 157

valuation hierarchy as defined above:

(in thousands of dollars) August 31, 2009 August 31, 2008
Quoted prices in Significant Significant

active markets  other observable unobservable Total Total

(Level 1) inputs (Level 2) inputs (Level 3) fair value fair value

U.S. equity securities $177,466 $166,060 $278,138 $621,664 $953,953
International equity 258,873 294,176 181,004 734,053 872,147
Fixed income 79,998 532,700 187,666 800,364 821,981
High-yield credit — — 490,098 490,098 494,425
Absolute return — 49,139 889,401 938,540 1,216,526
Private investments 16,985 — 1,177,180 1,194,165 1,460,793
Real assets 39,869 7817 889,178 929,834 1,245,622
Other investments — 1,455 49,431 50,886 69,931
Subtotal investments 573,191 1,044,317 4,142,096 5,759,604 1,135,378
Interest-rate swaps — — (41,518) (41,518) (23,654)
Total $573,191 $1,044,317 $4,100,578 $5,718,086 $7111,724

Investments included in Level 3 primarily consist of the University’s ownership in alternative investments (principally
limited partnership interests in hedge, private equity, real estate, and other similar funds).

Interest-rate swaps are valued using observable inputs, such as quotations received from the counterparty, dealers, or
brokers, whenever available and considered reliable. In instances where models are used, the value of the interest-rate swap
depends on the contractual terms of, and specific risks inherent in, the instrument as well as the availability and reliability
of observable inputs. Such inputs include market prices for reference securities, yield curves, credit curves, measures
of volatility, prepayment rates, and correlations of such inputs. The interest-rate swap arrangements have inputs that are
unobservable and have little or no market activity and therefore are classified within Level 3.

Perpetual trusts held by third parties are valued at the present value of the future distributions expected to be received over
the term of the agreement and are included in other investments in the summary of changes in investments within Level 3.

The methods described above may produce a fair value that may not be indicative of net realizable value or reflective of
future fair values. Furthermore, while the University believes its valuation methods are appropriate and consistent with
other market participants, the use of different methodologies or assumptions to determine the fair value of certain financial
instruments could result in a different estimate of fair value at the reporting date.

The following is a a summary of changes in the investments classified by the University within Level 3 of the fair value

hierarchy:
(in thousands of dollars) August 31, 2008 August 31, 2009
Net purchases,
Realized gains Unrealized sales, and
Fair value (losses) gains (losses) settlements Fair value
U.S. equity securities $405,738 (4,889) (72,583) (50,127) $278,139
International equity 101,767 (621) (16,035) 95,893 181,004
Fixed income 161,851 2,359 40,337 (16,881) 187,666
High-yield credit 494,406 1,764 (66,939) 60,866 490,097
Absolute return 1,213,836 33,085 (201,707) (155,813) 889,401
Private investments 1,383,444 10 (306,523) 100,249 1,177,180
Real assets 1,121,775 (6,962) (351,562) 125,927 889,178
Other investments 69,035 (4,319) 166 (15,451) 49,431
Subtotal investments 4,951,852 20,427 (974,846) 144,663 4,142,096
Interest-rate swaps (23,654) — (17,864) — (41,518)
Total $4,928,198 20,427 (992,710) 144,663 $4,100,578

At August 31,2009, the University was committed to making future capital contributions in other investments in the

amount of $1,615 million, primarily in the next five years.



INVESTMENT RETURN
The components of total investment return were as follows:

(in thousands of dollars) August 31,2009  August 31, 2008
Investmentincome $68,177 $56,254
Net realized (losses) gains (226,384) 388,026
Change in net unrealized (losses) gains on investments reported at fair value (1,064,779) (459,511)
Total investment return ($1,222,986) ($15,231)

Investment return designated for operations is defined as the investment payout, according to the spending guideline for
the Long-Term Balanced Pool and the actual investment income for all other investments. Other investment returns are

categorized as nonoperating. As reflected in the consolidated statements of activities, investment return was as follows:

(in thousands of dollars) August 31,2009  August 31, 2008
Changes in unrestricted net assets

Operating: investment return $242,631 $306,344
Nonoperating: investment returns, reduced by operating distribution (983,305) (324,916)
Changes in temporarily restricted net assets

Operating: investment return 112,227 —
Nonoperating: investment returns, reduced by operating distribution (596,861) —
Investment return 2,322 3,341
Total investment return ($1,222,986) ($15,231)

DERIVATIVE FINANCIAL INSTRUMENTS

In fiscal year 2009, the University entered into a swap agreement to gain equity exposure to a subindex of the S&P 500 index
and terminated exposure to various subindices as well as a commodity index. The notional value of these swaps outstanding
at August 31,2009, and August 31,2008, was $26.2 million and $122.2 million, respectively. The equity index swap had an
unrealized gain of $144,000 at August 31, 2009. The swaps had a realized loss of $38.7 million during fiscal year 2009 and a
realized gain of $8.8 million during fiscal year 2008.

In addition, the University terminated a euro-dominated foreign currency swap during fiscal year 2009 as an economic
hedge against a portion of future capital commitments on foreign currencies. The swap had a realized loss of $13.5 million.

The University also entered into hedging transactions via various interest-rate swaps and options in fiscal years 2008 and
2009. The remaining net cost of these swaps and options was $6.4 million, and they had a realized gain of $800,000 during
fiscal year 2009 and a realized loss of $1.2 million during fiscal year 2008. The positions carried an unrealized gain of
$26.1 million as of August 31,2009. These swaps and options had a notional value of $3,000 million at August 31,2009.
These instruments are held in the fixed income asset class in the summary of changes in investments within Level 3.

The University bought and sold futures contracts on a domestic equity index during fiscal years 2009 and 2008 and incurred
realized losses of $12.4 million and $5.1 million, respectively. As of August 31,2009, the University had no S&P 500 index
futures contracts outstanding.

The University also bought and sold futures contracts on international equity indices during 2009 and 2008 and incurred
realized losses of $11.5 million and $5.1 million, respectively. As of August 31, 2009, there were no international equity
index contracts outstanding.

Such equity instruments are not designated as hedges for accounting purposes and are recorded at fair value and included
in investments on the consolidated statements of financial position.

Credit exposure represents the University’s potential loss if all the counterparties fail to perform under the terms of the
contracts, and if all collateral, if any, becomes worthless. This exposure is measured by the fair value of the cash collateral
held at the counterparties at the reporting date. The University manages its exposure to credit risk by using highly rated
counterparties, establishing risk control limits, and obtaining collateral where appropriate. As a result, the University has
limited credit risk. In fiscal year 2009, the University entered into a margin collateral agreement with a major counterparty
that imposes a $1 million threshold on both parties. As of August 31,2009, the collateral account at the University’s custo-
dian bank held $32.7 million of treasury securities pledged by the counterparty to support the University’s unrealized gains
at fiscal year end. To date, the University has not incurred any losses on derivative financial instruments due to counterparty

nonperformance.
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The University regularly reviews the use of derivative financial instruments by each of the managers of alternative invest-
ment funds in which it participates. While these outside managers generally use such instruments for hedging purposes,
derivative financial instruments are employed for trading purposes by 32 independent asset managers of the University
funds totaling approximately $1,650 million and $2,165 million at August 31,2009, and 2008, respectively.

5. Endowments

The Financial Accounting Standards Board issued FSP 117-1, “Endowments of Not-for-Profit Organizations: Net Asset
Classification of Funds Subject to an Enacted Version of the Uniform Prudent Management of Institutional Funds Act, and
Enhanced Disclosures for All Endowment Funds,” in August 2008. The standard provides guidance on the net asset clas-
sification of donor-restricted endowment funds for not-for-profit organizations subject to an enacted version of UPMIFA.
FSP 117-1 also improves disclosure about an organization’s endowment funds, both donor-restricted and board-designated,
regardless of whether the organization is subject to UPMIFA. Illinois adopted UPMIFA effective for institutional funds existing
on or established after June 30,2009. The University adopted FSP 117-1 for the year ended August 31, 2009.

The University interprets UPMIFA as requiring that the fair value of the original donor-restricted endowment gift be
preserved as of the gift date unless there are explicit donor stipulations to the contrary. Therefore, the University classifies
as permanently restricted net assets the original value of gifts donated to the permanent endowment, the original value of
subsequent gifts, and accumulations to the permanent endowment made in accordance with the applicable donor gift instru-
ment at the time the accumulation was added to the fund. The remaining portion of the donor-restricted endowment fund
that is not classified in permanently restricted net assets is classified as temporarily restricted net assets until those amounts
are appropriated for University expenditure in a manner consistent with UPMIFA’s standard of prudence. In accordance
with UPMIFA, the University considers the following factors in making a determination to appropriate or accumulate
donor-restricted endowment funds:

« The duration and preservation of the endowment fund

« The purposes of the institution and of the endowment fund

« General economic conditions

« The possible effects of inflation or deflation

« The expected total return from income and appreciation of investments

« Other resources of the institution

« The institutional investment policy

The University’s endowment consists of about 2,000 individual donor-restricted endowment funds and about 800 funds
it designates to function as endowments. The net assets associated with endowment funds, including funds designated by the
University to function as endowments, are classified and reported based on whether there are donor-imposed restrictions.
Institution-designated endowment funds include quasi-endowments established by specific Board of Trustees approval as
well as endowments created by management under general guidelines and policies approved by the Board of Trustees.

Asaresult of the University’s adopting FSP 117-1 at the beginning of fiscal year 2009, the portion of donor-restricted net
assets not classified as permanently restricted in the amount of $2,052 million was reclassified from unrestricted net assets to
temporarily restricted net assets to conform with the prescribed reporting requirements.

The following table presents the endowment net asset composition by type of fund for the years ended August 31,2009,
and 2008, at fair value:

(in thousands of dollars) August 31, 2009
Endowment net asset composition Temporarily Permanently

by type of fund Unrestricted restricted restricted Total
Donor-restricted endowment funds $1,470,149 $865,525 $2,335,674
Institution-designated endowment funds $2,062,526 2,062,526
Total endowment funds $2,062,526 $1,470,149 $865,525 $4,398,200
(in thousands of dollars) August 31, 2008
Endowment net asset composition Temporarily Permanently

by type of fund Unrestricted restricted restricted Total
Donor-restricted endowment funds $20,395 $819,091 $839,486
Institution-designated endowment funds $4,538,656 4,538,656
Total endowment funds $4,538,656 $20,395 $819,091 $5,378,142




INVESTMENT AND SPENDING POLICIES
The University’s endowment is primarily invested in the Long-Term Balanced Pool, which is managed with the objective of long-
term total return. The Investment Committee of the Board of Trustees annually reviews asset allocation policy for the pool.

The principal objective for the Long-Term Balanced Pool is to preserve purchasing power and to provide a growing stream
of income to fund University programs. On average, the pool seeks to achieve an annual total rate of return (i.e., actual
income plus appreciation) equal to inflation plus actual spending. This objective of preserving purchasing power emphasizes
the need for a long-term perspective in formulating both spending and investment policies.

The Board of Trustees has adopted a guideline for the annual spending rate from the University’s Long-Term Balanced
Pool. The calculation blends market and spending elements for the total annual spending rate.

The market element is an amount equal to 4.35 percent of the market value of a unit in the pool, averaged for the 12 months
ending October 31 of the prior fiscal year. It is weighted at 30 percent in determining the total. The spending element is
an amount equal to the current fiscal year’s spending amount increased by 1.5 percent plus the actual rate of inflation. It is
weighted at 70 percent in determining the total.

If investment income received is not sufficient to support the total-return objective, the balance is provided from real-
ized and unrealized gains. If the income received is in excess of the objective, the balance is reinvested in the Long-Term
Balanced Pool on behalf of the unit holders.

The University’s Policy is to allocate the current income of all other investment pools.

CHANGE INENDOWMENT NET ASSETS
The following table represents the changes in endowment net assets for the year ended August 31,2009:

(in thousands of dollars) August 31, 2009
Temporarily Permanently
Unrestricted restricted restricted Total

Endowment net assets, September 1,2008 $4,538,656 $20,395 $819,091 $5,378,142
Eg;l?f?ﬁlcatlon due to adoption of (2,051,623) 2,051,623 o
Endowment net assets, beginning of year 2,487,033 2,072,018 819,091 5,378,142
Investment return

Investmentincome 6,130 7,928 14,058

Net depreciation (realized and unrealized) (420,752) (496,189) (916,941)
Total investment return (414,622) (488,261) — (902,883)
Contributions 8,670 898 39,888 49,456

Appropriation of endowment assets for
expenditure

Other changes
Transfers to create institutional funds 98,478 98,478
Transfers of institutional funds per

(98,770) (114,056) = (212,826)

. 402 5,694 6,096
donor requirement
Spending of institution-designated (18,263) (18,263)
endowment fund
Other reclassifications (852) 852 —
Endowment net assets, August 31, 2009 $2,062,526 $1,470,149 $865,525 $4,398,200

UNDERWATER ENDOWMENT FUNDS

The University monitors endowment funds to identify those for which historical cost was more than market value. As
of August 31,2009, and 2008, respectively, the historical cost for such accounts was approximately $197.7 million and
$42 million, and the market value totaled $172 million and $38.8 million. Associated unrealized losses are recorded in
the unrestricted net assets classification.

6. Retirement Plans
The University maintains two contributory retirement plans for its eligible faculty and staff. The plans offer employees the choice
of two investment company options, Teachers Insurance and Annuity Association (TIAA) and College Retirement Equities
Fund (CREF), and the mutual funds offered by Fidelity Investments. The measurement date for plans is August 31. Participating
employee and University contributions are immediately vested. The University contributed $47.7 million and $38.5 million
to the two plans in 2009 and 2008, respectively. It expects to contribute $49.5 million to the two plans in 2010.

The University currently sponsors a health care plan permitting retirees to continue participation on a “pay-all” basis.
The retiree contribution is based on the average per-capita cost of coverage for the plan’s entire group of active employ-

ees and retirees rather than the per-capita cost for retirees only. Retirees are also eligible to participate in certain tuition
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reimbursement plans and may receive a payment for sick days accumulated at retirement. The accrued cost for postemploy-
ment benefits was $7.7 million and $7.1 million at August 31,2009, and 2008, respectively, and is included in accounts
payable and accrued expenses on the consolidated statements of financial position.

In 2007, the University implemented FASB Statement No. 158, “Employers’ Accounting for Defined Benefit Pension and
Other Postretirement Benefit Plans.” SFAS No. 158 requires an employer sponsoring one or more single-employer defined-
benefit plans to recognize an asset or a liability in the statements of financial position for the plans’ overfunded or under-
funded status. The asset or liability is the difference between the fair value of plan assets and the related benefit obligation,
defined as the projected benefit obligation for pension plans and the accumulated postretirement benefit obligation for other
postretirement benefit plans such as a retiree health care plan. SFAS No. 158 also requires an employer to recognize actu-
arial gains or losses and prior service costs or credits in the statements of activities that arise during the period but are not
components of net periodic benefit cost. In addition, an employer must measure defined-benefit plan assets and obligations

as of the date ofits fiscal year-end and make specified disclosures for the upcoming fiscal year.
The University funds the benefit costs as they are incurred. The accumulated postretirement benefit obligation (APBO)

was as follows:

(in thousands of dollars) August 31, 2009 August 31, 2008
Active employees not yet eligible $4,955 $3,245
Active employees eligible 5,710 4,209
Retirees 2,308 1,996
Total $12,973 $9,450
The following table sets forth the plan’s change in benefit obligation:
(in thousands of dollars) August 31, 2009 August 31, 2008
Benefit obligation at beginning of year $9,450 $8,695
Service cost (benefits attributed to employee service during the year) 439 464
Interest cost on accumulated postretirement benefit obligation 642 525
Actuarial loss 3,001 218
Benefits paid (1,242) (1,185)
Contributions from participants 683 733
Benefit obligation at end of year $12,973 $9,450
The following table sets forth the change in plan assets:
(in thousands of dollars) August 31, 2009 August 31, 2008
Fair value of plan assets at beginning of year — —
Employer contribution 559 453
Benefits paid (559) (453)

Fair value of plan assets at end of year

The accrued benefit cost recognized in the consolidated statements of financial position, which is included in accounts

payable and accrued expenses, was $13 million and $9.5 million at August 31,2009, and 2008, respectively.
The components of the net periodic postretirement benefit cost were as follows:

(in thousands of dollars) August 31, 2009 August 31, 2008
Service cost (benefits attributed to employee

service during the year) $439 $464
Interest cost on accumulated postretirement

benefit obligation 642 525
Amortization of prior service cost 109 89
Amortization of unrealized loss 92 109
Total $1,282 $1,187




The following tables present key actuarial assumptions used in determining APBO as of August 31,2009, and 2008.

First, the assumptions used to determine benefit obligations:

August 31, 2009 August 31, 2008
Settlement (discount) rate 6% 7%
Weighted average rate of increase in future compensation levels 4% 4%
Current pre-65 health costtrend rate 7% 8%
Current post-64 health cost trend rate 7% 8%
Ultimate health care costtrend rate 5% 5%
Year when trend rate will reach ultimate trend rate 20M 20M

Next, the assumptions used to define net periodic benefit cost:

August 31, 2009 August 31, 2008
Discount rate 7% 6.2%
Weighted average rate of increase in future compensation levels 4% 4%
Current pre-65 health costtrend rate 8% 9%
Current post-64 health cost trend rate 8% 9%
Ultimate health care cost trend rate 5% 5%
Year when trend rate will reach ultimate trend rate 2011 2011

A one-percentage-point change in assumed health care cost trend rates would have had these effects in fiscal year 2009:

(in thousands of dollars) 1% point increase 1% point decrease
Increase (decrease) in total of service and interest cost $88 ($76)
Increase (decrease) in postretirement benefit obligation 915 (795)
Estimated future benefit payments reflecting anticipated (in thousands of dollars)
service, as appropriate, are expected to be paid as shown at 2010 $644
right. 2011 17
2012 841
2013 945
2014 1,061
2015-2019 6,836
Total $11,044

The University offers a deferred compensation plan under Internal Revenue Code 457(b) to a select group of manage-

ment and highly compensated employees. There is no University contribution related to this deferred compensation plan.

The University has recorded both an asset and a liability related to the deferred compensation plan that totaled $18.2 mil-

lion and $16.8 million in fiscal years 2009 and 2008, respectively; these are included in investments and actuarial liability

of annuities payable and deposits payable on the consolidated statements of financial position.
FASB Staff Position SFAS No. 106-2, “Accounting and Disclosure Requirement Related to the Medicare Prescription
Drug, Improvements, and Modernization Act of 2003,” requires that the University disclose the effects of the act and assess

the impact of the Medicare Part D subsidy on the accumulated postretirement benefit obligation and net periodic post-

retirement benefit cost. Since the University chose not to pursue the subsidy, measures of the APBO or net periodic post-

retirement benefit cost do not reflect any amount associated with it in 2009 or prior years.

29
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7. Land, Buildings, and Equipment
Land, buildings, and equipment consisted of the following:

(in thousands of dollars) August 31, 2009 August 31, 2008
Land $27,355 $27,355
Construction in progress 162,319 114,754
Buildings and leasehold improvements 1,744,632 1,658,042
Equipment 388,733 349,410
Accumulated depreciation (886,812) (800,013)
Total $1,436,227 $1,349,548

The estimated cost to complete construction in progress at August 31,2009, is $306.6 million. Costs included in con-
struction in progress are future leasehold improvements and building and equipment capitalizations. Building costs are
funded by loans, gifts (received or pledged), grants, and unrestricted funds.

Under the University’s interest capitalization policy, actual interest expense incurred during the period of construction
of an asset for University use is capitalized until that asset is substantially completed and ready for use. The capitalized cost
is reflected in the total cost of the asset and depreciated over the useful life of the asset. Assets may include buildings and

major equipment.

ASSET RETIREMENT OBLIGATIONS
Under FIN 47, the University records all known asset retirement obligations and changes to those obligations. Asset retire-

ment obligations at August 31, 2008, were adjusted during 2009 as follows:

(in thousands of dollars) August 31, 2009 August 31, 2008
Balance at beginning of year $104,533 $108,926
Accretion expense 5,277 5,083
Revision in estimated cash flows — (9,476)
Balance at end of year $109,810 $104,533

At August 31,2009, the depreciation and accretion expenses were $408,000 and $5.3 million, respectively. At August 31,
2008, they were $431,000 and $5.1 million, respectively.

LEASE OBLIGATIONS (in thousands of dollars)

The University is obligated under numerous operating leases 2010 $7.849
to pay base rent through the lease expiration dates. Operat- 2011 7,387
ing leases consist primarily of leases for the use of real 2012 5,847
property and have terms expiring in various years through 2013 5,678
fiscal year 2025. Noncancelable real estate lease expenses 2014 and thereafter 32,060
allocated on a straight-line basis over the term of the Total $58,821

leases totaled $8.4 million at August 31,2009, and
$6.8 million at August 31,2008. The future minimum
lease payments under noncancelable operating leases
through August 31 of each period are as shown at right.



8. Allocation of Expenses

The University allocated depreciation, plant maintenance expenditures, and interest on indebtedness to the various func-

tional expense categories in the consolidated statements of activities for the fiscal years ended August 31,2009, and 2008.

Those expenses have been distributed to the functional areas of the University as follows:

(in thousands of dollars) August 31, 2009

Accretion for ARO Depreciation  Plant maintenance Interest on bond indebtedness
Instruction $746 $12,895 $19,807 $3,991
Research 1,249 21,615 33,203 6,690
Academic support 964 16,665 25,598 5,157
Student services 802 13,875 21,312 4,294
Institutional support 272 4,706 7,228 1,456
Auxiliary services 1,244 21,508 33,037 6,656
Total $5,277 $91,264 $140,185 $28,244
(in thousands of dollars) August 31, 2008

Accretion for ARO Depreciation  Plant maintenance  Interest on bond indebtedness
Instruction $798 $13,792 $18,115 $3,597
Research 1,219 21,073 27,679 5,497
Academic support 984 17,016 22,350 4,438
Student services 473 8,180 10,744 2,134
Institutional support 337 5,816 7,640 1,517
Auxiliary services 1,272 21,981 28,869 5,733
Total $5,083 $87,858 $115,397 $22,916

The allocations were based on the functional use of space on the University’s campuses.

9. Self-Insurance Reserves and Other Contingencies

Reserves for losses under the University’s self-insurance program, aggregating $26.2 million and $47.7 million at August
31,2009, and 2008, respectively, include reserves for known losses and for losses incurred but not yet reported. A portion of
the reserves pertaining to professional liability has been determined on a discounted present-value basis. The discount rate
was 7.5 percent in fiscal years 2009 and 2008. Self-insurance reserves are based on estimates of historical loss experience,
and while management believes that the reserves are adequate, the ultimate liabilities may be more or less than the amounts
provided.

Under an agreement between the University and Northwestern Medical Faculty Foundation, a proportionate share
of primary medical professional liability costs that arise out of events prior to November 1, 2004, is borne by NMFEF. As
of November 1,2004, NMFF obtained excess medical liability coverage through another institution for all events after
October 1,2002, and reported after November 1,2004. As of August 31,2009, and 2008, there were no accounts receivable
from NMFF related to professional liability insurance costs.

Under a borrowing agreement with a lending agency in effect through June 30,2008, the University had authority to
borrow monies for the purpose of originating student loans that when fully disbursed may be sold to the lending agency; no
monies were advanced in fiscal year 2008 or 2009. Additionally, the University has contracted to service the loans sold to the
lending agency under the currently existing agreement; these totaled $178.1 million at August 31,2009.

Service revenues are the excess of the actual interest collected above the agreed-upon warehouse fees on the serviced
loans. The University manages the program to break even and generates no servicing assets or liabilities through these activi-
ties. The University guarantees these loans against default up to 10 percent of the original domestic loan portfolio and 30
percent of the original international amounts. The maximum future total payments are $20.9 million as of August 31, 2009.
At August 31,2009, and 2008, $265,000 and $315,000, respectively, were reserved in anticipation of future defaults. Notes
receivable on the consolidated statements of position are shown net of these reserves in fiscal years 2009 and 2008.

In August 2009, the University, as originating lender, began participation in a student loan securitization program. It sold
$65 million of student loans to a school trust; the University issued University guaranteed notes, which were purchased by
a funding trust that procures financing to support the lending program. The program is managed to break even and generate
no servicing assets or liabilities. Guaranteed notes totaled $65 million as of August 31,2009, and $97,000 was reserved in
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anticipation of future defaults. Notes receivable on the consolidated statements of position are shown net of this reserve in
fiscal year 2009.

From time to time, various claims and suits generally incidental to the conduct of normal business are pending or may
arise against the University. It is the opinion of management of the University, after taking into account insurance coverage,
that any losses from the resolution of pending litigation should not have a material effect on the University’s financial posi-
tion or results of operations.

All funds expended in connection with government grants and contracts are subject to audit by government agencies.
While any ultimate liability from audits of government grants and contracts by government agencies cannot be determined
at present, management believes that it should not have a material effect on the University’s financial position or results of

operations.

10. Natural Classification of Expenses
Operating expenses incurred in the fiscal years ended August 31,2009, and 2008, were as follows:

(in thousands of dollars) August 31, 2009 August 31, 2008
Salaries, wages, and benefits $804,594 $790,421
Services and professional fees 268,253 217,435
Supplies 99,871 84,676
Travel and promotion 75,527 71,485
Trademark and royalty fees 34,725 142,377
Other expenses 26,094 27,370
Maintenance, utilities, and equipment 154,294 113,414
Accretion for asset retirement obligations 5,277 5,083
Interest on bond indebtedness 28,244 22,916
Depreciation 91,264 87,858
Total $1,588,143 $1,563,035

11. Subsequent Event
Pursuant to FASB SFAS No. 165, “Subsequent Events,” the University has evaluated subsequent events through January 20,
2010, the date when financial statements were available to be issued. It did not identify any subsequent events to be

disclosed.
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