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1. U. T. System: Approval of Docket No. 124

RECOMMENDATION

It is recommended that Docket No. 124, beginning on Page Docket - 1, be approved.
The Docket is printed on green paper at the back of Supplemental Materials (Volume 2)
of the Agenda Book.

It is also recommended that the Board confirm that authority to execute contracts,

documents, or instruments approved therein has been delegated to appropriate officials
of the respective institution involved.

2. U. T. System: Discussion of Strategic Financial Analysis

PURPOSE

Dr. Scott C. Kelley, Executive Vice Chancellor for Business Affairs, will present a
Strategic Financial Analysis of the U. T. System using newly proposed quarterly Key
Strategic Indicators to seek input on their usefulness to the Board. The PowerPoint
presentation and the Key Strategic Indicators are set forth on Pages 16 - 29 and 30 - 36
of the Supplemental Materials (Volume 2) of the Agenda Book.

KEY POINTS/POLICY ISSUES

There are four key elements of strategic financial analysis:

. Monthly Financial Report and Analysis
. Quarterly Key Strategic Indicators

. Budget to Actual Comparisons

J Financial Modeling

This presentation will review the purposes of each of the above-mentioned elements
and propose a new set of quarterly Key Strategic Indicators.

BACKGROUND INFORMATION

In July 2005, the Board asked that a review of the strategic financial analysis reporting
be undertaken and potentially augmented.
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3. U. T. System Board of Regents: Overview of U. T. System debt programs

REPORT

Mr. Philip R. Aldridge, Associate Vice Chancellor for Finance, will update the Finance and
Planning Committee on the performance of the U. T. System debt programs for the five
years ended August 31, 2005, following the PowerPoint presentation on Pages 37 - 48

of the Supplemental Materials (Volume 2) of the Agenda Book.

4, U. T. System Board of Regents: Adoption of Liquidity Resolution for U. T.
System debt programs and approval to process Security Purchase
Agreement with The University of Texas Investment Management Company

(UTIMCO)

RECOMMENDATION

The Chancellor concurs in the recommendation of the Executive Vice Chancellor for
Business Affairs that the U. T. System Board of Regents

a. adopt a Liquidity Resolution covenanting to provide internal liquidity
support for certain notes and bonds issued by the U. T. System and
approving a related Security Purchase Agreement with The University of
Texas Investment Management Company (UTIMCO), substantially in the
form before the Board on Pages 14.1 - 14.9, relating to the U. T. System's
variable rate note and bond programs; and

b. authorize the Executive Vice Chancellor for Business Affairs, the
Associate Vice Chancellor for Finance, and the Director of Finance to
take any and all actions necessary to carry out the authorization in
(a) above.

BACKGROUND INFORMATION

In the resolutions authorizing variable rate note and bond programs, the U. T. System
Board of Regents has covenanted, at all times while any notes or bonds are out-
standing, to provide liquidity support in the unlikely event that the remarketing agent
cannot remarket the notes or bonds. Although the Board has never experienced a
failed remarketing of its debt, this Liquidity Resolution provides assurances to the
financial markets that the Board will use its eligible resources to purchase its debt in the
unlikely event that the debt cannot be sold in the marketplace.
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In November 1993, the Board began providing internal liquidity support for a portion

of its variable rate debt programs in lieu of securing external bank liquidity. Since
November 2002, the Board has provided internal liquidity support for all U. T. System
variable rate debt programs. The U. T. System saves an estimated $1,250,000
annually by providing internal liquidity versus external bank liquidity. If UTIMCO were to
ever purchase any unremarketed notes or bonds, the notes or bonds purchased would
bear interest at rates equal to taxable commercial paper with similar credit ratings until
such time as the bonds or notes could be remarketed as provided in the resolutions.

In accordance with the impending centralized management of operating funds, existing
internal liquidity agreements between the Board and UTIMCO require revision. Adop-
tion of the proposed Liquidity Resolution and the related Security Purchase Agreement
will ensure the Board's ongoing commitment to provide liquidity support and will
streamline the commitment by means of a single security purchase agreement with
UTIMCO as opposed to the multiple agreements currently in place.

The proposed Liquidity Resolution and Security Purchase Agreement have been
reviewed by outside bond counsel and the U. T. System Office of General Counsel.

14



A RESOLUTION covenanting to use lawfully available funds to purchase
Board of Regents of The University of Texas System Permanent University
Fund Flexible Rate Notes, Series A (the “Notes”) and other Obligations of the
Board of Regents (the “Board”) of The University of Texas System tendered
for purchase or maturing and not remarketed or reissued; approving and
authorizing certain authorized officers and employees to act on behalf of the
Board in the execution of a related Security Purchase Agreement; and
reciting that this Resolution constitutes a “Credit Agreement” for purposes
of the Board’s resolution authorizing the Notes.

WHEREAS, on November 13, 2002, the Board of Regents (the “Board”) of The
University of Texas System adopted an amended and restated resolution (the “Note Resolution”)
approving and authorizing the issuance of its Board of Regents of The University of Texas
System Permanent University Fund Flexible Rate Notes, Series A, in an amount at any one time
outstanding of not to exceed $400,000,000 (the “Notes”); and

WHEREAS, the Board, in Section 6.04(a) of the Note Resolution, covenanted and
agreed that at all times while there are outstanding Notes, it will maintain one or more Credit
Agreements (as defined in the Note Resolution) in amounts such that, assuming that all then
outstanding Notes were to be tendered for purchase, the amount available to be drawn under the
Credit Agreements would be sufficient at that time to pay the purchase price therefor at an
amount equal to the principal of all such Notes; and

WHEREAS, Section 6.04(b) of the Note Resolution provides that a Credit Agreement
may be a resolution adopted by the Board pursuant to which the Board covenants to provide
liquidity support for the Notes by using lawfully available funds to purchase Notes tendered for
purchase and not remarketed, which resolution recites that it constitutes a “Credit Agreement”
for purposes of the Note Resolution; and

WHEREAS, pursuant to the Board's Revenue Financing System, the Board has also
issued its variable rate demand bonds and established commercial paper programs (the "RFS
Obligations™); and

WHEREAS, the Board desires to provide liquidity support for the Notes and the RFS
Obligations and in furtherance of such desire, the Board and The University of Texas Investment
Management Company (“UTIMCQ?”) desire to enter into a certain Security Purchase Agreement
substantially in the form attached hereto and incorporated herein, pursuant to which UTIMCO,
as agent of the Board and investment manager of funds under the control and management of the
Board, will agree, subject to the conditions and limitations set forth therein, to purchase, as an
investment of funds of the Board, Notes and RFS Obligations that cannot be remarketed or
reissued as provided for in the Note Resolution or the respective Resolution authorizing the RFS
Obligations, as the case may be;
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NOW, THEREFORE BE IT RESOLVED, that the Board covenants and agrees to
provide liquidity support for the Notes and the RFS Obligations by using lawfully available
funds to purchase Notes and RFS Obligations tendered for purchase or maturing and not
reissued; and

BE IT FURTHER RESOLVED, that an Authorized Representative (as defined in the
Note Resolution) is hereby authorized to execute and deliver a Security Purchase Agreement,
pursuant to which UTIMCO will agree, subject to the conditions and limitations set forth therein,
to purchase, as an investment of funds of the Board, Notes and RFS Obligations that cannot be
remarketed or reissued as provided for in the Note Resolution or the respective Resolution
authorizing the RFS Obligations, as the case may be;

BE IT FURTHER RESOLVED, that upon satisfaction of the requirements of
Section 6.04(c) of the Note Resolution, this Resolution shall constitute a “Credit Agreement” for
purposes of the Note Resolution; whereupon, the Board’s resolution adopted on
November 13, 2002, approving, in part, a “Note Purchase Agreement” between the Board and
UTIMCO, shall be rescinded.

PASSED AND ADOPTED, this the 10th day of November, 2005.

ATTEST:

Counsel and Secretary to the Board Chairman of the Board

(Seal)

14.2



SECURITY PURCHASE AGREEMENT
dated as of
November 10, 2005
between
BOARD OF REGENTS OF THE UNIVERSITY OF TEXAS SYSTEM
and

THE UNIVERSITY OF TEXAS INVESTMENT MANAGEMENT COMPANY
as Investment Manager of funds under the control and management of the
Board of Regents of The University of Texas System
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SECURITY PURCHASE AGREEMENT

This Security Purchase Agreement is dated as of November 10, 2005, between the Board of
Regents (the “Board”) of The University of Texas System (the “System”) and The University of
Texas Investment Management Company (“UTIMCO”), as agent of the Board and investment
manager of funds under the control and management of the Board.

RECITALS

WHEREAS, the System currently has outstanding certain commercial paper notes, flexible rate
notes and variable rate revenue bonds specifically described in Exhibit A attached hereto (such
notes and bonds, and any additional notes or bonds added to Exhibit A pursuant to an
amendment to this Agreement under the terms and conditions set forth herein, the “Notes and
Bonds”), issued and outstanding in the respective principal amounts and pursuant to the
respective Resolutions (each a “Resolution” and collectively, the “Resolutions™), set forth on
Exhibit A, as hereafter amended; and

WHEREAS, UTIMCO is to provide a standby purchase commitment to provide liquidity for the
Board’s obligation under the respective Resolutions to purchase the Notes and Bonds upon their
tender or maturity in accordance with the Resolutions while any of the Notes and Bonds are
outstanding; and

WHEREAS, the Board and UTIMCO desire to enter into a procedural agreement whereby
UTIMCO will agree to purchase on behalf of the Board and as an investment for certain funds of
the Board managed by UTIMCO, Notes and Bonds that cannot be remarketed or refunded as
provided for in the Resolutions and for which other moneys of the System have not been made
available; and

NOW THEREFORE, the parties hereto agree as follows:
Section 1. Definitions.

The terms defined below have the following meanings when used herein unless the context shall
indicate a contrary meaning:

“Agreement” shall mean this Security Purchase Agreement, as from time to time amended or
supplemented.

“Authorized Representative” shall mean in the case of the Board, the Executive Vice Chancellor
for Business Affairs, the Associate Vice Chancellor for Finance or the Director of Finance, or
such other officer or employee of the System authorized to act as an Authorized Representative
of the Board and in the case of UTIMCO, the President and Chief Executive Officer of
UTIMCO, or such other officer or employee of UTIMCO authorized to act as an Authorized
Representative of UTIMCO.

“Board” shall mean the Board of Regents of The University of Texas System.

“Board Purchase Date” shall have the meaning set forth in Section 5 hereof.
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“Bond” or “Bonds” shall mean the evidences of indebtedness authorized to be issued and at any
time outstanding pursuant to a Bond Resolution.

“Bond Resolution” shall mean a Resolution adopted by the Board, approving and authorizing the
issuance of the Bonds.

“Business Day” shall mean any day (i) when banks are open for business in Austin, Texas and
(ii) when banks are not authorized to be closed in New York, New York.

“Commitment Period” shall mean the period from the Effective Date to but not including the
Commitment Termination Date.

“Commitment Termination Date” shall mean the final maturity date of any Notes or Bonds
described in Exhibit A, as hereafter amended.

“Effective Date” shall mean November 10, 2005.

“Maximum Interest Rate” shall mean the lesser of (a) fifteen percent (15%) per annum and (b)
the maximum net effective interest rate permitted by law to be paid on obligations issued or
incurred by the Board in the exercise of its borrowing powers (prescribed by Chapter 1204,
Texas Government Code, or any successor provision).

“Note” or “Notes” shall mean the evidences of indebtedness authorized to be issued and at any
time outstanding pursuant to a Note Resolution.

“Note Resolution” shall mean a Resolution adopted by the Board, approving and authorizing the
issuance of the Notes.

“Notice of Purchase” shall mean that notice completed and executed by an Authorized
Representative of the Board in substantially the form attached hereto as Exhibit B, which notice
shall serve as a written request for UTIMCO to purchase Notes or Bonds as investments in the
manner set forth in this Agreement.

“Paying Agent” shall mean the respective agent appointed pursuant to the related Resolution, or
any successor to such agent as provided in Exhibit A, as hereafter amended.

“Proposed Purchase Date” shall have the meaning set forth in Section 3 hereof.

“Purchase Date” shall mean the date specified by the Board pursuant to Section 3 of this
Agreement as the date on which UTIMCO will purchase Notes or Bonds upon their tender or
maturity in accordance with the Resolutions, which date shall be a Business Day.

“Remarketing Agent” shall mean the respective dealer or remarketing agent selected from time
to time by the Board to remarket Notes or Bonds in accordance with the related Resolution.

“System” shall mean The University of Texas System.

“UTIMCO?” shall mean The University of Texas Investment Management Company.
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Section 2. Commitment to Purchase Notes and Bonds.

UTIMCO agrees that as agent of and on behalf of the Board, it will, during the Commitment
Period, on the terms and conditions and subject to the limitations set forth in this Agreement,
purchase Notes and Bonds as investments of funds of the Board from time to time in amounts up
to, but not exceeding, the aggregate principal amount of Notes and Bonds outstanding as
provided in Exhibit A, as hereafter amended, in the event a Remarketing Agent has been unable
to remarket or refund Notes or Bonds in accordance with the terms of the Resolutions.

Section 3. Method of Purchase.

By not later than 11:00 a.m. Central Time on the date of a proposed purchase hereunder (the
“Proposed Purchase Date”), an Authorized Representative of the Board shall submit a purchase
request to an Authorized Representative of UTIMCO specifying the amount of Notes or Bonds
to be purchased. A purchase request shall be made by delivery of a completed and executed
Notice of Purchase or by telephonic notice confirmed as soon as possible by delivery or telecopy
of a completed and signed Notice of Purchase, provided that such purchase request shall not be
conditioned upon the receipt of the confirming Notice of Purchase.

UTIMCO shall make available, in federal or other immediately available funds, to the respective
Paying Agent, the funds necessary to fund such purchase at or prior to 1:30 p.m. Central Time on
the Purchase Date, in which event the purchase price shall be principal amount of such purchased
Notes or Bonds plus interest accrued with respect thereto to the purchase date.

Section 4. Interest Rates.

Each Note or Bond purchased by UTIMCO, as agent of and on behalf of the Board, pursuant to
this Agreement shall be an investment of the fund in which it is purchased and shall bear interest
on the principal amount at a rate equal to the rate on taxable commercial paper issued by a major
corporate issuer bearing a nationally recognized securities rating agency credit rating equivalent
to that of the Note or Bond as agreed to by Authorized Representatives of UTIMCO and the
Board.

If the rate of interest applicable to a purchased Note or Bond when determined in the paragraph
above would exceed the Maximum Interest Rate, then the applicable rate shall be reduced to the
Maximum Interest Rate.

Section S. Extension or Modification of Agreement.

This Agreement may not be extended or modified unless agreed to in writing by Authorized
Representatives of the Board and UTIMCO.

Section 6. Prior Agreements Superseded.

Upon the execution and delivery of this Agreement, all prior agreements between the Board and
UTIMCO relating to UTIMCO's purchase of Notes and Bonds not remarketed or refunded in
accordance with the terms of the Resolutions are terminated.
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IN WITNESS WHEREOF, the parties hereto have caused this Agreement to be duly executed by
their respective authorized officers as of the day and year first above written.

THE UNIVERSITY OF TEXAS INVESTMENT
MANAGEMENT COMPANY,

By:

President and Chief Executive Officer

BOARD OF REGENTS OF THE UNIVERSITY
OF TEXAS SYSTEM

By:

Associate Vice Chancellor for Finance
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EXHIBIT A

Note or Bond Authorized Maximum
Program Amount Date of Resolution Maturity Date Paying Agent
RFS Commercial $750,000,000 | August 8, 2002 April 1, 2020 Deutsche Bank Trust Company Americas
Paper Notes, Series A 60 Wall Street
27th Floor - MS NYC60-2715
New York, NY 10005
Attn: Michele Russo
Ph. 212-250-2226
RFS Taxable $50,000,000 May 13, 2004 April 1,2025 Deutsche Bank Trust Company Americas
Commercial Paper 60 Wall Street
Notes, Series B 27th Floor - MS NYC60-2715
New York, NY 10005
Attn: Michele Russo
Ph. 212-250-2226
RFS Bonds, Series $85,000,000 February 11, 1999 August 15,2013 | Deutsche Bank Trust Company Americas
2001A 60 Wall Street
27th Floor - MS NYC60-2715
New York, NY 10005
Attn: Michele Russo
Ph. 212-250-2226
PUF Flexible Rate $400,000,000 | November 13,2002 May 15, 2030 Deutsche Bank Trust Company Americas

Notes, Series A

60 Wall Street

27th Floor - MS NYC60-2715
New York, NY 10005

Attn: Michele Russo

Ph. 212-250-2226
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EXHIBIT B

NOTICE OF PURCHASE
TO: The University of Texas Investment Management Company
FROM: Board of Regents of The University of Texas System

The University of Texas System, acting herein by the undersigned Authorized Representative,
pursuant to the Security Purchase Agreement dated as of November 10, 2005, between the Board
of Regents of The University of Texas System and The University of Texas Investment
Management Company, as Investment Manager of funds under the control and management of
the Board, issues this notice for a Purchase to be made under the Security Purchase Agreement
as follows:

1. Proposed Purchase Date (which shall be a Business Day):

2. Principal Amount to be Purchased plus Accrued Interest Thereon:

.
2

Funds to purchase Notes or Bonds as provided in the Security Purchase Agreement, should be
available for the account of holders of the Notes or Bonds at the Paying Agent by no later than
1:30 p.m. Central Time.

Date of this Notice BOARD OF REGENTS OF THE UNIVERSITY
of Purchase: OF TEXAS SYSTEM
By:

Authorized Representative
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5. U. T. System Board of Regents: Approval of the Intermediate Term Fund
Investment Policy Statement

RECOMMENDATION

The Chancellor and the Executive Vice Chancellor for Business Affairs recommend that the
U. T. System Board of Regents approve the U. T. System Intermediate Term Fund (ITF)
Investment Policy Statement as presented on Pages 15.1 - 15.11.

BACKGROUND INFORMATION

The U. T. System Board of Regents (Board), at the July 8, 2005 meeting, authorized the
centralization of management of the U. T. System operating reserves. The ITF
Investment Policy Statement is proposed to establish the ITF as a pooled fund for the
collective investment of operating assets and other intermediate and long-term assets
under the sole control of the Board, as a fiduciary with full discretion as to investments.
Investment policies are the responsibility of the Board. The ITF shall be managed by
The University of Texas Investment Management Company (UTIMCO) in conformity
with the ITF Investment Policy Statement, with authority delegated by the Board
pursuant to the Investment Management Services Agreement with UTIMCO.

UTIMCO staff and U. T. System staff have collaborated in the development of the
recommended ITF Investment Policy Statement. The proposed ITF Investment Policy
Statement is substantially in the form approved by the UTIMCO Board of Directors on
October 7, 2005, with the "Investment Objectives"” section expanded to clarify and
specify (as shown on Pages 15.2 - 15.3)

1. The primary investment objective is to preserve purchasing power by
earning a net return of at least inflation plus 3%, measured over rolling
three-year periods.

2. The secondary objective is to generate a net return in excess of the
approved Policy Portfolio benchmark return over rolling three-year
periods.

3. Prudent diversification within each approved asset class, and a portfolio

risk profile within the approved Policy Portfolio risk range (measured
monthly) must be maintained.
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THE UNIVERSITY OF TEXAS SYSTEM
INTERMEDIATE TERM FUND
INVESTMENT POLICY STATEMENT

Purpose and Structure

The University of Texas System Intermediate Term Fund (ITF) was established by the
Board of Regents of The University of Texas System (Board of Regents) as a pooled
fund for the collective investment of operating funds and other intermediate and fong-
term funds held by U. T. System institutions and U. T. System Administration.

ITF Organization

The ITF functions as a mutual fund in which each eligible account purchases and
redeems ITF units as provided herein. The ownership of ITF assets shall at all times be
vested in the Board of Regents. Such assets shall be deemed to be held by the Board of
Regents, as a fiduciary, regardless of the name in which the assets may be registered.

ITF Management

Article VII, Section 11b of the Texas Constitution authorizes the Board of Regents,
subject to procedures and restrictions it establishes, to invest the Permanent University
Fund (the “PUF”) in any kind of investment and in amounts it considers appropriate,
provided that it adheres to the prudent investor standard. This standard provides that the
Board of Regents, in making investments, may acquire, exchange, sell, supervise,
manage, or retain, through procedures and subject to restrictions it establishes and in
amounts it considers appropriate, any kind of investment that prudent investors,
exercising reasonable care, skill, and caution, would acquire or retain in light of the
purposes, terms, distribution requirements, and other circumstances of the fund then
prevailing, taking into consideration the investment of all the assets of the fund rather
than a single investment. Pursuant to Section 51.0031(c¢) of the Texas Education Code,
the Board of Regents has elected the PUF prudent investor standard to govern its
management of the ITF,

Ultimate fiduciary responsibility for the ITF rests with the Board of Regents. Section
66.08, Texas Education Code, as amended, authorizes the Board of Regents, subject to
certain conditions, to enter into a contract with a nonprofit corporation to invest funds
under the control and management of the Board of Regents.

Pursuant to an Investment Management Services Agreement between the Board of
Regents and The University of Texas Investment Management Company (UTIMCO), the
ITF shall be managed by UTIMCOQ, which shall a) recommend investment policy for the
ITF, b) recommend specific asset allocation targets, ranges, and performance benchmarks
consistent with ITF objectives, and ¢) monitor ITF performance against ITF objectives.
UTIMCQ shall invest the ITF assets in conformity with this Policy Statement. All
changes to this Policy Statement or the exhibits to this Policy Statement, including

11/10/05
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changes to asset allocation targets, ranges and performance benchmarks, are subject to
approval by the Board of Regents.

UTIMCO may select and terminate unaffiliated investment managers subject to the
Delegation of Authority Policy approved by the UTIMCO Board. Managers shall be
monitored for performance and adherence to investment disciplines.

ITF Administration

UTIMCO shall employ an administrative staff to ensure that all transaction and
accounting records are complete and prepared on a timely basis. Internal controls shall be
emphasized so as to provide for responsible separation of duties and adequacy of an audit
trail. Custody of ITF assets shall comply with applicable law and be structured so as to
provide essential safekeeping and trading efficiency.

Funds Eligible to Purchase ITF Units

No account shall be eligible to purchase units of the ITF unless it is under the sole
control, with full discretion as to investments, by the Board of Regents. Any account
whose governing instrument contains provisions which conflict with this Policy
Statement, whether initially or as a result of amendments to either document, shall not be
eligible to purchase or hold units of the ITF.

ITF Investment Objectives

The ITF consists of intermediate and long-term funds held by the U. T. System Board of

Regents, as a fiduciary, for the benefit of U. T. System institutions. U. T. Svstem
Administration, and other affiliated funds. ITF assets are pooled for efficient investment
purposes and managed by UTIMCO over the intermediate to longer term,

The primary investment objective of the ITF is to preserve the purchasing power of ITF
assets by carning a compound annualized return over rolling three-year periods, net of all
direct and allocated expenses. of at least inflation as measured by the Consumer Price
Index (CPI-U) plus 3%. The ITF’s success in meeting this objective depends upon its
ability fo generate higher returns in periods of low inflation that will offset lower returns
generated in vears when the capital markets under-perform the rate of inflation.

The secondary ITF objective is to generate a return, net of all direct and aliocated
expenses, measured monthly by the independent custodian and reported at least quarterly,
in excess of the approved Policy Portfolio benchmark over rolling three-vear periods. The
Policy Portfolio benchmark will be maintained by UTIMCO and will be comprised of a
blend of asset class indices reported by the independent custodian and weighted to reflect
ITF’s approved asset allocation policy targets as defined in Exhibit A,
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Limiting factors are that prudent diversification within each approved asset class must be
maintained at all times: and a portfolio risk profile within the approved Policy Portfolio
risk range, as defined in Exhibit A and measured at least monthly by UTIMCO’s risk
model. must be sustained at all times. Liquidity of the ITF will be governed by the
Ligquidity Policy, overseen by the Risk Committee of the UTIMCO Board.

ITF return, asset allocation, and risk targets are subject to adjustment from time to time
by the 1. T. System Board of Regents.

Asset Allocation and Policy

Asset allocation is the primary determinant of the volatility of investment return and,
subject to the asset allocation ranges specified in Exhibit A, is the responsibility of
UTIMCO. The asset allocation is designed to accommodate the intermediate investment
horizon of the ITF assets with enhanced returns at moderate managed risk levels.
UTIMCO is responsible for measuring actual asset allocation at least monthly
(incorporating the impact of derivative positions covered under the Derivative Investment
Policy), and for reporting the actual portfolio asset allocation to the UTIMCO Board and
the Board of Regents at least quarterly. While specific asset allocation positions may be
changed within the ranges specified in Exhibit A based on the economic and investment
outlook from time to time, the range limits cannot be intentionally breached without prior
approval of the Board of Regents.

In the event that actual portfolio positions in asset categories move outside the ranges
indicated in Exhibit A due to market forces that shift relative valuations, UTIMCO staff
will immediately report this situation to the UTIMCO Board Chairman and take steps to
rebalance portfolio positions back within the policy ranges in an orderly manner as soon
as practicable. Extenuating circumstances that could cause immediate rebalancing to be
irrational and detrimental to the interest of the ITF asset values could warrant requesting
approval of the UTIMCO Board Chairman for remedial action.

ITF assets shall be allocated among the following broad asset classes based upon their
individual return/risk characteristics and relationships to other asset classes:

A. U.S, Equities — U.S. equities represent ownership in U.S. companies that are traded in
public markets. U.S. equities include common stocks, exchange traded funds, and
derivatives based on common stocks, including warrants, rights, options, and futures.
In addition, derivative applications that serve as a U.S. equity substitute will be
classified as traditional U.S. equity. Global mandates that include a majority of U.S.
equities will be included in U.S. equities. U.S. equities provide both current income
and capital gains.

B. Global ex U.S. Equities — Global ex U.S. equities represent ownership in global
companies that are traded in public markets. The global ex U.S. markets include
established (non-U.S. developed) and emerging markets.
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Global ex U.S. equities include common stocks, exchange traded funds, and
derivatives based on common stocks, including warrants, rights, options, and futures.
In addition, derivative applications that serve as a Global ex U.S. equity substitute
will be classified as Global ex U.S. equities. Global mandates that include a majority
of Global ex U.S. equities will be included in Global ex U.S. equities. Global ex U.S.
equities provide both current income and capital gains.

Non-U.8. Developed Equity — Non-U.S. developed equities represent ownership
in companies domiciled in developed economies (countries) included in the MSCI
All — Country World Equity Index — excluding those classified as part of the
MSCI Emerging Markets Equity Index. These securities are typically constituents
of countries in Europe, the Americas (North/Latin/South) and the Far East with
high per-capita income, mature capital markets, and stable governments. The
benchmark for this asset category will be the MSCI EAFE Index, with net
dividends.

Emerging Markets Equity — Emerging markets equities represent ownership in
companies domiciled in emerging economies as defined by the current
composition of the MSCI Emerging Markets Equity Index. In addition, such
definition will also include those companies domiciled in economies that have yet
to reach MSCI Emerging Markets Equity Index qualification status (either
through financial or qualitative measures). The benchmark for this asset category
will be the MSCI Emerging Markets Equity Index, with net dividends.

C. Hedge Funds — Hedge funds are broadly defined to include nontraditional investment
strategics whereby the majority of the underlying securities are traded on public
exchanges or are otherwise readily marketable.

Directional Hedge Funds — Directional hedge fund investments include U.S. and
international long/short equity or fixed income strategies and other such strategies
that exhibit directional market characteristics using commodities, currencies,
derivatives, or other global market instruments. These strategies attempt to exploit
profits from security selection skills by taking long and short positions in various
securities. These strategies may also include fund of hedge fund investments.
Directional hedge fund investments are made through private placement
agreements. Directional hedge fund investments may be held in an internal
commingled investment fund managed by UTIMCO.

Absolute Return Hedge Funds — Absolute return hedge fund investments include
arbitrage, event driven strategies, and other relative value strategies. Arbitrage
strategies attempt to exploit pricing discrepancies between closely related
securities, utilizing a variety of different tactics primarily within equity, fixed
income, and convertible securities markets. Event driven strategies attempt to
exploit discrete events such as bankruptcies, mergers, and takeovers. Absolute
return hedge funds may include multi-strategy managers and fund of hedge fund
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investments. Absolute return hedge fund investments are made through private
placement agreements. Absolute return hedge fund investments may be held in an
internal commingled investment fund managed by UTIMCO.

D. Inflation Linked — Inflation linked investments are intended to provide some degree
of inflation protection and generally consist of assets with a higher correlation of
returns with inflation than other eligible asset classes. Inflation linked investments
include:

REITS — REITS are real estate investment trusts that may be held as either trust
certificates, derivative investments, or exchange traded funds. REITS own, and in
most cases operate, income producing real estate.

Commodities — Commodities include natural resource investments including oil
and gas interests and other hard assets. These investments may be held through
partnerships, derivative investments, exchange traded funds or direct investments.

TIPS - TIPS are inflation protected securities with a return linked to the inflation
rate. For diversification purposes, TIPS may include non-U.S. inflation protected
fixed income securities as well as nominal fixed income securities.

E. Fixed Income — Fixed income investments include debt (whether U.S. or foreign)
issued by Governments, various government enterprises and agencies, and domestic
and foreign corporations. The principal securities include bonds, notes, bills and
mortgage and asset-backed securities. In addition, derivative applications that serve as
a fixed income substitute may be classified as fixed income.

F. Cash and Cash Equivalents — Short-term (generally securities with time to maturity of
three months or less), highly liquid investments that are readily convertible to known
amounts of cash, and which are subject to a relatively small risk of changes in value.

Performance Measurement

The investment performance of the [TF will be measured by the ITF’s custodian, an
unaffiliated organization, with recognized expertise in this field and reporting
responsibility to the UTIMCO Board, compared against the stated investment
benchmarks of the ITF, as indicated in Exhibit A (incorporating the impact of internal
derivative positions) and reported to the UTIMCO Board and the Board of Regents at
least quarterly, Monthly performance data and net asset values will be available on the
UTIMCO website within a reasonable time after each month end.

Investment Guidelines

The ITF must be invested at all times in strict compliance with applicable law.
Investment guidelines include the following:
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General

Investment guidelines for index, commingled funds, and limited parinerships
managed externally shall be governed by the terms and conditions of the
respective investment management contracts or partnership agreements.

All investments will be U.S. dollar denominated assets unless held by an internal
or external portfolio manager with the authority to invest in foreign currency
denominated securities.

Investment policies of any unaffiliated liquid investment fund must be reviewed
and approved by UTIMCO's chief investment officer prior to investment of [TF
assets in such liquid investment fund.

No securities may be purchased or held which would jeopardize the ITF’s tax-
exempt status.

No internal investment strategy or program may purchase securities on margin or
use leverage unless specifically authorized by the UTIMCO Board.

No internal investment strategy or program employing short sales may be made
unless specifically authorized by the UTIMCO Board.

The ITF’s investments in warrants shall not exceed more than 5% of the I'TF’s net
assets or 2% with respect to warrants not listed on the New York or American
Stock Exchanges.

The I'TF may utilize derivatives to: a) simulate the purchase or sale of an
underlying market index while retaining a collateral balance for fund management
purposes; b) facilitate trading; ¢) reduce transaction costs; d) seek higher
investment returns when a derivative security is priced more attractively than the
underlying security; e) hedge risks associated with I'TF investments; or f} adjust
the market exposure of the asset allocation, including the use of long and short
strategies -and other such strategies, provided that the ITF’s use of derivatives
complies with the Derivative Investment Policy approved by the UTIMCO Beard
and the Board of Regents. The Derivative Investment Policy shall serve the
purpose of defining permitted applications under which derivatives can be used,
which applications are prohibited, and the requirements for the reporting and
oversight of their use. Derivative applications implemented in compliance with
the Derivative Investment Policy shall be deemed to be specifically authorized by
the UTIMCO Board for purposes of this Policy Statement. The objective of the
Derivative Investment Policy is to facilitate risk management and provide
efficiency in the implementation of the investment strategies using derivatives.

Cash and Cash Equivalents

Holdings of cash and cash equivalents may include the following:

Highly liguid internal pooled investment funds managed by UTIMCO.
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» Unaffiliated liquid investment funds as approved by UTIMCO’s chief investment
officer.

» [TF’s custodian late deposit interest bearing liquid investment fund.
* Municipal short-term securities.

»  Commercial paper rated in the two highest quality classes by Moody’s Investors
Service, Inc. (P1 or P2) or Standard & Poor’s Corporation (Al or A2).

* Negotiable certificates of deposit with a bank that is associated with a holding
company meeting the commercial paper rating criteria specified above or that has
a certificate of deposit rating of I or better by Duff & Phelps.

» Repurchase agreements and reverse repurchase agreements transacted with a
dealer that is approved by UTIMCO and selected by the Federal Reserve

» Bank as a Primary Dealer in U.S. Treasury securities and rated A-1 or P-1 or the
equivalent.

- Each approved counterparty shall execute the Standard Public Securities
Association (PSA) Master Repurchase Agreement with UTIMCO.

- Eligible collateral securities for repurchase agreements are limited to U.S.
Treasury securities and U.S. Government Agency securities with a
“maturity of not more than 10 years. :

- The maturity for a repurchase agreement may be from one day to two
weeks.

- The value of all collateral shall be maintained at 102% of the notional
value of the repurchase agreement, valued daily.

- All collateral shall be delivered to the ITF custodian bank. Tri-party
collateral arrangements are not permitted.

- The aggregate amount of repurchase agreements with maturities greater
than seven calendar days may not exceed 10% of the ITF’s fixed income
assets.

- Overnight repurchase agreements may not exceed 25% of the ITF’s fixed
income assets.

»  Mortgage Backed Securities (MBS) dollar rolls shall be executed as matched
book transactions in the same manner as reverse repurchase agreements above. As
above, the rules for trading MBS dollar rolls shall follow the Public Securities
Association standard industry terms.

Fixed Income

Domestic Fixed Income

Permissible securities for investment include the securities within the component
categories of the Lehman Brothers Aggregate Bond Index (LBAGG). These component
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categories include investment grade government and corporate securities, agency
mortgage pass-through securities, and asset-backed securities. These sectors are divided
into more specific sub-sectors:

1} Government securities: Treasury and Agency;

2) Corporate securities: Industrial, Finance, Utility, and Yankee;
3) Mortgage-backed securities: GNMA, FHLMC, and FNMA;
4} Asset-backed securities;

5} Taxable Municipal securities; and

6) Commercial Mortgage-backed securities.

In addition to the permissible securities listed above, the following securities shall be
permissible:

a) Floating rate securities with periodic coupon changes in market rates issued
by the same entities that are included in the LBAGG as issuers of fixed rate
securities;

b) Medium term notes issued by investment grade corporations;

¢} Zero coupon bonds and stripped Treasury and Agency securities created from
coupon securities; and

d) Structured notes issued by LBAGG qualified entities.

U. S. Domestic Bonds must be rated investment grade, Baa3 or better by Moody’s
Investors Services, BBB- by Standard & Poor’s Corporation, or BBB- or better by
Fitch Investors Service at the time of acquisition. An external investment manager
may be authorized by the terms of an investment advisory agreement to invest up
to a maximum of 50% of the total fixed income portfolio in below investment
grade bonds.

Not more than 5% of the market value of domestic fixed income securities may be
invested in corporate and municipal bonds of a single issuer.

Non-U.8, Fixed Income

Non-dollar denominated bond investments shall be restricted to bonds rated equivalent to
the same credit standard as the U. S. Fixed Income Portfolio unless an investment
manager has been authorized by the terms of an investment advisory agreement fo invest
in below investment grade bonds.

Not more than 50% of the I'TF’s fixed income portfolio may be invested in non-
U.S. dollar denominated bonds.

Not more than 15% of the ITF’s fixed income portfolio may be invested in
emerging market debt.

International currency exposure may be hedged at UTIMCO’s discretion or
delegated by UTIMCO to an external investment manager.
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Equities
The ITF shall:

* Hold no more than 25% of its equity securities in any one industry or industries (as
defined by the standard industry classification code and supplemented by other
reliable data sources) at market, or

= Hold no more than 5% of its equity securities in the securities of one corporation at
cost.

ITF Accounting

The fiscal year of the I'TF shall begin on September 1st and end on August 31st. Market
value of the ITF shall be maintained on an accrual basis in compliance with Government
Accounting Standards Board Statements, Financial Accounting Standards Board
Statements, or industry guidelines, whichever is applicable. The ITF’s financial
statements shall be audited each year by an independent accounting firm selected by the
Board of Regents.

Valuation of ITF Assets

As of the close of business on the last business day of each month, UTIMCO shall
determine the fair market value of all ITF net assets and the net asset value per unit of the
ITF. The final determination of ITF net assets for a month end close shall normally be
completed within six business days but determination may be longer under certain
circumstances. Valuation of ITF assets shall be based on the books and records of the
custodian for the valuation date.

The fair market value of the ITF’s net assets shall include all related receivables and
payables of the ITF on the valuation date and the value of each unit thereof shall be its
proportionate part of such net value. Such valuation shall be final and conclusive.

I'F'F Distributions

There will not be any planned distributions from the ITF. The earnings of the ITF will be
reflected in the net asset value per unit of the ITF.

Purchase and Redemption of I'TF Units

The ITF participants may purchase units on the first business day of each month upon
payment of cash to the ITF, at the net asset value per unit of the ITF as of the prior month
ending valuation date. Such purchase commitments are binding. The ITF participants
may redeem ITF units on a monthly basis. The unit redemption shall be paid in cash as
soon as practicable after the month end valuation date of the ITF. Redemptions from the
ITF shall be at the market price per unit determined at the time of the redemption. Such
redemption commitments are binding.
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Participants of the I'TF are required to provide notification of purchases and redemptions
based on specific noftification requirements as set forth in The University of Texas
System Allocation Policy for Non-Endowment Funds,

Securities Lending

The ITF may participate in a securities lending contract with a bank or non-bank security
lending agent for purposes of realizing additional income. Loans of securities by the ITF
shall be collateralized by cash, letters of credit, or securities issued or guaranteed by the
U.S. Government or its agencies. The collateral will equal at least 100% of the current
market value of the loaned securities. The contract shall state acceptable collateral for
securities loaned, duties of the borrower, delivery of loaned securities and collateral,
acceptable investment of collateral and indemnification provisions. The contract may
include other provisions as appropriate.

The securities lending program will be evaluated from time to time as deemed necessary
by the UTIMCO Board. Monthly reports issued by the lending agent shall be reviewed by
UTIMCO staff to ensure compliance with contract provisions.

Investor Responsibility

As a sharcholder, the ITF has the right to a voice in corporate affairs consistent with
those of any sharcholder. These include the right and obligation to vote proxies in a
manner consistent with the unique role and mission of higher education as well as for the
economic benefit of the [TF. Notwithstanding the above, the UTIMCO Board shall
discharge its fiduciary duties with respect to the ITF solely in the interest of ITF unit-
holders, in compliance with the Proxy Voting Policy, and shall not invest the I'TF so as to
achieve temporal benefits for any purpose including use of its economic power to
advance social or political purposes.

Amendment of Policy Statement

The Board of Regents reserves the right to amend the Investment Policy Statement as it
deems necessary or advisable.

Effective Date

The effective date of this policy shall be November 10, 2005, except for Exhibit A.
Adherence to the policy targets and ranges may not be fully effective throughout the first
six months after initial funding (expected February 1, 2006) as new portfolio investments
are phased in. The selection of the effective date of Exhibit A, to be no later than
September 1, 2006, shall be determined by UTIMCO’s Chief Investment Officer and
notification to the Chairmen of the UTIMCO Board and the Board of Regents shall occur
at least 30 days prior to the effective date.
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EXHIBIT A

INTERMEDIATE TERM FUND
POLICY TARGETS, RANGES, AND PERFORMANCE OBJECTIVES

Asset Categories Percent of Policy (%) Benchmarks

Policy Policy
Targets Ranges

U. 8. Equities 15 5t020 Russell 3000 Index f
Global ex U. 8. Equities 10 0 to 15
Non - U. S. Developed 5 0to 10 MSCI EAFE Index with net dividends
Equity
Emerging Markets Equities 5 O0to 10 MSCI Emerging Markets Index with net
dividends
Hedge Funds 25 10 to 27.5
Directional Hedge Funds 12.5 51020 Combination index: 50% S&P Event-Driven

Hedge Index plus 50% S&P
Directional/Tactical Hedge Fund Index

Absolute Return Hedge 12.5 5t020 Combination index: 66.7% S&P Event-
Funds Driven Hedge Fund Index plus 33.3% S&P
Arbitrage Hedge Fund Index
Inflation Linked 25 10 to 35
REITS 10 0to15 Dow Jones Wilshire Real Estate Securities
Index
Commodities 5 0to 10 Combination Index: 66.7% GSCI minus .5%
‘ plus 33.3% DJ-AIG Commodity Index
TIPS 10 5to 15 Lehman Brothers US TIPS Index
Fixed Income 25 15to 40 | Lehman Brothers Aggregate Bond Index
Cash 0.0 0to 20 90 Day T-Bills
Expected Annual Return (%) | 7.08 % of Target
Risk
1 yr Downside Deviation (%) | -5.0 Upper Risk Bound: 6.4 127%
1 yr Downside Deviation (%) ' ¢
Standard Deviation (%) 7.5 Lower Risk Bound: a5 69%
1 yr Downside Deviation (%) ) ¢
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6. U. T. System Board of Regents: Approval of The University of Texas
System Allocation Policy for Non-Endowment Funds effective
February 1, 2006

RECOMMENDATION

The Chancellor and the Executive Vice Chancellor for Business Affairs concur in the
recommendation that the U. T. System Board of Regents approve a proposed policy
titted "The University of Texas System Allocation Policy for Non-Endowment Funds"
(Allocation Policy). The Allocation Policy, proposed to be effective February 1, 2006, is
set forth on Pages 16.1 - 16.2.

BACKGROUND INFORMATION

The Allocation Policy is intended to ensure that sufficient liquidity is available at all times
to meet the needs of the U. T. System institutions and System Administration, while
ensuring that all funds not needed for short-term liquidity purposes are invested with an
appropriate time horizon to enhance the total return of the non-endowment funds.

Eligible U. T. System institutions with at least $5 million of non-endowment funds on the
last day of a calendar month and a current financial condition rating from the U. T.
System Administration Office of the Controller of "Watch" or better will invest in the
Intermediate Term Fund pursuant to the Allocation Policy. In general, 85% of an
institution's non-endowment funds are to be invested in the Intermediate Term Fund.
Exceptions for funds that would otherwise be invested pursuant to the Allocation Policy
may be made only with the approval of the Executive Vice Chancellor of Business
Affairs or the Associate Vice Chancellor for Finance.
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The University of Texas System Allocation Policy
for Non-Endowment Funds

Purpose

The University of Texas System Allocation Policy for Non-Endowment Funds
(“Allocation Policy”) is intended to ensure that sufficient liquidity is available at all
times to meet the needs of the institutions and System Administration, while
ensuring that all funds not needed for short-term liquidity purposes are invested
with an appropriate time horizon to enhance the total return of the Non-
Endowment funds. Eligible Institutions with at least $5 million of Non-
Endowment Funds on the last day of a calendar month and a current financial
condition rating from the System Administration Office of the Controller of
“Watch” or better will invest in the Intermediate Term Fund (“ITF”) pursuant to
this policy. Exceptions for funds that would otherwise be invested pursuant to
this policy may be made only with the approval of an Authorized Representative.

Allocation and Rebalancing

At the beginning of each month, each institution shall have a minimum of $5
million invested in the Short Term Fund (“STF”). The target allocation for Non-
Endowment Funds in excess of $5 million held by Eligible Institutions shall be
15% in the STF and 85% in the ITF. Institutions that are ineligible to invest in the
ITF shall be 100% invested in the STF. If an institution ceases being an Eligible
Institution as measured on the last day of any month, then it must rebalance such
that 100% of its Non-Endowment Funds are in the STF, unless prior approval is
obtained from an Authorized Representative.

Eligible Institutions are required to rebalance when the projected allocation to the
STF at month-end is less than 10% or greater than 20% of the institution’s Non-
Endowment Funds, or when a cash inflow or outflow is scheduled to occur during
the next calendar month that is likely to result in the institution having less than
10% or more than 20% of its Non-Endowment Funds in the STF at the end of the
next calendar month. Each Chief Business Officer is responsible for rebalancing
to ensure the institution’s Non-Endowment Funds are within this target range,
which will be reviewed on a monthly basis by the System Administration Office of
Finance. At least five days prior to the end of each month, each institution
should check its balance in the STF and the ITF to determine if rebalancing will
be necessary. If necessary, ITF transactions should be initiated on or before the
last business day of the month. ITF transactions will be effective on the first day
of the following month. For transactions greater than $10 million (redemptions or
withdrawals), the institution should provide notice to The University of Texas
Investment Management Company (UTIMCO) at least five days in advance to
facilitate UTIMCO's ability to transact efficiently.
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Sharing of Investment Returns

If the total investment return on the ITF in a fiscal year is in excess of the primary
national Consumer Price Index ("CPI-U") published by the Bureau of Labor
Statistics plus 3.0%, then the amount in excess of the CPI-U plus 3.0% will be split,
with 90% of the excess return being retained by the institutions and 10% being
distributed to System Administration. Any funds distributed to System
Administration will be used exclusively for strategic initiatives that benefit the
institutions, and all expenditures of the funds by System Administration will require
approval of the Board of Regents.

No excess returns will be distributed to System Administration unless the
cumulative total investment return of the ITF, measured from the inception date
of this policy through the most recent fiscal year end, is in excess of the monthly
compounded cumulative return of the CPI-U plus 3.0% for the same period.

Definitions

Authorized Representative — The Executive Vice Chancellor for Business
Affairs at System Administration or the Associate Vice Chancellor for Finance at
System Administration.

Eligible Institutions — Institutions with at least $5.0 million of Non-Endowment
Funds on the last day of a month and a current financial condition rating from the
System Administration Office of the Controller of “Watch” or better.

Intermediate Term Fund (ITF) — The ITF is a pooled fund for the investment of
Non-Endowment funds that are not required to be invested in the Short Term
Fund. Refer to the ITF Investment Policy for more information.
Non-Endowment Funds — Non-Endowment Funds include all non-endowment
monies owned by the Board of Regents or under the control of the Board of
Regents. Funds that are legally required to be invested elsewhere, such as
funds held at the State Treasury and certain trust funds, are excluded from this
policy. Due to Internal Revenue Service restrictions governing tax-exempt debt
such as yield restriction and spend-out requirements, debt-related funds are also
specifically excluded from this policy. Exceptions for Non-Endowment funds that
would otherwise be invested pursuant to this policy may be made only with the
approval of an Authorized Representative.

Short Term Fund (STF) — The STF is an institutional money market mutual fund,
currently the Dreyfus Institutional Preferred Money Market Fund (Dreyfus Fund).
The STF provides daily liquidity and safety of principal by investing in short-term
money market obligations. Refer to the STF Investment Policy for more
information.
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7. U. T. System Board of Regents: Approval to Amend the Short Term Fund
Investment Policy Statement, the Liquidity Policy, and the Derivative
Investment Policy

RECOMMENDATION

The Chancellor and the Executive Vice Chancellor for Business Affairs concur in the
recommendation of the Board of Directors of The University of Texas Investment
Management Company (UTIMCO) that the U. T. System Board of Regents approve the
proposed changes to the Short Term Fund Investment Policy Statement, the Liquidity
Policy, and the Derivative Investment Policy as set forth on Pages 18.1 - 18.17 and
referenced in the Background Information of this item.

These policy amendments were approved by the UTIMCO Board on October 7, 2005, in
substantially the form as set forth on Pages 18.1 - 18.17.

BACKGROUND INFORMATION

Amendments to the Investment Policies are authorized by Section 3(a) of the Investment
Management Services Agreement dated September 1, 2005, between the Board of
Regents of The University of Texas System and UTIMCO. Section 3(a) provides that
UTIMCO shall review the investment policies of the assets under its management and
recommend any changes to such policies for approval by the U. T. System Board of
Regents. No amendments to the Permanent University Fund (PUF), General Endowment
Fund (GEF), Permanent Health Fund (PHF), Long Term Fund (LTF), Short Intermediate
Term Fund (SITF), or Separately Invested Accounts (SIA) Investment Policy Statements
are being recommended at this time.

Proposed amendments to the Short Term Fund (STF) Investment Policy Statement are
summarized below:

o Include language to clarify when the funds of foundations may invest in the STF.
. Clarify definition of Cash and Cash Equivalents.

. Remove derivative language since derivatives will not be used in the STF.

. Remove eligible investment language.
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The Liquidity Policy and Derivative Investment Policy are proposed for amendment to
include the new Intermediate Term Fund (ITF) (see Item 5 on Page 15). The ITF is
proposed as a pooled operating fund for the collective investment of operating funds
and other intermediate and long-term funds held by the U. T. System institutions and
System Administration. The Liquidity Policy and Derivative Investment Policy
supplement, but do not supersede, the Investment Policy Statements for the PUF, GEF,
and ITF.

The Derivative Investment Policy is also being proposed for amendment to:

. Expand the scope covering external managers operating under agency
agreements;
. Expand and clarify the controls related to counterparty risk associated with over-

the-counter derivative transactions;

. Include a global risk limitation to prohibit any internal or external agency
derivative transaction from causing the aggregate risk exposure of the PUF, the
GEF, and/or the ITF to exceed the risk limits set by the respective approved
asset allocation policies;

. Include a section on risk management procedures and compliance; and
. Include a section expanding the derivative reporting requirements to the UTIMCO
Board.

These amendments to the Derivative Investment Policy represent a significant
refinement in the oversight of U. T. System investment portfolios, utilizing UTIMCO's
expanding risk management capabilities. Review of this Policy will continue in the
future, consistent with industry best practices.
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THE UNIVERSITY OF TEXAS SYSTEM
SHORT TERM FUND
INVESTMENT POLICY STATEMENT

Purpose

The Short Term Fund (the "STF") was established by the Board of Regents of

The University of Texas System (the "Board of Regents") as a pooled fund for the
collective investment of operating funds and other short and intermediate term funds
held by U. T. System eempeonent-institutions and System Administration with an
investment horizon of less than one year.

STF Organization

The STF functions like a mutual fund in which each eligible account purchases and
redeems STF units as provided herein. The ownership of STF assets shall at all
times be vested in the Board of Regents. Such assets shall be deemed to be held
by the Board of Regents, as a fiduciary, regardless of the name in which the assets
may be registered.

STF Management

Article VII Section 11b of the Texas Constitution authorizes the Board of Regents,
subject to procedures and restrictions it establishes, to invest the Permanent
University Fund (the “PUF”) in any kind of investment and in amounts it considers
appropriate, provided that it adheres to the prudent investor standard. This standard
provides that the Board of Regents, in making investments, may acquire, exchange,
sell, supervise, manage, or retain, through procedures and subject to restrictions it
establishes and in amounts it considers appropriate, any kind of investment that
prudent investors, exercising reasonable care, skill, and caution, would acquire or
retain in light of the purposes, terms, distribution requirements, and other
circumstances of the fund then prevailing, taking into consideration the investment of
all the assets of the fund rather than a single investment. Pursuant to Section
51.0031(c) of the Texas Education Code, the Board of Regents has elected the PUF
prudent investor standard to govern its management of the STF.

Ultimate fiduciary responsibility for the STF rests with the Board of Regents. Section
66.08, Texas Education Code, as amended, authorizes the Board of Regents,
subject to certain conditions, to enter into a contract with a nonprofit corporation to
invest funds under the control and management of the Board of Regents.

Pursuant to an Investment Management Services Agreement between the Board of
Regents and The University of Texas Investment Management Company
(“UTIMCQ?”), the STF shall be managed by UTIMCO, which shall: a) recommend
investment policy for the STF, b) determine specific asset allocation targets, ranges
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Short Term Fund Investment Policy Statement (continued)

and performance benchmarks consistent with STF objectives, and ¢) monitor STF
performance against STF objectives. UTIMCO shall invest the STF assets in
conformity with this Policy Statement.

UTIMCO may select and terminate unaffiliated investment managers subject to the
Delegation of Investment Approval Authority approved by the UTIMCO Board.
Managers shall be monitored for performance and adherence to investment
disciplines.

STF Administration

UTIMCO shall employ an administrative staff to ensure that all transaction and
accounting records are complete and prepared on a timely basis. Internal controls
shall be emphasized so as to provide for responsible separation of duties and
adequacy of an audit trail. Custody of STF assets shall comply with applicable law
and be structured so as to provide essential safekeeping and trading efficiency.

Funds Eligible to Purchase STF Units

No account shall be eligible to purchase units of the STF unless it is under the sole
control, with full discretion as to investments, by the Board of Regents and/or
UTIMCO.

Any account whose governing instrument contains provisions which conflict with this
Policy Statement, whether initially or as a result of amendments to either document,
shall not be eligible to purchase or hold units of the STF.

The funds of a foundation whieh-is-structured as a supporting organization described
in Section 509(a) of the Internal Revenue Code of 1986, which supports the
activities of the U. T. System and its eemponentinstitutions, may purchase units in
the STF provided that_ a contract between the Board of Regents and the foundation
has been executed authorizing investment of foundation funds in the STF.:
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Short Term Fund Investment Policy Statement (continued)

STF Investment Objectives

The primary investment objective shall be to maximize current income consistent
with the absolute preservation of capital and maintenance of adequate STF liquidity.
The STF shall seek to maintain a net asset value of $1.00.

Achievement of this objective shall be defined as a fund return in excess of the
average gross return of the median manager of an approved universe of institutional
only money market funds.

Asset Allocation

Asset allocation is the primary determinant of investment performance and subject to
the asset allocation ranges specified herein is the responsibility of UTIMCO.

Specific asset allocation targets may be changed from time to time based on the
economic and investment outlook.

STF assets shall be allocated to the following broad asset class:

Cash and Cash Equivalents — Short-term (generally securities with time to maturity
of three months or less), highly liquid investments that are readily convertible to

known amounts of cash and which are subject to a relatlvelv small risk of chanqes

Performance Measurement

The investment performance of the STF will be measured by an unaffiliated
organization, with recognized expertise in this field and reporting responsibility to
the UTIMCO Board, and compared against the performance benchmarks of the
STF. Such measurement will occur at least quarterly.

Investment Guidelines

The STF must be invested at all times in strict compliance with applicable law.
Investment guidelines include the following:

General

. All investments will be U.S. dollar denominated assets.
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Short Term Fund Investment Policy Statement (continued)

. Investment policies of any unaffiliated liquid investment fund must be
reviewed and approved by the chief investment officer prior to investment
of STF assets in such liquid investment fund.

. No securities may be purchased or held which would jeopardize the STF’s
tax-exempt status.

. No investment strategy or program may purchase securities on margin or
use leverage unless specifically authorized by the UTIMCO Board.

o No investment strategy or program employing short sales may be made
unless specifically authorized by the UTIMCO Board.
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Short Term Fund Investment Policy Statement (continued)

Cash and Cash Equivalents

Holdings of cash and cash equivalents may include the following:

o Unaffiliated liquid (Money Market Funds) investment funds rated AAAy by
Standard & Poor’s Corporation.
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Short Term Fund Investment Policy Statement (continued)

o Commercial paper, negotiable certificates of deposit, and Bankers’
Acceptances must be rated at least A-1 by Standard & Poor’s Corporation
and P-1 by Moody’s Investors Service, Inc.

J Floating rate securities, if they meet the single security duration criteria
and are based on a spread over or under a well known index such as LIBOR
or a Constant Maturity Treasury index. No internally leveraged floating rate
securities are permitted (i.e., a coupon equivalent to a formula that creates a
multiplier of an index value). The following types of floating rate securities are
not eligible for investment; inverse floaters, non-money market based floaters,
interest only or principal only floaters, non-dollar based floaters, and range
note floaters.

. Repurchase agreements and reverse repurchase agreements must be
transacted with a dealer that is approved by UTIMCO and selected by the
Federal Reserve Bank as a Primary Dealer in U.S. Treasury securities and
rated A-1 or P-1 or the equivalent.

- Each approved counterparty shall execute the Standard Public
Securities Association (PSA) Master repurchase agreement with
UTIMCO.

- Eligible Collateral Securities for repurchase agreements are limited to
U.S. Treasury securities and U.S. Government Agency securities with
a maturity of not more than 10 years.

- The maturity for a repurchase agreement may be from one day to two
weeks.

- The value of all collateral shall be maintained at 102% of the notional
value of the repurchase agreement, valued daily.

- All collateral shall be delivered to the STF custodian bank. Tri-party
collateral arrangements are not permitted.

- The aggregate amount of repurchase agreements with maturities
greater than seven calendar days may not exceed 10% of the STF’s
total assets.

- Overnight repurchase agreements may not exceed 50% of the STF’s
total assets.
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Short Term Fund Investment Policy Statement (continued)

STF Distributions

Distributions of income from the STF to the unitholders shall be made as soon as
practicable on or after the last day of each month.

STF Accounting

The fiscal year of the STF shall begin on September 1st and end on August 31st.
Market value of the STF shall be maintained on an accrual basis in compliance
with Financial Accounting Standards Board Statements, Government Accounting
Standards Board Statements, industry guidelines, or state statutes, whichever is
applicable. Significant asset write-offs or write-downs shall be approved by
UTIMCO’s chief investment officer and reported to the UTIMCO Board.

Valuation of Assets

All investments are stated at amortized cost, which in most cases approximates
the market value of securities. The objective of the fund is to maintain a stable
$1.00 net asset value; however, the $1.00 net asset value is neithernet guaranteed
nor insured by UTIMCO.

The STF’s net assets shall include all related receivables and payables of the STF

on the valuation date, and the value of each unit thereof shall be its proportionate
part of such net value. Such valuation shall be final and conclusive.
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Short Term Fund Investment Policy Statement (continued)

Purchase of STF Units

Purchase of STF units may be made on each business day upon payment of cash to
the STF or contribution of assets approved by UTIMCO'’s chief investment officer, at
| the net asset value$4-00 per unit of the STF as of the most recent valuation date.

Each account whose monies are invested in the STF shall own an undivided interest
in the STF in the proportion that the number of units invested therein bears to the
total number of all units comprising the STF.

Redemption of STF Units

| Redemption of units may be made on each business day at the net asset value$4-00
per unit.

Securities Lending

The STF may not participate in a securities lending contract with a bank or nonbank
security lending agent.

Investor Responsibility

The UTIMCO Board shall discharge its fiduciary duties with respect to the STF solely
in the interest of STF unitholders and shall not invest the STF so as to achieve
temporal benefits for any purpose, including use of its economic power to advance
social or political purposes.

Amendment of Policy Statement

The Board of Regents reserves the right to amend the Investment Policy Statement
as it deems necessary or advisable.

Effective Date

| The effective date of this policy shall be-August42-2004 November 10, 2005.
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The University of Texas | nvestment Management Company
Liquidity Policy

Effective Date of Policy: November 10, 2005August-11,-2005
Original Effective Date of Policy: August 7, 2003

Purpose:

The purpose of this Liquidity Policy is to establish limits on the overall liquidity profile of investments in
(1) the Permanent University Fund (PUF) and the Genera Endowment Fund (GEF), hereinafter
collectively referred to as the Endowment Funds and, (2) the Intermediate Term Fund (ITF). For the
purposes of this policy, “liquidity” is defined as a measure of the ability of an investment position to be
converted into a cash position. The established liquidity profile limits will act in conjunction with, but do
not supercede, the Investment Policies adopted by the U. T. System Board of Regents.

Objective:

The objective of this Liquidity Policy is to control the element of total risk exposure of the Endowment
Funds and the ITF stemming from the uncertainties associated with the ability to convert longer term
investments to cash to meet immediate needs or to change investment strategy, and the potential cost of that
conversion.

Scope:

This Liquidity Policy applies to all PUF,-and GEF, and ITF investments made by The University of Texas
Investment Management Company (UTIMCO), both by internal and by external managers. Policy
implementation will be managed at the aggregate UTIMCO level and will not be a responsibility of
individual internal or external managers managing a portion of the aggregate assets.

Definition of Liquidity Risk:

“Liquidity risk” is defined as that element of total risk resulting from the uncertainty associated with both
the cost and time period necessary to convert existing investment positions to cash (or cash equivalents).
Liquidity risk can result in lower than expected returns and reduced opportunity to make changes in
investment positions to respond to changesin capital market conditions. Modern finance theory asserts that
liquidity risk is a systematic risk factor that is incorporated into asset prices such that future longer-term
returns will be higher for assets with higher liquidity risk, although that may not be the case in the short
term.

Liquidity Risk Measurement-The Liquidity Profile:
Capital market theory does not provide a precise technique to measure liquidity risk. For the purposes of
this Liquidity Policy, potential liquidity risk will be monitored by measuring the aggregate liquidity profile
of the Endowment Funds and ITFE. All individual investments within the Endowment Funds and ITF will
be segregated into two categories:
e Liquid: Investments that could be converted to cash within a period of one day to
three months in an orderly market at a discount of 10% or less.

e |lliquid: Investments that could be converted to cash in an orderly market over a
period of more than three months or in a shorter period of time by accepting a
discount of more than 10%.

The measurements necessary to segregate al investments into one of the two categories assume normally

functioning capital markets and cash market transactions. |n addition, swaps, derivatives, or other third
party arrangements to ater the status of an investment classified as illiquid may be considered, with the
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The University of Texas | nvestment Management Company
Liquidity Policy

prior approval of the UTIMCO Board or the Risk Committee!, in determining the appropriate liquidity
category for each investment.

The result of this liquidity risk measurement process will be a liquidity profile for the Endowment Funds
and the ITF which indicates the percentage of the total portfolio assets within each liquidity category. This
Liquidity Policy defines the acceptable range of percentage of total assets within each liquidity category,
specifies “trigger zones’ requiring special review by UTIMCO staff and Board, and specifies the method of
monitoring and presenting actual versus policy liquidity profiles.

Liquidity Policy Profile:
The current Liquidity Policy Profile ranges and trigger zones for each of the Endowment Funds are defined
by the chart below:

Liquidity Policy Profile Ranges - Endowment Funds
100 -
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The green bar indicates the Policy range for investments categorized as “liquid” by the definition presented
earlier. The red bar indicates the Policy range for investments categorized as “illiquid” by earlier
definition. The shaded sections of the green and red bars indicate trigger zones requiring specia action by
the UTIMCO Board or the Risk Committee. For example, the alowable range for illiquid investments is
0% to 35% of the total portfolio. However, any illiquid investments made in the 30% to 35% trigger zone
requires prior approval by the Risk Committee or the UTIMCO Board. Risk Committee review of new
investments in the illiquid trigger zone will supplement, rather than replace, the procedures established by
the UTIMCO Board for the approval of new investments.

! The Risk Committee (formerly, the Liquidity Committee) was appointed by the UTIMCO Board of
Directors and is subject to a Risk Committee Charter first approved by the UTIMCO Board of Directorson
April 8, 2004. The Risk Committee consists of at least three members of the Board and provides oversight
and monitoring of the liquidity of the policy portfolio in accordance with this Liquidity Policy.
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The current Liquidity Policy Profile ranges and trigger zones for the I TF are defined by the chart below:

Liquidity Policy Profile Ranges - ITF
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The dlowable range for illiguid investments is 0% to 35% of the total portfolio for the ITF. However, any
illiquid investments made in the 25% to 35% trigger zone require prior approval by the Risk Committee or
the UTIMCO Board. Risk Committee review of new investmentsin theilliguid trigger zone will
supplement, rather than replace, the procedures established by the UTIMCO Board for the approval of new
investments.

Documentation and Controls:

Managing Directors responsible for each asset class are responsible for determining the liquidity category
for each investment in that class. These classifications will be reviewed by the Risk Manager and must
receive final approval from the Chief Investment Officer. Classifications and weights within each liquidity
category will be updated and reported on a monthly basis. The monthly liquidity reports will include
certification by each Managing Director, the Risk Manager, the Chief Compliance Officer, and the
President of UTIMCO that al investments are properly categorized and reported. All new investments
considered will be categorized by liquidity category, and a statement regarding the effect on overall
liquidity of the addition of a new investment must be an element of the due diligence process and will be a
part of the recommendation report to the UTIMCO Board.

As additional safeguards, trigger zones have been established as indicated above to trigger required review
and action by the UTIMCO Board or the Risk Committee in the event any investment action would cause
the actual investment position in illiquid investments to enter the designated trigger zone, or in the event
market actions caused the actual investment position in illiquid investments to move into trigger zones. In
addition, any proposed investment actions which would increase the actual investment position in illiquid
investments in eitherany of the PUF,-er the GEF, or the ITF by 10% or more of the total asset value of
either-such Ffund would also require review and action by the UTIMCO Board or the Risk Committee prior
to the change. Any actual positionsin any trigger zones or outside the policy ranges will be communicated
to the Chief Investment Officer immediately. The Chief Investment Officer will then determine the process
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to be used to eliminate the exception and report promptly to the UTIMCO Board and the Risk Committee
the circumstances of the deviation from Policy and the remedy to the situation.

Reporting:

| The actual liquidity profiles of the Endowment Funds and the ITF, and compliance with this Liquidity
Policy will be reported to the UTIMCO Board on at least a quarterly basis. Any exception to this Liquidity
Policy and actions taken to remedy the exception will be reported promptly. An example of the method of
reporting is shown below where the yellow points and number |abels indicate current actual exposure levels

| within each Liquidity Policy Range for the Endowment Funds (numbers shown are examples only). For
example, in this illustration the current exposure to “liquid” investments is 77.6%, while exposure to
“illiquid” investments is 22.4% and both are within their respective allowable policy ranges and not in
defined trigger zones.

Liquidity Policy Profile Ranges - Endowment Funds
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The University of Texas | nvestment Management Company
Derivative I nvestment Policy

Effective Date of Policy: November 10, 2005August-11,-2005
Date Approved by UTIMCO Board: October 7, 20053uly-21,-2005

Pur pose:

The purpose of the Derivative Investment Policy is to enumerate the applications, documentation and
limitations for investment in derivatives in the Permanent University Fund (PUF),-and the General
Endowment Fund (GEF),_and the Intermediate Term Fund (ITF), hereinafter referred to as the Funds. The
Board of Regents approved investment policy guidelines for the Funds alow for investment in derivatives
provided that their use isin compliance with UTIMCO’ s Board approved Derivative Investment Policy.
This Derivative Investment Policy supplements the Investment Policy Statement for the Funds.

Objective:

The objective of investing in derivativesisto facilitate risk management and provide efficiency in the
implementation of various investment strategies for the Funds. Through the use of derivatives, the complex
risks that are bound together in traditional cash market investments can be separated and managed
independently. Derivatives provide the Funds with the most economical means to improve the Funds
risk/return profile.

Scope:
Except where specifically noted, this Policy appliesto all derivative transactions in the Funds executed by
|nternal UTI MCO staff and by external manaqers operatl ng under an Agency Agreement. _FhisPoliey

< y—This Policy does not apply to external
managers operatl ng under I|m|ted partnershm aqreements, offshore corporations, or other Limited Liability
Entities that limit the liability exposure of the Funds' investments. Derivatives policies for external
managers are established on a case by case basis with each external manager, as described below.

This Policy appliesto both exchange traded derivatives and over the counter (OTC) derivative instruments.
This Policy shall not be construed to apply to index or other common or commingled fundsin which the
Fundstypically invest. These commingled investment vehicles are governed by separate investment policy
Statements.

External Managers:

External managers are selected to manage the Funds' assets under either an Agency Agreement or through
aLimited Liability Entity. An external investment manager of public market investments employed by
UTIMCO under an Agency Agreement may engage in derivative transactions only if the transactions are

consistent with the overall investment objectives of the account. Derivative applications shall be approved
only with investment managers that demonstrate investment expertise in their use, and have appropriate
risk management polldes and procedures to effectlvely monitor and control the|r use. Drsdesureef

Selectl ng and monitoring external managers throuqh a L|m|ted Liability Entltv Fheduediigence process
3l es - requires aclear
understanding of the managers use of derlvatlves partlcularly as |t rel ates to various r|sk controls and

uSFIMGQ’—sBeardTheee managers tvpl caI Iv have compl ete deI eqated authontv, and mon|tor| ng of risk

exposures and leverage is done on both an individual entity and aggregate basis. The permitted uses of
derivatives and leverage are fully documented in the limited liability agreements with these managers.
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Definition of Derivatives:

Derivatives are financial instruments whose value is derived, in whole or part, from the value of any one or
more underlying securities or assets, or index of securities or assets (such as a bonds, stocks, commodities,
and currencies). For the purposes of this Policy, derivatives shall include futures contracts, forward
contracts, swaps and all forms of options, but shall not include a broader range of securities including
mortgage backed securities, structured notes and convertible bonds - Derivatives may be purchased
through a national exchange or through an OTC direct arrangement with a counterparty. {Refer to the
attached exhibit for aglossary of terms.}

Permitted Derivative Applications:
Derivative applications may be used:

e Toimplement investment strategiesin alow cost and efficient manner;

e To ater the Funds market (systematic) exposure without trading the underlying cash market
securities through purchases or short sales, or both, of appropriate derivatives;

e To construct portfolios with risk and return characteristics that could not be created with cash
market securities;

e To hedge and control risks so that the Funds’ risk/return profile is more closely aligned with the
Funds' targeted risk/return profile through purchases or short sales, or both, of appropriate
derivatives; or

e Tofacilitate transition trading.

The primary intent of derivative transactions should be to hedge risk in portfolios or to implement
investment strategies more effectively and at alower cost than would be possible in the cash market.
Except as provided below, ©only the above derivative applications are permitted until such time as this
policy is amended and approved by UTIMCO’s Board. The Chief Investment Officer shall recommend
and the UTIMCO Board must approve any new internal derivative applications prior to implementation,
after fully considering the permissibility, merits, and compliance with all documentation and controls
requirements of the application._Derivative policies of external managers that engage in derivative
applications not otherwise permitted by this Palicy, or a Policy subsequently broadened by the UTIMCO
Board, must be approved by the UTIMCO Board. Existing external managers as of November 10, 2005,
will comply with this policy on or before January 1, 2006.

Derivative Applications Not Per mitted:
Derivative applications shall not be used to invest in asset classes that are not consistent with the Funds
policy asset categories, implementation strategies and risk/return characteristics.

Documentation and Controls:

Prior to the implementation of a new internal derivative application, UTIMCO shall document the purpose,
justification, baseline portfolio, derivative application portfolio, risks (including at a minimum modeling,
pricing, liquidity and legal risks), the expected increase or reductlon in systematlc and specmc r|sk
resulting from the application,

applieations-and the procedures in pI ace to monitor and managethe derlvat|ve exposure Internal control
procedures to properly account and value the Funds' exposure to the derivative application shall be fully
documented. UTIMCO shall establish an appropriate risk management procedure to monitor compliance
and wi II take correctlve action if necessary.

Limitations:
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Economic Impact and L everage: Leverageisinherent in derivatives since only asmall cash
deposit is required to establish a much larger economic impact position. Thus, relative to the cash
markets, where in most cases the cash outlay is equal to the asset acquired, derivatives
applications offer the possibility of establishing substantially larger market risk exposures with the
same amount of cash as atraditional cash market portfolio. Therefore, risk management and
control processes must focus on the total risk assumed in a derivatives application, which isthe
sum of the application-specific risk and the market (systematic) risk established by the derivative
application. In order to control and limit the leverage risk, each internal derivative application
must specify a baseline portfolio, and risk measures such as Value at Risk (VAR) will be
employed to assure that the total economic impact risk of the derivative application portfolio
relative to the basaline portfolio will not exceed 20% of the underlying value of the baseline
portfolio. The total relative economic impact risk of each derivative application will be monitored
on adaily basis by the most appropriate risk management tools for the particular derivative s
application.

In order to limit the financial risks associated with derivative applications, rigorous counterparty
selection criteria and netting agreements shall be required to minimize counterparty risk for over
the counter derivatives. Any counterparty in an OTC derivative transaction with the Funds must

have a credit rating of at least A- (Standard and Poor’s) or A3 (Moody’s). All OTC derivative
transactions must be subject to established ISDA Nettinq Aqgreements and have full documentation

menthly—The net market val ue of aII QTC derlvanve posmons for any |nd|V|dua| counterpartv
may not exceed 1% of the total market value of the Funds.

Global Risk Limitations; Notwithstanding other limitations in this Derivative Policy, no
derivative transaction may be taken that would cause the aggregate risk exposure of the Funds to
exceed the aggregate risk limits established by the current asset allocation policies of the Funds.

Risk Management and Compliance:

To ensure compliance with all terms and limitations of this Policy, all internally managed and externally
managed derivatives in accounts under Agency Agreements will be marked to market on adaily basis by
the Funds external custodian, and these daily reports will be reviewed for accuracy by the UTIMCO Risk
Manager. Compliance with the conditions of this Policy will be monitored by the UTIMCO Chief
Compliance Officer using data provided by the external custodian and the external risk model. Datafrom
the external risk model will be reviewed for accuracy and compl eteness by the UTIMCO Risk Manager.
Any violations of the termsin this Policy will be reported immediately to the Chief Investment Officer,
who will determine the appropriate remedy and report promptly to the Risk Committee and the UTIMCO
Board.

Reporting:
UTIMCO shall provide a comprehensive report of all approved derivative applications for both internal

managers and external managers under Agency Agreements. UTIMCO shall also provide a
comprehensive report of all outstanding derivatives positions established by internal managers and external
managers under Agency Agreements. These reports will be provided at least on a quarterly basis to the
UTIMCO Board and the Risk Committee.
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Derivative Investment Policy Exhibit
Glossary of Terms

Agency Agreement —A form of legal agreement that typically grants limited investment discretion to an
external investment manager to act as the investment agent of the Funds but does not limit the liability of
the Funds for actions taken by that agent.

Application-specific risk — The portion of total risk in a derivatives application which is due to factors
unique to the application as opposed to more systematic, market-related factors. For example, in an option
on a specific stock, the risk associated with the specific business results of the company which issued the
stock underlying the option would be application-specific risk, as opposed to the overall risk of the stock
market which would be Systematic Risk.

Baseline portfolio — The cash-market based portfolio which will serve asthe basis for calculating the
relativerisk level of an equivalent derivatives application.

Cash equivalents— Includes cash, short term fixed income instruments, accruals, variation margin and one
day depositsin transit to the account.

Cash market - The physical market for acommodity or financial instrument.
Counterparty - The offsetting party in an exchange agreement.

Delta Equivalent Value — The delta of an option is a measure of the change in price of an option with a
small change in the value of the security underlying the option as implied by the Black-Scholes theory.
Thedeltais afunction of the volatility of the underlying security, the dividend rate of the underlying
security, the strike price of the option, the time to maturity of the option, and the risk free interest rate. The
delta then defines the value of the underlying security that would be necessary to fully hedge the option
position, the delta equivalent value. For example, if an option on a stock has a notional value of $100 but
would change in price by $6 when the value of the underlying stock changes by $10, then the delta
equivalent value of the option is $60.

Derivative application — A definition of the intended use of a derivative-based position such asreplication
or enhancing index returns, asset allocation or completion fund strategies, and various al pha transport
strategies.

Derivative application portfolio — The portfolio including derivative instruments, cash equivalents, and
other cash market assets established to replicate a specified baseline portfolio.

Economic exposur e - The total effective exposure of a derivative position. The economic exposureisthe
product of the dollar value of the exposure and the market or systematic risk level of the exposure. A
common method of measuring economic exposure iswith risk management tools such as “value at risk.”

Exchangetraded derivatives - A derivative instrument traded on an established national or international
exchange. These instruments “settle” daily in that cash exchanges are made between the exchange and
parties to the contracts consistent with the change in price of the instrument. Fulfillment of the contract is
guaranteed by the exchange on which the instruments are traded. Examples include S& P 500 futures
contracts and Goldman Sachs Commaodities Index futures contracts.
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Forward contract - A non-standardized contract for the physical or electronic (through a bookkeeping
entry) delivery of acommodity or financial instrument at a specified price at some point in the future.

Futures contract - A standardized contract for either the physical delivery of acommaodity or instrument at
a specified price at some point in the future, or afinancia settlement derived from the change in market
price of the commodity or financial instrument during the term of the contract.

I SDA Netting Agreement - The International Swaps and Derivatives Association (ISDA) is the global
trade association representing participants in the privately negotiated derivatives industry, covering swaps
and options across all asset classes. 1SDA has produced generally accepted “ Master Agreements,” a 1992
Master Agreement and a 2002 Master Agreement, that are used by most counterpartiesin OTC derivatives
transactions. Netting agreements are terms within the applicable Master Agreement that deal with the
calculation of exposure for each counterparty. These netting agreements require that exposures between
counterparties will be “netted” so that payables and receivables under all existing derivative transactions
between two counterparties are offset in determining the net exposure between the two counterparties.

Limited Liability Entity — A legal entity created to define how assets contributed to the entity by externa
partners to the agreement will be managed by the manager of the entity. Theses entities are typically
limited liability partnerships, corporations, or other such entities that limit the liability of external investors
to the current value of the external investors investment in the entity.

Option - Aninstrument that conveys the right but not the obligation to buy or deliver the subject financial
instrument at a specified price, at a specified future date.

Over thecounter (OTC) derivatives - -A derivative instrument which result from direct negotiation
between a buyer and a counterparty. The terms of such instruments are non-standard and are the result of
specific negotiations. Settlement occurs at the negotiated termination date, although the terms may include
interim cash payments under certain conditions. Examplesinclude currency swaps and forward contracts,
interest rate swaps, and collars.

Swap - A contract whereby the parties agree to exchange cash flows of defined investment assetsin
amounts and times specified by the contract.

Systematic risk — The non-diversifiable risks associated with an investment in a particular asset market.
For example the financial, political, and other risks associated with a portfolio of common stocks are
known as “market” or systematic risks.

Valueat risk (VAR) — An established method of measuring economic exposure risk. The measure

conveys the maximum potential loss (in dollars or percent of total assets) for a particular investment
position, for aparticular period of time, for a particular level of confidence.
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8. U. T. System Board of Regents: Investments Report for the quarter and
fiscal year ended August 31, 2005, and The University of Texas Investment
Management Company (UTIMCO) Performance Summary Report

REPORT

The Investments Report for the quarter and fiscal year ended August 31, 2005, are set forth
on Pages 19.1 - 19.5.

Item | on Page 19.1 reports activity for the Permanent University Fund (PUF) investments.
The PUF's net investment return for the fiscal year was 18.8% versus its composite
benchmark return of 15.1%. The PUF's net asset value increased by $1,338.8 million since
the beginning of the fiscal year to $9,426.7 million. This change in net asset value includes
increases due to contributions from PUF land receipts and net investment return and a
decrease due to the $341.2 million annual distribution.

Item Il on Page 19.2 reports activity for the General Endowment Fund (GEF) investments.
The GEF's net investment return for the fiscal year was 18.8% versus its composite
benchmark return of 15.1%. The GEF's net asset value increased $719.2 million since the
beginning of the fiscal year to $4,926.8 million.

Item 111 on Page 19.3 reports activity for the Short Intermediate Term Fund (SITF). Total
net investment return on the SITF was 2.48% for the fiscal year versus the SITF's perform-
ance benchmark of 1.15%. The SITF's net asset value increased by $44.4 million since the
beginning of the fiscal year to $1,222.4 million. This increase in net asset value was due to
net contributions and investment return to the SITF.

Item IV on Page 19.4 presents book and market value of cash, debt, equity, and other
securities held in funds outside of internal investment pools. Total cash and equivalents,
consisting primarily of institutional operating funds held in the Dreyfus money market fund,
increased by $37.5 million to $2,443.8 million during the three months since the last
reporting period. Market values for the remaining asset types were debt securities: $47.2
million versus $47.3 million at the beginning of the period; equities: $256.5 million versus
$346.2 million at the beginning of the period; and other investments: $1.6 million versus
$2.2 million at the beginning of the period.

The August 31, 2005, Performance Summary Report prepared by The University of
Texas Investment Management Company (UTIMCO) is attached on Page 19.5.
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9. U. T. System: Fiscal Year 2005 Energy Utility Task Force Report

REPORT

Mr. Philip R. Aldridge, Associate Vice Chancellor for Finance, will provide the annual
report on the progress of the Energy Utility Task Force for Fiscal Year 2005 using

the PowerPoint presentation attached on Pages 49 - 52 of the Supplemental Materials
(Volume 2) of the Agenda Book. The Energy Utility Task Force was created in
February 2001 to evaluate and recommend strategies for U. T. System institutions

to reduce energy consumption, better manage commaodity price risk, and leverage their
purchasing power to reduce energy costs.

Initial recommendations and energy consumption reduction goals were presented to the
Board in November 2001. A 2-4% reduction in System-wide energy use per square foot
was targeted for Fiscal Year 2003 and was achieved. A 5-10% reduction in energy
usage is targeted for Fiscal Year 2006. The estimated reduction in energy usage
through Fiscal Year 2005 is 5.2%.
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