








Schedule lll:

(n)
(0)

P

(@

(n)

()

(®)

(u)

Excludes College of Medicine.

Penn College is a separate but wholly owned subsidiary of the University administered
through the Corporation for Penn State.

The 2007-08 operating budget (excluding the College of Medicine) includes an
appropriation of $334,230,000. Thisis $6,515,000, or 2.0 percent, more than the 2006-
07 appropriation level.

Includes tuition rate changes for 2007-08 of $56,018,000. Also reflected are additional
income of $1,410,000 from the Information Technology Fee, and $1,300,000 from
Student Activities Fee.

Represents the following transfers: $800,000 to the College of Medicine for
redistribution of 2004-05 increase, for graduate and nursing programs, for the prior
years’ Tuition Challenge Grants, and for a proportionate share of the 1997-98 Special
Projects appropriation (which was folded into E&G in the 1998-99 appropriation); and
a total of $2,977,000 to other line items for redistribution of 2005-06 and 2004-05
increases, and for a proportionate share of the 1997-98 Special Projects appropriation.

Represents the following transfers: $462,000 redistribution of 2005-06 increase,
$516,000 redistribution of 2004-05 increase and $206,000 for a proportionate share of
the 1997-98 Special Projects appropriation.

Represents the following transfers: $556,000 redistribution of 2005-06 increase,
$620,000 redistribution of 2004-05 increase and $221,000 for a proportionate share of
the 1997-98 Special Projects appropriation.

Includes State Appropriation of $12,909,000 for operations and $1,389,000 for debt
service. Also includes the following transfers: $293,000 redistribution of 2004-05
increase and $103,000 for a proportionate share of the 1997-98 Special Projects
appropriation.
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PENNSTATE
Endowment & Similar Funds &
Investment Review September 2007

This cover page provides a summary overview of the Pennsylvania State University Endowment and Similar Funds for
fiscal year 2007. The next page summarizes Endowment-related data that is discussed on the remaining pages.

Executive Overview

Endowment Performance Investment Diversification and Asset Mix (pg 5)

Annualized net investment returns for the Penn State At fiscal year end, 46% of pool assets were invested in
University Endowment Pool (adjusted for the impact public equities (domestic and foreign), 24% in fixed
of gifts and spending, and after external investment income/cash, 11% in real assets (real estate, natural
management expenses) are shown below for periods resources), 12% in venture capital/private buyouts, and
ending June 30, 2007: 7% in hedge funds. This was consistent with Penn

State’s Policy Asset Allocation.
Fiscal 07 3 Years 5 Years 10 Years

21.2% 16.0% 12.6% 9.1% Comparative Fund Performance (pg 6)
Penn State’s Long-Term Investment Pool returned 21.2%

net for the year ending June 30, 2007 versus 15.7% for
the passive policy portfolio. The Endowment’s returns

Endowment & Similar Funds Market Value (pg 3)

Penn State University’s Endowment and Similar Funds for longer periods have also compared favorably with the
were valued at $1.67 billion as of June 30, 2007, benchmark returns for Penn State’s Policy Portfolio.
including the Long-Term Investment Pool’s (LTIP)

$1.54 billion in investment assets. Asset C|ass/|\/|anager Performance (pg 7)

Review of Investment Markets (pg 4) Fiscal 2007 performance of the Endowment’s

external investment managers, including both public

The graph below compares respective returns for 12- and non-public (limited partnerships), is on page 7.

months ending June 30, 2006 and 2007 for the S&P
500, MSCI World ex-US, 91-day US Treasury Bills,

Lehman Aggregate Bond, and publicly-traded Real Long-Term Investment Pool and Spending (pg 8)

Estate Investment Trusts (REITs). As shown, public The Penn State Long-Term Investment Pool’s average
equities experienced double-digit gains, with non-US annual net returns of 9.1% and 9.9% over the last 10 and
(MSCI World ex-US) outpacing the US (S&P 500). 20 years, respectively, has allowed the Endowment to
Domestic real estate (REITs) was not as strong for the maintain steady inflation-adjusted spending and achieve
year ending June 2007, while US T-bills and aggregate long-term, intergenerational equity.

bonds posted modestly positive gains.

Investment Market Returns

Fiscal Years Ending June 30
27.9% 29.6%

02006

2007

-0.8%

S&P 500 World ex-US T-Bills Bonds REITs
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5-Year Endowment Facts and Figures

——— Annual Periods Ending June 30

2007 2006 2005 2004 2003
Investment Performance
LTIP* (annualized net returns)  21.2% 13.9% 13.1% 15.5% 0.5%
Market Values ($ millions)
Long-Term Investment Pool*  1,536.7 1,279.6 1,128.6 1,007.3 882.4
Similar Funds** 1315 110.0 102.7 99.5 83.1
Total Endowment 1,668.2 1,389.6 1,231.3 1,106.8 965.5
Gifts & Other Additions ($ mils)  55.2 54.6 46.3 56.9 75.3
Current Spending ($ mils) 58.3 56.9 55.3 53.1 52.8
* Long-Term Investment Pool (LTIP) — Endowment assets over which Penn State’s Office of Investment Management
(OIM) has direct investment responsibility, as approved by the Penn State Investment Council (PSIC)
** Similar Funds — includes donor-restricted and deferred gifts, plus funds in transit to LTIP

Penn State Investment Council (PSIC) Quarterly Meetings

June 15, 2007 approved:

o Updated draft of revised endowment investment policy and long-term asset mix specifying at least 15%
allocated to fixed income and up to 33% allocated to non-marketable alternatives (private capital
partnerships), with publicly traded equities and hedge funds ranging from 45% to 65%.

« “Re-up” commitment of $15 million to Commonfund Capital Venture Partners VII.

March 30, 2007 approved:

«  “Re-up” commitments of $15 million to Apax Europe VII and $10 million each to Oaktree Opportunities
VI1Ib and DAG Ventures I11. Initial commitments of $15 million each to Emergence Capital Partners 11 and
Sterling Capital Partners IlI.

« Annual “non-marketable alternative” capital commitments up to $125 million, pursuant to a long-range target
allocation to non-marketable alternatives of 33%.

December 5, 2006 approved:

o “Re-up” commitments of $10 million to Berwind Property Group Fund VIII and $5 million to BayNorth
Capital (Real Estate) Fund VII. “Re-up” commitment of $10 million to Commonfund Capital Natural
Resources Partners Fund VII.

September 29, 2006 approved:

« “Re-up” commitments of $10 million to Hampshire Partners (Real Estate) Fund VII and $5 million to LBA
Realty Fund I11, and committing $14.5 million to Acorn Investors, Inc. as equity co-investment in Oaktree
Capital Management, LLC (callable in full January 2007).

» Hiring of Wilshire Associates, Inc. as general consultant for overall endowment investment management, and
Franklin Park, LLC as dedicated consultant for private equity and venture capital partnerships.
Please note that commitments made to Limited Partnerships (LPs) are not immediately invested, and are called (paid)
over several years until total commitment is satisfied, except as noted.

(Appendix IlI)
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Endowment and Similar Funds Market Value

As of June 30, 2007, Penn State’s Endowment and Similar Funds were valued at $1,668.2 million, which includes
$1,536.7 million in Long-Term Investment Pool (LTIP) assets. Non-pooled assets — charitable remainder trusts,
charitable gift annuities, and other life income funds in addition to some donor restricted funds, as well as cash in
transit to the Endowment — accounted for an additional $131.5 million. The annual market values for the
University’s Endowment Pool and Similar Funds for the last five fiscal years are shown below:

Endowment and Similar Funds Market Value
Fiscal Years Ending June 30

($ million) 1,669
1,390
1,232
1,107
965 B Similar Funds
1,537 O Long-Term Pool
1,280

1,129

882 1,007

A
2003 2004 2005 2006 2007

From the graph above:

The Endowment and Similar Funds’ total value
increased by $278.6 million during fiscal 2007. As
seen in the table on page 2, new gifts added to the Pool
over the last 12 months totaled $55.2 million, while
Endowment program support (spending) amounted to
$58.3 million (3.8% of current market value).

The total Endowment’s $702.7 million increase since
2003 reflects new gift contributions and reinvested
investment earnings, after providing cumulative
program support of $276.4 million.

Inflows of new gifts, along with positive investment returns, have resulted in a cumulative 72.8% increase in the
Endowment’s value, net of spending, from June 30, 2003 to June 30, 2007.

(Appendix 1l1)
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Review of Investment Markets in Fiscal 2007

Returns for US equities performed strongly in fiscal 2007, but continued to lag non-US equities. Domestic bonds
posted modest positive returns, improving on last year’s slightly negative performance. The performance of
investment markets that impact Penn State University’s Long-Term Investment Pool is discussed below.

US Equities

The S&P 500 rose 20.6% for the 12 months ending
June 30, 2007, compared to 8.6% for fiscal 2006. The
Dow Jones Industrial Index returned 23.0% in 2007
versus 11.1% in 2006. Small-capitalization stocks, as
measured by the Russell 2000 Index, returned 16.4%
versus 14.6% last year. The technology-laden Nasdag

Meanwhile, 91-day Treasury Bills reflected the rise in
short-term interest rates, returning 5.2% in fiscal 2007
versus 4.0% one year ago. Treasury Inflation Protected
Securities (TIPS) gained 4.1% in fiscal 2007 compared
to -1.6% in 2006.

Index improved in 2007, returning 19.8% versus 5.6% Real Estate

in fiscal 2006. The performance of real estate stocks slowed in 2007,
as publicly-traded Real Estate Investment Trusts

Non-US Equities (REITS) rose 12.6% for the year ended June 2007

compared to 19.0% in 2006. Over the last three years,
REITS have averaged 21.1% per year. Privately-held
real estate investment partnerships gained 16.6% in
fiscal 2007 compared to 18.7% in 2006.

Equities outside the United States again outperformed
their US-counterparts. The Morgan Stanley World
Index (MSCI) ex-US climbed 29.6% for the 12-month
period ending June 30, 2007, exceeding its 27.9%
return in fiscal 2006. Emerging market equities in less

developed countries jumped 45.5% over the last 12 Alternatives

months, exceeding their 35.9% return in 2006. Private Equity Buyouts and Venture Capital continued
to rebound, posting returns of 28.6% and 14.4%,
Fixed Income respectively, for the 12 months ending March 31, 2007

(private capital markets are typically reported on a 3-
month delay). In the previous 12-month period, Private
Equity Buyouts gained 31.7%, while Venture Capital
returned 13.8%. By comparison, the Russell 2000
Index of small-capitalization stocks returned 5.9% for
the 12 months ending March 31, 2007 and 25.8% for
the year ending March 31, 2006.

Domestic bonds again lagged US equities, as the
Lehman Aggregate Bond Index (various maturities of
US Government and corporate bonds) returned 6.1%
in fiscal 2007 versus -0.8% in fiscal 2006. Long-Term
Treasuries returned 6.0% in fiscal 2007 versus -6.3%
in 2006.

Economic and Market Outlook

US and non-US equity returns in the one-year period ending June 2007 posted strong double-digit returns, outpacing
their respective year earlier performance. While economic growth in the US moderated, inflation world wide
remained low and interest rates rose modestly. Looking ahead, domestic corporate profits appear to be leveling off
after several years of double-digits earnings growth, following the US recession earlier this decade. On balance,
markets continue to benefit from the tail wind of excess global liquidity, as well as moderate to strong growth outside
the US.

Penn State’s well-diversified endowment portfolio — consisting of public equities, private partnerships, bonds, and
hedge funds in addition to inflation-sensitive “real assets” — continues to be the most appropriate investment
approach for long-term growth and sustainable spending.

(Appendix 1l1)
-4-



9/07/2007 F&PP

Investment Diversification and Asset Mix

Asset allocation is a primary determinant of investment performance and risk control. The strategic policy asset mix
targets a combination of six major asset categories to maximize potential returns, while tempering volatility.
Reflecting a desire to support generous spending and the need to preserve purchasing power in light of changing
market conditions, the Penn State Investment Council (PSIC) regularly reviews the Endowment’s strategic policy.

Shown below are the Endowment’s actual asset mixes for June 2006 (far left) and June 2007 (middle). The allocation
on the far right represents the Endowment’s prospective, long-term goal, which is expected to be realized over the

next five to seven years.

Endowment Asset Allocation

Jun-06 Jun-07

To take advantage of superior asset growth and
purchasing power protection offered by equity-type
investments, the above illustrates the Endowment’s
significant exposure to both public equities (US and
non-US common stocks) and private partnerships (real
estate, venture capital, buyouts, and energy.)

As illustrated in the left and middle columns above,
between June 2006 and June 2007 the allocation to
non-US equities, private equities and hedge funds
remained essentially unchanged. However, during
fiscal 2007, domestic equities decreased from 36% to
32%. Also, fixed income increased from 20% to 24%,
resulting from several equity distributions late in fiscal
2007, the proceeds from which were temporarily
invested in short-term fixed income.

B US Equities

B Non-US Eq

O Private Capital
B Hedge Funds

B Fixed Income

Long-term Goal

Over approximately the next five to seven years, it is
anticipated that publicly-traded equities — split
between US and non-US stocks — would represent
40% of the investment pool. Another 33% would
eventually be allocated to private partnerships,
including private equity buyouts and venture capital,
as well as real assets (public/private real estate and
natural resources). Additionally, up to 10% could be
allocated to hedge funds. The remaining 17% of the
Endowment would be allocated to fixed income
(primarily government bonds) in order to manage risk
and to provide current income.

Penn State’s commitment to equities continues to be substantial because of expectations that ownership of assets will
provide superior purchasing power protection and asset growth in the long run.

(Appendix 1l1)
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Long-Term Strategy and Endowment Performance Compared

The Endowment’s Long-Term Investment Pool (LTIP) is guided by its hypothetical Strategic Policy Portfolio, whose
prescribed mix of broad asset categories serves as a “passive” composite benchmark against which the performance of
the actual, actively-managed Endowment is monitored. In the table and graph below, the respective weightings of five
major asset categories as of one year ago (shown on the previous page) are associated with corresponding market
benchmarks to generate Strategic Policy Portfolio returns over 1-, 3-, and 5-year horizons:

6/30/2006 -- Annualized Returns --
Asset Class Benchmark Weighting 1 Year 3 Years 5 Years
U.S. Equities S&P 500 Index 37% 15.8% 10.4% 6.2%
Non-U.S. Equities MSCI World ex US 13 25.7 20.1 15.3
Marketable Alternatives Custom Index 7 16.8 13.4 NA
Non-Marketable Alt’s Custom Index 23 19.6 16.7 8.1
Fixed Income/Cash Lehman Total Bonds 20 4.3 3.7 5.1
Policy Portfolio (net) 100% 15.7% 11.7% 7.2%

(Note that the above composite returns for periods greater than one year are biased towards recent Strategic Policy
Portfolio returns relative to the investment pool, whose actual mix can vary from year to year, as discussed on the
previous page. Also, because the Endowment’s hedge allocation 5 years ago was minimal, the current 7% hedge fund
allocation was distributed among the other 4 asset categories.)

Penn State Endowment (LTIP) vs Policy Portfolio

22%

[OPolicy Portfolio

16.0%

PSULTIP
1Year 3 Year 5Year

As shown above, Penn State’s Long-Term Investment For the trailing 3- and 5-years, the Policy Portfolio
Pool returned 21.2% net for fiscal 2007 versus 15.7% would have realized annualized returns of 11.7% and
for the Policy Portfolio. The Endowment’s 5.5-point 7.2%, respectively. By comparison, the Endowment
advantage was due largely to PSU’s non-marketable returned 16.0% net and 12.6% net, respectively, as its
portfolio (alternative equities), which generated a non-marketable investments experienced returns of
34.3% return versus the benchmark’s 19.6% return. 34.1% and 22.5%, respectively over the same periods.
(See above and next page for more details.)

The Strategic Policy Portfolio provides a guidepost to help achieve long-term results that are consistent with the twin
objectives of purchasing-power preservation, along with stable endowment spending. The Endowment’s performance
varies from the static Policy Portfolio as a consequence of several factors, including but not limited to the following:
timing of cash-flows into and out of the Endowment, tactical shifts in asset mix, and investment manager
performance.

(Appendix 1l1)
-6-



9/07/2007
Asset Class/Manager Performance

F&PP

The Endowment utilizes external investment managers whose performance during fiscal 2007 is compared
below to broad asset class returns, which may not necessarily represent benchmarks used to assess
individual manager performance. Traditional public portfolios are on the left, with non-public on the right.

Public Stocks (Domestic Equity)

As of June 30, 2007, Domestic Equities represented
approximately 32% of Endowment assets, structured
as Core (22%) — invested passively relative to the S&P
500 Index — and Satellite (10%) — invested among four
managers assigned to particular style/size disciplines.
Performance relative to the S&P 500’s 20.6% return

for fiscal 2007 is below.

Domestic Equity 1F;::1r ':‘;;?SS
Large Cap Value (Institutional Capital) 25.1% +45
Large Cap Growth (Sands Capital) 10.5% | -10.1
Small Cap Growth (Chartwell Partners) 17.5% -3.1
Small Cap Value (Indexed) 20.3% -0.3

Public Stocks (Foreign Equity)

As of June 30, non-US Equities represented about 14%
of Endowment assets, with 7% invested in
“developed” economies, 4% in “emerging markets”
and 3% in non-US small-cap equities. Performance
relative to the MSCI World ex-US Index’s 29.6%
return for fiscal 2007 is noted below.

1-Yr
Rtn

Added
Value

Foreign Equity

EAFE (Commonfund Internat’l Equity) 25.5% -4.1
Emerging Mkt Eq (Commonfund EM Eq) | 41.4% | +11.8
Int’l Small Cap (Dimensional Advisors) 33.5% +3.9

Public Bonds (Domestic Fixed Income)

A diversified mix of mostly government and short-
term bonds represented about 24% of the Endowment.
Below is portfolio performance relative to the Lehman
Aggregate Bond Index’s 6.1% return for fiscal 2007.

Marketable Alternatives (Hedge Funds)

Hedge funds, representing about 7% of Endowment
assets, include private limited investment partnerships
that employ strategies not restricted to long-only
positions and are designed to provide uncorrelated
returns, irrespective of capital market trends.

In the table below, the added value for Oaktree Capital
Emerging Market Long/Short Equity, Federal Street
Hedged Global Macro, and Cumberland Domestic
Long/Short Equity is relative to a custom directional
market composite which returned 20.3% for fiscal
2007. The Aetos Capital Absolute Return hedge fund
is compared to a custom non-directional market
composite which returned 7.9% in fiscal 2007.

Marketable Alternatives 1-Yr  Added

Rtn Value

Emerging Mkt Eq L/S (Oaktree Cap Mgmt) | 13.1% | -7.2
Global Macro (Federal Street Partners) 18.7% | -1.6
Domestic Eq L/S (Cumberland Assoc.) 221% | +1.8
Absolute Return (Aetos Capital) 11.8% | +3.9

Non-Marketable Alternatives (Private Capital)

Non-marketable investments accounted for about 23%
of the Endowment and are funded via more than 70
private partnerships. These term-limited investments
represent discrete strategies whose 1-year composite
performances are compared below — excluding Energy
and Distressed Debt — to respective index returns for
the 12 months ending March 31, 2007: Private Equity
(28.6%), Venture Capital (14.4%), and Private Real
Estate (16.6%). (Note: the time-weighted returns
below represent March 31, 2007 net asset values and
include cash flows through June 30, 2007.)

Non-Marketable Alternatives

. 1-Yr = Added Private Equity 28.5% -0.1
Fixed Income Rt Value

Venture Capital 179% | +35

Multi-Strategy Bond (Commonfund) 7.1% +1.0 Private Real Estate 174% | +08
Intermediate Bonds (Standish-Mellon) 5.2% -0.9 Energy (Oil & Gas) 77.0% NA

1 - 0, -
Inflation-Protected Bonds/TIPS (Indexed) | 4.2% 1.9 Distressed/Subordinated Debt 23.8% NA
(Appendix 1l1)
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Endowment Growth and Spending

The chart below illustrates the impact of compounded net investment return, program support (spending), and
inflation (as measured by the Higher Education Price Index [HEPI]) on the long-term purchasing power (real growth)
of Penn State’s Endowment Pool since June 30, 1987.

Endowment Investment

Return (9.9% per yr) Program Support

Inflation (HEPI)

_~ &l Gromm ,
5 9 e o e ¢

> > P> ®

Cumulative 20-year Returns

As seen above, the Endowment’s total investritent Teturn aasglg]\?elrg%ed 9.9% per year nominal (i.e., before adjusting

for inflation) over the last 20 years, with more than one-half of the appreciation apportioned to program support.

Although the Long-Term Investment Pool’s real investment growth — net of program support and inflation (HEPI) —
has fluctuated between surplus and deficit (as indicated by the oscillations around the horizontal date line in the above
graph), the Endowment’s performance has, on balance, met the twin objectives of generating ample current spending,
while at the same time maintaining real (inflation-adjusted) growth for future generations. This balancing of generous
current spending, while preserving the Endowment’s future purchasing power, is known as “intergenerational equity.”

Two Very Different Decades of Performance

The table below bifurcates the last 20 years into two consecutive 10-year periods, whose returns differ appreciably.
While both periods include portions of the bull markets of the 1980s and 1990s, the 10-year period ending June 2007
includes the 2.5-year sell-off that began in early 2000. The bear market’s impact is indicated below by the return
disparity for the 10 years ending June 2007 (first row) compared to the 10 years ending June 1997 (second row):

10-Year Periods Annual Nominal Returns — Annual Real Rins
Ending Jun 30 S&P 500 Bond Index Endowment HEPI S&P Bonds Endowment
1997 to 2007 7.1% 6.0% 9.1% 3.8% 3.3% 2.2% 5.3%
1987 to 1997 14.6 8.8 10.8 4.0 10.6 4.8 6.8
Diff (percentage points) -7.5%p -2.8%0p -1.7%p -0.2%p -7.3%p -2.6%p  -1.5%p

As shown by the negative differentials in the third row of the above table, investment returns for the most recent 10-
years lagged those for the previous 10 years in every instance. Owing to the severity of the 2000-2002 bear market,
the S&P 500’s annualized nominal returns for the 10-year period ending June 2007 trailed those of the 10-year period
ending June 1997 by 7.5 %p (percentage points), while the respective return difference for bonds (Lehman Aggregate
Bond Index) was -2.8 %p. For the same periods, the Endowment’s net return difference was only -1.7 %p.

On an inflation-adjusted basis relative to HEPI, the Endowment’s net real return difference was -1.5 %p (table bottom
right), compared to real slippages of -7.3 %p for stocks and -2.6 %p for bonds. Broad portfolio diversification,
coupled with increased allocations to a variety of private partnerships, is principally responsible for the Endowment’s
considerably smaller diminution in returns, both nominal and real, compared to broad equity and bond index returns.

(Appendix 1l1)
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1.

Roll Call

Approval of the Minutes of Previous Meetings

Will the Board of Trustees approve the minutes of the meetings of the Board held on July 13, 20077

Informational Report by the President of the University

Reports from Standing Committees

Action items recommended by the Standing Committees for consideration by the Board of Trustees:

A. Committee on Campus Environment - Marianne Alexander, Chair
B. Committee on Educational Policy - David R. Jones, Chair
C. Committee on Finance and Physical Plant - Linda B. Strumpf, Chair

Proposed Election of Officer

Dr. Graham B. Spanier, Secretary of the Board of Trustees, will nominate Kimberly J. Belcher
(replacing Joan L. Coble) as Assistant Secretary of the Board of Trustees, effective immediately.

Announcements by the Chairman of the Board of Trustees






