The Regents of the Univerdty of Cdifornia

COMMITTEE ON INVESTMENTS
January 17, 2001

The Committee on Investments met on the above date at UCSF-Laurel Heights, San Francisco.

Members present: Regents Atkinson, Bagley, Davies, Hopkinson, S. Johnson, Leach, and Miurg;

Advisory member T. Davis

In attendance: Regents Bustamante, Connerly, Fong, O. Johnson, Khachigian, Kohn, Kozberg,

Lee, Marcus, Montoya, and Preuss, Regents-designate Morrison and Seymour,
Faculty Representatives Cowan and Viswanathan, Secretary Trivette, General
Counsd Holg, Interim Treasurer Bowman, Ass stant Treasurer Stanton, Provost
King, Senior Vice Presdents Darling and Mullinix, Vice Presdents Broome,
Drake, Gomes, Gurtner, Hershman, and Saragoza, Chancellors Berdahl, Bishop,
Carnesdle, Dynes, Greenwood, Orbach, and Vanderhoef, and Recording
Secretary Nietfeld

The meeting convened a 9:40 am. with Committee Chair Hopkinson presiding.

1.

APPROVAL OF MINUTES OF PREVIOUSMEETING

Upon motion duly made and seconded, the minutes of the meeting of November 15, 2000 were
approved.

REPORT OF THE CHAIR OF THE COMMITTEE

Committee Chair Hopkinson reviewed the specid businesswhich will come beforethe Committee
during the year, asfollows:

Target Date

. New Treasurer in place Second Quarter

. Initiate incentive compensation plan for the Office Third Quarter
of the Treasurer

. Approve private equity investment strategy and First Quarter
guiddines

. Retain new investment consultant to The Regents First Quarter

. Formdize equity and fixed income investment drategies Third Quarter

. Review Foundation investment policies and practices  Second Quarter

. Review separation of endowment and retirement Third Quarter

funds and develop an asset dlocation plan for
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endowment and Foundation funds which provides
for additiond investment aternatives

. Review current asset dlocation plan in light of market  First Quarter 2002
and liability changes and current plan effectiveness
. Review operating systems and information and Fourth Quarter

reporting needs and finalize Regents' reporting format

Regent Hopkinson noted the intention to bring the incentive compensation plan to the Regents at
the May meeting, which would be earlier than indicated as the target date. This plan is key to
recruiting for crucia positionsin the Treasurer’s Office.

In response to a questionfrom Regent Bustamante, I nterim Treasurer Bowman explained that the
Treasurer’ s Office will be looking for ways to improve its reporting to include a more in-depth
expogition of how returns are generated by investment sector and to give the Regents an
opportunity to evauate the performance of the Office. Performance will continue to be reported
quarterly and will be compared with the new benchmarks.

Regent Bustamante asked whether there would be an analyss of the philosophy behind the
investment in index funds. Regent Hopkinson responded that such an analysiswould be included
in thereview of the asst dlocation plan, which will occur annudly.

3. UPDATE ON ASSET ALLOCATION PLAN IMPLEMENTATION

Interim Treasurer Bowman recalled that theinvestment strategy adopted by The Regentson March
16, 2000 required significant changesto The Regents' equity and fixed income portfolios. OnMay
18, 2000 the Treasurer’ s Office presented the Regents with a detailed trangtion plan outlining the
steps, time frame, and resources necessary to effect the changes required to bring The Regents
portfolios into compliance with the new asset dlocation targets and portfolio guiddines by
December 31, 2000.

The main seps in implementing The Regents new investment drategy involved adjusting the
portfoliosto the new asset dlocation targets, positioning the portfoliosto be in compliancewith the
new policies and guiddines, and funding the required Russdll 3000 and Morgan Stanley Europe,
Austrdia, and Far East (MSCI EAFE) index funds. Thetransition to the new strategies has been
implemented, with the portfolios now meseting the new asset alocation targets and portfolio
guiddines and with the index funds fully funded. The only exceptions are those previoudy
discussed and approved by The Regents:

. The duration target of June 30, 2001 for the fixed income portfolios, which requires a
materid duration reduction. The Regentsgranted thisextensionin order to take advantage
of positive market conditions for long-duration assets.
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. The dlocations to private equity, which depend largely on dedl flow.

. The dlocation to internationa private equity, which will declineto thetargeted percentage
over time,

Mr. Jeffrey Hell, Head of Equity Investment, provided an update on the trandtion to the index
funds. The Office took advantage of the need to raise $11.5 billion to reposition the stocksin the
internally managed portfolios. He reported a smooth trangition to the index funds.  The stocks
that remained in the equity portfolio outperformed both the stocks that were sold and the
benchmark.

Mr. Steve Neshitt of Wilshire Associates discussed the cost of the trangtion to the index funds.
He recdled that a the September meeting he had described the process for trandferring
$11.5 billion from theinternaly managed portfolio to the Russell 3000 and the M SCI EAFE index
funds during the fourth quarter of 2000. At that time, the cost of the trangtion was estimated at
dightly more than $22 million, including commissions, taxes, and the market impact of trading the
securities. Mr. Neshitt reported that the actud cost was half of the estimate, at $11 million, of
whichapproximately $5 million went to taxesand leviesby exchangesand approximately $6 million
to the cost of trading the stocks.

Mr. Bowman added that the transition had been well managed by State Street Globa Advisors.

4. PROPOSED REVISION OF PRIVATE EQUITY INVESTMENT APPROVAL
PROCEDURES

The Interim Treasurer recommended that the procedures for the approva of and commitment to
private equity investments be revised from those authorized by the Board at its March 20, 2000
meseting to now authorize the Treasurer to invest in private equity provided that:

A. Both the Office of the Treasurer and The Regents private equity consultant gpprove the
investment.

B. The Regents private equity consultant’s approva or recommendation of the investment
is made under amutualy acceptable certification of due diligence.

C. All investments are reported with a summary description to the Investment Advisory
Committee and The Regents Committee on Investments.

Interim Treasurer Bowman recadled that the new asset dlocation plan required that any private
equity investment proposed to be made by the Office of the Treasurer be gpproved by the private
equity consultant and the Treasurer and then be submitted to and approved by both the Investment
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Advisory Committee and the Committee on Investments. Thisproceduredoesnot dlow for timely
investment decisons. The recommended changewill enable private equity invesmentsto be made
only with the recommendation and/or approva of both the private equity consultant and the
Treasurer’ s Office in accordance with specified procedures.

Mr. Bowman described these procedures as depicted on aflow chart which had been provided
to the Regents in advance of the meeting. Investment proposas will be reviewed by Cambridge
Associates and the Office of the Treasurer, with the opportunity to accept or rgject any investment
proposal based on theinitia review. |If the proposa is accepted, it is subjected to a policy and
drategy review using guiddines developed by Cambridge with respect to issues such as the sze
of the investment and desirable investment sectors. If the policy guidelines are met, both the
consultant and the Office of the Treasurer will perform due diligence to ensure that the investment
has the opportunity to succeed. If the investment decision is postive, the transaction will be
executed by the Office of the Treasurer and reported to the Committee on Investments and the
Investment Advisory Committee.

Interim Treasurer Bowman referred to a second document which had been distributed to the
Regentswhichillustrated theform to be used by the private equity consultant when making aformal
recommendation for an invesment in afund. The form includes the endorsement by Cambridge
Associates of the proposed investment.

Regent Hopkinson observed that the recommended procedures were consistent with the
Treasurer’ s authority but aso involve the services of an outside consultant. The Treasurer would
not be provided with any additiona authority as individud investment decisions currently are not
presented to The Regents for gpproval. Regent Hopkinson stressed that the program would not
be undertaken until the Board of Regents has approved the investment guidelines and the Office
of the Treasurer has hired people to staff the private equity area. She noted that the proposed
certification statement to be Sgned by the private equity consultant when arecommendation for an
investment is made should be addressed to The Regentsrather than to the Office of the Treasurer.
This procedure will maintain the consultant’ s independence.

Regent Connerly raised the issue of a private consultant having the power to reect an investment
proposa madeby the Treasurer. General Counsdl Holst noted that the Committee on Investments
would have the authority to revist any such proposal.

In response to a question from Regent Marcus, Interim Treasurer Bowman recalled that the
Wilshire asset dlocation study provides broad guiddines for the private equity area. The Office
of the Treasurer hasa so used interna guidelinesto review invesmentsin venture capital. The new
plananticipates that investments will be made outside of venture capita in areas such as corporate
redructuring and leveraged buy-outs. New guidelines will be developed for these areas of
investment by the private equity consultant.
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In response to a question from Regent Bustamante, Mr. Bowman explained that Cambridge
Associates would serve at the pleasure of the Board of Regents. The contract will provide for 30
days noticeof termination. Regent Hopkinson added that the consultant will provide an additiona

level of experience. The day-to-day activities will continue to take place within the Office of the
Treasurer.

Mr. Neshitt commented thet it is difficult to reverse an investment in private equity because these

investments are of a long duration with money locked up in the partnerships. Mog fiduciaries
desre an extralevd of due diligence for thisinvestment category.
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5.

ADOPTION OF POLICY TO EXCLUDE SECURITIES OF COMPANIES
MANUFACTURING TOBACCO PRODUCTS FROM INDEX FUNDS AND TO
CONTINUE EXISTING EXCLUSION FROM ACTIVELY MANAGED FUNDS

The Presdent recommended that:

This action be taken in recognition of the convergence of a number of factors, specificdly, the
negative financid risk and liability circumstances affecting the stocks of tobacco products
companies, the related hedlth issues, the small percentage such stocks represent of tota index
funds, the current practice of the Treasurer of excluding investment in the stocks of tobacco
products companiesfor the actively invested funds, and the availability of established tobacco-free
index funds, al such factors being specific to this sat of facts.

A. The Tresasurer, using the standards established for the Russell 3000 Tobacco Free Index
and the MSCI EAFE Tobacco Free Index, shall continue the current practice of not
directly investing in tobacco products companies.

B. The Russell 3000 Tobacco Free Index and the M SCI EAFE Taobacco Free Index, which
exclude the stocks of tobacco products companies, be adopted as the index funds
authorized by the Asset Allocation Plan.

C. Should the Treasurer determine at any time that The Regents investment objectives are
compromised by this palicy, areport describing the circumstances shal be prepared by
the Treasurer with gppropriate recommendations.

It wasrecalled that the asset al ocation plan called for thetransfer of aportion of theequity holdings
to fundsintended to track the Russell 3000 index for U.S. equities and the MSCI EAFE index for
non-U.S. equities.

The funds under the purview of the Treasurer’ s Office have no investments in tobacco products
companies. Due to the hedlth issues associated with tobacco and the complex legd issues that
result, the securities of such companies possess unique and non-quantifiable e ements of financia
risk, independent of normal economic congderations, that render investment in these securities,
ether independently or in an index fund, undesrable. In particular, litigation based on the
acknowledged adverse hedlth effects of tobacco use poses large and unpredictable liability risks.

The Treasurer’ s Office excludesinvestmentsin tobacco stocksfor al actively managed funds, and
this practice shdl be continued. Unlessthe palicy to invest in two new index funds is modified,
invesmentsin tobacco productscompanieswould result. Thebestinterestsof The Regentsrequire
that the practice which has resulted in no investments in such companies in the actively invested
portfolios be extended to the index funds. Alternative investments will meet The Regents
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investment objectives without exposing the portfolios to the risk associated with such companies.
Astobacco stocks currently congtitute only .57 percent and .47 percent of theorigina indices, their
excluson should have no materid effect upon potentid investment returns or diversification.

The exclusion of tobacco product companies necessitates the selection of new indicesfor accurate
comparison of performance. Tobacco-free indices maintained by the Frank Russdll Co. and
Morgan Stanley Capita Internationa adhere to the same standards as the Russall 3000 and the
MSCI EAFE indices, respectively, with the exception that they exclude tobacco products
companies as defined in accordance with the criteriabelow. The cost to substitute these two new
indices is gpproximately $20,000.

The Frank Russall Co. and Morgan Stanley Capitd International construct their tobacco- free
indices by excluding stocks classified as being tobacco stocks. They define atobacco stock asthe
common stock of a company which derives its revenues from the manufacture and distribution of
tobacco products or, if in a diversfied company, that no other business line contributes more
revenues or earnings than tobacco products. This currently results in the excluson of seven
companies from the Russdll 3000 Index and seven companies from the MSCI EAFE index.

Secretary Trivette distributed communications received concerning the proposed policy.

(For speskers comments, see the minutes of the January 17, 2001 meeting of the Committee of
the Whole)

Uponmotion duly made and seconded, the Committee gpproved the President’ srecommendation
and voted to present it to the Board.

6. REQUEST FOR PROPOSALS FOR CONSULTING SERVICES TO CONDUCT
REVIEW OF INVESTMENT PROGRAM

Committee Chair Hopkinson reported that the University is preparing to issue a Request for
Proposals (RFP) to obtain generd consultant servicesin connection with the ongoing review of the
investment program. Thefirst phase of thework has been performed by Wilshire Associates. The
consultant services will be conducted for aterm of three years, a afee to be negotiated with the
successful consulting firm.

The investiment funds managed by the Office of the Treasurer cons st of the University’ sretirement,
defined contribution, and endowment funds, aswell asthe system’ s cash assets. Asof November
30, 2000, the Treasurer’ s Office managed $57 billion in total assats.

At the May 2000 meeting, The Regents gpproved a recommendation to execute an amendment
to an agreement with Wilshire Associates for general consultant services in connection with
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implementation of the asset dlocation plan, for aterm of one year a a fee of $350,000. The
University’s contract with Wilshire Associates expires on March 31, 2001. The asset alocation
plan cals for the continued retention of a generd consultant, reporting to the Committee on
Investments and The Regents, to provide ongoing advice on asset dlocation, investment policy,
manager selection or termination, performance measurement, and reporting. Thegenera consultant
would aso asss in implementing the recommendations in the asset dlocation plan.

Senior Vice President Mullinix reported thet, asaresult of commentsreceived, severa corrections
were necessary to the informationd item which had been distributed to the Regents in advance of
the meeting. The corrections are indicated below by underscoring.

The generd consultant would be responsible for the following scope of services:

. Perform periodic (at least annud) evauations of The Regents' assat dlocation plan, giving
consideration to market conditions, the financid condition of the individua funds under
management, risk tolerance, and other relevant considerations, such as cash flow
requirements and overdl plan lighilities. Include areview of the objective for each asset
class currently in the plan as well as others that may be considered.

. Examine the appropriateness of the investment benchmarks to assess investment
performance. Review investment performance against gppropriate benchmarks, including
the investment performance for each asset class.

. Provide on a quarterly basis, in a form acceptable to The Regents, an evduation of the
performance of the funds managed by the Treasurer. These reports shdl consst of an
executive summary and adetalled anayticd review of the investment portfolios.

. Provide assistance and recommendations in the periodic review and development of
investment policies, procedures, and investment guiddines to document and enhance the
management of funds. Eva uateinvestment performance objectivesand limitsoninvestment
risk for the stock and bond portfolios.

. Evduate the performance of theindex fund managers and recommend changes as needed.

. Evauate performance of the private equity consultant and function on an annud bassand
report the findings to The Regents, in an acceptable form.

. Perform speciaized studies and produce needed reports on specific investment matters,
as may be requested.

. Report on campus foundation investment policies and performance asmay be requested.
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Performance of the required functions will, a a minimum, necesstate attendance and
presentations &t four Investment Advisory Committee meetings and Six Regents meetings
eachyear. Inaddition, attendance a variouscommittee meetingsreviewing retirement plan
issues and foundation directors and board meetings will be necessary.

Qudifications of the Consultant

The objective of the review isto ensure that the University investiment programs mest or surpass
prevalingindustry standards. Accordingly, the consultant selected must demonstrate considerable
knowledge of investment management programsand organizationa structure, market performance,
and assat dlocation drategies. The consultant should also have extengve experiencein reviewing
programs at organizations of comparable Sze and complexity.

Content of Proposals

Firmswill be asked to provide the following information in their proposas

An executive summary highlighting why the firm believesit is best qudified to conduct the
Univergty’'sinvestment program review.

A work plan for the services to be provided.

A decription of the firm's experience in conducting investment program reviews for
private and public entities, including highlights of experience with invesment programsfor
retirement plan portfolios and endowment portfolios.

A description of the firm'’s resources.

A lig of current clients, both private and public entities, including information on relative
sze of portfolios, type of engagement, and client retention rates.

Resumes (including experience, years and type of experience, and number of years with
the firm) of the personnd whom the firm has tentatively identified as the staff working on
the engagement. The Universty will require specific designation of the key responsible
person on the engagement.

Six references, including at least three present clients and at least three clients for whom
services have been provided for at least three years.
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. A description of the firm’s policy on changing staff assigned to aproject. The University
will require its prior approval before any additional or changed staff are moved to the

engagement.
. If the firm is the subject of any litigation or professond disciplinary action that might

adversdly affect its ability to carry out amulti-year audit engagement, a description of the
litigation or disciplinary action.

. A description of any Stuation which could potentialy present a conflict of interest for the
firm in performing the sarvices

. Cost of the sarvices as outlined below.

Thefirm’sproposa should include appropriate businessterms and conditions. The University will
reserve the right to negotiate the contract terms, conditions, and requirements contained in the
proposals.

Responders to the RFP will be asked to include al professiona fees (hourly or flat rate) and other
expensesrequired to perform the specified services. Aspart of the proposal, an estimate of person
hours needed to conduct the review, including preparation of the report and ancillary costs, will be
requested. The agreement will be awarded based on the best value proposd, not srictly on the
lowest cost proposd. The proposd isto include a maximum guaranteed cost.

Other requirements specific to this RFP were provided in the informationd item which had been
distributed to the Regents.

The consultant services will be conducted for aterm of three years, at afee to be negotiated with
the successful consulting firm. Theproposa will indicate how feeswould be determined for ensuing
years. The fee schedule will be expanded to include the total not-to- exceed fees, including
out-of-pocket expenses, for the basic engagement work for the years ending March 31, 2002,
2003, and 2004. The contract will contain a provison for termination of the contract by The
Regents without cause with a 30-day natification.

The consultant will be sel ected based upon knowledge, experience, professiond reputation, vaue,
and responsiveness to this Request for Proposd. The Universty may conduct an ord interview
prior to selection of the final candidate. Proposals must be submitted no later than February 12,
2001. An gppointment recommendation will be made to The Regents at the March mesting.

Regent S. Johnson asked about the consultant’ s responsibility with respect to the performance of
the campus foundations. Regent Hopkinson explained that this request evolved from discussions
held between foundation representatives and the Investment Advisory Committee in recognition
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of the important respongbility of The Regents with respect to the foundations. Interim Treasurer
Bowman added that the consultant would provide the Office of the Treasurer with ideas on how
best to provide needed services to the foundations.

Regent Miura asked whether the review of the foundations was to be at the request of the
foundations or The Regents. Regent Hopkinson affirmed that it would be at The Regents' request
asaresult of the Board' sfiduciary respongbilities for the funds invested by the foundations.

(For speaker’s comments, see the minutes of the January 17, 2001 meeting of the Committee of
the Whole.)

7. ANNUAL ENDOWMENT INVESTMENT REPORT

Interim Treasurer Bowman presented the Annual Endowment I nvestment Report for theFisca
Y ear ended June 30, 2000. Thisreport provides the Committee on Investments with information
on The Regents Generd Endowment Pool aswdll as the asset dlocation and returns for each of
the campusfoundations. He noted that the assets of some of the foundations are managed entirely
by the Office of the Treasurer and some by outsde managers, while other foundations use a
combination of programs. The Treasurer’s Office is in the process of enhancing its working
relaionship with the foundations.

[The report was mailed to al Regentsin advance of the meeting, and acopy ison file in
the Office of the Secretary.]

Regent Lee drew attention to the relatively poor performance of the UCLA Foundation.
Mr. Bowman observed that performance tended to fluctuate over time. Mr. Neshitt continued that
performance must be evaluated in the context of what each foundation is seeking to accomplish.

Regent Hopkinson noted that the foundati ons wel come increased interaction with the Office of the
Treasurer. The intention will be to provide new investment opportunities. She drew the
Committee's atention to a chart in the report which showed endowment fund investment
management feesfor The Regents and for thefoundations' external managers. The cost of having
fundsmanaged by the Treasurer averages4 basi s points, while external managersaverage 42 basis
points.

Regent Khachigian raised the issue of The Regents' fiduciary responghilities with respect to the
performance of the foundations investments and whether The Regents should consider taking
action if the performance continues to be poor.
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Regent Hopkinson noted thet this issue would be consdered in the review of the policies and
performance of the foundations. There are presently no policies with respect to the performance
of the investments of the foundetions.

Mr. Heil stressed the importance of viewing performance within an historical context.

Regent Leach concurred with the need to gain a better understanding of the wide variation in
performance from one foundetion to another. Regent Hopkinson confirmed that this information
would be part of the study.

President Atkinson observed that four campus foundations essentialy invest dl of their funds with
The Regents, while the older campuses have a more independent tradition.

Regent Preuss cautioned that the psychology of the donors must be taken into consideration.
Many of them are quite specific about how they wish the money to be managed. In addition, some
trustees do not place ahigh degree of confidencein The Regents. Regent Hopkinson believed that
the relationship could be mended over time.

Chairman Johnson pointed out that the foundations that had performed poorly had the highest
percentage of externally managed funds.

The meeting adjourned at 10:40 am.

Attest:

Secretary



