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Letter from
the Chancellor

We are pleased to present the Annual
Financial Report of the University
of Houston System for Fiscal Year
2007. The report provides an overview
of the System’s financial operations and
financial position as of August 31, 2007.
The University of Houston System, as a public
institution, must account fully for the dollars we
receive as investments in the educational future of the
people of the Upper Gulf Coast and of Texas. This Annual
Financial Report is one means of providing assurance of such
accountability.

The University of Houston System, with an enrollment of more than
56,000 students, is the state’s only metropolitan higher education sys-
tem. We comprise four universities and two multi-institution teach-
ing centers: the University of Houston, the University of Houston-
Clear Lake, the University of Houston-Downtown, the University
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of Houston-Victoria, the University

of Houston System at Cinco Ranch,

and the University of Houston
System at Sugar Land. The four UH
System  universities collaborate to
offer courses leading to baccalaureate
and master’s degree programs at the two
teaching centers.

Each of the institutions within the UH System
is unique in its mission and in the communities it

serves. As a group, the UH System universities offer a full
range of outstanding educational opportunities to the people of the
Texas Upper Gulf Coast region.

The University of Houston System has a remarkable past filled with
great achievements. Men and women from around the world and
across the nation continue to receive rigorous educations thanks to
the outstanding support of our System family, community partners,
and governmental leaders.

John M. Rudley
Interim Chancellor,
University of Houston System
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M essage from the
Vice Chancellor

Itis my pleasure to present the Annual Financial
Report of the University of Houston System. This
report illustrates the financial position of the UH System as
of August 31, 2007.

The UH System combines the strengths of four unique and individ-
ual universities: University of Houston, University of Houston Clear
Lake, University of Houston Downtown and University of Houston
Victoria.

A priority of the UH System universities is to meet the needs of their
diverse student populations in the Upper Gulf Coast region and
Texas. In fall 2006, the UH System’s student enrollment was 56,151
(34,344 students at UH; 7,706 at UH Clear Lake; 11,449 at UH
Downtown; and 2,652 at UH Victoria).

In FYO07 the UH System continued its efforts to implement projects
in support of its Strategic Plan. At UH Downtown, the Shea Street
Building housing the College of Business opened. This 130,000 square
foot facility houses 44 classrooms, five laboratory areas, 100 offices
for faculty and staff, four advising areas, and a 100 seat lecture
hall. UH Clear Lake received approval in July 2007 from the Texas
Higher Education Coordinating Board to develop a branch campus
in Pearland. This initiative will be the first of its kind for UH Clear
Lake. The branch campus is slated to open in 2009, and will offer
nine degree programs.

In FY07, work began on several additional
projects. Construction began on UH Victoria’s
$35 million classroom building in Sugar Land,
a complex to be used jointly with Wharton County

Junior College when it opens in 2008. Construction of
UH’s graduate and professional lofts began as the first project to
implement the new University Framework plan. Design and con-
struction was approved by the UH System Board of Regents for the
$9 million Michael ]. Cemo Hall at UH, a 33,000 square foot lecture
hall and academic center. The anticipated opening of this new facil-
ity is January 2009.

Most of the University of Houston’s research programs were in one of
these four areas: bio med sciences, community advancement, mate-
rials, and complex systems. Research programs at UH Clear Lake
are primarily in education and teacher training. UH Downtown
research programs continue to focus on educational outreach for the
success of minority students.

As our financial report illustrates, UH System management under-
stands it is our responsibility to be efficient and effective as we utilize
the UH Systems’s financial resources. We continue to adapt in a rap-
idly changing and unpredictable environment in the pursuit of our
mission, which is to provide a growing, diverse student body with the
skills that will serve them for a lifetime.

TS s

Jim McShan
Interim Vice Chancellor for Administration and Finance
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UNIVERSITY of HOUSTON SYSTEM

ASSETS
August 31, 2007
2007 % (Millions)
Cash & Investments $866,173,643 54% $866.2
Appropriations 56,552,065 4% 56.6
Receivables 65,704,243 4% 65.7
Inventories & Other Assets 46,054,431 3% 46.1
Land 60,818,952 4% 60.8
Construction in Progress 22,392,590 1% 224
Building, Infrastructure, & Improvements 379,645,059 24% 379.6
Equipment, Books & Art 97,943,870 6% 97.9
Total Assets $1,595,284,853 100% $1,595.3
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UNIVERSITY of HOUSTON SYSTEM

August 31, 2007
2007 % (Millions)
Payables & Accrued Liabilities $71,187,484 13% $71.2
Deferred Revenue 122,526,148 23% 122.5
Accrued Compensable Absences Payable 19,869,234 4% 19.9
Bonds Payable 312,533,096 59% 312.5
Funds Held For Others 5,981,717 1% 6.0
Total Liabilities $532,097,679 100% $532.1
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UNIVERSITY of HOUSTON SYSTEM

OPERATING REVENUES
For The Year Ended August 31, 2007

2007 % (Millions)
Tuition and Fees, Net of Discounts $285,283,840 58% $285.3
Sales of Auxiliary Services 42,996,007 9% 42.9
Sales of Other Goods & Services 20,894,248 4% 20.9
Federal Grant Revenues 98,352,109 20% 98.4
State Grant Revenues 21,974,311 5% 22.0
Local & Private Awards 13,854,868 3% 139
Other Operating Revenues 835,528 1% 0.8
Total Operating Revenues $484,190,911 100% $484.2
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UNIVERSITY of HOUSTON SYSTEM

For The Year Ended August 31, 2007

2007 % (Millions)
Salaries & Benefits $502,450,075 65% $502.5
Pass Through Expenses 2,906,252 1% 29
Supplies, Office Operations, Travel 93,915,896 12% 93.9
Communication & Utilities 42,191,851 5% 42.2
Repairs & Maintenance 9,456,828 1% 9.5
Financing & Legal 16,777,545 2% 16.7
Scholarships 50,463,806 6% 50.5
Depreciation 35,674,598 5% 35.7
Other Operating Expenses 23,652,228 3% 23.6
Total Operating Expenses (Natural) $777,489,079 100% $777.5
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UNIVERSITY of HOUSTON SYSTEM

For The Year Ended August 31, 2007

2007 % (Millions)

Operating Revenue

Tuition & Fees, Net of Discounts $285,283,840 31% $285.3
Sales of Goods & Services 64,725,783 7% 64.7
Grants & Contracts 134,181,288 15% 134.1
Non-Operating Revenue

Legislative Sources 251,856,963 28% 251.9
HEAF Appropriation 35,459,008 4% 35.5
Gifts 84,069,734 9% 84.1
Investment Income 49,701,385 6% 49.7
Total Revenues $905,278,001 100% $905.3
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UNIVERSITY of HOUSTON SYSTEM

For The Year Ended August 31, 2007

2007 % (Millions)

Non-Operating Expenses

Interest Expense $13,771,856 2% $13.8
Non-Operating Expense 12,596,331 2% 12.6
Operating Expenses

Salaries and Benefits 502,450,075 63% 502.5
Pass Through Expenses 2,906,252 1% 29
Office Operations & Supplies 145,564,575 17% 145.6
Financing & Legal 16,777,545 2% 16.7
Scholarships 50,463,806 6% 50.4
Depreciation 35,674,598 4% 35.7
Other Operating Expenses 23,652,228 3% 23.7
Total Expenses (Natural) $803,857,266 100% $803.9
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UNIVERSITY of HOUSTON SYSTEM
STATEMENT OF NET ASSETS

August 31, 2007
2007 2006
Assets
Current Assets
Cash and Cash Equivalents $ 145,968,612 $141,117,184
Short-term Investments 14,886,564 44,798,093
Restricted Cash and Cash Equivalents 23,443,005 22,456,286
Loans and Contracts 9,255,099 8,806,830
Legislative Appropriations 56,552,065 58,036,786
Receivables 65,704,243 50,577,176
Inventories 3,032,432 2,350,422
Deferred Charges 23,850,353 18,725,512
Total Current Assets 342,692,373 346,868,289
Non-Current Assets
Restricted Cash and Cash Equivalents 39,070,336 21,604,508
Loans and Other Receivables 9,916,547 10,456,854
Investments 642,805,127 564,195,092
Capital Assets, Non-Depreciable 85,745,750 81,063,103
Capital Assets, Depreciable 1,178,223,604 1,127,695,432
Accumulated Depreciation (703,168,884) (669,369,441)
Total Noncurrent Assets 1,252,592,480 1,135,645,548
TOTAL ASSETS 1,595,284,853 1,482,513,837
Liabilities
Current Liabilities
Payables 71,145,204 51,500,998
Deferred Revenues 122,526,148 112,086,608
Notes Payable 26,775 65,145
Employees’ Compensable Leave 9,202,915 8,592,090
Revenue Bonds Payable 19,597,739 18,932,739
Funds Held for Others 5,981,717 6,294,292
Total Current Liabilities 228,480,498 197,471,872
Noncurrent Liabilities
Payables 15,505 16,597
Employees’ Compensable Leave 10,666,319 10,075,832
Revenue Bonds Payable 292,935,357 313,183,096
Total Noncurrent Liabilities 303,617,181 323,275,525
TOTAL LIABILITIES 532,097,679 520,747,397
Net Assets
Invested in Capital Assets, Net of Related Debt 262,722,667 254,154,181
Restricted, Debt Retirement 29,756 27,622
Restricted, Capital Projects 593,880 671,027
Restricted, Other 86,731,401 75,390,079
Nonexpendable, Endowment Funds 340,735,705 318,314,783
Unrestricted 372,373,765 313,208,748
TOTAL NET ASSETS $1,063,187,174 $ 961,766,440
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UNIVERSITY of HOUSTON SYSTEM

STATEMENT OF REVENUES, EXPENSES AND CHANGES IN NET ASSETS
For The Year Ended August 31, 2007

2007 2006
Operating Revenues
Tuition and Fees, Net of Discounts $ 285,283,840 $ 255,872,144
Sales of Goods and Services 64,725,783 59,218,593
Federal Revenue 98,352,109 101,323,878
State Grant Revenue 21,974,311 22,012,665
Other Grants and Contracts 13,854,868 15,176,424
Total Operating Revenues 484,190,911 453,603,704
Operating Expenses
Instruction 243,314,239 241,490,359
Research 74,952,195 75,564,069
Public Service 34,605,751 34,032,798
Academic Support 113,975,340 102,961,682
Student Services 31,871,801 29,781,643
Institutional Support 73,074,768 70,531,035
Operation and Maintenance of Plant 50,443,967 53,218,634
Scholarships and Fellowships 47,960,867 44,651,057
Auxiliary Enterprises 71,615,553 63,015,534
Depreciation and Amortization 35,674,598 27,648,020
Total Operating Expenses 777,489,079 742,894,831
Operating Income (Loss) (293,298,168) (289,291,127)
Nonoperating Revenues (Expenses)
Legislative Revenue 254,135,704 250,342,036
Gifts 43,159,548 32,559,488
Investment Income 81,326,403 56,607,880
Interest Expense and Fiscal Charges (13,771,856) (13,805,066)
Gain (Loss) on Sale of Capital Assets 6,500 0
Other Nonoperating Revenues (Expenses) (12,596,331) (27,860,321)
Total Nonoperating Revenues (Expenses) 352,259,968 297,844,017
Income (Loss) Before Other Revenues,
Expenses, Gains, Losses and Transfers 58,961,800 8,552,890
Other Revenues, Expenses, Gains, Losses and Transfers
Capital Appropriation (Higher Education Assistance Funds) 35,459,008 35,459,008
Additions to Permanent and Term Endowments 9,278,667 9,947,173
Transfers (2,253,072) (1,747,727)
Legislative Appropriations Lapsed (25,669) (1,217,880)
Total Other Revenues, Expenses, Gains,
Losses and Transfers 42,458,934 42,440,574
Change In Net Assets 101,420,734 50,993,464
Net Assets Beginning 961,766,440 910,772,976
Restatements 0 0
Net Assets Beginning, as Restated 961,766,440 910,772,976
Net Assets, Ending $1,063,187,174 $ 961,766,440
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UNIVERSITY of HOUSTON SYSTEM

STATEMENT OF CAsH FLows
For The Year Ended August 31, 2007

Cash Flows from Operating Activities
Proceeds Received from Students and Customers

2007

$ 333,499,030

2006

$ 283,922,870

Proceeds from Loan Programs 10,136,531 8,305,808
Proceeds from Other Revenues 162,687,987 171,371,240
Payments to Suppliers for Goods and Services (156,697,290) (139,703,391)
Payments to Employees (502,159,422) (482,437,381)
Payments for Loans Provided (10,044,493) (9,020,096)
Payments for Other Expenses (91,582,915) (82,044,671)
Net Cash Provided (Used) by Operating Activities (254,160,572) (249,605,621)
Cash Flows from Noncapital Financing Activities
Proceeds from State Appropriations 253,312,571 249,450,910
Proceeds from Gifts 29,537,791 27,442,364
Proceeds from Endowments 29,370,274 27,846,837
Proceeds of Transfers from Other Funds 21,391,633 38,806,142
Proceeds from Other Revenues (60,726) 180,468
Payments for Other Uses (74,207,354) (74,468,415)
Net Cash Provided by Noncapital Financing Activities 259,344,189 269,258,306
Cash Flows from Capital and Related Financing Activities
Proceeds from Disposal of Capital Assets 1,191,566 0
Proceeds from Capital Financing Activities 43,797,575 56,489,584

(34,942,316)

Payments for Additions to Capital Assets
Payments of Principal and Interest on Debt Issuance

(34,993,770)

(44,843,850)
(33,140,939)

Net Cash Used by Capital and

Related Financing Activities (24,946,945) (21,495,205)
Cash Flows from Investing Activities

Proceeds from Interest and Investment Income 79,057,596 116,003,339
Payments to Acquire Investments (35,990,293) (120,089,003)
Net Cash Provided by Investing Activities 43,067,303 (4,085,664)
Increase (Decrease) in Cash and Cash Equivalents 23,303,975 (5,928,184)
Cash and Cash Equivalents, September 1 185,177,978 191,106,162
Restatements to Beginning Cash and Cash Equivalents

Cash and Cash Equivalents, August 31 208,481,953 185,177,978

Reconciliation of Operating Income (Loss) to Net Cash Provided (Used) by Operating Activities

Operating Income (Loss)

(293,298,168)

(289,291,127)

Adjustments to Reconcile Operating Income to Net Cash Provided (Used) by Operating Activities

Amortization and Depreciation 35,674,598 27,648,020
Bad Debt Expense 133,337 40,363
Changes in Assets and Liabilities
(Increase) Decrease in Receivables 925,995 5,861,589
(Increase) Decrease in Inventories (682,011) 776,638
(Increase) Decrease in Loans and Contracts 92,038 (714,288)
(Increase) Decrease in Other Assets 29,694 7,909
(Increase) Decrease in Prepaid Expenses (5,124,840) 8,058,669
Increase (Decrease) in Payables (4,817,468) (12,451,745)
Increase (Decrease) in Deferred Income 10,439,540 7,373,518
Increase (Decrease) in Other Liabilities 2,466,713 3,084,833
Total Adjustments 39,137,596 39,685,506
Net Cash Provided by Operating Activities $(254,160,572) $(249,605,621)
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UNIVERSITY of HOUSTON SYSTEM

SCcHEDULE OF OPERATING EXPENSES
For The Year Ended August 31, 2007

Expenses by Functional Classification

2007 2006
Expenses by Natural Classification
Cost of Goods Sold $ 2,891,050 $ 1,902,807
Salaries and Wages 411,225,610 398,149,895
Payroll Related Costs 91,224,465 86,877,553
Professional Fees and Services 39,532,669 35,679,637
Federal Pass-Through Expenses 2,906,252 6,513,764
State Pass-Through Expenses 0 204,407
Travel 12,924,308 11,982,919
Materials and Supplies 33,915,529 33,843,216
Communication and Utilities 42,191,851 44,973,004
Repairs and Maintenance 9,456,828 8,198,156
Rentals and Leases 13,407,090 11,987,968
Printing and Reproduction 4,652,340 4,353,949
Depreciation and Amortization 35,674,598 27,648,020
Interest 2,456,479 2,341,330
Scholarships 50,463,806 46,990,414
Claims and Losses 913,976 1,250,300
Other Operating Expenses 23,652,228 19,997,492
Total Operating Expenses $777,489,079 $742,894,831

Instruction $ 243,314,239 $ 241,490,359
Research 74,952,195 75,564,069
Public Service 34,605,751 34,032,798
Academic Support 113,975,340 102,961,682
Student Services 31,871,801 29,781,643
Institutional Support 73,074,768 70,531,035
Operation & Maintenance of Plant 50,443,967 53,218,634
Scholarships & Fellowships 47,960,867 44,651,057
Auxilary Enterprises 71,615,553 63,015,534
Depreciation & Amortization 35,674,598 27,648,020
Total Expenses by Expenditure Function $777,489,079 $742,894,831
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UNIVERSITY of HOUSTON SYSTEM

MANAGEMENT’s DiscussioN AND ANALYSIS

INTRODUCTION

The following Management’s Discussion and Analysis sec-
tion of the University of Houston System’s Annual Financial
Report has been prepared to provide an overview of the

activities and the financial position of the University of
Houston System (the System) for the fiscal year ended August
31, 2007. This presentation is intended to offer a summary
of significant current year activities, resulting changes, and
currently known economic conditions and facts. This analy-
sis should be read in conjunction with the System’s basic
financial statements and the notes to the statements.

BACKGROUND

The University of Houston System (UHS) serves the nation’s
fourth largest metropolitan area and the upper Texas Gulf
Coast, and is part of the state-supported system of higher
education in Texas. The System is comprised of four uni-
versities and a supporting System Administration. The four
universities are University of Houston (UH), University of
Houston - Clear Lake (UHCL), University of Houston -
Downtown (UHD), and University of Houston - Victoria
(UHV); all of which are located along the Texas Gulf Coast.
The University of Houston is a nationally recognized doc-
toral degree-granting, comprehensive research university,
and the University of Houston - Downtown, a four-year
undergraduate university, is beginning limited expansion
into graduate programs. The University of Houston - Clear
Lake and the University of Houston - Victoria are both
upper division and master’s-level institutions. The System
has also established teaching centers that offer instructional
opportunities at facilities at the UH System at Sugar Land,

and the UH System at Cinco Ranch in Katy. Houston and
the upper Gulf Coast region represent approximately one
fourth of the state’s population and economy. The area is also
one of the most ethnically diverse parts of the state, with UH
and UHD two of the most diverse universities nationally.

The mission of the System and its universities is to educate
students, create new knowledge, and foster an interactive
relationship with the communities served. The System
universities are the primary providers of graduate and
undergraduate services for Houston and the Upper Texas
Gulf Coast region. In recent years, the universities have built
multi-disciplinary research programs in areas such as mate-
rials science, the biosciences,and the computational sciences,
all of which align with major regional and state industries —
energy, biotechnology, aerospace, and computers. In doing
so, each of the System’s universities has created programs of
international repute that contribute greatly to the regional
and state economies. The System serves over 56,000 students
and employs approximately 12,000 individuals.

UH System Distance Education is a partnership of the four
institutions of the System. Going beyond the traditional
campus boundaries, UH, UHCL, UHD, and UHV cooper-
ate in providing high-quality educational opportunities to
the community. This collaboration delivers more than forty
degree programs taught by university faculty via face-to-
face instruction and electronic technologies at off-campus
sites, including UHS at Cinco Ranch, UHS at Sugar Land,
selected community college campuses, corporations, and
organizations. A number of programs can be pursued com-
pletely through videotape and online delivery. All courses
are junior, senior, and graduate level and carry all the same
workloads, prerequisites, and requirements as on-campus
courses. The University of Houston System universities have
won national awards in distance education and are a leader
among Texas universities in distance education enrollments.
UH System Distance Education provides maximum access
to higher education opportunities for residents throughout
the Gulf Coast region.
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OVERVIEW OF THE FINANCIAL
STATEMENTS

The financial statements for fiscal year 2007 have been
prepared in accordance with accounting pronouncements
promulgated by the Governmental Accounting Standards
Board (GASB). These include Statement No. 34, Basic
Financial Statements - and Managements Discussion
and Analysis — for State and Local Governments, and
GASB Statement No. 35, Basic Financial Statements — and
Management’s Discussion and Analysis — for Public Colleges
and Universities. The requirements focus on the preparation
of financial statements that present financial operations in
the aggregate, rather than accountability by individual fund
group. These standards were adopted by the State of Texas
and the System during the 2002 fiscal year. All financial
statements for fiscal years 2002 through 2007 have been
prepared in accordance with these rules.

Governmental Accounting Standards Board Statement No.
35 requires the System to include three financial statements
in the annual financial report. They are (1) the Statement
of Net Assets, (2) the Statement of Revenues, Expenses, and
Changes in Net Assets, and (3) the Statement of Cash Flows.
The information contained in the financial statements of the
University of Houston System is part of and included in the
State of Texas Comprehensive Annual Financial Report. The
financial statements of the System are presented for the fiscal
year ended August 31,2007, with financial data for the fiscal
year ended August 31, 2006, provided for comparative pur-
poses. Prior year totals have been reclassified, when neces-
sary, to reflect current year changes in reporting procedures
and to enhance comparability of reported totals.

The format of the statewide financial statements presents
a more comprehensive perspective of the state’s financial
activities. The state’s activities are divided into three types
for presentation in the primary financial statements. They
are Governmental Activities, Business-type Activities, and
Component Units. The financial operations of the University
of Houston System are considered a business-type activity
because the System’s universities charge a fee, in the form
of tuition, to customers in order to pay for a majority of the
cost of the services provided. Under this classification, the
System’s financial statements conform to the guidelines and
presentation formats prescribed for Proprietary Funds.

As required by GASB reporting standards, the System
reports accumulated depreciation on its capital assets.
Additionally, the System recognizes a current year charge
for depreciation expense. Revenues and expenses are clas-
sified as either operating or non-operating in the financial
statements. The statements provide a measurement of
entity-wide operations. Significant portions of the System’s
recurring resources are classified as non-operating by GASB
Statement No. 35. Substantially all state appropriations are
treated as non-operating revenues.

Tuition and fee revenues are reported net of any scholarship
discounts and allowances. A scholarship allowance is the
difference between the stated charge for services provided
by the System and the amount that is paid by the student
or third parties making payments on behalf of the student.
Funds received to satisfy student tuition and fee charges are
reported as revenue only once. Institutional resources pro-
vided to students as financial aid are reported as scholarship
allowances in amounts up to and equal to amounts owed
by the students to the System. This accounting procedure is
known as tuition discounting.
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STATEMENT OF NET ASSETS
The first schedule presented is the
Statement of Net Assets. The statement
reflects the System’s assets and liabilities
using the full accrual basis of account-
ing, and represents financial position as
of the conclusion of the fiscal year. This
is a point in time financial presentation
and presents a snapshot view of the
financial status as of August 31, 2007.
Comparative data for the previous fis-
cal year has also been presented as of
August 31, 2006. Assets and liabilities
are presented as either current or non-
current to provide an indication of
their anticipated liquidation. Net Assets
is equal to Assets minus Liabilities.

Millions
$200 —

150 -

100 -

$50

Unrestricted Net Assets are available
to the System for any lawful purpose.
Unrestricted Net Assets often have con-
straints on resources, which are imposed

Total Assets
$1,595,284,853

Statement of Net Assets

2007 2006

Net Assets
$961,766,440

Net Assets
$1,063,187,174

Total Assets
$1,482,513,837

Total Liabilities
$520,747,397

Total Liabilities
$532,097,679

by management, but can be removed 0 __———_4

or modified. On August 31, 2007, the

University of Houston System’s Assets

totaled $1.595 billion, and Liabilities totaled $532 million,
resulting in a Net Asset valuation of $1.063 billion. This rep-
resents an increase in net assets of $101 million.

The Statement of Net Assets enables the reader of the finan-
cial statements to determine the assets available for use in the
continuing operations of the institutions. Also, the reader will
be able to determine the amounts owed to vendors, inves-
tors, and lending institutions. Net Assets are presented in
three major categories: invested in capital assets, net of debt;
restricted net assets; and unrestricted net assets. The invested
in capital assets category identifies the equity in property,
plant, and equipment owned by the System. Restricted net
assets are presented in two sub categories: non-expendable
and expendable. Non-expendable restricted net assets are
available only for endowed investment purposes. Expendable
net assets are available for expenditure but must be expended
for the purposes specified by the external donor/provider of
the assets. Unrestricted net assets are available for any lawful
purpose of the institution.

UNRESTRICTED NET ASSETS
as of August 31,2007
(to millions)

Reserved For

Accounts Receivable $25
Encumbrances 13
Higher Education Fund 33
Future Operating Budgets 33
Other Funds 16
Unreserved
Allocated
Capital Projects (3)
Endowment & Loan Funds 185
Retirement of Indebtedness (7)
Student Fees 30
Unallocated 47

Total Unrestricted Net Assets $372

Although not subject to the stipulations of external require-
ments, a significant portion of the System’s unrestricted net
assets are committed to various future operating budgets
related to academic, research, and capital programs and
projects. These commitments are summarized in the accom-
panying table.
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STATEMENT OF REVENUES, EXPENSES AND CHANGES IN NET ASSETS

The next statement comprising the primary financial state-
ments is the Statement of Revenues, Expenses, and Changes
in Net Assets. This schedule identifies operating and non-
operating revenues received by the System. Additionally,
both the operating and non-operating expenses incurred
by the System during the fiscal year are displayed. Finally,
any other gains and losses or other forms of revenue and
expense are reported.

During the 2007 fiscal year the System recognized operat-
ing revenues of $484 million and operating expenses of
$777 million. After recognizing non-operating activities and
other gains and losses, the System realized a net increase in
net assets of $101 million. During the prior fiscal year, the
System experienced an increase in net assets of $51 million.

Operating revenues are received and recognized as a result of
providing services to the component universities’ customers.
Operating expenses are the costs necessary to provide those
services and to fulfill the mission of the System. Operating
expenses are displayed in the Statement using the functional

method of classification. The functional, or programmatic,
classification method presents operating expenses in a man-
ner that reflects the System’s commitments in fulfilling its
mission of instruction, research, and public service, as well as
the requirements of supporting and maintaining its admin-
istrative and physical structure. A supplemental Schedule of
Operating Expenses displays operating expenses comparing
the functional classification and the natural classification
methods. The natural method of presentation displays the
operating expenses in a manner that categorizes the objects
of expenditure within various cost centers. Non-operating
revenues are those received for which no services are directly
provided. State appropriations are classified as non-operat-
ing revenue because they are provided by the Legislature to
the System without the Legislature directly receiving goods
or services for those revenues. As previously mentioned,
significant portions of the System’s recurring resources are
classified as non-operating. Net resources from other than
operating revenues totaled $421 million for fiscal year 2007.

Statement of Revenues, Expenses
and Changes in Net Assets

Millions

$1000 - 2007

Non-Operating

2006

Revenues, net .
$54,964,716 Increase in Net Assets bll‘on-Operatm?
evenues, ne
800 —kiifts and Endowmenl R $14,942,493 Increase in Net Assets
$52,438,215 Gifts and Endowments $50,993,464
$42,506,661

600 B Legislative Revenues
$287,315,971

400 -

$200 [~ Operating Revenues

$484,190,911

Operating Expenses
$777,489,079

Legislative Revenues
$282,835,437

Operating Expenses
$742,894,831

Operating Revenues
$453,603,704

O—_——___.I
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Schedule of Expenses by Nature

Scholarships

u 35,674,598

I l $50,463,806

$46,990,414

|:| 2007 Total $777,489,079

Depreciation and Amortization o [ ] 2006 Total $742,894,831
L . . I l 85,564,208
Utilities, Supplies and Maintenance 87.014376

Operations and Services

I I 103,336,392

96,214,573

91,224,465

86,877,553

l $411,225,610

Salaries

$398,149,895

0 $100

STATEMENT OF CASH FLOWS

The third primary statement included in the financial state-
ments is the Statement of Cash Flows. This schedule explains
the change during the fiscal year in cash and cash equivalents,
regardless of whether there are restrictions on their use. The
Statement of Cash Flows should be used in conjunction with
related disclosures and information in the other financial
statements. The statement can provide relevant information
about an entity, such as the ability to generate future net cash
flows, the ability to meet obligations when due, or reasons
for differences between operating income and associated
cash receipts and payments. The statement is comprised of
five sections. The first section recognizes the cash flows from

200 300 400 $500
Millions

operating activities as well as the net cash used by operating
activities. The second section identifies the cash flows from
non-capital financing activities. The third section reflects
the cash flows from capital and related financing activities.
The next section details the cash flows from investing activi-
ties. The final section reconciles net cash used to the operat-
ing loss or income reflected on the Statement of Revenues,
Expenses, and Changes in Net Assets.

The cash and cash equivalents balance at the conclusion of
the 2007 fiscal year totaled $208 million, which reflected a
net increase in cash of $23 million.
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Operating Expenses by Function

i $35,674,598

Depreciation and Amortization e 27648020
. . « 71,615,553
Auxilary Enterprise - | 63015534
d 47,960,867 |:| 2007 Total Expenses- $777,489,079

Scholarships and Fellowships | 44,651,057

. 50,443,967 |:| 2006 Total Expenses- $742,894,831

Operations and Maintenance of Plant |, >~ ©

“ 73,074,768
< 70,531,035

Institutional Support

o 31,871,801

Student Services e 20,781,643

4 113,975,340
102,961,682

Academic Support d

Public Service _ | 34032798

| 74,952,195

Research

. 75,564,0699

Instruction

4 $243,314,239

" $|241,490,359

0 $500

CAPITAL ASSETS

Critical to maintaining the quality of academic, research,
and service programs, as well as residential life, is the
development and renewal of the System’s capital assets. The
System’s institutions continue the implementation of their
long-range capital plans, with a prudent combination of
renovation and modernization of older facilities, along with
new construction.

At the end of the 2007 fiscal year, the System had $561 mil-
lion of capital assets, net of accumulated depreciation. These
assets included land, buildings, infrastructure and improve-
ments, furniture and equipment, library books, and works of
art. Several major capital construction projects are in vari-
ous stages of completion, and the cumulative investment in
these assets is reported as construction in progress. Capital
assets, net of accumulated depreciation, at August 31, 2006,
totaled $539 million.

Fiscal year 2007 continued the trend of bringing major
changes to UH System facilities. At the University of Houston,
design and construction have begun on the Michael J. Cemo
Hall. Along with a state of the art auditorium, with a seating
capacity of 450, two 70-seat classrooms, and faculty offices,
the multi-story building will house several departments
providing vital services for students. Construction is also

100 150 200 $250
Millions

under way on the UH graduate and professional students
loft apartments and retail complex. This facility will be
the university’s first campus housing designed exclusively
for graduate and professional students. The University of
Houston - Clear Lake has received approval to develop a
branch campus and facilities in Pearland. The University of
Houston - Downtown opened the Shea Street Building, a
new academic building that provides critical instructional
space and student services for UHD students and its College
of Business. Final construction continues on the building
and the adjacent parking garage facility. At the University
of Houston - Victoria, construction plans are being imple-
mented for a new academic building in Sugar Land to meet
growing demands at the multi-institutional teaching facility.
UHYV is also designing and developing plans for a Regional
Economic Development Building and a Nursing/Allied
Health facility. Completion of each of these projects will
provide enhanced and significant benefits to the System’s
students and other constituencies. The System maintains a
goal of improving the physical condition of the campuses,
while at the same time, preserving their condition and maxi-
mizing their utilization.
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DEBT ADMINISTRATION

The System complements the management of its financial
resources with the prudent use of debt to finance capital
projects. Detailed information concerning the System’s long-

term debt is found in the Notes to the Financial Statements.

The University of Houston System is authorized by statute
to issue long term debt in the form of revenue bonds. Each
series of revenue bonds issued is backed by a pledged rev-
enue source specified in the bond resolution. Additionally,
each issue is designed to be self supporting from the primary
revenue source. A portion of debt service is funded by bien-
nial State appropriations. At August 31,2007, the University
of Houston System had $313 million of long term bonded
debt outstanding, $20 million of which will be retired dur-
ing the 2008 fiscal year.

No additional bonded indebtedness was authorized or
issued during the 2007 fiscal year. The State Legislature
appropriated additional funds to pay debt service during
the 2008-2009 biennium for planned Consolidated Revenue
Bonds. Authorization and issuance of additional long-term
debt is anticipated to occur during the fourth quarter of the
2008 fiscal year.

During fiscal year 2007, the System established a commercial
paper program that will permit the issuance of commercial
paper notes which may not exceed, in the aggregate, the
principal amount of $50 million. It is anticipated that com-
mercial paper, when issued, will provide interim financing
for the costs of various capital projects within the System.

ECONOMIC OUTLOOK

While it is true that the UH System universities strive to make
the most of available funds, the needs of our constituencies
and the goals we have established for serving them necessi-
tate greater resources than our universities currently possess.
By 2015, demographic forecasts predict the Houston metro-
politan area will add another 1.4 million persons, 800,000 of
which will be of Hispanic descent. Accommodating a corre-
sponding level of enrollment growth at our universities will
require tremendous investments in faculty, staff, facilities
and other infrastructure.

The General Appropriations Act adopted by the 80th Texas
Legislature in May, 2007, resulted in overall increased fund-
ing for the 2008-2009 biennium, ranging from resources for
capital improvements to support for twenty-first century
research. All the universities in our system will benefit from
our legislators’vision and commitment. The universities have
received increases in formula funding support for core func-
tions such as instruction, salaries, operations, scholarships,
and advising services. UHD received the largest increase, an
additional $3.6 million, for the next biennium. Tier one/flag-
ship funding is provided for research enhancements that will
result in the creation of more flagship universities in Texas,
including the University of Houston. UH will receive almost
$7.5 million each year of the biennium from the Research
Development Fund, which supports research infrastruc-
ture. Modest amounts were provided for UH-Clear Lake,
UH-Downtown, and UH-Victoria. Higher Education Funds
are used to maintain and improve facilities, and purchase
equipment and library books. These funds are an absolute
necessity for UHS to provide its students with modern
classrooms and its faculty with suitable facilities in which
to conduct research. Across the state, HEF appropriations
increased $87.5 million annually. UH, with some 90 build-
ings and 34,000 students, will receive the largest amount of
any UH System university, an increase of $11.7 million each
year during the next biennium. The Legislature increased
TEXAS Grants by $93 million statewide for the biennium,
and Work-Study programs increased from $10 million to
$15 million. These student financial aid measures have a
direct impact on the System’s ability to keep tuition rates
as low as possible for the current and upcoming academic
years, thereby ensuring access to higher education for many
of our students.

As part of its strategic plan, the University of Houston
System has identified accountability and administrative effi-
ciency as one of its strategic principles. Related initiatives on
which our universities are working include direct deposits
for vendor payments and employee reimbursements, to cut
down on the number of paper checks issued, new energy
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conservation measures, and more inclusive HUB proce-
dures. The UH System will also continue implementing
and upgrading its financial, human resources, and student
information systems. A major benefit of these new systems
will be the availability of accurate, timely, and consistent
management information, which is critical to administrative
efficiency.

In November 2007, the Board of Regents unanimously
appointed Dr. Renu Khator chancellor of the UH System
and president of the University of Houston. Dr. Khator, who
has been serving as provost and senior vice president at the
University of South Florida, will take office in January 2008.
She becomes the third person to hold the dual title of UH
System chancellor and UH president. She follows Arthur
Smith, who retired in 2003, and Jay Gogue, who became
president of Auburn University, his alma mater, during the
summer of 2007.

The System is not aware of any known facts or decisions
that are expected to have a significant effect on the finan-
cial position or results of operations during the 2008 fiscal
year. Although it is not possible to predict ultimate results,
management believes the University of Houston System’s
financial condition and position are strong. The System’s
administrative and management teams realize that universi-
ties must be good stewards of the dollars with which they are
entrusted. The University of Houston System is committed
to this principle. Accomplishing the System’s goals and mis-
sion is predicated on the effective management of resources,
which the University of Houston System strives to achieve.
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UNIVERSITY of HOUSTON SYSTEM

NoTes To THE FINANCIAL STATEMENTS
For The Year Ended August 31, 2007

GENERAL INTRODUCTION

The State Auditor of Texas has not audited the accompanying
Annual Financial Report and, therefore, an opinion has not
been nor will be expressed on the financial statements and
related information contained in this report. The informa-
tion contained in the combined financial statements of the
University of Houston System, and its related components,

is part of and included in the State of Texas Comprehensive
Annual Financial Report, upon which an opinion is
expressed. The state’s financial statements are audited by the
State Auditor.

ENTITY

The University of Houston System (the System) is an agency
of the State of Texas and its financial records comply with
state statutes and regulations. This includes compliance
with the Texas Comptroller of Public Accounts’ Reporting
Requirements for Annual Financial Reports of State Agencies
and Universities.

The University of Houston System serves the state as the

primary provider of educational and cultural opportunities,
skilled employers and leaders, technical knowledge, and
innovative research to the Houston metropolitan area and
the upper Texas Gulf Coast region. Houston and the upper
Gulf Coast region represent approximately one fourth of the
state’s population and economy.

The System was established by House Bill No. 188, Sixty-
Fifth Legislature, Regular Session, effective September 1,
1977. Components of the System are System Administration
(1977), University of Houston (1963), Clear Lake (1973),
Downtown (1974), and Victoria (1973). The System is gov-
erned by an appointed nine member Board of Regents.

During the 2002 fiscal year, the State of Texas adopted
Governmental Accounting Standards Board (GASB)
Statement No. 34, Basic Financial Statements - and
Management’s Discussion and Analysis - for State and Local
Governments, and GASB Statement No. 35, Basic Financial
Statements - and Management’s Discussion and Analysis
- for Public Colleges and Universities. These accounting
pronouncements established new reporting requirements
including the presentation of new financial information and
a restructuring of the presentation of previous fiscal years.
Since the System’s annual financial report is not subject to
a separate financial audit, certain information, such as a
complete set of Government-Wide Financial Statements,
is not included in the accompanying report. The financial
statements are presented in columnar form, including totals
for prior year data. Prior year totals have been restated when
necessary to reflect current year changes in reporting proce-
dures and to permit comparability of reported totals.

No component units have been identified which should have
been discretely presented in the financial statements.

BASIS OF ACCOUNTING

A. Fund Structure

The accompanying financial statements are presented on
the basis of funds, each of which is considered a separate
accounting entity. The operations of the System and its com-
ponent universities are considered to be a Business-Type
Activity. The System charges fees to external users for goods
and services. Consequently the accompanying financial
statements are presented using the Proprietary Fund type
structure.
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B. Basis of Accounting

The basis of accounting determines when revenues and
expenses are recognized in the accounts reported in the
financial statements. The accounting and financial reporting
treatment applied to a fund is determined by its measure-
ment focus.

Proprietary funds are accounted for on the accrual basis of
accounting. Under the accrual basis of accounting, revenues
are recognized when earned and expenses are recognized
at the time liabilities are incurred. Proprietary funds dis-
tinguish operating from non-operating items. Operating
revenues and expenses result from providing services or
producing and delivering goods in connection with the
proprietary funds’ principal ongoing operations. Operating
expenses include the cost of sales and services, administra-
tive expenses, and depreciation on capital assets.

C. Budget and Budgetary Accounting

The budget is prepared biennially and represents appro-
priations authorized by the legislature and approved by the
Governor (the General Appropriations Act). Additionally
the System prepares an annual budget which represents
anticipated sources of revenues and authorized uses. This
budget is approved by the Systems Board of Regents.
Unencumbered appropriations are generally subject to lapse
60 days after the end of the fiscal year for which they were
appropriated.

D. Assets, Liabilities, and Net Assets
ASSETS

Significant asset categories are summarized below.

Cash and Cash Equivalents
Short-term highly liquid investments with an original matu-
rity of three months or less are considered cash equivalents.

Restricted Assets

Restricted assets include monies or other resources restricted
by legal or contractual requirements. These assets include
proceeds of revenue bonds and revenues set aside for statu-
tory or contractual requirements.

Inventories and Prepaid Items

Inventories include both merchandise inventories on hand
for sale and consumable inventories. Inventories are val-
ued at cost, generally utilizing the last-in, first-out method.
Prepaid items reflect payments for costs applicable to future
accounting periods. The consumption method of accounting
is used to account for inventories and prepaid items. The cost
of these items is expensed when the items are consumed.

4
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Capital Assets

Assets with an initial, individual cost of more than $5,000
and an estimated useful life in excess of one year are
capitalized. These assets are capitalized at cost or, if not
purchased, at appraised fair value as of the date of acqui-
sition. Depreciation is reported on all exhaustible assets.
Inexhaustible assets such as library books, works of art,
and historical treasures are not depreciated. Depreciation is
charged to operations over the estimated useful life of each
asset, using the straight-line method.

Other Receivables

Other current receivables include year-end revenue accruals
not included in any other receivable category. Non-current
receivable balances are not expected to be collected within
one year of fiscal year end.

LIABILITIES

Significant liability categories are summarized below.

Accounts Payable

Accounts payable represent the liability for the value of assets
or services received at the balance sheet date for which pay-
ment is pending.

Other Payables

Other current payables are the accrual at year-end of expen-
diture transactions not included in any of the other payable
descriptions. Non-current payable balances are not expected
to be paid within one year of fiscal year end.

Employees’ Compensable Leave Balances

Employees’ compensable leave balances represent the liabil-
ity that becomes due upon the occurrence of relevant events
such as resignations, retirements, and uses of leave balances
by covered employees. Liabilities are reported separately as
either current or noncurrent in the Statement of Net Assets.
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Bonds Payable - Revenue Bonds

The bonds payable are reported at par, less unamortized
discount or plus unamortized premium. Interest expense is
reported on the accrual basis, with amortization of discount
or premium. Payables are reported separately as either cur-
rent or noncurrent in the Statement of Net Assets.

NET ASSETS
The difference between fund assets and liabilities is Net
Assets.

Invested In Capital Assets, Net Of Related Debt
Invested in capital assets, net of related debt consists of capi-
tal assets, net of accumulated depreciation and reduced by
outstanding balances for bonds, notes, and other debt that
are attributed to the acquisition, construction, or improve-
ment of those assets.

Restricted Net Assets

Restricted net assets result when constraints placed on net
asset use are either externally imposed by creditors, grant-
ors, contributors, and the like, or imposed by law through
constitutional provisions or enabling legislation.

Unrestricted Net Assets

Unrestricted net assets consist of net assets, which do
not meet the definition of the two preceding categories.
Unrestricted net assets often have constraints on resources,

which are imposed by management, but can be removed or
modified.

CAPITAL ASSETS

The System reports accumulated depreciation on its capital
assets and recognizes depreciation expense as a current year
charge.

At August 31,2007, non-depreciable capital assets, consisting
of land and construction in progress, totaled $85,745,750.
Depreciable capital assets, net of accumulated depreciation,
and consisting of buildings, infrastructure, facilities, equip-
ment, library books, and works of art totaled $475,054,720.

DEPOSITS AND INVESTMENTS

A. Deposits of Cash in Bank

At August 31, 2007, the carrying amount of the System’s
cash deposits was $4,198,983 and the bank balance was
$3,259,842. There are no deposits to foreign banks at this
time.

B. Investments

The University of Houston System is authorized by statute to
make investments following the “prudent person rule”. There
were no significant violations of legal provisions during the
period.

The fair value of investments, including short-term, long-
term, and money market cash equivalents, as of the balance
sheet date was $842,700,034.

Credit risk is the risk that an issuer or other counterparty
to an investment will not fulfill its obligations. The general
investment policy of the University limits investments in
debt securities that are not in the top three investment grade
ratings issued by nationally recognized statistical rating
organizations to 5% of total investments. As of August 31,
2007, the System’s credit quality distribution for securities
with credit risk included significantly less than 5% of total
investments that were not in the top three grade ratings.

Concentration of credit risk is the risk of loss attributable to
the magnitude of investment in a single issuer. As of August
31,2007, the University’s concentration of credit risk in any
single issuer did not exceed five percent of total investment
assets as reported on the Statement of Net Assets.

C. Investment Transactions

Reverse Repurchase Agreements

The System, by statute, is authorized to enter into reverse
repurchase agreements. The System did not invest in any
reverse repurchase agreements during the fiscal year.

Securities Lending
Securities lending is authorized by state statutes. The System
does not participate in a security-lending program.

Derivative Investing
The System did not hold any collateralized mortgage obli-
gations at fiscal year-end. The System does not enter into

forward-exchange contracts to manage exposure of foreign
portfolio holdings to changes in foreign currency exchange
rates.
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SHORT TERM LIABILITIES

The University holds a short term note payable, the proceeds
of which were used to complete renovations of Hotheinz
Pavilion. The remaining balance as of August 31,2007 is
$26,775.

LONG TERM LIABILITIES
A. Notes and Loans Payable

The System reported no long term notes or loans payable at
the close of the period ended August 31, 2007.

B. Claims and Judgments

At August 31, 2007, various lawsuits and claims involving
the System and/or its components were pending. While the
ultimate liability, if any, with respect to litigation and other
claims asserted against the System cannot be reasonably
estimated at this time, such liability, to the extent not pro-
vided for by insurance or otherwise, is not expected to have
a material effect on System accounts.

C. Employees’ Compensable Leave

A state employee is entitled to be paid for all unused vaca-
tion time accrued, in the event of the employee’s resignation,
dismissal, or separation from state employment, provided
the employee has had continuous employment with the state
for six months. An expense and liability are recorded as the
benefits accrue to employees. The liability for unpaid ben-
efits is recorded in the Statement of Net Assets. No liability is
recorded for non-vested accumulated rights to receive sick
pay benefits.

Full-time state employees earn annual leave from eight to
twenty-one hours per month depending on the respective
employees’ years of state employment. The state’s policy is
that an employee may carry his accrued leave forward from
one fiscal year to another fiscal year with a maximum num-
ber of hours up to 532 for those employees with 35 or more
years of state service. Accrued leave in excess of the normal
maximum was converted to sick leave at the conclusion of
fiscal year 2007. Employees with at least six months of state
service who terminate their employment are entitled to pay-
ment for all accumulated annual leave up to the maximum
allowed.

Lump sum payments made to employees, who separated
from state service during the 2007 fiscal year, for accrued
vacation and compensatory leave, totaled $1,562,494.
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LEASE OBLIGATIONS

The System may enter into long-term leases for financing
the purchase of certain fixed assets. Such leases are classi-
fied as capital leases for accounting purposes. There were
no reportable outstanding capital lease payments payable at
August 31,2007.

Included in expenditures reported in the financial statements
for rent paid or due under operating leases is $4,826,670.
Future minimum lease rental payments under non-cancel-
able operating leases having an initial term in excess of one
year, as of August 31,2007, totaled $10,548,263.

INTERFUND BALANCES

There are numerous transactions between funds and state
agencies. At year-end, amounts to be received or paid are
reported as (1) Interfund Receivables or Payables, (2) Due
From or Due To Other Agencies, (3) Due From or Due To
Other Funds, (4) Transfers In or Transfers Out, and (5)
Legislative Transfers In or Legislative Transfers Out.

The System experienced routine transfers with other state
agencies, which were consistent with the activities of the
fund making the transfer. Repayment of interfund balances
will occur within one year from the date of the financial
statement.
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CONTINGENT LIABILITIES

Various lawsuits and claims involving the System were pend-
ing. While the ultimate liability, if any, remains uncertain,
management does not expect any possible adverse ruling to
have a material effect on System accounts.

The System has received several federal grants for specific
purposes that are subject to review and audit by the grantor
agencies. Such audits could lead to a request for reimburse-
ments to grantor agencies for expenditures disallowed under
the terms of the grant. Based on prior experience, manage-
ment believes such disallowances, if any, will be immaterial.

The System has several contractual agreements with various
external housing management entities to construct, main-
tain and manage off campus student housing complexes.
Under certain circumstances, the System may have contin-
gent liabilities to these entities. Based on prior experience,
previous years liabilities have been immaterial, and manage-
ment believes no such liabilities currently exist. Additional
information is provided in the Related Parties note.

CONTINUANCE SUBJECT TO REVIEW

The System is not subject to the provisions of the Texas Sunset
Act (Chapter 325, Texas Government Code Annotated). The
Act provides for the regular assessment of the continuing
need for state agencies to exist. Certain agencies, such as
institutions of higher education and courts, are not subject
to the Sunset Act.

RISK FINANCING AND
RELATED INSURANCE

The University of Houston System is exposed to a variety of
civil claims resulting from the performance of its duties. It
is System policy to periodically assess the proper combina-
tion of commercial insurance and retention of risk to cover
losses to which it may be exposed.

The System assumes substantially all risks associated with
tort and liability claims due to the performance of its duties.
Currently some commercial insurance is purchased, and the
System is not involved in any risk pools with other govern-
ment entities.

The System’s liabilities are reported when it is both prob-
able that a loss has occurred and the amount of that loss can
be reasonably estimated. Liabilities include an amount for
claims that have been incurred but not reported. Liabilities
are reevaluated periodically to consider current settlements,
frequency of claims, past experience and economic factors.

SEGMENT INFORMATION

The System has no segment activity that requires separate
disclosure in the notes to the financial statements. A segment
is an identifiable activity, or group of activities, reported as
or within an enterprise fund or any other stand-alone entity
that has one or more bonds or other debt instruments out-
standing, with a revenue stream pledged in support of that
debt. In addition, the activity’s revenues, expenses, gains and
losses, assets, and liabilities are required to be accounted for
separately.

BONDED INDEBTEDNESS
A. Outstanding Revenue Bonds

Consolidated Revenue Bonds, Series 1998

® To finance the acquisition, purchase, construction,
improvement, renovation, enlargement, and equipping
of any property, building, structure, activity, service,
operation, or facility of the University of Houston,
specifically energy conservation projects.

® Issued 1-1-98.
$14,565,000; all bonds authorized have been issued.

® Source of revenue for debt service — Tuition, state
appropriations, and various other revenues and
balances that may be legally available for payment of
debt obligations.
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Consolidated Revenue Bonds, Series 1999

To finance the acquisition, purchase, construction,
improvement, renovation, enlargement, and equipping
of any property, building, structure, activity, service,
operation, or facility of the University of Houston
System, specifically projects at the University of
Houston, University of Houston - Downtown, University
of Houston - Victoria, and the University of Houston
System multi-institutional teaching center in Fort Bend
County.

Issued 1-1-99.
$33,350,000; all bonds authorized have been issued.

Source of revenue for debt service - Tuition and various
other revenues and balances that may be legally available
for payment of debt obligations (funding for fiscal year
2007 from Legislative appropriation).

Consolidated Revenue Bonds, Series 2000

To construct a recreation and wellness facility at the
University of Houston.

Issued 9-1-00.
$52,070,000; all bonds authorized have been issued.

Source of revenue for debt service — Tuition and various
other fees, and revenues and balances that may be legally
available for payment of debt obligations.

Consolidated Revenue Bonds, Series 2002-A

To finance the acquisition, purchase, construction,
improvement, renovation, enlargement, and equipping
of any property, building, structure, activity, operation,
or facility of the University of Houston System.

Issued 9-1-02.
$130,955,000; all bonds authorized have been issued.

Source of revenue for debt service — Tuition and various
other revenues and balances that may be legally available
for payment of debt obligations (partial funding for
fiscal year 2007 from Legislative appropriation).

Consolidated Revenue Variable Rate Demand Bonds,
Series 2004

To finance the acquisition, purchase, construction,
improvement, renovation, enlargement, and equipping
of any property, buildings, structures, facilities, roads,
or related infrastructure for the University of Houston
System, including the individual campuses of the
System.

Issued 6-16-04.

$25,000,000; all bonds authorized have been issued.

Source of revenue for debt service — Tuition and various
other fees, and revenues and balances that may be legally
available for payment of debt obligations (funding for
fiscal year 2007 from Legislative appropriation).

Consolidated Revenue Bonds, Series 2005

To construct a parking garage facility at the University
of Houston.

Issued 4-1-05.
$25,800,000; all bonds authorized have been issued.

Source of revenue for debt service - Tuition and various
other fees,and revenues and balances that may be legally
available for payment of debt obligations.

Consolidated Revenue Bonds, Series 2006

To finance the acquisition, purchase, construction,
improvement, enlargement, and equipping of property,
buildings, structures, activities, services, operations
and other facilities, roads, or related infrastructure
for or on behalf of the University of Houston System,
and the individual campuses of the System, including
construction of a new classroom and office building for
the University of Houston - Downtown.

Issued 2-1-06.
$35,140,000; all bonds authorized have been issued.

Source of revenue for debt service — Tuition and various
other fees, and revenues and balances that may be legally
available for payment of debt obligations.
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Refunding Bonds

Consolidated Revenue Refunding Bonds, Series
2002-B

® To refund $27,415,000 of Consolidated Revenue

Refunding Bonds, Series 1993 and $19,385,000 of
Consolidated Revenue Bonds, Series 1993-A.

Issued 11-1-02.
$45,425,000; all bonds authorized have been issued.

Source of revenue for debt service — Designated tuition
and various other revenues and balances that may be
legally available for payment of debt obligations.

Average rate of bonds refunded - 5.4% (1993) and 5.5%
(1993-A).

Net proceeds from refunding series - $47,871,000, after
receipt of bond premium of $2,888,998 and payment
of $442,998 in underwriting fees, insurance, and other
issuance costs.

Funds were used to purchase state and local government
securities which were deposited in an irrevocable trust
with an escrow agent to provide for all future debt
payments on the 1993 and 1993-A series bonds, when
the bonds were called for early redemption on 2-15-03.

The 1993 and 1993-A series bonds are considered fully
defeased and the liability for those bonds has been
removed.

Refunding of the 1993 and 1993-A series bonds reduced
the System’s debt service payments over the life of the
bond issues by approximately $3,228,503.

Economic gain - $2,733,595; the difference between
the net present value of the old and new debt service
payment.

Consolidated Revenue Refunding Bonds, Series 2003

To refund $15,975,000 of Consolidated Revenue
Refunding Bonds, Series 1995

Series 1993-A.
Issued 12-01-03
$16,490,000; all bonds authorized have been issued.

Source of revenue for debt service - Tuition and various
other fees,and revenues nad balances that may be legally
available for payment of debt obligations (funding for
fiscal year 2006, from legislative appropriation).

Average rate of bonds refunded - 5.92%.

Net proceeds from refunding series - $17,419,961.18,
after receipt of bond premium of $896,716.15 and
payment of $266,453.44 in underwriting fees, insurance,
and other issuance costs.

Funds were used to purchase state and local government
securities which were deposited in an irrevocable trust
with an escrow agent to provide for all future debt
payments on the 1995 series bond, when the bonds were
called for early redemption on 2-15-05.

The 1995 series bonds are considered fully defeased and
the liability for those bonds has been removed from the
Investment in Plant fund group.

Refunding of the 1995 series bonds reduced the
University’s debt service payments over the life of the
bond issues by approximately $1,377,275.

Economic gain - $1,292,003; the difference between
the net present value of the old and new debt service
payments.
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Consolidated Revenue Refunding Bonds, Series 2006

® To refund $3,295,000 of Consolidated Revenue
Refunding Bonds, Series 1997 (University of Houston-
Victoria) and $44,430,000 of Consolidated Revenue
Bonds, Series 2000(University of Houston).

® Issued 02-01-06.
$48,450,000; all bonds authorized have been issued.

® Source of revenue for debt service — Designated tuition
and various other fees, revenues and balances that may
be legally available for payment of debt obligations.
(Funding for fiscal year 07 partially from Legislative
appropriation).

® Average rate of bonds refunded - 5.45% (1997) and
5.45% (2000).

® Net proceeds from refunding series - $49,799,345, after
receipt of bond premium of $1,823,210 and payment
of $473,865 in underwriting fees, insurance, and other
issuance costs.

® Funds were used to purchase state and local government
securities which were deposited in an irrevocable trust
with an escrow agent to provide for all future debt
payments on the 1997 and 2000 series bonds. The
refunded 1997 series will be called for early redemption
on 08-15-2007, and the 2000 series bonds will be called
for early redemption on 02-15-10.

® The 1997 series bonds maturing subsequent to
08-15-2007 and the 2000 series bonds maturing
subsequent to 02-15-10 are considered fully defeased
and the liability for those bonds has been removed form
the Investment in Plant Fund Group.

® Refunding of the 1997 and 2000 series bonds reduced
the System’s debt service payments over the life of the
bond issues by approximately $4,841,586.

® Economic gain - $3,013,573; the difference between
the net present value of the old and new debt service
payment.

General Obligation Bonds
At August 31,2005, the System had no bonds payable classi-
fied as General Obligation Bonds.

B. Changes In Bonded Indebtedness

Bonds payable are due in annual installments varying from
$2,960,000 to $20,720,000 with interest rates from 2.00% to
7.00%, with the final installment due 2-15-2030.

C. Future Debt Service Requirements

Principal and interest requirements on the obligations for
the next five years were $145,655,147 and $287,428,393 for
the remaining 20 years.

DISCOUNTS AND ALLOWANCES

The System reports revenues net of discounts and allow-
ances in proprietary funds. Discounts and allowances are
calculated based on historical experience. For the fiscal year
2005 discounts and allowances that related to tuition and fee
revenues totaled $50,514,214.

EMPLOYEES RETIREMENT PLANS

The State has joint contributory retirement plans for substan-
tially all its employees. The System participates in the plans
administered by the Teachers Retirement System of Texas.
Future pension costs are the liabilities of the Retirement
System. The Retirement System does not account for each
state agency separately. Annual financial reports prepared by
the Retirement System include audited financial statements
and actuarial assumptions and conclusions.

The state has also established an Optional Retirement
Program for institutions of higher education. Participation
in the Optional Retirement Program is in lieu of par-
ticipation in the Teacher Retirement System. The Optional
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Retirement Program provides for the purchase of annuity or
mutual fund contracts. Since these are individual investment
product contracts, the state has no additional or unfunded
liability for this program.

DEFERRED COMPENSATION

State employees may elect to defer a portion of their earn-
ings for income tax and investment purposes pursuant to
authority granted in the Texas Government Code Annotated,
Section 609.001. Two plans are available for employees’
deferred compensation plans. Both plans are administered
by the Employees Retirement System.

The State’s 457 plan complies with the Internal Revenue
Code Section 457. The State also administers another plan,
“TexaSaver,” created in accordance with Internal Revenue
Code Sec. 401(k). The assets of this plan do not belong to
the state. The state has no liability related to this plan.

The tax deferred investment program permits benefits-
eligible employees of the University of Houston System to
purchase qualified tax deferred investments with a portion
of their salaries. Participation in the program is voluntary
and is a supplement to the Teacher Retirement System or the
Optional Retirement Program. It is however, separate and
apart from either.

RESTATEMENT OF NET ASSETS

During fiscal year 2007, no adjustments were made which
required the restatement of the reported amount of fund
balances and fund equity.

RELATED PARTIES

The System is affiliated with several foundations and organi-
zations that have been created to benefit certain operations
of the System. These organizations are considered

to be separate legal entities, and as such

are not considered component units as defined by generally
accepted accounting principles. Therefore, the account bal-
ances and financial transactions of these organizations are
not included in the System’s financial statements.

Several student housing facility projects have been con-
structed by private external entities in order to enhance
the residential life experience of students at various System
campuses. The participating entities have financed and
constructed housing complexes on System owned property
adjacent to the university campus. These facilities are oper-
ated under grounded leases and management agreements
with the System for extended time periods. Under the terms
of the agreements, cash revenues from rental income, net of
operating expenses, are shared with the University. If cash
revenues do not attain certain contractually defined thresh-
olds, the University is liable to the external management for
the deficiency. In previous fiscal years , contingent liability
payments were made for $55,850 in 2005 and $138,405 in
2006, both in relation to the Bayou Oaks facility. During
the 2007 fiscal year net cash flows were sufficiently adequate
so as not to generate a liability payment. University man-
agement believes that current financial and occupancy per-
formance indicates that future years net cash flows will be
sufficient and that future contingent liabilities will not occur.
Repayment of project financing is serviced from revenues
generated by the housing projects, and is the sole responsi-
bility of the external entity. The related loans and bonds are
not liabilities of the System or component universities.

SUBSEQUENT EVENTS

During the 2007 Spring Semester, University of Houston
System Chancellor/President Dr. Jay Gouge resigned to
accept the position of President, Auburn University. Dr. John
Rudley, Vice chancellor/Vice President of Administration
and Finance, was appointed Interim Chancellor/
President. On November 5, 2007 Dr.
= '§_ Renu Kator was appointed by
the UH System Board of
D Regents as the succeeding
Chancellor/President
of the University of
Houston System. She
will assume her duties
in January 2008.
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