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Dear Colleagues:

In October 2001, a Task Force was convened to evaluate the competitiveness of UC health sciences faculty
retirement benefits and to report its recommendations to Senior Management. The Task Force comprised faculty and
administrators from all health sciences locations and staff from the Office of the President. Based on the concerns
expressed by health sciences faculty and the results of a survey on retirement benefits for physicians at the nation’s
leading academic medical institutions, the Task Force has recommended three options for improving UC health
sciences retirement benefits. We are now requesting campus review and comments on these recommendations.

Depending on the option that is adopted, the costs for improving health sciences retirement benefits would be
attributable to either the University of California Retirement Plan (UCRP) or the fund sources from which newly
covered health sciences compensation is derived, such as grants or clinical income. If UCRP remains non-
contributory, there would be no direct costs to campuses or faculty for providing additional benefits under UCRP.
However, when contributions to UCRP resume, the contributions for any improved benefits under UCRP would also
need to be paid.

This is a review of proposed policy. Employees and employee organizations should be afforded the opportunity to
review and comment on the recommendations contained in the Task Force report, which is located on the World
Wide Web at: http://www.ucop.edu/acadadv/acadpers/taskforce.html

Please forward your comments on the Task Force recommendations and any other issues you feel need to be
addressed to Assistant Vice President Switkes by June 1, 2003.

Sincerely, Sincerely,

C. Judson King Joseph P. Mullinix
Provost and Senior Vice President Senior Vice President
Academic Affairs Business and Finance
cc: Members, President’s Cabinet

Associate Vice President Boyette

Assistant Vice President Switkes

Deputy to the Associate Vice President Ackerhalt
Executive Director French

Special Assistant Gardner
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HEALTH SCIENCES TASK FORCE REPORT

Introduction

University of California (UC) health sciences faculty receive pay in the form of
guaranteed base salary and additional compensation. This type of tiered compensation
structure is common among academic medical institutions, and will likely persist since
there is an increasing trend in the health care industry to put more compensation for
regular and normal duties “at risk” (that is, promising less pay as “guaranteed” base
salary). However, only base salary is used in the retirement benefit formula for UC health
sciences faculty. The retirement benefit formula for physicians at most institutions is
based on total pay, up to the tax limits (see Appendix IV). Moreover, the primary
retirement plan available to UC health sciences faculty is different from the type of
primary retirement plan offered by the majority of other academic medical institutions.

UC health sciences faculty are primarily covered by a defined benefit plan in which the
University bears the investment risk and “guarantees” a level of retirement income based
on certain factors, such as salary, age and service. Currently, the UC defined benefit plan
is fully funded and does not require direct contributions from any employees. Physicians
at other medical institutions are primarily covered by defined contribution plans in which
the amount of contributions is guaranteed, but not the amount of actual retirement
income. The contributions for physicians at other institutions are generally derived from
the same source that pays the physician’s salaries, such as grants or the clinical income
that the physicians generate. The amount of income available to these physicians at
retirement is determined, to a great extent, upon market performance and the investment
choices that they make themselves. Thus, the physicians at these institutions bear the risk
for their investments.

In response to concerns expressed by UC health sciences faculty, the University retained
an outside consultant, William M. Mercer, Inc., to survey leading academic medical
institutions to ascertain the retirement benefits they provide to their physicians (see
survey at http://www.ucop.edu/acadadv/acadpers/taskforce.html). Following completion
of the survey, the Health Sciences Task Force (Task Force) was convened, comprising
faculty and administrators from all the health sciences locations and staff from UC Office
of the President. The first meeting was held on October 10, 2001. The Task Force was
charged to review the results of the survey, analyze the competitiveness of UC health
sciences faculty retirement benefits, and to report its recommendations to Senior
Management. The Task Force report is intended to be the basis for consultation and
consensus building within the University community about possible improvements to
retirement benefits for faculty who participate in the Health Sciences Compensation Plan
(HSCP).
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Purpose

The goal of the Task Force is to recommend improvements to the retirement benefits for
health sciences faculty in order to:

» Be competitive with other Universities, many of which base their retirement plans on
total compensation (up to the tax limits). However, almost all other institutions
provide defined contribution (DC) plans rather than defined benefit (DB) plans;

» Provide equitable treatment with other highly compensated faculty, such as, for
example, faculty in the law and business schools; and

» Support the health sciences schools’ operational need to put compensation “at risk”
(that is, not pay all compensation as a guaranteed “base” salary) while still providing
competitive retirement benefits.

In addition to presenting the Task Forces’ recommendations, this report also:

® Provides background on the retirement benefits currently available to UC health
sciences faculty (see survey - http.//www.ucop.edu/acadadv/acadpers/taskforce.html);

e [llustrates that the current compensation structure for health sciences faculty results in
a lower retirement benefit replacement ratio than for other UC faculty;

® Presents the types of retirement plans/benefits available at other academic medical
institutions (see survey - http.//www.ucop.edu/acadadv/acadpers/taskforce.html);

e Compares the competitiveness of the current and proposed UC health sciences faculty
retirement benefits with the physician/faculty retirement benefits provided by other
academic medical institutions (see Comprehensive Analysis on Recommended
Options - http.//www.ucop.edu/acadadv/acadpers/taskforce.html).

Background

Covered Pay and Retirement Benefit Replacement Ratios

There are approximately 4,350 UC health sciences faculty members. Most of them
receive both base salary and additional negotiated pay. A faculty member’s applicable
rank, step, and scale within the Health Sciences Compensation Plan (HSCP) generally
determines the amount of his or her base salary, while additional compensation is
negotiated annually and/or paid as an incentive or bonus. In general, both types of pay
represent remuneration for performance of “regular and normal” duties. However,
although additional compensation can represent a significant portion of health sciences
faculty’s total annual compensation, base salary is the only component considered to be
Covered Compensation for determining benefits under the University’s defined benefit
plan, the University of California Retirement Plan (UCRP). Most physicians at other
leading academic medical institutions have all types of their pay covered for retirement
purposes, whether it is paid as base salary or additional negotiated or incentive
compensation.
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Health sciences faculty also indicate that they are at a competitive disadvantage
compared with many colleagues within the UC system. They claim that there are
inherent inequities built into UC’s HSCP structure that results in a lower retirement
benefit replacement ratio (that is, less of their income being replaced at retirement with
pension pay) for them than for other UC faculty. Highly compensated UC managers and
faculty in other disciplines generally have all of their compensation for ‘regular and
normal duties’ counted for UCRP purposes (up to the tax limits). The disparity in
retirement coverage becomes more apparent when compared with UC academic year
faculty who earn additional summer salary. Beginning in July 2001, eligible summer
salary earned by academic year appointees became eligible for an employer contribution
to the University’s Defined Contribution (DC) Plan. Thus, these academic year faculty
members receive full UCRP coverage on their annual salaries for regular and normal
duties, plus additional DC Plan coverage on any summer salary. (The DC plan
contributions are derived from the same sources from which summer salary is funded.)

As an example, consider the case of a highly compensated faculty member in the School
of Law with 30 years of University service. With few exceptions, the entire salary that
this faculty member earns during the academic year (which is generally predetermined by
policy or established with Regental approval) is considered UCRP Covered
Compensation. If this member retired on or after age 60 with a final 3-year average
salary of $150,000, UCRP would provide approximately 75% of his or her academic year
salary as annual retirement income, approximately $112,500. If the member had taught
summer school after July 1, 2001, an additional benefit would be payable from the DC
Plan.

On the other hand, UCRP would pay out significantly less to a health sciences faculty
member with equivalent total compensation and service, since the discretionary portion
of health sciences compensation is put “at risk” and paid as non-base. On average, base
salary represents approximately 66% of a health sciences faculty member’s total
compensation. Thus, the health sciences member who retired at age 60 with 30 years of
service, a final 3-year average base salary of $100,000 and final additional compensation
of $50,000 would receive only 75% of his or her base salary as annual retirement income,
approximately $75,000. In this case, the retirement benefit replacement ratio would be
2/3 X 75%, resulting in only 50% of total compensation paid as annual retirement
income.

History of Prior Contributions

Although total health sciences compensation has never been fully covered by UCRP,
from March 1972 through December 1988, University contributions were made to the
Tax-Deferred 403(b) Plan (403(b) Plan) on additional compensation. These contributions
were charged to the same fund source(s) from which additional compensation was
derived. Effective January 1, 1989, the contributions were suspended to bring the 403(b)
Plan into compliance with tax laws at the time. However, with recent changes in the tax
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law, it is now possible to again provide a more comprehensive retirement package for
health sciences faculty.

Health Sciences Task Force Options

The Task Force originally discussed five possible options for improving retirement
benefits. However, after carefully reviewing the competitive analysis of all 5 options that
was performed by William M. Mercer as well as the costs and pros and cons of each, the
Task Force chose not to endorse options #1 and #2' (see footnote). While all of the
remaining options represent an improvement to the current retirement program available
to health sciences faculty, the Task Force prefers option #3, with option #5 as a close
second choice. Option #4 is the Task Force’s least favorite option.

A brief description of each Task Force recommended option, in descending order of
preference, is provided below.

NOTE: For purposes of the following options:

— Base salary from the appropriate published salary scale is represented as “X” pay. It
is the ONLY pay that is currently considered UCRP Covered Compensation

— Additional negotiated compensation is represented as “Y” pay

— Additional incentive/bonus compensation is represented as “Z” pay

1°* Choice - Option #3 (a New UCRP Account on Y & Z)

® A new account would be created for health sciences faculty, similar in nature to a
defined contribution plan but maintained under UCRP, in which 7% of all Y and Z
pay would be credited annually to individual accounts, up to the tax limit. The new
accounts would be completely funded through UCRP, as long as sufficient funds
were available to cover such account credits. Each individual account would be
credited with interest based on an external benchmark rate.

"It should be noted that many Task Force members favored original options #1 & #2, which were similar
to option # 5 but included even more negotiated additional compensation (i.e., Y & Z pay) as UCRP
Covered Compensation. Under these options, UCRP Covered Compensation for health sciences faculty
would have included Y & Z pay up to a faculty member’s appropriate rank and step on HSCP salary scale
1.4 or 1.5, respectively. Additionally, a 7% dc plan contribution would have been made on any remaining
Y & Z pay not included as UCRP Covered Compensation.

However, as the UCRP retirement calculation is based on applying a Member’s 3 highest consecutive years
of UCRP Covered Compensation to all the Member’s prior years of service, a past service liability (i.e.,
actuarial accrued liability) results whenever a Member’s UCRP Covered Compensation is increased. The
past service liability for including Y & Z pay as UCRP Covered Compensation up to HSCP salary scale 1.4
or 1.5 was $67.6 million or $99.6 million, respectively. Since options #3, #4 and #5 provide a competitive
benefit at a far lesser cost, the Task Force decided not to formally endorse options #1 and #2.
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There would be no change to the definition of UCRP Covered Compensation, no
change to the current structure of Academic Programmatic Units (APUs), and no
allowance for individual investment choice.

No additional employee contributions would be made to UCRP until such time as
contributions are required for all UCRP members. If and when UCRP contributions
resume, additional UCRP contributions would be required to fund the additional
UCRP account credits. These contributions would be charged to the fund source(s)
from which health sciences additional compensation is derived.

The current redirected contributions to the existing DC Plan would continue to be
made on all UCRP Covered Compensation. However, since there would be no
change in UCRP Covered Compensation, there would be no increase in such
redirected contributions to the DC Plan.

Health Sciences Reserve Fund (Reserve Fund) contributions would be eliminated for
faculty on scales below scale 1.6 and the existing Reserve Fund balance would be
transferred to UCRP. Reserve Fund contributions on all UCRP Covered
Compensation in excess of salary scale 1.5 would be paid directly to UCRP.

Choice - Option #5 (UCRP to Scale 1.3 & a New UCRP Account > Scale 1.3)

All compensation (including Y & Z pay) would be UCRP Covered Compensation up
to Health Sciences Compensation Plan (HSCP) salary scale 1.3, as appropriate for
each faculty member’s rank and step.

HSCP salary scales would be capped at scale 1.3 for UCRP coverage and eliminated
above scale 1.3, except for faculty currently on a scale higher than scale 1.3. Faculty
already above scale 1.3 would be “grandfathered” in their current salary scale subject
to approval from the Chair and Dean.

A new account would be created for health sciences faculty, similar in nature to a
defined contribution plan but maintained under UCRP, in which 7% of all Y and Z
pay not counted as UCRP Covered Compensation (i.e., above HSCP salary scale 1.3)
would be credited annually to individual accounts, up to the tax limit. The new
accounts would be completely funded through UCRP, as long as sufficient funds
were available to cover such account credits. Each individual account would be
credited with interest based on an external benchmark rate.

APUs would be eliminated.

No additional employee contributions would be made to UCRP until such time as
contributions are required for all UCRP members. If and when UCRP contributions
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resume, additional UCRP contributions would be required to fund the additional
UCRP account credits. These contributions would be charged to the fund source(s)
from which health sciences additional compensation is derived.

® The current redirected contributions to the existing DC Plan would continue to be
made on all UCRP Covered Compensation, including any additional Y & Z pay
counted as UCRP Covered Compensation.

e Reserve Fund contributions would only be required for grandfathered faculty with
UCRP Covered Compensation in excess of HSCP scale 1.3. Applicable Reserve
Fund contributions would be paid directly to UCRP and the existing Reserve Fund
balance would be transferred to UCRP.

3" Choice — Option #4 (a DC on Y & Z)

® An annual DC plan contribution of 7% would be providedon all Y & Z
compensation, up to the tax limits (which would be more generous for this
recommendation than for the other recommendations). This DC plan would be paid
for from the same fund sources that pay the additional compensation. Participation
would be mandatory (i.e., there is no “opting-out” of the contributions) and health
sciences faculty would have a choice of funds in which to invest the DC plan
contributions.

NOTE: health sciences faculty members whose required DC plan contributions would
be funded from clinical income could reduce voluntary contributions to the UC
403(b) Plan, if any, to offset the cost of such DC plan contributions.

Reserve Fund contributions would be eliminated for faculty below scale 1.6 and the
existing Reserve Fund balance would be transferred to UCRP. Reserve Fund
contributions on all UCRP Covered Compensation in excess of salary scale 1.5 would
be paid directly to UCRP.

There would be no change to the definition of UCRP Covered Compensation and no
change to the current structure of APUs.

No additional contributions would be made to UCRP until such time as contributions
were required for all UCRP members.

The current redirected contributions to the existing DC Plan would continue to be
made on all UCRP Covered Compensation. However, since there would be no
change in UCRP Covered Compensation, there would be no increase in such
redirected contributions to the DC Plan.
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For all of the aforementioned options, anti-pension spiking provisions would be
developed, if needed. Transition plans may also be required.

Considerations - Design Issues and Costs

Since defined benefit (DB) plan benefits are generally based on salary, age and service, it
follows that individuals who leave employment or retire at younger ages with fewer years
of service will receive less substantial retirement benefits from DB plans. The results of
the Physician Retirement Benefits Survey validate this conclusion. According to the
survey results, the UCRP benefit for most health sciences faculty members retiring at age
50 would be less than the retirement benefit provided by the majority of the surveyed
institutions, most of which offer defined contribution (DC) plans (see pages 4-17 of the
Comprehensive Analysis on Recommended Options available on the web).

In general, DC plans tend to favor younger employees. DB plans, such as UCRP, tend to
favor older, longer service employees. While the results of the Physician Retirement
Benefit Survey indicate that retirement benefits for the majority of UC’s health sciences
faculty are competitive, the advantage is greatest for faculty members with higher base
salaries and lower or minimal additional compensation. However, the benefits for health
sciences faculty with substantial additional compensation are less competitive, since the
percentage of their total compensation covered by UCRP is significantly lower. In
general, such health sciences faculty members retire under UCRP with the lowest
retirement benefit replacement ratios, even if they have many years of UC service.

In formulating their recommendations, the Task Force envisioned a benefits design that
would take into account the fact that negotiated additional and incentive compensation
are integral components of pay for the regular and normal duties of health sciences
faculty. The Task Force also proposed recommendations that would benefit the greatest
number of health sciences faculty-- both young and old, highly and non-highly
compensated, and those with long and short service. Finally, the Task Force considered
the availability of funding for the proposed retirement benefit improvements.

DC Plan Options

The Task Force initially considered the possibility of implementing contributions to a DC
plan for a variety of reasons. First and foremost, contributions to a DC plan would
provide retirement coverage on all additional compensation that isn’t included for UCRP
purposes. Secondly, there is a precedent for a DC plan benefit. As noted earlier, health
sciences faculty previously received a University contribution to the 403(b) Plan on their
additional compensation. This University contribution was charged to the funding
source(s) from which additional compensation was derived. Furthermore, academic year
appointees currently receive an employer contribution to the University’s DC Plan on
additional salary earned during the summer. Finally, a DC plan benefit represents a
portable, tax-deferred benefit, similar to that offered by most academic medical
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institutions, which would be attractive to younger faculty. Option # 4 is an example of
such a DC plan benefit.

The major drawback to a DC plan benefit such as option #4, at least from a health
sciences faculty viewpoint, is that it cannot be funded from UCRP assets. Due to IRC
provisions, assets from UCRP may not be used to fund benefits in another plan. Thus,
similar to the DC Plan contributions on summer salary earned by academic year
appointees, the DC Plan contributions for health sciences faculty would need to be
funded from the same sources that pay their additional compensation. However, the
proportion of health sciences additional compensation derived from contracts and grants
is substantially lower than the proportion of summer salary derived from contracts and
grants. Instead, most health sciences faculty’s additional compensation is funded from
the clinical income that they generate. Task Force members have noted that additional
required DC Plan contributions could represent an “unfunded mandate” because such
contributions would result in a reduction in most health sciences faculty’s earnings (for
costing figures, see page 3 of the Comprehensive Analysis on Recommended Options on
the web at - http.//www.ucop.edu/acadadv/acadpers/taskforce.html).

UCRP Options

The Task Force also considered covering all or a substantial amount of additional
compensation under UCRP, which does not currently require any contributions. Such an
option would provide a means for providing retirement benefits on a greater percentage
of health sciences pay without increasing “base” salaries. Additionally, while UCRP
remains noncontributory, no contributions would be required of health sciences faculty,
with the possible exception of a modest increase in their redirect contributions to the DC
Plan. Thus, health sciences faculty would not experience a reduction in earnings
resulting from additional benefits being provided through UCRP, provided UCRP
remains non-contributory. As previously noted, most highly compensated UC Senior
Managers and faculty members in other disciplines currently have all of their
compensation for normal and regular duties covered for UCRP.

The inclusion of all or a substantial amount of additional compensation as UCRP
Covered Compensation would be the Task Force’s ideal recommendation. However, the
Task Force understands that covering all or substantial additional compensation would be
extremely costly for UCRP and that current changes in capital markets have dramatically
impacted its funded status. Additionally, the recent improvement of the UCRP retirement
age factors, the extension of benefits to same-sex and opposite-sex domestic partners and
the approval of additional Capital Accumulation Provision (CAP) accruals for all eligible
employees have reduced the UCRP surplus. Finally, as a defined benefit plan, UCRP
must provide a “guaranteed” benefit to vested members. To ensure that UCRP will have
sufficient funds to pay future obligations, reportable Covered Compensation must be
somewhat predictable. That is why the definition of Covered Compensation under UCRP
specifically excludes compensation in excess of base salary received through
“negotiated” arrangements, which often varies significantly from year to year. The
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definition of Covered Compensation was drafted to prevent manipulation of UCRP,
which could occur if all health sciences negotiated additional compensation were
considered UCRP Covered Compensation.

Hybrid Options

As a possible alternative to counting all compensation as UCRP Covered Compensation,
the Task Force recommends creating a separate UCRP account for health sciences
faculty, similar in nature to a dc plan, in which a specified percentage of all additional
compensation would be credited. These accounts would be provided at no cost to health
sciences faculty, since they would be maintained and funded through UCRP. However,
as there would be no change to actual UCRP Covered Compensation and thus, no costs
attributable to any past service (i.e., actuarial accrued liability), the costs to UCRP would
not be as great. Option #3 is an example of such a hybrid option.

As another alternative, the Task Force recommends covering additional compensation as
UCRP Covered Compensation up to a specified level on the HSCP scales, thereby
reducing the possibility of pension spiking. A separate contribution to a new account
established and funded under UCRP, similar in nature to a dc plan, is recommended on
the remaining additional compensation not counted as UCRP Covered Compensation.

Although there is a past service liability associated with this latter hybrid option, by
limiting the UCRP Covered Compensation for all new health sciences faculty to
relatively lower salary scale, such as scale 1.3, the past service liability is minimal.
Option #5 is an example of such a hybrid option.

Benefit Demographics

Any one of the options, if approved, would make health sciences retirement benefits even
more competitive with those provided by the surveyed medical institutions. Therefore,
assuming that health sciences faculty retirement benefits would be competitive under
every option, other considerations may become more critical to the final decisions made
by senior management and The Regents.

Those Whose Benefits Will Not Increase

None of the proposed options would improve retirement benefits for each and every
health sciences faculty member. Approximately 26% (1150 faculty members) would not
receive any enhancement, as they do not currently earn additional compensation on
which improvements would be based (see pages18-33 of the Comprehensive Analysis on
Recommended Options available on the web). However, such faculty members do not
experience the problem that the Task Force aimed to redress. Since they have no
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additional compensation, essentially all of their income (i.e., base salary) is covered by
UCRP, not unlike physicians at other institutions or UC faculty in other disciplines.

Those With Increased Benefits

Approximately 3200 health sciences faculty should receive increased benefits under any
of the options. Since the new UCRP account credits under options #3 and #5 and the DC
plan contributions under option #4 are portable and grow with interest on a tax-deferred
basis, such provisions tend to benefit younger faculty the most. Older and longer service
faculty may benefit more from the possible increase in UCRP Covered Compensation
under option #5.

Other Issues

While UCRP does not currently require contributions, it may require employee and/or
University contributions in the future. As previously mentioned, recent benefit
enhancements and changes in capital markets have reduced UCRP’s surplus. Based on
the last asset liability study conducted by Towers Perrin, the Plan’s Actuary, the
likelihood that UCRP would not require contributions over the next 20 years has
decreased from 83% to just 16%.

If and when general UCRP contributions resume, any additional health sciences
retirement benefit funded through UCRP, such as the new account feature proposed
under options #3 and #5, would necessitate additional contributions from health sciences
faculty. Since such contributions would to be taken on a pre-tax basis, thereby lowering
faculty’s taxable income, the contributions would be required from all eligible health
science faculty. Individual faculty members would not be allowed to forego the
additional benefit by opting not to make contributions. Further, if contributions to UCRP
were required sooner than expected, health sciences faculty may be better served by
options involving contributions to a DC plan, since they would have some choice
regarding fund selection.
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APPENDIX |

Glossary of Terms

Academic Programmatic Unit:

A group of faculty with similar clinical and/or teaching and research responsibilities. To
prevent manipulation of compensation by arbitrary creation or assignment of faculty to
programmatic units (APU’s), all members in a given APU are assigned to a specific scale
on the Health Sciences Compensation Plan.

Academic-Year Appointment:

An academic-year appointment is also known as a nine-month appointment and refers to
the period in which an academic appointee renders services, i.e., the academic year, from
the beginning of the fall term through the end of the spring term (APM — 600-4-d).

Actuarial Accrued Liability:

The portion of the Actuarial Present Value of plan benefits and expense allocated to years
prior to the valuation date by a particular Actuarial Cost Method.

Actuarial Assumptions:

Assumptions as to the occurrence of future events affecting pension costs, such as:
mortality, disablement, and retirement; changes in compensation and Social Security
benefits; rates of investment earnings and asset appreciation or depreciation; and other
relevant items.

Actuarial Present Value:

The value of an amount or series of amounts payable or receivable at various times in the
future, determined as of a specific date by the application of a particular set of Actuarial
Assumptions.

Additional Compensation (Y and Z pay):

Additional compensation is any compensation, other than an administrative stipend, paid
to an appointee by the University in excess of the appointee’s full-time salary. Many
health sciences faculty earn two types of additional compensation; [1] additional
“negotiated” compensation which is negotiated at the beginning of the year and paid
monthly (“Y” compensation), and [2] incentive or bonus compensation (“Z”
compensation) which may be paid quarterly, semi-annually or annually, depending upon
circumstances and/or location.
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Base Salary - Covered Compensation:

The gross monthly pay that an Active UCRP Member receives from the University for a
regular and normal appointment, including pay while on sabbatical or other approved
leave of absence with pay. (See UCRP Article 2, Section 2.13 for a list of compensation
that is NOT Covered Compensation.)

Benefit Replacement Ratio:

The amount of salary replaced at retirement with pension/retirement income. The figure
is generally expressed as a ratio of retirement income to final salary. The UCRP
Summary Plan Description often refers to this figure as the “Benefit Percentage,” which
is derived by multiplying years of UCRP Service Credit by the applicable UCRP age
factor. A Member’s replacement ratio/benefit percentage from UCRP may not exceed
100%.

Defined Benefit Plan:

A retirement plan in which benefits are determined according to a specific formula, rather
than by contributions. Generally, the formula for determining benefits is a product of the
employee’s age, service and pay.

Defined Contribution Plan:

A retirement plan in which benefits are based on specified contributions and the interest
or earnings on such contributions.

Fiscal-Year Appointment:

A fiscal-year appointment refers to the period in which the individual renders service,
1.e., throughout the calendar year (12 months) as opposed to the academic year (9
months).

Health Sciences:

This term designates the following schools and colleges at certain campuses: Schools of
Optometry and Public Health at Berkeley; Schools of Medicine and Veterinary Medicine
at Davis; College of Medicine at Irvine; Schools of Dentistry, Medicine, Nursing, and
Public Health at Los Angeles; Biomedical Sciences Program at Riverside; School of
Medicine at San Diego; Schools of Dentistry, Medicine, Nursing and Pharmacy at San
Francisco.
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Health Sciences Compensation Plan:

A uniform policy to govern the compensation arrangements and to account for the
Compensation Plan income of the majority of health sciences faculty. Under the
Compensation Plan, specialized health sciences salary scales (which range from scale 1.0
to 1.9) are used to establish base pay for the Compensation Plan members and associated
covered compensation for UCRP. Faculty members are eligible for optional additional
compensation (Y and Z) and are permitted to retain other types of miscellaneous income,
in accordance with the Compensation Plan and established University policies.

(see: http://www.ucop.edu/acadadv/acadpers/tab0102/table5-1.html and
http://www.ucop.edu/acadadv/acadpers/tab0102/table5-2.html)

Health Sciences Reserve Fund:

A Fund/escrow account established and maintained to partially offset the increased
liability to UCRP that resulted from an increase in Covered Compensation when The
Regents approved revisions to health sciences compensation in 1993. (see Appendix II).

Internal Revenue Code Covered Compensation Limit — Section 401(a)(17) Limit) (see

Appendix IV):

Internal Revenue Code (IRC) §401(a)(17) limits the recognizable compensation on which
retirement benefits under a qualified plan can be determined, whether it be a defined
benefit plan or a defined contribution plan. Currently, the annual Covered Compensation
Limit is $200,000. The limit is reviewed/adjusted annually for increases in cost-of-living
in multiples of $5000. Any increase which is not a multiple of $5000 shall be rounded to
the next lowest multiple of $5,000.

Internal Revenue Code Section 415(b) Limit:

IRC §415(b) limits the benefits that can be paid from a defined contribution plan (such as
UCRP) to a maximum dollar amount per year.

Normal Cost:

That portion of the Actuarial present Value of plan benefits and expenses which is
allocated to the current year by a particular Actuarial Cost Method.

Pension Spiking:

Pension spiking is a significant increase in final years’ compensation that would
significantly increase benefits for ALL years of service under a defined benefit plan.
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Rank:
Professorial ranks are: instructor, assistant professor, associate professor and professor.

Redirect Contributions:

Redirect Contributions are those UCRP Member Contributions directed to the Defined
Contribution Plan, by order of The Regents, which would otherwise be contributed
directly to UCRP. Member Contributions have been redirected to the DC Plan since
November 1, 1990 (except for members without Social Security coverage and Safety
Members, whose contributions have been redirected to the DC Plan since November 1,
1993). Such allocation of Member Contributions shall remain in effect until changed by
The Regents.

Restoration Plan:

In 1996, The Small Business Job Protection Act contained a provision, under Section
415(m) of the IRC, that permits state and local governments to establish an excess benefit
arrangement (a non-qualified plan) to provide benefits that could not be paid due to the
limits of IRC Section 415(b). The intent of this legislation is to allow fully earned
benefits to be paid providing that the funding source for the amount in excess of IRC
Section 415(b) limits is from assets other than a qualified plan like UCRP. UC’s excess
benefit arrangement is called the “Restoration Plan”.

Step:

Most academic titles have established levels of salary for each rank and “step.” .... For
example, Assistant Professor, Step I1.
Tax Limit:

See: Internal Revenue Code Covered Compensation Limit — Section 401(a)(17) Limit on
previous page and Appendix 1V.
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APPENDIX 11

Health Sciences Reserve Fund

In 1993, The Regents approved a revised Medical School Clinical Compensation Plan
(MSCCP). The MSCCP allowed for the creation of new, higher salary scales so that
health sciences faculty could receive increased base salaries and, therefore, increased
Covered Compensation for the University of California Retirement Plan (UCRP). The
MSCCP was superseded in July 1999 by a new Health Sciences Compensation Plan
(HSCP). However, the HSCP retained all the MSCCP provisions concerning the higher
health sciences salary scales.

Under the new salary scales, base salaries can increase (or possibly decrease) between
10% and 25% as a health sciences faculty member moves on the salary scale. In contrast,
the average annual actuarial salary increase assumption for UCRP is only 5.4%.

The Health Sciences Reserve Fund (Reserve Fund) was established to offset the increased
liability to UCRP caused by the Covered Compensation differential. Each health
sciences location is required to make a monthly contribution to the Reserve Fund on
Covered Compensation paid to their faculty in excess of HSCP scale 1.3. The amount of
each location’s monthly Reserve Fund contribution is equal to the product of the
Allocation Factor times the Covered Compensation above HSCP scale 1.3 for each HSCP
member. The Allocation Factor is equal to the UCRP Normal Cost percentage.

At the time the Reserve Fund was established, it was anticipated that the funds would be
deposited into the UCRP trust when contributions to UCRP were required to resume.
However, based on a recent legal opinion, the balance of the Reserve Fund can be
deposited into the UCRP trust prior to the resumption of required UCRP contributions.
The current Reserve Fund balance is approximately $19.5 million.

In response to concerns expressed by the health sciences locations, Senior Management
has temporarily suspended the contributions to the Reserve Fund for the period from July
1, 2001 through June 30, 2003. As part of their recommendations for improving
retirement benefits for health sciences faculty, the Health Sciences Task Force suggests
that Reserve Fund contributions be permanently eliminated, except for health sciences
faculty who earn UCRP Covered Compensation in excess of HSCP scale 1.5 (or in
excess of HSCP scale 1.3 under option #5)°. To help defray the cost of their proposed
retirement benefit enhancements, the Health Sciences Task Force also suggests that the
entire balance of the Reserve Fund be deposited into UCRP.

? It is anticipated that the temporary suspension of Reserve Fund contributions would be lifted if one of the
options for improving retirement benefits for health sciences faculty is implemented. However, the
proposed UCRP Covered Compensation threshold above which Reserve Fund contributions would be
required would increase to HSCP scale 1.5 under options #3 and #4 (it would remain at scale 1.3 under
option #5).
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APPENDIX 111

The University of California 415(m) Restoration Plan

The University of California 415(m) Restoration Plan (Restoration Plan) is a non-
qualified plan that restores benefits to eligible University of California Retirement Plan
(UCRP) members whose maximum annual UCRP benefits are limited by the Internal
Revenue Code (IRC) Section (§) 415(b) dollar limit. The Restoration Plan pays the
difference between the UCRP earned benefit and the amount UCRP can pay under IRC §
415(b). Restoration Plan benefits apply to any limited benefit, including monthly
retirement income, a lump sum cashout, and any Capital Accumulation Provision (CAP)
balance beginning January 2000.

Membership in the Restoration Plan is automatic if the UCRP member’s benefit is
limited by IRC §415(b). Restoration Plan benefits for these members apply to retirement
or lump sum cashout dates as of January 1, 2000, or later, or prospectively from January
1, 2000, for retired members whose monthly retirement benefits are limited.

Membership in the Restoration Plan will stop as of the first date for which benefits are no
longer limited by IRC §415(b). In the event that monthly retirement benefits are again
limited by IRC §415(b) at a later date, membership in the Restoration Plan will resume
automatically.

All Restoration Plan benefits and administrative costs are assessed and borne by each
University location, not from UCRP or from any separate trust fund.
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APPENDIX 1V

Section 401(a)(17) Tax Limits

Section 401(a)(17) of the Internal Revenue Code sets limits on the amount of
compensation that can be taken into account in calculating benefits under a tax qualified
retirement plan such as UCRP or the DC Plan. The current limit is $200,000 per year, or
$295,000° for persons employed by UC before July 1, 1994 (the “grandfather” limit).

For example, if a faculty member hired after July 1, 1994 has X compensation of
$210,000 per year, only $200,000 of that amount can be used in the UCRP formula that
determines his or her retirement benefits. No benefits can be provided by UCRP on the
extra $10,000 of compensation. There is no Restoration Plan to make up the difference,
although Appendix E to UCRP would make up this difference if the IRS approves it.

This tax limit affects the four options in different ways. In summary:

Options 1 and 2 — There is a single limit. A maximum of $200,000 (or $295,000 if
grandfathered) can be taken into account for the combined UCRP and DC plan benefits.

Option 3 — There is a single limit. A maximum of $200,000 (or $295,000 if
grandfathered) can be taken into account for the combined UCRP and account balance
benefit.

Option 4 — There is a double limit. $200,000 (or $295,000 if grandfathered) can be taken
into account for UCRP and a separate $200,000 can be taken into account for the DC
Plan. (With some extra effort, it is likely that $295,000 can be taken into account for the
DC Plan for faculty hired before July 1, 1994.) The reason for the different result for this
Option is that UCRP and the DC Plan are separate plans, and that the compensation on
which their benefits are determined are separately defined and not linked.

Option 5 — There is a single limit. A maximum of $200,000 (or $295,000 if
grandfathered) can be taken into account for the combined UCRP and account balance
benefit.

? This “grandfather” limit increases to $300,000 effective 7/1/03.
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