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PRESIDENT’'S MESSAGE

The 2006-07 budget I am submitting to The Regents is one grounded in the
objective of building and enhancing the quality and impact of the University of
California. It is a budget that has been crafted in recognition of several critical
factors: the importance of the University’s major, continuing contribution to
California’s economy, health, and quality of life; the measure of stability offered by
the Compact after several years of sizeable budget cuts to the University; the
broader, and extremely threatening, trend of long-term disinvestment in public
higher education, both in California and across the nation; and the importance of
making the right decisions today to sustain the University’s quality and impact for
the California of tomorrow.

The University’'s accomplishments provide important context for our planning for
the future. Today, in Nobel Prizes, recipients of the National Medal of Science, and
membership in such organizations as the National Academy of Sciences and
American Academy of Arts and Sciences, our faculty are unmatched. Of the 62
members of the Association of American Universities — the top research universities
in the country — six are UC campuses, a record unrivaled by any other state. UC is
one of the state’s largest health care providers and the source of training and
education for 60% of California’s medical students. The University’s work in K-12
education, in agriculture, in the arts and culture, and in environmental stewardship
has all helped make California one of the most exciting and desirable places to live.

UC'’s impact is particularly seen in California’s economic successes, which have
come about largely due to the availability of venture capital and the innovation
generated by the state’s research universities. UC is the largest recipient of federal
research money and for 11 consecutive years has led the nation’s universities in the
number of new patents issued for inventions. UC research has led to the creation of
new products, new companies, and entire new industries for California — and the
University’s education programs have helped prepare a highly skilled workforce to
help fill the newly created jobs in this knowledge-based economy. Thanks to the
support of the State, federal government, business and industry, and private
supporters, the resources provided to the University been leveraged into an
unparalleled enterprise that creates new knowledge, teaches the next generation of
creators, and transfers these creations to society for the public benefit.

These benefits can easily erode, however. Across the country, we are witnessing a
disinvestment in higher education — at the very moment that other nations are
increasing their competitive position by investing in their educational and technical
capacity. At UC, the effects of long-term disinvestment may be obscured by the fact
that we continue to admit all eligible undergraduate students who wish to attend,
continue to offer outstanding programs, and continue to construct new buildings.



The reality is that the University of California is doing these things under the
pressure of a number of serious challenges:

i The State contributed about $15,500 to the cost of education for each UC general
campus student in 1985, and now only contributes about $9,500 per student per
year — a 40% decline (figures in constant dollars).

4 Enrollment in the University grew by 19% between 2000-01 and 2004-05 while
State support dropped by 15%.

i Largely because of budgetary constraints, as well as the State’s and the
University’s commitments to providing access for undergraduates, UC graduate
enrollment did not increase proportionately in the 1980s and early 1990s despite
California’s increased need for employees with advanced degrees. And despite
the need for more health care professionals to serve a growing population, there
has been almost no increase in UC health sciences enrollments in 20 years.

4 Even though basic research is critical to knowledge-based industries, State
support for UC research has declined by $73 million (25%) in the last four years.
Federal research spending is now leveling off after years of growth, and an
increasing federal deficit suggests tighter years ahead.

4 Due largely to the drop in State support, the student-faculty ratio at UC has
worsened and is now at a level The Regents have decided must be reversed.

4 Salaries are significantly behind the market for both faculty and staff.

4 Core areas that support the academic enterprise — such as libraries,
instructional equipment, instructional technology, and building maintenance —
are all significantly underfunded.

This combination of problems threatens to undermine very seriously the quality and
public impact of the University. This is precisely the reason we believed strongly in
developing a Compact with the Governor that outlines the resources we need to
stem the tide of erosion and, as the State’s economy improves, to begin to recoup
some of the losses the University has sustained. We are extremely grateful for the
Legislature’s support of the funding level in the Compact for the current year. Our
budget request for 2006-07 will again be based on the funding provisions outlined in
the Compact, and again, we will seek the Legislature’s support of its proposed
funding level. The Compact stops the erosion in salaries and in later years helps to
close some of the gaps mentioned above — albeit slowly. We are building into our
budget plan each year $10 million toward restoring funding for instructional
budgets. Beginning in 2008-09, the Compact calls for an increment of funding each
year to address core academic support needs.



The Compact provides basic stability, but the challenge is larger. Our problems are
complex because of the mix of funding sources that support the basic operation of
the University — State funds are only part of the answer. Our academic medical
centers are facing new financing challenges with changes in publicly supported
programs, including Medicaid. Budgets funded from all fund sources will be
challenged when an anticipated re-instatement of the employer contribution to the
retirement system occurs, possibly by 2007-08. And federal sources are no longer
likely to provide the kind of increased funding the University has enjoyed in recent
years — double digit increases will decline to growth rates sufficient only to cover
inflation costs, if that. The President’s FY2006 budget calls for a 1% increase in
domestic discretionary spending, the category from which student financial aid and
research programs are funded.

We intend first to help ourselves. We are achieving major savings through
efficiencies, such as our Strategic Sourcing Initiative, a disciplined process intended
to leverage the University’s enormous buying power in the marketplace, increase
purchasing efficiency in the organization, and lower the cost of goods and services
in a large array of categories. This budget proposes to use some of the savings
achieved in programs funded by State funds and student fees for an initiative to
increase graduate student support, one of the major competitive challenges facing
the University. It is anticipated that such savings could generate $10 million for
graduate student support in 2006-07, growing to $40 million per year over time.
Savings achieved from other fund sources, estimated to be in excess of another

$100 million, will be needed to help cover cost increases for programs funded from
these sources. In addition, we have increased private support to the University by
24.5% in the last five years — during one of the worst downturns in the stock market
In recent memory — and will work to secure even more private support in the future.

State funding remains critical, however, as it funds the core instructional program
and is the base upon which federal and private support is built. The State
continues to face the challenge of bringing revenues and expenditures back into
balance, and projections indicate there will be at least one or two more years of
stringent budgets as the State continues to address the structural deficit —
estimated to be about $5-6 billion going into next year. At the same time, the
California economy is well-positioned to strengthen and grow over the rest of this
decade. We remain hopeful that the State budget will soon be brought back into
balance and that broad economic growth will continue. As this happens, the
University will request additional funds to restore some of our lost funding and help
address the problems created by years of fiscal crisis and underfunding.

In the meantime, student fees must also be part of the solution to help address the
University’s fiscal problems. Unfortunately, as State funds have been withdrawn
from support of the University — a 40% reduction on a per-student basis, in constant
dollars, over the last 20 years — student fees have increased to help address a



portion of the loss. Unlike the dramatic fee increases that occurred in the last four
years, however, student fee increases for undergraduates and graduate academic
students have moderated — in the current year, fees went up by 8% for
undergraduates and 10% for graduate academic students. Similar increases are
proposed for these students for the 2006-07 year, consistent with the Compact.
These fee increases are essential to the overall support of the University, given the
loss of State funding the University has experienced, given the need to enhance and
preserve quality in the core instructional program, and given the investments UC
must make to serve California well in the future.

Financial aid will help mitigate the impact of fee increases for many students. For
2006-07, the University is proposing an average return-to-aid of 33% (30% for
undergraduates and 45% for graduate academic students), which will cover the fee
increase for grant-eligible students and will support several initiatives, including
grants for middle-income financially needy students who typically do not qualify for
grant aid, and relief from nonresident tuition for graduate students who have
advanced to candidacy. Financial aid helps maintain the affordability so that
financial considerations need not be an insurmountable obstacle to student
decisions to seek and complete a University degree. Our campuses rank at the top
in the country among research universities in terms of enrolling low-income
students, in spite of recent fee increases — in fact, the proportion of low-income
students enrolled at UC is increasing.

We at the University are committed to working diligently to address the complex
array of challenges we face. The University of California has made a tremendous
contribution to the California we have today — a state that is the most dynamic,
creative, entrepreneurial, diverse, risk-taking society on the planet. It has taken
committed investments, wise decision-making, and a great deal of hard work on the
part of many, many people to build the capacity of the University of California to
serve the state so well. But running in place is not an option — UC has always been
an institution that worked to address the changing needs of California, and we
must continue to do so. We must remain focused on meeting the needs of the
California of tomorrow, and to do that we will need the support of the state we
serve. The alternative is a gradual decline — a decline of benign neglect, a decline
rooted in resting on the accomplishments of the past — that will fundamentally
threaten what the Californians of an earlier generation succeeded in building at
UC. As someone who came to California for the promise it represents and the new
opportunity it continually generates, | do not believe that will happen. With the
support of our friends and of the people of California, we look forward to an era of
serving our state more successfully than ever.

Robert C. Dynes, President
November, 2005
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FOREWORD

The University of California was founded in 1868 as a public, State-supported land
grant institution. It was written into the State Constitution as a public trust to be
administered under the authority of an independent governing board, The Regents
of the University of California. There are ten campuses: Berkeley, Davis, Irvine,
Los Angeles, Merced, Riverside, San Diego, San Francisco, Santa Barbara, and
Santa Cruz. All of the campuses offer undergraduate, graduate, and professional
education; one, San Francisco, is devoted exclusively to the health sciences.

The University operates teaching hospitals and clinics on the Los Angeles and
San Francisco campuses, and in Sacramento, San Diego, and Orange counties.
Approximately 150 University institutes, centers, bureaus, and research

\Y



laboratories operate in all parts of the state. The University's Agricultural Field
Stations, Cooperative Extension offices, and the Natural Reserve System benefit
people in all areas of California. In addition, the University provides oversight of
three Department of Energy Laboratories.

Organization of the Regents' Budget

The next chapter, Overview, provides an overall perspective on the major policy
Issues, specific objectives, and priorities for 2006-07. The following chapter,
Summary of the University's 2006-07 Budget Request, outlines the University’s
budget plan for 2006-07. Subsequent chapters discuss programs in more detail and
provide fuller justification of requests for funding increases. The budget is
structured to accommodate readers who do not go beyond the Overview and
Summary chapters as well as those who want information on selected topics only.
Therefore, important themes are repeated throughout the document. Finally, an
index appears at the end of this document to assist readers who are looking for a
particular subject area.
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INTRODUCTION TO THE 2006-07 BUDGET

The Pursuit of Excellence

The University of California is internationally renowned for the quality of its
academic programs and consistently ranks among the world’s leading institutions
in the number of faculty and researchers singled out for awards and distinctions,
election to academic and scientific organizations, and other honors.

The UC faculty is well-represented in the memberships of a variety of prestigious
organizations, such as the National Academy of Sciences, and among winners of
the Nobel Prize and Guggenheim Fellowships. Forty-nine researchers affiliated
with UC have been awarded Nobel Prizes, the pinnacle of achievement for
groundbreaking research; 17 of the Nobel Prizes have been won since 1995. In
2004, three UC faculty were awarded Nobel Prizes, including two from UC Santa
Barbara—David J. Gross (Nobel in physics), director of the Kavli Institute for
Theoretical Physics, and Finn E. Kydland (Nobel in economic sciences), who is the
Jeff Henley Endowed Chair in Economics at UC Santa Barbara—and UC Irvine
scientist Irwin Rose (Nobel in chemistry). No public university has won more Nobel
Prizes than the University of California.

In 2005, President Bush named three University of California researchers
recipients of the National Medal of Science, the nation's highest award
recognizing scientists whose pioneering research in the areas of physical,
biological, mathematical, engineering, behavioral, or social sciences have led

to a better understanding of our world. With those awards, UC affiliated
researchers have received 56 Medals of Science—more than 10 percent of the
medals presented—since Congress created the award in 1959. In 2005, the
National Academy of Sciences announced the election of 72 new members and

18 foreign associates in recognition of their achievements in scientific and
engineering research—12 of the new members are affiliated with the University
of California. Membership in the Academy is considered one of the highest honors
that can be accorded a scientist or engineer. Total active Academy membership is
1,976—with this latest election, there are now 358 UC researchers who are
members. The University of California has more active members than any other
U.S. college or university.

In 2005, four UC faculty received one of the nation's most coveted honors, a
MacArthur Foundation Fellowship, which are often referred to as "genius" grants.
Since the first MacArthur Fellowships were bestowed in 1981, about 60 faculty,
researchers and others affiliated with UC have been awarded these prestigious
no-strings-attached $500,000 grants.



In 2005, eight UC faculty were named Guggenheim Fellows by the New York-based
John Simon Guggenheim Memorial Foundation. More Guggenheim fellowships
have been awarded to UC faculty than to any other university or college. There
have been approximately 1,250 Guggenheim fellows from UC since 1930, according
to the Guggenheim Foundation. Guggenheim Fellows are appointed on the basis

of distinguished achievement in the past and exceptional promise for future
accomplishment. They include writers, painters, sculptors, photographers,
filmmakers, choreographers, physical and biological scientists, social scientists,
and scholars in the humanities.

In their 1997 book, The Rise of American Research Universities: Elites and
Challengers in the Postwar Era, authors Graham and Diamond found that UC

is in the forefront of research productivity and in creating new knowledge. The
book ranked Berkeley number one and Santa Barbara number two, with the six
other general campuses ranked in the top 26, among the nation’s public research
universities. The Graham-Diamond book reinforced the findings of the most recent
rankings of the prestigious National Research Council. Analyzing the doctoral
programs of 274 universities, the Council ranked over half of the University’s

230 graduate programs at the nine campuses in the top 20 of their field—

a performance unmatched by any university system in the country.

In an unprecedented survey, the National Science Foundation (NSF) showed that
the University of California and its affiliated national laboratories produce more
research leading to patented inventions than any other public or private research
university or laboratory. This study, which is the most thorough examination to
date of the scientific foundation of American patents, highlights the importance of
publicly financed scientific research.

All of these distinctions are evidence of the University’s preeminence

among the nation’s leading universities, an accomplishment that benefits

all of California. The quality of programs developed and maintained within the
University over the years owes much to the citizens of California, who have long
recognized the benefits to the State of supporting a public university of national
and international distinction.



Overview

The University of California is more important to the state’s economy and the
quality of life of its citizens than ever before. Through its instruction, research,
and public service programs, the University educates the workforce needed by
business, industry, education, and other sectors; conducts research that fuels the
economy; creates jobs and increases productivity, leading to higher standards of
living; provides an unmatched combination of state-of-the-art patient care facilities
and path-breaking research programs, which are integrated with medical education
programs to improve the health of Californians; works with K-12 schools to improve
the quality of instruction and expand educational opportunities; is a key source of
Innovation and entrepreneurs, which are essential to the industries that will be
driving California’s competitiveness; and provides social, cultural, and economic
benefits to the communities in which its campuses reside.

As important as the University’s contributions to the state’s economic growth and
job creation are its many contributions to health care and cultural programs that
enhance the quality of life for Californians. “Considering UC'’s contributions across
the board,” ICF Consulting concluded, “it is no exaggeration to say that perhaps

no other institution in the state benefits the quality of life of more Californians

in every sphere of their daily life — learning, working, playing, living — than the
University of California.”

The excellence of the University’s programs attracts the best faculty and
students, leverages billions of dollars in federal and private funding, and
promotes the discovery and dissemination of new knowledge that fuels
economic growth that benefits not only the University’s students, faculty,

and staff, but also citizens in every part of the state. With this investment

of State, federal, and private funds, the University does not just teach 200,000
students; it touches the lives of every Californian.

Modern research universities fulfill their multiple missions through complex
interrelationships among teaching, research, and service functions. The
University’s total budget provides the resources needed to teach, conduct
research, and perform those public services for which the institution is
uniquely qualified. Adequate resources to perform these functions are
critical to the University’s ability to meet the high standards of quality

that Californians have come to expect of their world-renowned university.
Moreover, quality must be protected if this valuable asset is to continue to
be an engine of economic growth.

However, four years of budget cuts during California’s most recent fiscal crisis, on
top of similarly dramatic cuts during the early 1990s, have strained the University
of California’s ability to contribute to the economic and social welfare of the state.



In times of stress, priorities must be set in order to make the best use of limited
resources. In spite of a 15% reduction in State funding over the last four years,
the University addressed the State’s highest priority for higher education—access
for undergraduate students—by expanding as rapidly as possible in order to
accommodate an exceptional increase in high school graduates, commonly called
“Tidal Wave I1.” Other aspects of the University’s mission, including research
and public service, have sustained disproportionate budget cuts and graduate

and professional programs have not expanded rapidly enough to meet the state’s
growing needs. As a result, the University is now at a tipping point that may well
determine whether it remains an international center of academic excellence, with a
deep impact on California’s quality of life, or becomes just another university
through gradual decline in the coming years.

Fortunately, the Compact with Governor Schwarzenegger, reached in the

spring of 2004, recognized the importance of higher education in a knowledge-
based economy and prevented further erosion of the University’s research

and advanced education programs. While the Compact stopped the erosion

in State funding, the years of disinvestment have left academic support levels,
the student-faculty ratio, and graduate and professional education significantly
underfunded, and faculty and staff salaries, as well as graduate student financial
support, are well below what our competitors provide. This budget document
describes the resources needed to implement a multi-year plan to restore funding
to competitive levels, based upon goals and priorities established by The Regents
of the University of California in November 2004.

This Overview describes the critical role the University plays in the economic,
social, and cultural well-being of the State and the importance of adequate
resources to enable the University to perform its tripartite missions of teaching,
research, and public service. The Overview also provides a history of funding for
the University and outlines the critical policy issues facing the University through
the remainder of this decade. Finally, information is provided on federal and
private sources of funds that are critical to the overall support of the University’s
budget. A detailed discussion of the University’s budget plan for 2006-07 is
contained in the next chapter of this document, Summary of the 2006-07

Budget Request.

Is the U.S. Losing Its Competitive Edge?

As revolutionary as the shift from an agrarian economy to one based upon
manufacturing decades earlier, America’s economy was reshaped by new
technologies and global competition at the end of the 20th century. With
the shift to a knowledge-based economy, more of a product’s value was
added before and after manufacturing. Companies employed fewer workers



on assembly lines and paid an "educational premium” for well-educated
professionals and managers who added the most value to products and services.

The United States has been a world leader in the transition to a knowledge-based
economy because it has a legal system that protects intellectual property; a school
system that fosters creativity, not just rote learning; more of the world’s best
research universities; and an environment that encourages entrepreneurship,
including access to capital for starting new businesses. Prominent in that list

are America’s world-class research universities, which are critical to economic
development and global competitiveness. As Alan Greenspan, Chairman of the
U.S. Federal Reserve Board said:

“In a global environment in which prospects for economic growth now depend
importantly on a country’s capacity to develop and apply new technologies, our
universities are envied around the world. If we are to remain preeminent in
transforming knowledge into economic value, the U.S. system of higher
education must remain the world’s leader in generating scientific and
technological breakthroughs and in preparing workers to meet the evolving
demand for skilled labor.”

America's economic success late in the 20th century did not, however, go unnoticed.
Others throughout the world watched as the Internet Boom created wealth, and
they, too, wanted to start companies based on new technologies. In the past, new
companies with global ambitions started in regions rich in natural resources with
an infrastructure that supported trade.

However, it became increasingly possible to compete in the global marketplace at
the end of the 20th century, as powerful desktop computers, advanced software, and
improved communications lowered the barriers to entry for highly motivated
entrepreneurs in other countries. Or, as Thomas Friedman says in his best selling
book with a similar title, the world became flatter. However, while technology
advancements allowed participation, they did so rapidly without the intellectual
and educational infrastructure to sustain the move forward. Companies have been
moving low-skill manufacturing jobs to other nations for many years, but a
fundamental shift occurred at the beginning of the 21st century, as companies began
off-shoring customer service, routine programming, and packaging jobs. These
same companies have been keeping the high value-added and high-wage jobs (e.g.,
product design, business strategy, engineering, strategic marketing) close to the
corporate headquarters. While there has been growing concern about the loss of
U.S. jobs to other countries, a study by the International Monetary Fund showed
that the rest of the world outsources more in high-wage service jobs to the United
States than the U.S. outsources in lower-skilled jobs to other countries.

The United States has led the world in the transition to a global, knowledge-
based economy, but several recent reports, such as the ones authored by



the Task Force on the Future of American Innovation and the Council on
Competitiveness, warn that other nations are investing in order to
Improve their competitive position while the U.S. is resting on its laurels.
As evidence of increasing competition, these reports cite the growth in
research and development investments by other nations, the growth of
high-tech equipment production in China, the increase in patents filed by
entrepreneurs outside the United States, and the increase in scholarly
publications by faculty in other nations.

Skeptics have questioned some of the statistical evidence in these reports and
suggested that there is no cause for alarm because the United States appears to
be holding its own. In rebuttal, those who worry that the U.S. is losing its
competitive edge argue that stable output and “holding our own” is no longer
sufficient. They argue that America is squandering its advantage and will lose
ground, if it is content to stay at current levels on important indicators. Indeed,
it is hard to argue that the U.S. is even holding its own when one looks at
international comparisons of school children on standardized tests and the
magnitude of the U.S. trade deficit.

In addition, too few American undergraduates are majoring in science, engineering,
and mathematics, and pursuing master’s and doctoral degrees. In the past, this
was partly ameliorated by the many highly qualified and motivated individuals
from other countries who came to U.S. universities for advanced degrees in these
fields. Many of them stayed in the United States after graduation to become
successful entrepreneurs, such as Jerry Yang, the Taiwanese national who was

the co-founder of Yahoo!. However, more students from China, South Korea, and
Taiwan are attending universities in their own countries and more foreign students
who earn their advanced degrees from American universities are returning home
after graduation.

To meet the nation’s growing workforce needs in the 21st century, American
universities must increase their graduate enrollments in science, engineering,
mathematics, and professional fields. Stable enrollments, or worse an erosion
of America’s scientific and engineering base, could lead to a crisis for the nation.
It generally takes 25 - 30 years to develop a scientist or engineer who eventually
makes a major contribution to the creation of new knowledge. Thus, it could take
the nation decades to recover if sufficient numbers of graduate students are not
being trained in scientific and engineering fields as part of the educational
infrastructure for a knowledge-based economy. In addition, U.S. spending on
research and development (R&D) must increase if the country wants to remain
technologically dominant. After three decades of decline, the United States is at
a tipping point. As the Hart-Rudman Commission on National Security wrote
in 2001:



The U.S. government has seriously underfunded basic scientific
research in recent years... If we do not invest heavily and wisely in
rebuilding these two core strengths (research and education), America
will be incapable of maintaining its global position long into the 21st
century.

Another matter of growing concern is the weakened condition of America’s
public research universities. The United States has the world's best private
universities and they continue to improve, but America’s leading public
research universities are not keeping up. In papers written in 2003 and
2004, Thomas Kane and Peter Orszag have shown that the gap between
public and private universities has been growing on several indicators over
the past 25 years and that increased state spending on Medicaid is crowding
out funding for higher education. With so many other pressing needs for
limited government funding at the national and state levels, it has been
difficult to convince political leaders that these are matters that threaten
economic competitiveness and our quality of life. While several other
nations are waking to the challenge of global competitiveness, the American
public is largely unaware and unconcerned.

This is not to say that increasing government appropriations to colleges

and universities is a sure-fire route to future prosperity that will yield
proportionate increases in economic output, because other factors also affect
economic competitiveness over the long-term, such as access to capital for
business expansion, transportation infrastructure for goods and information,
government regulation, costs of doing business, quality of life for employees, etc.
In a knowledge-based economy, however, government leaders and the general
public must come to understand that investing in research and higher education
Is an important component of a region’s economic development strategy. As
Fortune Magazine concluded in its lead story on whether America can compete in
the relentless, global, tech-driven, cost-cutting struggle for business, "the greatest
challenge will be changing a culture that neither values education nor sacrifices the
present for the future as much as it used to — or as much as our competitors do."

Is California Losing Its Comparative Advantage?

This state has had a long record of strong economic performance with a history

of successful companies and high-paying jobs. If California were a country, its
economy would be among the top 10 in the world. In comparison to other states,
salaries in California have been among 10%-15% above the national average for the
last three decades. However, there are signs that California is losing its
comparative advantage.



Californians suffered more economically than residents in most states during the
long and deep recession of the early 1990s, as shown by the sharp drop in per
capita personal income relative to the national average. While there was some
recovery during the Internet boom period of the late 1990s, California, particularly
Silicon Valley and the San Francisco area, was hit particularly hard when the
Internet bubble burst in the spring of 2000. In September 2005, the Silicon Valley
Leadership Group released a 38-page report detailing the region’s competitiveness
Iin relation to seven other technology centers in the United States.

“Daring to Compete: A Region-to-Region Reality Check” suggests that the Silicon
Valley is no longer the undisputed leader for innovation that it once was. Noting
that the costs of doing business in California are high and that knowledge-based
industries have become much more globally competitive over the last five years,
the report states that “major technology bellwethers like Intel have announced
their intention to do much of their future hiring outside the United States, closer
to where their fastest growing markets and an increasing share of their customers
now reside.”

Last year, the respected UCLA Anderson Forecast took a long-term look at
California’'s demography and economy. In its September 2004 report, the Forecast
attributed California’s relative drop in income to a growing “education gap” with
the rest of the United States. “Those with 4 years of college or more rose by 8
percentage points in the rest of the U.S. (between 1985 and 2003), from 18.6% to
26.8% of the population 25 years and older. Here in California, the proportion only
rose by 5 percentage points, from 24.7% to 29.8%.” They concluded that a lack of
investment in education and infrastructure will continue to erode the economic
advantages that California has enjoyed and impact the quality of life in the state.

Governor Schwarzenegger has said that he is focused on an agenda of economic
growth and creation of jobs, and that he wants to regain California’s competitive
edge. An effective long-term economic development strategy for creating high-wage
jobs must center on two key factors: 1) strong companies creating more jobs, and

2) a workforce with the knowledge and skills to compete for those jobs.

In the 19th century, California’s rich natural resources were the mainstay of the
State’'s economy. In the mid-20th century, California benefited from strength in
the aerospace and entertainment industries, and from manufacturing. Then,
along with the rest of the nation, the state’s economy was transformed by new
technologies and global competition at the end of the 20th century. Agriculture
continues to be a critical part of the California economy with an estimated annual
economic impact of $65 billion, and it is being transformed by research advances in
our fundamental knowledge of genomics and the functions of the cell.
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Manufacturing industries are also important to the economy, but there are fewer
jobs on assembly lines and most of a product’s value is added before and after
manufacturing by professionals in R&D, marketing, finance, and others.

While natural resources and manufacturing are still important components

of the economy in the 21st century, the industries that will be driving California’s
economic recovery in the short term and leading the way to longer-term
competitiveness in the future will be knowledge-based industries. Computers
and software, biotechnology and pharmaceuticals, microelectronics and
nanotechnology, communications, and entertainment companies tend to

form industry clusters in regions, such as the high technology industries in
Silicon Valley, the aerospace industry in Los Angeles, the entertainment and
interactive media industries in the corridor from San Diego to Los Angeles, and
the biotechnology and pharmaceutical industries in San Diego. Several factors
are important to the location decisions of these companies that will be creating
good jobs: excellent research universities, highly educated and skilled workers,
access to capital, efficient infrastructure, and a high quality of life.

California became one of the world’s leading economies in the second half of the
20th century in part because it had a greater number of excellent research
universities and more venture capital than other states, which helped create

and attract knowledge-based companies. For example, basic research at
California’s research universities created the biotechnology industry and hundreds
of biotechnology companies have been founded by UC faculty and former students.
Knowledge-based companies depend upon discoveries and highly-educated
employees from university research laboratories and technology transfer because
these companies typically focus their own research and development spending on
applied research and product development for the highest return on investment
in the shortest period of time.

Knowledge-based industries cluster around universities because they want to be
where new ideas are percolating and because they rely upon university graduates
to fill their professional and managerial jobs. With the shift to a knowledge-based
economy, individual income is linked to level of education. As shown in Display 1
(next page), average earnings are higher and unemployment rates are lower for
those with more advanced levels of education.

However, California has been underinvesting in higher education in recent years:

4 The University’s share of the State budget has decreased from 7% to 3.5% over
the last 35 years.
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Display 1

U.S. Earnings and Unemployment by Level of Education
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The State contributed about $15,500 to the cost of education for each UC general
campus student in 1985, and now only contributes about $9,500 per student per
year (figures in constant dollars).

Enrollment in the University grew by 19% between 2000-01 and 2004-05 while
State support dropped by 15%.

15%

Source: Bureau of Labor Statistics

Despite the increased need for employees with advanced degrees, UC graduate
enrollment did not increase proportionately in the 1980s and early 1990s.

Despite the need for more health care professionals to meet the needs of
a growing population, there has been almost no increase in UC health sciences
enrollments in the last 20 years.

The University’'s graduate and professional programs have not been keeping
pace with California employers’ workforce needs.

Even though basic research is critical to knowledge-based industries, State
support for UC research has declined by $73 million (25%) in the last four years.

The companies in knowledge-based industries that will be driving economic
competitiveness can locate anywhere in the world because they are not tied to the
land, like natural resource-based industries. These companies typically say that
one of the most important factors in their location decision is the quality of the
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workforce in the region. In this new age, the critical factor is the availability of
“knowledge workers” — a term coined by Peter Drucker, the noted management
consultant, for those individuals with advanced formal and continuing education
who can apply theoretical and analytical knowledge, create new product ideas,
and add value through ingenuity. Knowledge workers are key to the success of
brainpower industries because intellectual capital is a technology-generating
company’s most important asset.

These corporate location decisions are another indicator that the U.S. is losing its
competitive advantage. Thomas Friedman says that almost all of the CEOs he
interviewed for his book, “The World Is Flat,” indicated that they are investing

in R&D abroad. Later he quotes John Chambers, the CEO of Cisco Systems, as
saying:

The jobs are going to go where the best-educated workforce is with the
most competitive infrastructure and environment for creativity and
supportive government. Itis inevitable. And by definition those people
will have the best standard of living.

As Display 2 indicates, California’s fastest growing occupational categories are
professional and managerial jobs. In the early 1980s, one-fourth of all jobs in

Display 2
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California were held by professionals and managers. Today, that fraction has
grown to one-third of all jobs in the state. Most of these new professional and
managerial jobs require at least a bachelor’s degree and often a master’s or
doctorate.

However, a study conducted by the Public Policy Institute of California in 2000
estimates that half of the college graduates in California filling new positions and
replacing knowledge workers were educated in other states. California companies
were willing to pay the extra price to recruit professionals and managers from out-
of-state in the past, but they have other alternatives today, such as locating new
plants out-of-state and moving jobs offshore. If California wants to raise per capita
incomes, it should try to keep those well-paying jobs here.

California’s companies will be creating thousands of new professional and
managerial jobs over the next ten years. The only question is whether they will

be created in California, moved to other states, or out-sourced to other countries.
The best way to keep these good jobs in California is to have a workforce with the
knowledge and skills to compete in the global marketplace—and the CEOs of Intel,
Hewlett-Packard, and Microsoft have all said that the best way to compete is to
have a strong university system.

The same message has been heard from the California business leaders who serve
on the UC President's Board of Science and Innovation. They have defined
California's challenge—global competitiveness requires continuous cycles of

birth and maturation of strong knowledge-based companies which, in turn, depend
critically upon the institutions that produce the essential steady stream of research
innovations, the research and development leaders, and a highly educated
workforce. For the California economy, the outcomes are critical: strong companies
attract increasing rounds of capital investment to the state, define entirely new
technologies, products, and markets, and create high-wage jobs. Innovation is the
key to productivity growth, which in turn leads to higher standards of living.
Therefore, the quality of the University of California must be protected while its
production of new knowledge and graduates increases, if it is to continue to be an
engine of economic growth.

The California Master Plan for Higher Education

The California Master Plan for Higher Education has been the blueprint for higher
education in this state for four-and-a-half decades. It specifies the mission of each
public higher education segment and defines the pool of high school graduates from
which each segment will admit its undergraduate students. Consistent with the
Master Plan, the University has a three-fold mission:
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= Teaching, which consists of undergraduate, professional, and graduate
academic education through the doctoral degree. Students develop analytic
and communication skills, gain exposure to a wide range of intellectual
traditions and emerging concepts, and develop in-depth knowledge in a
particular area of study, all of which help prepare them for an increasingly
knowledge-based society. Under the Master Plan, UC has sole responsibility
in public higher education for doctoral education and for professional
education in law, medicine, veterinary medicine, and dentistry, with the
exception that CSU can offer a specific Ed.D. in educational leadership and
can offer joint doctoral degree programs with UC or AICCU institutions.

= Research. The Master Plan designates UC as the state’s primary State-
supported academic agency for research. As one of the world’s preeminent
research universities, UC provides an environment in which leading scholars,
researchers, and students (undergraduate and graduate) work together to
discover new knowledge and train California’s future workforce in state-of-
the-art technologies necessary to keep California on the cutting edge of
economic, social, and cultural development. Teaching and research are
inextricably tied together at the graduate level, and increasingly at the
undergraduate level. This synergy helps to build the continuing and evolving
critical thinking skills so important to successful professionals. University
research also provides a vital link for the private sector to the development of
new knowledge and the innovations that lead to new industries and the
creation of more jobs.

= Public Service. The University’'s public service mission is to contribute to
the well-being of the community, state, and nation. The University fulfills its
public service mission by providing a broad range of services important to the
state. Student academic preparation programs are designed to bolster
academic performance and improve a student’s chance of success in pursuing
higher education. UC Agricultural Extension and Cooperative Extension
programs benefit agriculture, consumers, and local communities by bringing
them new technologies and the latest research findings. Health science
programs, including UC'’s five major teaching hospitals and the outpatient
clinical care programs they operate, provide state-of-the-art patient care.
University Extension programs help retrain and expand learning for nearly
325,000 students a year. Public service programs allow state policy makers to
draw on the expertise of UC'’s faculty and staff to address important public
policy issues.

Current Perspective

The Master Plan has produced the best system of public higher education in the
world. Every year, visitors from many countries come to learn how to change their
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system of higher education to be more like California’s. The past investment in
UC'’s development into a world renowned institution cannot alone preserve the
University’s excellence. Continued adequate financial support for the University of
California is essential if UC is to fulfill its missions under the California Master
Plan for Higher Education, contributing to a higher standard of living and better
qguality of life for citizens of the state.

The State has undergone fiscal crises in the beginning of each decade for at least
the last 40 years—the early years of each decade have been characterized by
funding shortfalls and budget cuts, and then economic recovery and progress have
occurred in the rest of the decade. The University has weathered these fiscal crises
and prospered during better economic times. Unfortunately, budget cuts during the
early 1990s and again in the last four years have been very deep; better economic
times in the late 1990s did not permit full recovery from the devastating effects of
earlier major funding shortfalls in the University’s core operating budgets.

Therefore, the University entered into the latest four-year fiscal crisis in an already
weakened position. In 2000-01, faculty and staff salaries had recovered some
ground from the problems created in the early 1990s, but considerable progress
still needed to be made to once again reach competitive levels. Some progress

had also been made in closing the funding gaps in core areas of the budget critical
to the academic program—instructional technology, libraries, maintenance,

and instructional equipment—however, once the most recent fiscal crisis began,
progress that had been made was lost. Core research programs had been
particularly hard hit by targeted cuts in the early 1990s and had not recovered
these losses, even though funding had been provided for new research initiatives
during the State’s prosperous years. Administrative budgets have not been
increased in decades and yet demands from increased regulatory and reporting
requirements at the federal and state level have continued to grow. The University
benefited from significant funding increases during the late 1990s and in 2000-01
(as explained in the next section of this Overview), but much of the funding was for
special initiatives rather than for restoring earlier budget cuts in many core
functions, and thus could not help sustain of the University’s infrastructure that is
the foundation of academic quality.

Four years of further major reductions as part of the State’s response to the latest
fiscal crisis have again taken a heavy toll on the University’s ability to perform its
missions under the Master Plan and contribute to the state’s economic
development:

i base budget reductions totaled about $490 million during the four-year period
covering 2001-02 through 2004-05;

i another $420 million in budget cuts were offset by student fee increases;
i another $550 million represents unfunded costs associated with a normal
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workload budget, including salary and merit increases, employee health benefits,
facilities maintenance, energy costs, non-salary price increases, and other costs.
Many of these costs are escalating dramatically, requiring the University to
make even further internal cuts to keep pace with rising costs. Faculty salaries
are estimated to lag the average of comparison institutions by approximately
10%—there is a similar problem with respect to staff salaries.

The University clearly found itself at a crossroads. It was no longer possible to
maintain quality and accommodate all eligible students wishing to attend, or
continue to recruit the highly-qualified graduate students needed to help conduct
research and meet the state’s workforce needs for highly-skilled workers in
knowledge-based industries. Base budget cuts were straining the ability of the
University to perform its basic missions. Yet the State appeared to be facing
several more years of severe budgets. Something had to change.

Governor Schwarzenegger, too, was concerned about the future of higher education
in the state. Recognizing the importance of the University of California and the
California State University systems to the economic and social well-being of the
State, in May of 2004 the Governor entered into a new long-term Compact with the
four-year institutions for the six-year period 2005-06 through 2010-11.

The funding agreement is a comprehensive statement of the minimum resources
needed for the University to accommodate enrollment growth and sustain the
institution to which students seek admission. In addition, the agreement is a
statement of the State’s expectations of the University in terms of accountability
and performance, based on measures that have historically been important to both
the State and the University. The Compact provides a sensible budgetary
framework from which to plan for the future.

The University had similar agreements with the last three Governors, and these
agreements served both the University and the State well. Until the onset of the
State’s fiscal crisis in 2001-02, the State provided the resources necessary to
adequately fund the University’s missions, and in fact often exceeded the minimum
level of funding in order to support initiatives of high priority to the Governor and
the Legislature. For its part, the University, acting as a good citizen, met and often
exceeded its goals under the accountability portion of these agreements. Moreover,
the University brought economic development and enhanced prosperity to the
State—for example, for every State dollar specifically invested in research, UC
leverages nearly $6 more from the federal government and other non-state sources,
although this is in large part made possible by the State funds also provided for the
support of faculty salaries.

The Compact is intended to provide fiscal stability and stop further erosion
to the University’s budget in the early years and allow the University to begin
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recovering lost ground in the later years. As with similar past accords, it is an
agreement with the Governor for which the University and the Governor must seek
the support of the Legislature through the normal budget process each year.

The fiscal provisions of the Compact are designed to provide sufficient resources for
base budget adjustments to help fund salary, health benefit, and non-salary price
increases; enrollment growth consistent with the Master Plan at the agreed-upon
marginal cost of instruction; beginning in 2008-09 and continuing through 2010-11,
funding to address chronic budgetary shortfalls in State funding for core areas of
the budget, including instructional equipment, instructional technology, libraries,
and ongoing building maintenance; and continued support for bond financing of

at least $345 million annually to meet capital outlay needs. The Compact also
specifies fee increases for undergraduates and graduate academic students for
2004-05 through 2006-07. Following that period, the Compact envisions fee
increases equivalent to the annual increase in California per capita personal
income or more—up to 10% per year—if fiscal circumstances require increases
that exceed the rate of growth in per capita personal income to provide sufficient
funding for programs and preserve quality. The Compact also calls for the
University to develop a long-term plan for increasing professional school fees.
Revenue from student fees will remain with the University and will not be used

to offset reductions in State support. The specific provisions of the Compact

are described in more detail later in this Overview beginning on page 30.

The Compact also includes accountability measures relating to issues that

are high priorities for the State. Thus, the University agrees to maintain

and improve where possible performance outcomes in a variety of areas, including
maintaining student access and program quality, implementing predictable and
moderate fee increases, community college transfer and articulation, persistence
and graduation rates, time-to-degree, helping the State address the shortage in
science and math K-12 teachers, returning to paying competitive salaries, closing
long-term funding gaps in core areas of the budget, and maximizing funds from the
federal government and other non-State sources. The University will report to the
Administration and the Legislature on its progress in these areas

by October of each year.

The agreement with the Governor staved off the possibility of further budget cuts
beyond those originally proposed in the Governor’s Budget for 2004-05 and provided
the basis for the University’s budget plan for 2005-06. The Compact will continue
to provide the University with a solid basis from which to plan in the next several
years.

This is vital, since it is anticipated the State will continue to experience financial

constraints in 2006-07 and perhaps beyond. Estimates of the State’s ongoing
permanent deficit range from $5 - $6 billion. This can be mitigated in part on
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a one-year basis because there is nearly $4 billion in unspent deficit reduction
bonds available to help fund the 2006-07 budget. However, the Governor projects
ongoing structural deficits for future years if no corrective action is taken and is
seeking structural reforms to reduce the fiscal pressure on the State’s funding
situation on a permanent basis. Thus, he has called a special election for
November 8, scheduled to occur after the publication of this document, to consider
ballot measures related to state spending limits, redistricting, and K-12 teacher
tenure, among other initiatives also on the ballot. One initiative, related to school
funding and state spending, is proposed as a constitutional amendment that would,
among other things, limit State spending to the previous year’s spending level plus
the average revenue growth over the previous three years. If passed, this ballot
initiative could have a significant impact on future budgets, particularly if
structural deficits continue to occur and mid-year reductions again become a
necessity.

Because of these continuing fiscal constraints on the State’s budget, it is unlikely
that the University will be able to obtain more funding than called for in the basic
provisions of the Compact through at least 2006-07. The next chapter of this
document, “Summary of the 2006-07 Budget Request,” includes a discussion of The
Regents’ priorities for additional funding once the State’s fiscal situation permits.

Consistent with the Compact, the University’s budget plan for 2006-07 includes the
following:

i a 3% budget adjustment to the State General Fund base budget to help fund
salary, health benefit, and non-salary price increases;

4 enrollment growth of 5,000 FTE students funded at the agreed-upon marginal
cost of instruction. This is consistent with the University's most recent
enrollment plan developed in 1999, which called for annual enrollment growth
of about 2.5% (or about 5,000 students) per year throughout this decade;

4 an increase in mandatory systemwide student fees (Educational Fee and
Registration Fee combined) of 8% for undergraduate students, 10% for graduate
academic students, and 5% for professional school students. In addition to
mandatory systemwide student fee increases, professional school students will
pay a temporary increase in the Educational Fee previously approved by The
Regents to cover lost revenue associated with a lawsuit currently before the
courts brought by professional school students who are seeking relief from recent
fee increases and an increase of 5% in the professional school fee charged to
students in most professional schools. For students enrolled in law and business
programs on the Berkeley and Los Angeles campuses and the law school on the
Davis campus, the professional school fee increase will be 10%, in recognition of
disproportionate cuts taken by these programs in 2004-05. The Regents have
requested a longer-term plan for future increases in the professional school fees.
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This is consistent with the provisions in the Compact which call for the
University to develop long-term plans for increasing fees for selected professional
school students. The Office of the President and the campuses have engaged in a
series of discussions and analytical activities as part of the planning for increases
in fees for professional schools over the next several years. However, a multi-
year plan for fee increases for professional school students is not being presented
at this time. Instead, fee increases for professional school students proposed for
2006-07 are included as part of the 2006-07 budget plan to be brought to the
Board for approval at the November meeting. Longer-term planning issues
related to professional school fee increases for 2007-08 and 2008-09 will be
presented separately to The Regents for discussion at the November meeting.
Professional school fees and related longer-term planning issues are discussed in
more detail in the Student Fees chapter of this document;

4 several initiatives related to undergraduate and graduate student aid. in
total, the University proposes to dedicate an amount equivalent to 33% of
all new systemwide fee revenue to student financial aid in 2006-07 (30% for
undergraduates and 45% for graduate academic students). In addition, the
plan addresses special concerns about the burden of fee increases on middle-
income undergraduate families, the ability of the University to enroll top
international and out-of-state students in graduate academic degree programs,
and the impact of growing debt levels on professional degree students interested
in pursuing public service careers. In total for the current year (2005-06),
approximately 25% of all fee revenue raised from undergraduate fees is being
used for undergraduate student financial aid, which is consistent with the
historical average. For 2006-07, the initiatives proposed for undergraduate
student aid (which will result in a return-to-aid from additional fee revenue
of approximately 30%) will slightly improve this proportion. In addition, UC
undergraduate students are expected to receive support through the Cal Grant
Program generally equivalent to another 25%.

The University will also be seeking permanent support for student academic
preparation programs. Funding provided in the current year is one-time with
the understanding that the University will work with the Administration to fully
evaluate the effectiveness of each program and eliminate those that cannot
demonstrate an adequate return on investment. The University has developed a
framework for accountability, with the assistance of representatives from the
Legislature and the Department of Finance, that will be used to demonstrate
effectiveness of each program. This information will be used to support the
University’s request for permanent funds for 2006-07 and beyond.

State General Funds and student fee revenue levels called for under the Compact
for 2006-07 will be sufficient to stop the erosion in faculty and staff salaries and
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provide funding to help cover employee health benefit increases, maintenance of
new space, and other non-salary cost increases. The Compact agreement with
the Governor allows the University to once again move forward and rebuild its
academic and programmatic infrastructure so that students have access to the
high quality education Californians have come to expect from UC.

Historical Perspective

Historically, the University’s State-funded budget has reflected the cyclical nature
of the State’s economy. During times of recession, the State’s revenues have
declined and appropriations to the University either held constant or were reduced.
When the State’s economy has been strong, there have been efforts to “catch up.”
The last four decades have all begun with significant economic downturns followed
by sustained periods of moderate, and sometimes extraordinary, economic growth.

The University has met this challenge several times in the last four decades. The
University experienced budget reductions of about 20% in real dollars during the

late 1960s and early 1970s. Faculty positions and research funding were cut, and
the student-faculty ratio deteriorated by about 20%.

In the late 1970s and early 1980s, the University again experienced a number of
budget cuts. By the early 1980s, faculty salaries lagged far behind those at the
University’s comparison institutions and top faculty were being lost to other
institutions; buildings needed repair; classrooms, laboratories, and clinics were
poorly equipped; libraries suffered; and the building program virtually came to
a halt.

The situation improved significantly in the mid-1980s when a period of rebuilding
was initiated. Faculty and staff salaries were returned to competitive levels; funds
became available for basic needs such as instructional equipment replacement and
building maintenance; and research efforts were expanded. The capital budget also
improved dramatically. There was significant growth in private giving, and the
University once again became highly competitive for federal research funds. By the
late 1980s, however, the situation began to change. Fiscal problems at the State
level led to a growing erosion of gains made during the mid-1980s. By 1989-90, UC
was struggling with the early stages of a fiscal problem that subsequently turned
into a major crisis.

The Budget Crisis in the Early 1990s

The University experienced dramatic shortfalls in State funding during the first
four years of the 1990s. Although State funding increased in 1990-91, it was

below the level needed to maintain the base budget and fund a normal workload
budget. Over the next three years, State funding for the University dropped by
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$341 million. At the same time, the University had to cope with inflation, fixed cost
increases, and workload growth. Consequently, the University made budget cuts
totaling $433 million, equivalent to roughly 20% of its State General Fund budget
in 1989-90, as depicted in Display 3.

Display 3

Permanent Cuts to Campus and Office of the President Budgets
1990-91 through 1994-95
($ in Millions)
1990-91 5% cut in research, public service, and administration. $ 25
1991-92 Workforce reduction in both instructional and non-instructional 120
programs; cut in non-salary budagets; undesianated cut.
1992-93 Permanent cut of $200 million phased in over two years. 200
1993-94 Reductions in campus and Office of the President budgets, resulting in 35
further workforce reductions.

1994-95 Reductions in campus and Office of the President budgets in order to 53
fund restoration of salary funds cut temporarily in 1993-94.

TOTAL

In addition, employees received no general cost-of-living increases for three years
and salaries were reduced on a one-year basis. Student fees were raised, though
significant increases in financial aid helped to mitigate the impact on financially
needy low- and middle-income students.

The enormity of the budgetary losses during the early 1990s is difficult to grasp.
One way to convey the magnitude of the problem is to consider that the University's
1993-94 State General Fund budget was less than it was in 1987-88, even though in
the interim there had been inflation, other cost increases, and enrollment growth of
6,200 students (4.3% increase) between the years 1987-88 and 1993-94. Another
way is to consider that the University's budget would have been about $900 million
greater if the State had maintained the base and funded normal cost increases and
workload growth over the four years from 1990-91 through 1993-94. The University
coped with this shortfall in ways that reflected the limited nature of its options in
the short term.

As illustrated in Display 4, about half of the loss was taken through budget cuts,
approximately another quarter by providing no cost-of-living increases

for employees, and the remaining quarter was made up through student fee
increases accompanied by increases in student financial aid.

While regrettable, the fee increases were necessary to address budget cuts of such
significant magnitude. At the same time, the University mitigated the impact of
these fee increases on financially needy low- and middle-income students through a
significant increase in financial aid grants (as opposed to loans). Over five years,
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Display 4

$900 Million Shortfall from
Workload Budget

Fee
Increases
25%

Budget
Cuts
50%

No Salary
COLAs
25%

through 1994-95, financial aid grants and other gift aid funded from University
sources increased by approximately $118 million, or nearly 170%, to help mitigate
the impact of increased fees.

During the early 1990s, the University’s General Fund workforce declined by a net
total of approximately 5,000 full-time equivalent (FTE) employees. While much of
this decline occurred through early retirements—an approach preferred to layoffs—
the result was that the University had many fewer staff available to handle the
same workload. The instructional program was protected to the extent possible by
making deeper cuts in other areas such as administration, research, public service,
student services, and facilities maintenance. Administration, especially, was
assigned deep cuts both on the campuses and in the Office of the President. In
addition, the purchase of scholarly journals for the libraries was severely curtailed,
the backlog of deferred maintenance projects continued to grow, and the budget for
instructional equipment replacement declined to only about half of the amount
needed. Although instructional resources were eroded by the budget cuts, the
University honored the Master Plan by continuing to offer a place to all eligible
California resident students who sought admission at the undergraduate level and
providing students with the classes they needed to graduate in a timely manner.

In 1994-95, after years of steady erosion, the University’s budget finally stopped
losing ground. For the first time in four years, the State provided the University
with a budget increase over the prior year totaling about 3% (excluding revenue
bond payments). Base salary levels were restored following a temporary salary cut
in 1993-94, and funding for faculty and staff cost-of-living salary increases of about
3% was provided for the first time since 1990-91. The student fee increase was held
to 10% through a compromise agreement to fund deferred maintenance with debt
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financing. Once again, increases in financial aid accompanied the fee increase,
helping to offset the impact on needy students.

While the 1994-95 budget represented a substantial improvement over previous
years, the University nonetheless remained in precarious financial condition. The
University’s share of the State General Fund budget had declined to 4.3% (before
the 1990s fiscal crisis began, the University's share was 5.3%). Faculty salaries
lagged the average of the University’s comparison institutions by 7%, the workforce
had been reduced by 5,000 FTE without a corresponding decline in workload, and
the budget was severely underfunded in several core areas that have a direct
relationship to the quality of instructional programs—building maintenance,
instructional equipment, instructional technology, and libraries, for example.

Funding During the Second Half of the 1990s: 1995-96 through
1999-2000 Based on the Compact with Governor Wilson

A major turning point came with the introduction of Governor Wilson’s 1995-96
budget, which included the following statement:

“Unfortunately, the fiscal difficulties of the early 1990s prevented the
State from fully meeting the needs of higher education, and
California’s competitiveness has been jeopardized. Now that the
State’s resources have begun to improve, the investment in higher
education must be renewed. . . .. A strong system of higher education
is critical to our social fabric and our ability to compete in the global
markets of the 21st Century.”

Translating this perspective into action and signaling a very welcome message
about the priority of higher education, the Governor’s Budget for 1995-96 included
a Compact with Higher Education that ultimately was operational through
1999-2000. Its goal was to provide fiscal stability after years of budget cuts and
allow for enrollment growth through a combination of State General Funds and
student fee revenue.

The Compact included provision of State General Fund budget increases averaging
4% per year over the four-year period. The Compact also anticipated general
student fee increases averaging about 10% a year as well as additional fee increases
for students in selected professional schools. At least one-third of new student fee
revenue was to be earmarked for financial aid, with the remainder used to help
fund the University’s budget. Additional financial aid was to be provided through
the State’s Cal Grant Program. The Compact also provided additional funds to
cover debt service related to capital outlay projects and deferred maintenance.
Based on the premise that there was a continuing need for efficiencies in order

to maintain student access and program quality within available resources,

the Compact included a $10 million budget reduction each year for four years,

24



reflecting $40 million in savings to be achieved through productivity improvements.
For the capital budget, the Compact provided $150 million a year, with priority
given to seismic and life-safety projects, infrastructure, and educational technology.

The funding provided under the Compact was to be sufficient to prevent a loss of
further financial ground as the University entered into a time of moderate
enrollment growth (1% per year). It did not provide restoration of funding

that had been cut during the early 1990s, but it did provide the institution with
much-needed fiscal stability after years of budget cuts as well as a framework to
begin planning for the future.

The Compact was remarkably successful. During the four years beginning in
1995-96 and ending in 1999-2000, the State funding under the Compact allowed
the University to maintain the quality, accessibility, and affordability that are
the hallmarks of California’s system of public higher education. The University
enrolled more students than the Compact anticipated, and the State provided
funding to support them, although a priority was placed on providing access for
undergraduate students. Graduate enrollments grew only modestly, exacerbating
the imbalance between graduate and undergraduate enrollments that has occurred
over the last two decades. Faculty salaries were restored to competitive levels,
allowing the University to once again recruit the nation’s best faculty. Declining
budgets were stabilized and further deterioration of the University’s budget was
halted.

In fact, the Legislature and the Governor not only honored the funding principles of
the Compact, but also provided funding above the levels envisioned in the Compact.
This additional funding eliminated the necessity for increases in student fees,
allowed for reductions in student fees for California resident students, helped
restore UC faculty salaries to competitive levels more quickly, provided $35 million
for a number of high priority research efforts (including the Industry-University
Cooperative Research Program, the UC San Diego Supercomputer Center, and a
variety of other legislative research initiatives), and increased funding for K-14
and graduate outreach by $38.5 million to expand existing programs and develop
new ones. In all, the State provided nearly $170 million in funding above the level
envisioned in the Compact for high priority programs. In addition, general
obligation bonds and/or lease revenue bonds were provided each year for high
priority capital projects.

A New Partnership Agreement with Governor Davis

Governor Davis entered office in January 1999 with a commitment to improve

California public education at all levels. For UC, his commitment manifested itself
in a new Partnership Agreement, the funding principles of which were developed in
time to guide development of the 2000-01 budget. The Partnership Agreement was
a comprehensive statement of the minimum resources needed for the University to
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maintain quality and accommodate enrollment growth projected throughout the
decade, accompanied by the expectation that the University would manage these
resources in such a way as to achieve certain outcomes outlined in very specific
accountability principles.

Specifically, the Partnership Agreement expressed a commitment on the part of
the Governor to support a 4% increase to the base budget each year to provide
adequate funding for salaries and other cost increases; funding for enroliment
growth at the agreed-upon marginal cost consistent with the Master Plan; and a
further 1% annual increase to the base budget to address chronic underfunding

of State support for core areas of the budget (building maintenance, instructional
technology, instructional equipment, and library materials). It also included an
acknowledgement of the need to either increase fees or provide revenue equivalent
to that which would be generated from a student fee increase to provide adequate
support for student fee funded programs, as well as a commitment to provide State
support for summer instruction at each of the University’s general campuses.

The accountability measures included in the Partnership Agreement covered

a wide range of issues, including goals related to maintaining quality (such

as preventing further deterioration in the student faculty ratio); improving
relationships with K-12 schools (including major initiatives in outreach and

K-12 teacher professional development); increasing community college transfer;
and phasing in State-supported summer instruction at each of the campuses, as
well as a variety of other issues. The Partnership specified performance data and
reporting requirements for each goal, to be reviewed by the Administration on an
annual basis.

Funding During the First Year of the Partnership
Agreement—2000-01

For the first year of the Partnership, the University’s basic budget request was fully
funded, consistent with the funding principles of the Partnership. Funding was
also provided within the Partnership to support the first year of the University’s
initiative to improve undergraduate education.

In addition to this basic funding, support above the Partnership level was provided
for other high priority needs, including funding to: replace foregone revenue related
to a second fee reduction of 5% for resident undergraduate students and a 5% fee
reduction for resident graduate academic students; provide salary increases beyond
normal cost-of-living and merit increases, primarily for lower paid staff; augment
several outreach programs and significantly expand K-12 teacher professional
development programs; support research initiatives (in the areas of Industry-
University Cooperative Research, AIDS, alcohol and substance abuse, brain injury,
neurological disorders, engineering and computer science, UC-Mexico collaboration,
Internet2, Lupus, spinal cord injury, and labor policy); expand the California
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Digital Library; augment Cooperative Extension; initiate the Teacher Scholars,
Principal Leaders programs; expand the California State Summer School for

Math and Science; begin planning for a regional center in the Santa Clara Valley;
development of K-12 high-speed Internet connections; and reduce summer term fees
to a level equivalent to what students pay during the regular academic year.

The State also provided $108 million in one-time funding for deferred maintenance,
instructional equipment and libraries; endowed chairs and new initiatives in aging
and geriatrics; teaching hospital equipment; and several research initiatives.

Augmentations over this period totaled $476 million in permanent and $108 million
in one-time funds. The total State General Fund Budget in 2000-01, before the
State’s fiscal crisis began, was $3.2 billion. The significant infusion of State funding
over this two-year period was welcome support for the University. Faculty salaries
had once again reached competitive levels, the University was beginning

to address salary lags for staff employees, enroliment growth was fully funded,
progress was being made to reduce shortfalls in funding for core areas of the
budget, student fees were kept low, and support was provided for a variety of
research and public service initiatives of importance to the State and the
University.

Funding During the Initial Years of the Current State Fiscal Crisis —
2001-02 through 2003-04

Unfortunately, by 2001-02, the State’s fiscal situation was beginning to deteriorate.
The University based its budget request on the Partnership Agreement and
included information on other high priorities for the University and the State to

be funded when the State’s economic situation improved. The Governor’s Budget,
released in January 2001, proposed full funding for the University’s budget request
as well as additional funds for initiatives beyond the Partnership Agreement.
However, by the time the May Revise was issued, the State’s financial situation had
weakened to the point of requiring reductions to funding levels the Governor had
originally proposed.

The final 2001-02 budget was the first budget in seven years that did not provide
full funding of the Partnership Agreement (or the preceding Compact). Partnership
funds totaling $90 million were eliminated from the University’s proposed budget,
thereby significantly reducing the funding available for compensation and other
fixed costs and eliminating the additional 1% ($30 million) originally proposed for
core needs. However, the budget did provide an increase of $131 million, including
partial funding of the Partnership as well as funding above the Partnership for
initiatives representing high priorities for the Governor and the Legislature.

This funding allowed the University to fund merit and COLA salary increases for
faculty and staff, employee health benefit costs, and funding for maintenance of
new space that came on line during the budget year. Funds for strengthening the
guality of undergraduate education were not provided and UC funding available for
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debt financing for deferred maintenance projects was reduced from $6 million to
$4 million to help fund compensation increases. Enrollment growth of 7,100 FTE
was also funded (including an additional 1,400 FTE proposed in the May Revise).
Cost adjustments to student-fee-funded programs were provided, avoiding student
fee increases for the seventh consecutive year, and funding was provided to convert
summer instruction at the Berkeley, Los Angeles, and Santa Barbara campuses to
State-support.

Several initiatives also were funded above the level called for under the
Partnership, totaling $75 million in one-time and $3 million in permanent
funds. These included energy costs, Internet2 access for faculty and students,
faculty start-up costs associated with accelerated hiring at the Merced campus,
increases in research requested by the Governor and/or the Legislature, and one-
time clinical teaching support funds for teaching hospitals, neuropsychiatric
institutes, and dental clinics.

The final budget also reduced funding for the California Professional Development
Institutes and redirected $5 million from K-12 School-University Partnership
Programs to increase funds for the Mathematics, Engineering, and Science
Achievement Program (MESA), Puente, and Early Academic Outreach programs;
provide funds for student-initiated outreach; and help fund campus costs associated
with the implementation of comprehensive review of admissions applications. The
University’s State General Fund budget for 2001-02 totaled $3.3 billion.

By the time development of the 2002-03 budget began, the State’s fiscal situation
had deteriorated markedly, necessitating the unusual action on the part of the
Governor and the Legislature to adopt mid-year budget reductions for UC of

$40.8 million for the 2001-02 budget. One-time funds provided for energy costs
were reduced, and support for the California Professional Development Institutes
for K-12 teachers and the Digital California Project (K-12 Internet) was reduced.
An unallocated reduction of $5 million was also included in the mid-year reductions.
The State’s budget deficit for 2002-03 eventually grew to $23.5 billion.

The final budget act for 2002-03 budget provided funding to the University for a
1.5% increase to the basic budget—instead of the 4% called for in the Partnership
Agreement—to fund compensation, benefits, and other increases. It also included
funding for enrollment growth of 7,700 new FTE students and State support for
summer instruction at the Davis campus. Increases to UC'’s State General Fund
budget totaled $149 million.

While the increases to the budget were welcome, the budget also included base
budget reductions totaling $322 million, including a 10% across-the-board cut to
research programs; elimination of the “bonus” that was provided to financial aid in
1998-99 and 1999-2000, when student fees were reduced without a corresponding
reduction in financial aid; reductions to the California Subject Matter Projects,
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K-12 Internet connectivity, and outreach programs; elimination of all State General
Funds for the California Professional Development Institutes; and a one-time
reduction of $29 million for core needs, including deferred maintenance, libraries,
instructional equipment, and instructional technology. State General Funds
provided to the University in the 2002-03 Budget Act totaled $3.2 billion.

Under the authority granted to the Department of Finance in Control Section 3.90
and with the ultimate approval of the Legislature in March 2003, mid-year cuts
were instituted in December, 2002, that included $70.9 million in further base
budget cuts for the University. These cuts were targeted at UC College Preparatory
Initiative (which provides online courses for K-12 students), savings from prior
years related to several research programs that had received large augmentations
in the late 1990s, public service programs, the K-12 Internet program, academic
and institutional support, and student services. In addition to cuts targeted at
specific programs, $19 million was designated as an unallocated reduction, which
the University offset by instituting an increase in mandatory systemwide student
fees of $135 approved by the Board of Regents in December effective with the
Spring 2003 term. When annualized, this fee increase totaled $405.

By the time the mid-year budget cuts were being approved for 2002-03, the

State was facing a deficit for 2003-04 that was unprecedented in magnitude.

With the release of the May Revision, the Governor estimated the deficit to total
$38.2 billion. The final budget for 2003-04 addressed the State’s shortfall through
a combination of actions, including borrowing, assumptions about increased federal
funding, an increase in the vehicle license fee, fund shifts, and spending reductions
and savings.

For the University, cuts proposed by the Governor in January totaling

$373.3 million were all approved in the final budget act. These reductions
affected nearly every area of the budget and included another 10% cut to

research as well as targeted reductions to the University of California College
Preparatory program (on-line courses to K-12 students), outreach, the California
Subject Matter Projects, K-12 Internet, other public service programs, academic
and institutional support, and student services. Also included in the total
reduction to the University’s budget was $179 million in cuts offset by increases

in student fees that otherwise would have been targeted at instructional programs.
The Regents adopted an increase in mandatory systemwide student fees of $713,
or 30%, to offset this reduction in 2003-04. Also, $34.8 million of the total cut
proposed to be targeted at increasing the University’s student-faculty ratio was
instead taken by the University as an unallocated reduction. In addition to cuts
proposed by the Governor, the Legislature proposed $98.5 million in unallocated
cuts that ultimately were included in the final budget. Of the total, $80.5 million
was designated as one-time and $18 million was designated as permanent.

The final budget did include some funding increases as well, including one-time
start-up funds for the Merced campus, funding for 13,000 additional FTE students
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at the agreed-upon marginal cost of instruction, funding for health benefits for
annuitants and debt service, and other routine one-time budget adjustments.
However, most of the Partnership was not funded, including funding for the

4% annual adjustment to the base budget, funding for core needs (including
instructional equipment, instructional technology, maintenance, and libraries),
and restoration of the $29 million reduction in 2002-03 to core areas of the budget
that had previously been specified as a one-time cut. The 2003-04 State General
Fund budget approved in the budget act for the University was $2.87 billion,
$282 million less than the State General Fund budget for 2002-03 adopted in
September, 2002.

Another round of mid-year reductions occurred in December, 2003 totaling

$29.7 million. Originally, mid-year cuts were targeted at outreach ($12.2 million)
and the Institute for Labor and Employment ($2 million), with another $15 million
designated as an unallocated reduction. While these mid-year reductions originally
were intended by the Governor to be permanent reductions, the budget agreement
for 2004-05 restored funding for outreach and for the Institute for Labor and
Employment. Consequently, the mid-year reductions were taken on a temporary
basis in 2003-04 and only the $15 million associated with the unallocated reduction
was ultimately approved as a permanent reduction. That reduction was taken as a
temporary unallocated reduction for 2003-04 and offset on a permanent basis as
part of the student fee increases approved for 2004-05.

A New Compact with Governor Schwarzenegger

For 2004-05, the State was facing its fourth year of the budget crisis, with
estimates of the deficit reaching $15 billion in December, 2003. In his January
budget, Governor Schwarzenegger proposed further significant reductions to

the University’'s budget, including over $140 million in additional base budget
reductions, another $200 million in reductions to be offset by student fee increases,
and an unprecedented enrollment reduction of 3,200 FTE. For the first time

since the adoption of the California Master Plan for Higher Education more than
40 years ago, the University was being asked to turn away eligible students from
freshman enrollment.

As the State’s economic recovery remained slow, prospects for further cuts in the
May Revise grew. Moreover, while the Governor’s proposed solution to the overall
deficit included major budget reductions in most areas of the budget, it also
included heavy borrowing and several one-time actions that would only delay
further cuts into future years. The University was gravely concerned about the
future of the institution and the potential long-term effect on quality of the
academic enterprise as the State fought its way out of its economic crisis over the
next several years.
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Governor Schwarzenegger was equally concerned about the University’'s future and
asked his administration to work with the University and with the California State
University on a new long-term funding agreement for the four-year institutions,
similar to those developed with Governors Deukmejian, Wilson, and Davis in the
past. The new higher education Compact was announced by Governor
Schwarzenegger in May, 2004.

The fiscal provisions of the Compact are designed to provide sufficient resources for
the following:

A

Block Allocation for Salaries, Employee Benefits, and Other Basic
Support—adjustments of 3% in 2005-06 and 2006-07, and adjustments

of 4% for 2007-08 through 2010-11. The importance of this element of the
Compact cannot be overstated. Faculty salaries are estimated to be about 10%
behind the average of comparison institutions; there is a similar problem related
to staff salaries. The Compact will allow the University to stop the erosion in
salaries in the first two years, and, in later years as the State's fiscal situation
improves, begin to close the gap and address salary inequities that exist between
newly-hired faculty and staff and longer-term employees. Returning to paying
competitive salaries is one of the University's highest priorities and is critical to
our ability to maintain academic quality and restore the University's—and
California’'s—competitive edge.

Core Academic Support Needs—beginning in 2008-09 and continuing
through 2010-11, an additional 1% adjustment to the base to be used to address
annual budgetary shortfalls in State funding for core areas of the budget,
including instructional equipment, instructional technology, libraries, and
ongoing building maintenance.

Enrollment—funding for enrollment growth consistent with the Master Plan
at the agreed-upon marginal cost of instruction. UC estimates enrollment will
grow about 2.5%, or 5,000 students, a year through this decade.

Student Fees—undergraduate fee increases of 14% in 2004-05 and 8% in both
2005-06 and 2006-07; graduate fee increases of 20% in 2004-05 and 10% in both
2005-06 and 2006-07. Beginning in 2007-08, the University will develop its
budget plan each year based on the assumption that fees will be increased
consistent with the Governor's proposed long-term student fee policy. That
policy states that increases in student fees should be equivalent to the rise

in California per capita personal income. However, in years in which the
University determines that fiscal circumstances require increases that exceed
the rate of growth in per capita personal income, UC may decide that fee
increases of up to 10% are necessary to provide sufficient funding for programs
and preserve academic quality. Revenue from student fees will remain with
the University and will not be used to offset reductions in State support. The
Compact also calls for the University to develop a long-term plan for increasing
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professional school fees that considers the following factors: average fees at
other public comparison institutions, average cost of instruction, total cost of
attendance, market factors, the need to preserve and enhance the quality of
the professional programs, the State's need for more graduates in a particular
discipline, and financial aid requirements of professional school students.
Revenue from professional school fees will remain with the University and will
not be used to offset reductions in State support.

i Other Budget Adjustments—annual adjustments for debt service, employer
retirement contributions, and annuitant health benefits.

i One-time Funds and New Initiatives—consideration of additional resources
for one-time purposes and new initiatives when the State's
fiscal situation improves.

i Capital Outlay—continued support for bond financing of at least
$345 million annually to meet capital outlay needs.

The Compact also includes accountability measures relating to issues that
traditionally have been high priorities for the State. Thus, the University

has agreed to maintain and improve where possible performance outcomes

in a variety of areas, including maintaining access and quality; implementing
predictable and moderate fee increases; enhancing community college transfer
and articulation; maintaining persistence, graduation rates, and time-to-degree;
assisting the State in addressing the shortage in science and math K-12 teachers;
returning to paying competitive salaries and closing long-term funding gaps in core
areas of the budget; and maximizing funds from the federal government and other
non-State sources. The University will report to the Administration and the
Legislature on its progress in these areas by October of each year.

The 2004-05 Final Budget

While the Compact stemmed the tide of budget reductions, the reductions
for 2004-05 remained significant. State General Funds for 2004-05 totaled
$2.721 billion, $147 million less than the funding level provided in the
previous year.

Base budget reductions included another 5% cut to research ($11.6 million) and
a 7.5% reduction to academic and institutional support ($45.4 million). Another
$34.8 million cut had originally been targeted at increasing the University’s
student-faculty ratio, but was instead taken by the University as an unallocated
reduction.

Also included in the total reduction to the University’s budget was $183.5 million in

cuts offset by increases in student fees that otherwise would have been targeted at
instructional programs. While the Governor had originally proposed a 10% increase
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in undergraduate student fees and a 40% increase in graduate academic student
fees to help offset these cuts, as part of the negotiation of the Compact the Governor
agreed to a three-year plan for student fee increases requiring undergraduate
students to pay a slightly higher fee increase in 2004-05 in order to help moderate
the fee increase for graduate students.

Thus, in 2004-05, undergraduate fees increased by $700, a 14% increase over
2003-04 rather than the 10% proposed in January, and graduate fees increased by
$1,050, an increase of 20% rather than the 40% proposed in January. As specified
in the Compact, in the second and third year of this plan, undergraduate students
will pay increases of 8% per year in order to achieve an average increase over the
three-year period of 10% per year, and graduate fees will rise by 10% per year.

The 2004-05 budget also included an average increase of 30% for most professional
school students (at the request of the Governor, nursing professional school fees
did not increase in 2004-05), which generated $5 million less in revenue than the
Governor had originally assumed in his budget. The University believed that the
increases needed to achieve the level of revenue proposed by the Governor would
have been too steep to accomplish all in one year. As a result of the shortfall,
campuses were asked to absorb an unallocated reduction of $5 million on a
temporary basis until fees could be raised in 2005-06 to cover the shortfall.
Nonresident tuition was also increased by 20% in 2004-05 for undergraduate

and graduate academic students. It should be noted that nonresident students
pay mandatory systemwide student fees and campus-based fees in addition to
nonresident tuition.

One of the most difficult issues facing the University in the 2004-05 budget
related to funding for enrollment. For the first time in recent history, the
University was asked to reduce enrollment to help meet budget reductions.
The Governor’s January budget had proposed a 10%, or 3,200 FTE, reduction
in University freshman enrollments and called for the University to redirect
these students to the California Community Colleges for their first two years of
study. Upon successful completion of their lower division work, as specified by
the UC campus that originally accepted and redirected them, these students
would enroll for their upper division work at that UC campus. The University
implemented the Governor's proposal in the spring and called the redirection
program the Guaranteed Transfer Option, or GTO. The University initially
offered GTO to 7,600 eligible freshman applicants.

As part of the actions taken on the final budget for 2004-05, the Governor and the
Legislature reached a compromise that lowered the reduction in enrollment from
3,200 FTE to 1,650 FTE. This compromise allowed the University to offer freshman
admission to all students who originally received the GTO offer. Because the offers
were made very late in the admissions process, many students had already made
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other plans. Nevertheless, the actions taken by the Governor and the Legislature
on enrollments were important for preserving the Master Plan guarantee of access
for eligible students.

Following the compromise, the University immediately sent offers for freshman
admission to all eligible students who had not yet received a UC freshman offer.
Among the roughly 7,600 applicants initially offered GTO and later offered
freshman admission, approximately 1,854 enrolled at UC during 2004-05.
Another 500 remained as GTO students and will later transfer to the
University as upper division students.

Funding for student academic preparation programs was also a challenging issue
in the 2004-05 budget. In his January budget, the Governor proposed eliminating
funding for these programs. Ultimately, after significant negotiation, all but

$4 million of the funds for these programs was restored on a one-time basis,
leaving the program with a total of $29.3 million for 2004-05.

The Governor's January budget had also proposed elimination of all State funds
($4 million) for the Institute for Labor and Employment, a multi-campus research
unit housed on the Berkeley and Los Angeles campuses. As part of the final budget
package, the Governor and the Legislature agreed to restore $3.8 million of these
funds, leaving the program with a $200,000 reduction, equivalent to the 5%
reduction to the overall research budget that year.

The final budget eliminated all remaining funding for the Digital California Project
(K-12 Internet) from the University's budget. Instead, the State budget included a
total of $21 million in Proposition 98 funding specifically designated for schools to
contract with providers for access to the high-speed Internet.

Consistent with the last several years, the 2004-05 budget again provided one-time
funding to allow the Merced campus to continue its preparations to open the
campus by Fall 2005. The budget increased one-time funding by $2.7 million to
$10 million. This funding was provided for faculty start-up costs and to help
establish the systems and core infrastructure needed to ready the campus for its
opening in September, 2005.

In addition, the one-time reduction of $80.5 million from 2003-04 was also restored,
consistent with the prior year budget act and, consistent with past practice, funding
for annuitant health benefits and lease revenue bond payments was provided.

The University did not receive funding for increases to salaries, employee health
benefits, maintenance, energy, inflation, core needs, and other cost increases.
Faculty salaries were about 8-10% behind the average of other comparison
institutions—a similar problem existed with respect to staff salaries. Employee
benefit costs were skyrocketing, energy costs were increasing significantly, new
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space was coming on line with no funds to support maintenance, and funding for
core needs that provide the infrastructure to support the academic program, such
as libraries, instructional equipment, and instructional technology, was falling
further behind.

With the 2004-05 budget, as a result of the State's fiscal crisis, the University's
State General Fund budget was nearly $1.5 billion below what it would have been
if a normal workload budget had been funded for the previous four years. A little
more than 1/3 of this shortfall was accommodated through base budget cuts to
existing programs; a little more than 1/4 was addressed through student fee
increases; and the remainder represented foregone salary and other unfunded
cost increases.

Funding in 2005-06: A Turning Point

As mentioned earlier, negotiation of the Compact with Governor Schwarzenegger
late in the budget process for the 2004-05 budget helped stem the tide of budget
cuts that had prevailed for four years. Further cuts that were likely to be targeted
at UC in the May Revision were avoided. With the 2005-06 budget, the Compact
represents a true turning point. For the first time since the State’s recent fiscal
crisis began, the State is providing the University with a normal workload budget,
the elements of which are described below. While this budget helps keep further
erosion from happening, it provides very little relief against the significant
reductions that have occurred in recent years.

Consistent with the funding provisions of the Compact, the State’s 2005-06
budget for UC includes a 3% base budget adjustment of $76.1 million for normal
cost adjustments and enrollment growth funding of $38 million. The budget
assumes student tuition and fee revenue from increases as follows:

an 8% increase in undergraduate student fees;

a 10% increase in graduate academic student fees;

increases ranging from 3% - 10% in professional school fees;

a 5% increase in nonresident tuition for undergraduate students.

State General Funds provided in the budget are being used along with student fee
revenue and UC General Fund income to support the following:

4 merit salary increases, cost-of-living adjustments (COLAS), health benefit cost
increases, and equity increases for faculty and staff. Eligible faculty received
normal merit increases effective July 1 plus a 2% COLA effective October 1.
Staff compensation differs from faculty compensation in that many staff are
represented and therefore subject to collective bargaining agreements. In
addition, most non-represented staff are paid entirely on a merit-based system,
with no differentiation between COLA and merit salary adjustments. Staff
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salary adjustments were made as appropriate, generally effective October 1.
Funding was also provided for health benefit cost increases and equity
adjustments to help address the inequities that have occurred as new faculty and
staff have been brought in at market rates, which are higher than the salaries of
existing employees who have had no or low salary increases for several years.
Funding is insufficient to address all inequities throughout the system; therefore,
priority for these funds is targeted at critical recruitment and retention efforts.
The total increase in the cash compensation package averaged about 3.5%. The
increases for faculty and staff were very welcome; however, they are helping only
to prevent further erosion in salaries compared to the marketplace. No progress
has been made in reducing existing salary lags;

funding to support 5,000 FTE growth in enrollment ($38 million), representing
a 2.5% increase, at the agreed-upon marginal cost. This funding is being used
to support 1,000 planned student enrollment at the Merced campus in its
inaugural year (fall enrollment totals about 875 students, but the campus will
continue to enroll more students in the Spring semester), 2,000 FTE additional
enrollment growth on remaining campuses, and the continued phase-in of State
support for summer instruction for 2,000 FTE summer students at the four
campuses not yet on State support for summer (Irvine, Riverside, San Diego,
and Santa Cruz), approximately representing the growth in summer enrollments
at these campuses since the summer conversion began. About $490,000 of the
total provided is being used to support the first two cohorts of students (a total
of 20 students) in the University’s Program In Medical Education for the Latino
Community (PRIME LC) at the Irvine medical school, a program designed to
provide intensive, specialized training in health care for Latino communities;

$10 million as a first step toward a multi-year effort to restore unallocated
reductions to instructional budgets. The Governor’'s Budgets for both 2003-04
and 2004-05 proposed increases in the budgeted student-faculty ratio as part
of the targeted reductions needed to help address the State’s fiscal crisis. In
both years, The Regents established a high priority for maintaining quality,
including avoiding any further deterioration in the student-faculty ratio.
Instead, campuses were asked to absorb unallocated reductions totaling

$70 million over the two-year period. This funding is being used to restore
instructional budgets;

a 2.25% increase ($23 million) for inflation adjustments on non-salary portions of
the budget;

maintenance of new space ($16 million) for core instruction and research space
and for the California Institutes for Science and Innovation. State funding has
not been provided for this purpose since 2002-03. The $16 million is being
combined with $7 million already redirected from existing University resources
to address this critical need;
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i $750,000 in State funds, matched by $750,000 in University funds, to support
the initial infrastructure needed to implement the new science and math
initiative, California Teach: One Thousand Students — One Million Minds.
This exciting initiative, the largest of its kind in the nation, is intended to
provide students the opportunity to complete in four years and one summer both
a bachelor’s degree in science, mathematics, or engineering and the coursework
required to become a K-12 science or math teacher. State and University funds
will be used to develop resource centers to operate the program. Other funds
needed to support stipends for participants in field experiences and K-12
teachers acting as mentors and supervisors, summer institutes, and follow-up
professional development activities will be raised from K-12, industries, and
private sources. The State also authorized an additional 300 additional APLE
warrants (Assumption Program for Loans for Education), which provide loan
forgiveness funds for teachers. While the existing APLE program gives priority
to teachers in math and science, the University is seeking language in the
statute specifying that the increased warrants are for participants in the
University’s and the California State University’s math and science program.
The Governor has indicated his intention to support such legislation in the
coming year. Fundraising for the initiative has already topped $4 million. This
initiative is described in more detail in the General Campus Instruction chapter
of this document;

4 $14 million in one-time funds needed to open the Merced campus in 2005. This
is an increase of $4 million over the one-time funds provided in 2004-05. These
funds are in addition to the ongoing base appropriation of $10 million in
permanent funds, the enrollment growth funding for the campus’ first 1,000
students, and student fee revenue the campus will receive from its students.
One-time funds are needed to help support faculty salaries and recruitment
costs, instructional technology, library materials, student services, and expanded
general support needed to fully operate the campus until the campus enroliment
reaches a critical mass sufficient to support ongoing operations, expected to
occur when the campus reaches its planned enrollment level of 5,000 in 2010-11.

Funding for student academic preparation programs was once again a major issue
in the budget process for 2005-06. The Governor’s January budget proposed
eliminating $17.3 million that had been provided on a one-time basis for these
programs in the 2004-05 budget, leaving only the University's $12 million in
support for student academic preparation as called for in the Compact. The
Regents adopted a resolution at the January 2005 meeting affirming that student
academic preparation programs are a fundamental part of the University’s mission.
Convinced of the importance of funding these programs at an adequate level, the
University worked diligently throughout the process to arrive at an agreement with
the Governor and the Legislature to provide State support for student academic
preparation. The final budget act for 2005-06 restores the $17.3 million in State
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support once again on a one-time basis with the understanding that the University
will work with the Administration to fully evaluate the effectiveness of each
program and redirect funding from those that cannot demonstrate an adequate
return on investment to those that can.

The final budget act also specifies that the University will report on the outcomes
and effectiveness of these programs consistent with an accountability framework
developed in April 2005 with the participation of representatives from the
Legislature, the Department of Finance, as well as the University.

The budget also provides increases for annuitant health benefits and lease revenue
bond payments, consistent with past practice.

The State-funded budget for 2005-06 totals $2.845 billion, which is a 5% increase
over the prior year.

State Funding for UC Depicted Over Time

Beginning with the first year of the first Compact with Governor Wilson (1995-96)
through 2001-02 (including the first two years of the Partnership), the State
provided increased funding for the University’s budget every year, as Display 5
shows. The “ups and downs” shown in Display 5 have largely coincided with the
State’s economy. The upward trend from 1995-96 through 2000-01 reflects the
high priority the State placed on funding for the University during that period.
Display 6 shows the University’s share of the State General Fund budget over time.
Thirty years ago, the University’'s share was 7%. It has declined markedly over the
last three decades and is currently at a low point of 3.3%. Declines and increases
track closely with the State’s economic cycles.

Another way to look at the University’s budget over time is shown in Display 7
(page 40) which shows the underfunding of the University’s budget on a

per student basis relative to inflation as gauged by the Higher Education Price
Index. It reflects the primary sources of funds used to support the University’s
basic operations—State and UC General Funds and student fee revenue. The
graph shows that the University has fared better in some years and worse in
others, when compared to inflation, but has remained relatively steady in terms

of funding per student, until the last several years. After 2000-01, the graph shows
a precipitous decline over several years in funding per student when compared to
the price index. While this decline has leveled off recently, the gap between funding
per student and the increase in inflation has widened considerably. The University
is deeply concerned about this trend and hopes the new Compact with the Governor
will help to reverse this trend over the next several years. The importance of
having sufficient funds to maintain quality cannot be overstated. The erosion of the
University’s resources must be halted if the educational quality of the University is
to be preserved.
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Display 7
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Planning for the Longer Term

While the point has been reached where, after years of budget cuts, the University
is optimistic that some stability can be achieved in the State-funded budget, it is
imperative that the University look beyond the annual budget cycle to take a longer
view, looking at least twenty years into the future. The University must consider
what the State of California will need from the University in 2025 and identify the
ways in which the University can contribute to meeting those needs. As part of this
process, consideration should be given to, among other things, the changing nature
of the state’s economy and demographics, the balance of the University’s missions
and roles, and global competition for intellectual capital.

The economy and demographics of California are changing. The knowledge-based
economy means that higher education is more important than ever to economic
competitiveness and the quality of life. Higher education is a pathway to upward
social mobility for a changing population. More Californians will want and need

a university education for tomorrow’s jobs. Innovations that result from the
University’s research and the creative solutions and visionary thinking of its
graduates lead to new products, better processes, new companies, and sometimes
entirely new industries. Both access to the University and protection of its quality
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are imperative if this valuable public asset is to continue to keep California
competitive.

To maintain and enhance quality, the University must ensure that its missions and
roles are in balance. The University is an enormous and complex institution, whose
missions of undergraduate and graduate teaching, research, and public service are
intertwined. When actions affect one part, the other parts of the University are
also affected.

For example, consider the balance between undergraduate and graduate education.
To address the state’s highest priority, UC has been growing to accommodate more
high school graduates. Undergraduate enrollments have increased dramatically in
the last 40 years, from approximately 49,000 FTE in 1965-66 to 160,000 in 2005-06.
Graduate enrollments grew, too, but at a slower pace, from 20,000 students in
1965-66 to 33,000 in 2005-06. Thus, the proportion of graduate enrollments has
declined. Graduate enrollments in high quality programs are critical to the state’s
continuing economic vitality, as well as its social and cultural development. In
addition, UC graduate students play a vital role as future faculty in higher
education in California, as well as serving a key function in enhancing the quality of
the instructional and research enterprise while enrolled at UC.

The proportion of Californians with doctorates has declined so that California now
Is in 9th place among the 15 largest states. While in the past, California was able to
rely heavily on importing highly educated workers from other states and countries,
these sources cannot be relied upon in the future. Not maintaining the proportion
of graduate enrollments has had implications for undergraduate education,
research, and the state’s economic and social well-being. The University is mindful
of the importance of regaining and maintaining balance among all its missions.

Economically, California is more like another country than it is like any other
state. Around the world, other nations, such as China, India, Singapore, Ireland,
and Australia, are aggressively boosting their economic competitiveness. These
countries are investing heavily in higher education. In California, it cannot be
assumed that investments made 20 or 30 years ago will be sufficient in the future
to maintain the quality of life and standard of living that Californians have enjoyed
in the past. The investments that California makes over the next 10 years in
California’s competitiveness may well determine the state’s economic fortunes for
the next 40 or 50 years, just like the investments California made in the 1960s.
To keep California competitive, the state must ensure that the University has the
intellectual capital to stay competitive in a global economy.

In this context, the University is engaged in an on-going long-range planning
process, designed to create a vision of the University of California in twenty years
and how it will best serve the State. Careful consideration is being given to what
will be the intellectual capital and other needs of the State and how the University
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can help to meet those needs in 2025 and beyond. Recognizing the State’s current
financial difficulties, this budget, and those that will follow, will be consistent with
the Compact with the Governor through 2010-11 and will be informed by the
longer-term perspective as well.

Enrollment Projections

Under the California Master Plan for Higher Education, UC is to offer access

to all eligible applicants in the top 12.5% of the statewide public high school
graduating class who choose to attend. University policy has been to establish
eligibility criteria designed to identify the top 12.5% of the high school class and
to guarantee admission to all applicants who meet the eligibility requirements
and apply on time. In addition, the Master Plan calls for UC to guarantee a place
for all California Community College transfer applicants who meet eligibility
requirements. Framers of the Master Plan further envisioned maintaining or
enhancing the proportion of graduate student enrollment at UC. To enable the
University to fulfill these access provisions, the Master Plan calls for the State
to provide adequate resources to accommodate undergraduate and graduate
student enrollment.

The University remains committed to the Master Plan and believes it is the
underpinning for one of the finest higher education systems in the world. There

is continued interest in replicating the California model in developing economies
throughout the world and the Master Plan is the envy of other states. The interests
of the State, its citizens, and the higher education segments in California have been
well-served by the Master Plan for over 45 years. Legislative reviews of the Master
Plan in 1989 and 2002 have maintained its basic tenets, explicitly reaffirming the
access guarantee for all eligible students.

For several decades, a compelling State priority has been placed on providing
undergraduate access for the rapidly growing high school graduate population.
However, adherence to this priority has not been without some consequences for the
overall academic balance of the University and its impact on the State’s supply of
highly-skilled workers needed in California’s knowledge-based economy. Thus,
while the University has expanded access for undergraduates, graduate and
professional enrollments have not kept pace, as was intended in the Master Plan.

UC’s long-term enrollment projections for general campus programs are based on
consideration of four primary factors:

+ projections of high school graduates from the Department of Finance;

+ assumptions about the proportion of high school graduates who actually enroll in
the University (University policy has been to establish eligibility criteria
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designed to identify the top 12.5% of the high school class, but generally about
7.8% actually enroll);

i+ assumptions about community college transfer rates, consistent with
the University’'s commitment to continue to improve these rates; and

i Increases in graduate and professional enrollment needed to meet workforce
needs in academia, industry, and other areas.

The University’s long-term enrollment plan, last revised in 1999, called for annual
enrollment growth of 2.5%, or about 5,000 FTE, over this decade; by 2010-11,

the University would reach its planned target of 216,500 FTE. As shown in
Display 8, between 2000-01 and 2003-04, the University experienced far more
rapid enrollment growth than projected in the 1999 plan, averaging closer to
8,000 FTE student growth per year in recent years rather than the 5,000 FTE

Display 8
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growth projected earlier. Now, despite the budgeted enrollment decrease in
2004-05, total enrollment remains 6,000 FTE over the level envisioned in the
1999 plan for 2005-06. The Compact with Governor Schwarzenegger calls for
UC to return to its earlier estimates of 2.5% enrollment growth per year.

Therefore, the 2006-07 budget request will include workload funding at the agreed-
upon marginal cost for 5,000 students. The Merced campus opened its doors
officially in 2005-06 and plans to enroll 1,000 students in its inaugural year (fall
enrollment totals about 875 students, but the campus will continue to enroll more
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students in the Spring semester). In the coming years of this decade, the campus
plans to enroll another 800 students each year; therefore, 800 of the increased
enrollment planned for 2006-07 will be directed to the Merced campus. Consistent
with campus plans, funding for another 2,000 FTE will be used to complete
conversion of summer instruction at the four campuses still not fully funded for the
summer. The remaining growth of 2,000 FTE will be assigned to the campuses
consistent with campus enrollment plans.

Facilities Needs to Accommodate Enrollment Growth and Maintain
Quality

Adequate facilities are a critical factor in the University’s ability to accommodate
the expected rapid growth of students and maintain the quality of the academic
program. As Display 9 indicates, the State provided funding for capital outlay
within the range of $100 million to $250 million per year for more than a decade
from the mid-1980s to the late 1990s. Since then, the level of capital outlay funding
has fluctuated significantly.

Display 9
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‘l Prior Gen. Obligation Bonds O Lease Revenue Bonds/Other State O Planned Bonds (2006 and future) ‘

In November 1998, voters overwhelmingly approved Proposition 1A, which provided
higher education with $2.5 billion in general obligation bonds over four years
through 2001-02. The University’s share was about $210 million per year.

In Spring of 2002, the Legislature and the Governor agreed on a new general
obligation bond package for education, embodied in Assembly Bill 16 (Chapter 33,
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Statutes of 2002). This package proposed two public education facilities bond two-
year measures, one for 2002 and one for 2004, authorizing a total of $27 billion

in general obligation bond funds over four years to help fund K-12 and higher
education facility needs. Proposition 47, the 2002 bond measure, was approved in
November 2002 and authorized more than $13 billion for K-12 and $1.65 billion for
higher education. UC received $90.2 million in Proposition 47 funds in 2002-03 and
$307.5 million in 2003-04. The second bond measure, approved by voters in March
2004, authorized $10 billion for K-12 and $2.3 billion for higher education for

the two-year period 2004-05 and 2005-06, with UC receiving $339.4 million and
$352.5 million respectively from the bonds.

The University also received capital funds from other State sources in recent
years, including both State General Funds and lease revenue bonds, including
more than $650 million in lease revenue bonds and State General Funds for
hospital seismic projects required by SB 1953 and hospital infrastructure needs;
$261 million for planning and construction of the initial buildings for the Merced
campus; $400 million for the California Science and Innovation Institutes, which
was matched at a rate of 2:1 by non-State funds (the Science and Innovation
Institutes are discussed in more detail in the Research chapter of this document);
$282 million for miscellaneous other projects that were high priorities for the
Governor and the Legislature; and approximately $205.6 million of “Garamendi
financing” authorized for four research projects pursuant to Government Code
Section 15820.21. (In 1990, the State approved legislation [SB 1308, Garamendi]
authorizing the use of indirect cost reimbursement for the acquisition, construction,
renovation, equipping, ongoing maintenance, financing, and related infrastructure
of certain research facilities.)

Funding for the University’s 2006-07 capital budget request totaling $340 million
will require passage of a new General Obligation bond measure or provision of State
lease revenue bonds, consistent with the Compact with Governor Schwarzenegger,
which states the Governor’s support for continued funding for capital outlay of
about $345 million per year either through general obligation bonds or other bond
financing. At the time this document is being written, no decision has been made
about which fund source the Administration will support for 2006-07. Technically,
a decision about a GO bond measure does not need to be made until mid-to-late
summer of 2006 to qualify for the November 2006 ballot. State lease revenue
bonds are less preferable to the University because they are counted against the
University’s debt capacity and thus inhibit the use of debt financing for projects
that the State does not fund, such as housing, parking, and other non-State
facilities. The capital budget request for 2006-07 is discussed in more detail at
the end of this Overview and in a companion document, 2006-2007 Budget for
State Capital Improvements.
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Future funding for capital outlay continues to be a major issue facing the
University. Continued enrollment growth presents significant challenges.
However, even without enrollment growth, the University has significant capital
needs related to seismic and life-safety requirements, modernization of out-of-date
facilities that no longer adequately serve the academic programs they house, new
infrastructure for growing campuses, and renewal of infrastructure and other
facility systems that are worn out and cannot accommodate even present needs.

The University’s capital program is particularly challenged by recent changes in
the construction market that have resulted in an extraordinary increase in building
cost. Prices for certain materials, such as steel and cement, have increased
dramatically and there is great concern that the reconstruction effort required on
the Gulf Coast may trigger a new round of increases in materials and labor costs.
Further, California is experiencing a major increase in the volume of construction,
resulting in fewer bidders and less competition for University contracts, much
higher bid proposals, and great volatility in bids. In response, the University has
dramatically increased its emphasis on management of cost and cost risk, and the
iImportance of improving the way projects are implemented. That said, it is clear
that with the current volatility in the construction market, the $345 million per
year in State financing called for in the Compact does not support as many projects
as originally envisioned, exacerbating the already difficult challenge of meeting
projected enrollment growth, essential seismic correction, and renewal needs.

It is in this context that the University has prepared its annual a five-year capital
outlay plan that will address needs related to enrollment growth, seismic and other
life-safety requirements, and renovation of obsolete facilities and infrastructure
based on the funding levels called for in the Compact. The State-funded program
includes the projects and budget proposed for approval in 2006-07, along with
future State funding requirements by campus for the next four years, 2007-08
through 2010-11. The State-funded 2006-07 Budget for Capital Improvements

will be presented to the Board for approval at the November Regents meeting,
consistent with usual practice. In addition, both the five-year State and non-State
capital plans will be presented for discussion in November.

The University estimates that it will require more than $700 million per year over
the next decade to address its most pressing facilities needs for core academic and
support space traditionally funded by the State. Recognizing the State’s difficulty
in funding the full annual State-supportable capital outlay need, the University has
committed to meeting a portion of this annual need through significant efforts in
private fundraising and devoting a portion of the increase in UC General Funds

to pay for debt service on long-term financing for capital renewal and deferred
maintenance. In addition, there are other urgent needs in areas traditionally

not supported by the State, such as student and faculty housing, parking, and

other facilities that serve public as well as University needs. Unfortunately, the
magnitude of these non-State funded facilities needs is creating significant pressure
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on the University’'s debt capacity. Moreover, the current financial context and a
volatile construction cost market seriously constrains all fund sources available to
the University, limiting what can be done.

While State funding does not meet all the University’s needs, the $345 million

per year proposed in the Compact is critical to the University’'s ability to respond
to facilities needs related to enrollment growth, life-safety, seismic, and renovation.
If that level of funding continues each year, the University estimates it will
construct sufficient space to achieve 91% of the standards for instruction and
research space set by the California Postsecondary Education Commission (CPEC
space standards) by 2010-11. If the next bond issues envisioned in the University’'s
five-year plan are not approved and other State funding is not provided, the
percentage drops to 88%, as depicted in Display 10.
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That level of unmet need would be unacceptable in the context of significant
enrollment growth through this decade. Passage of future bond measures is key
to the University’s ability to accommodate enrollment and maintain adequate
facilities.

The Compact states that, as the State’s fiscal situation permits and one-time
funds become available, the State may provide “one-time funds to address high
priority infrastructure needs, such as capital renewal of facilities and deferred
maintenance.” The Compact goes on to state that “for UC, at least $200 million
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per year is needed for systematic capital renewal of existing facilities and

utilities, and the deferred maintenance backlog for high-priority projects exceeds
$500 million.” These estimates are based on a sophisticated model developed by
the University to project normal renewal costs for facilities. The model, which is
updated annually, includes a detailed inventory of all State-maintained facilities

at each campus and breaks down each building or infrastructure system into
components having life cycles between 20 and 50 years and thus need to be renewed
on a predictable basis. This includes components such as roofs, fire alarm systems,
heating and ventilation systems, central plant chillers, and underground utility
cabling. The model assumes standard life cycles and costs for renewing each
system, and from these elements develops a profile for each building or system,
projecting the renewal date and cost for a 50-year period. The model also estimates
the deferred maintenance backlog by tracking those systems that have deteriorated
to the point that they currently need repair or renewal. The University welcomes
the acknowledgement in the Compact of these serious deficiencies and as funds
become available, will seek investments from the State in these critical areas of
infrastructure.
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