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The Governor of California
President pro Tempore of the Senate
Speaker of the Assembly

State Capitol

Sacramento, California 95814

Dear Governor and Legislative Leaders:

At the request of the Joint Legislative Audit Committee, the California State Auditor’s Office presents this audit report
regarding the University of California Office of the President. Our report concludes that the Office of the President has
amassed substantial reserve funds, used misleading budgeting practices, provided its employees with generous salaries and
atypical benefits, and failed to satisfactorily justify its spending on systemwide initiatives. Furthermore, when we sought
independent perspective from campuses about the quality and cost of the services and programs the Office of the President
provides to them, the Office of the President intentionally interfered with our audit process. Auditing standards require
that we disclose this interference and prohibit us from drawing valid conclusions from this portion of our work.

Specific concerns we discuss in the audit report include the following:

« The Office of the President has accumulated more than $175 million in undisclosed restricted and discretionary reserves;
as of fiscal year 2015-16, it had $83 million in its restricted reserve and $92 million in its discretionary reserve.

+ More than one-third of its discretionary reserve, or $32 million, came from unspent funds from the campus assessment—
an annual charge that the Office of the President levies on campuses to fund the majority of its discretionary operations.

« In certain years, the Office of the President requested and received approval from the Board of Regents (regents) to
increase the campus assessment even though it had not spent all of the funds it received from campuses in prior years.

« The Office of the President did not disclose the reserves it had accumulated, nor did it inform the regents of the annual
undisclosed budget that it created to spend some of those funds. The undisclosed budget ranged from $77 million to
$114 million during the four years we reviewed.

« The Office of the President was unable to provide a complete listing of the systemwide initiatives, their costs, or an
assessment of their continued benefit to the university.

» While it appears that the Office of the President’s administrative spending increased by 28 percent, or $80 million,
from fiscal years 2012—13 through 2015-16, the Office of the President continues to lack consistent definitions of and
methods for tracking the university’s administrative expenses.

We found it particularly troublesome that the Office of the President intentionally interfered in our efforts to assess
the types and quality of services it provides to campuses. Correspondence between the Office of the President and the
campuses shows that the Office of the President inappropriately reviewed campuses’ survey responses, which resulted
in campuses making changes to those responses prior to submitting them to us—campus statements that were critical
of the Office of the President had been removed or substantially revised, and negative ratings had been changed to be
more positive.

Taken as a whole, these problems indicate that significant change is necessary to strengthen the public’s trust in the University
of California. To achieve this change, we believe the Legislature should increase its oversight of the Office of the President.

Respectfully submitted,

ELAINE M. HOWLE, CPA
State Auditor

621 Capitol Mall, Suite 1200 Sacramento, CA 95814 916.445.0255 916.327.0019 fax www.auditor.ca.gov
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Summary

Results in Brief

The rising cost of higher education in the State and nationwide
places an important responsibility on public universities to

make fiscally prudent decisions that best serve the financially
burdened students and families who help to provide for their
support. Nonetheless, over the past five years, the University of
California (university) Office of the President has made decisions
that redirected funds away from the university’s fulfillment of

its role as the State’s primary academic research institution and
toward other priorities. Although the University of California
Board of Regents (regents) delegated authority and responsibility
over the administration of the university’s affairs and operations
to the Office of the President, it has not managed its own budget—
which amounted to $747 million in fiscal year 2015-16—in a
fiscally prudent or transparent way. Further, it has not ensured
that its spending decisions consistently align with the needs of the
university’s 10 campuses, students, and other stakeholders.

Specifically, the Office of the President did not disclose to the
regents that it had amassed more than $175 million in reserve funds
as of fiscal year 2015—-16. In each of the four years we reviewed, the
Office of the President spent significantly less than it budgeted for
and it asked the regents for increases in future funding based on
its previous years’ over-estimated budgets rather than its actual
expenditures. Consequently, it accumulated significant annual
budget surpluses, which it maintains in two reserves: restricted
and discretionary. Furthermore, it not only failed to disclose the
existence of these reserves to the regents, but it also failed to
inform them of the annual undisclosed budget it created to spend
the reserves. This undisclosed budget ranged from $77 million

to $114 million in the four years we reviewed.

In effect, the Office of the President received more funds than it
needed each year, and it amassed millions of dollars in reserves that
it spent with little or no oversight from the regents or the public.
According to the Office of the President, disclosing its reserves

was unnecessary because the regents had approved the spending

in previous years’ budgets. Further, its budget director stated

that the Office of the President can use the discretionary reserve

to fund any program or project at the Office of the President or

the campuses. However, this practice contradicts the intent of a
regents’ 2006 policy prohibiting the Office of the President from
spending any funds until the regents approve its annual budget each
year. Had the regents known about the Office of the President’s
reserves, they could have potentially requested that the Office of
the President use at least some of the funds to better meet the

April 2017

Audit Highlights. ..

Our audit of the University of California
Office of the President’s budget and staffing
processes revealed the following:

» The Office of the President did not disclose
to the University of California Board of
Regents, the Legislature, and the public
$175 million in budget reserve funds.

« It spent significantly less than it
budgeted for and asked for increases
based on its previous years’
over-estimated budgets rather than
its actual expenditures.

« It created an undisclosed budget
to spend the reserve funds; the
budget ranged from $77 million to
$114 million during a four-year period.

« Thereserve included $32 million
in unspent funds it received from
an annual charge levied on the
campuses—funds that campuses
could have spent on students.

» The Office of the President’s executive and
administrative salaries are significantly
higher than comparable state
employee salaries.

» During afive-year period, the Office of
the President spent at least $21.6 million
on employee benefits some of which
are atypical to the public sector, such as
supplemental retirement contributions.

» The Office of the President has failed
to satisfactorily justify its spending on
systemwide initiatives, and it does not
evaluate these programs’ continued
priority or cost.

continued on next page. ..
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» Both Office of the President and campus
administrative spending increased and
annual budget and staffing levels for the
Office of the President are higher than
administrations at other comparable
public universities.

» Auditing standards prohibited us from
drawing conclusions from some of our
work because the Office of the President
intentionally interfered with our
audit process.

« Itinappropriately screened the
campuses’ survey responses
before campuses submitted the
surveys to us.

« Campus statements that were initially
critical of the Office of the President
had been revised and quality ratings
shifted to be more positive.

» Significant reforms are necessary to
strengthen the public’s trust in the Office
of the President.

campuses’” and students’ needs. Further, even though the Office of
the President stated that expenditures from its undisclosed budget
went through a rigorous approval process, it could not demonstrate
adequate approval for 82 percent, or $34 million, of the planned
expenditures we reviewed from its undisclosed budget in fiscal

year 2015—16. With no evidence of proper approval, the majority

of the undisclosed budget was unnecessarily at risk for misuse.

The Office of the President’s budgeting practices are also of concern
because its disclosed discretionary budget is almost entirely funded
by an annual charge, called the campus assessment, that it levies

on the campuses. The Office of the President allows campuses to
pay this assessment using any funding source, and campuses paid
about a third of the $288 million fiscal year 2015-16 assessment—up
to $106 million—using their portion of the money from the State’s
General Fund. Over the past five years, the Office of the President
has underspent the revenue it received from the campus assessment
by $32 million, and as a result, a significant portion of the Office of
the President’s discretionary reserve consists of funds the campuses
could have retained and spent for other purposes. Moreover, the
Office of the President increased the campus assessment in two of
the four years we reviewed, a decision we find problematic given
that it consistently failed to spend all of the revenue it received
from the campuses. We believe the Office of the President might be
able to refund at least $38 million of its uncommitted reserve funds
to campuses.

Furthermore, because the Office of the President provides so

little information about its budget—and the information it does
provide is sometimes misleading—the regents and Legislature

are likely to find it difficult, if not impossible to understand its
operations. In fact, we found the Office of the President made
inaccurate and unsubstantiated claims about its budget during
regents meetings, such as claiming the Office of the President is
not funded using state money even though campuses use money
from the State’s General Fund to pay for the campus assessment.
The Office of the President’s inability to substantiate its public
claims is due to its lack of strong, consistent budgeting processes,
which would help to provide transparency and accountability. For
example, since 2013 its annual budget process has not included a
formal avenue for soliciting input from the campuses regarding
its planned spending decisions. We identified a number of best
practices that the Office of the President should immediately
implement, including eliminating its undisclosed budget and using
its actual expenditures as a basis to establish its future budgets.
Implementing these practices would not only increase transparency
but would also shed light on opportunities that the Office of the
President has to reevaluate its financial decisions and reduce

its spending.



California State Auditor Report 2016-130

The Office of the President might also be able to realize significant
savings by adjusting the generous compensation it pays its staff.
For example, the 10 executives in the Office of the President whose
compensation we analyzed were paid a total of $3.7 million in fiscal
year 2014—15—over $700,000 more than the combined salaries of
their highest paid state employee counterparts. In one example,
the Office of the President paid the senior vice president for
government relations a salary that was $130,000 greater than the
salaries of the top three highest-paid state employees in comparable
positions. In defense of its salaries, the Office of the President
asserted that the higher education environment necessitates higher
pay for its staff. Although this argument may have merit for certain
executive employees, it has little merit for administrative staff such
as financial analysts who perform similar duties irrespective of

the entities for which they work. Nonetheless, we found that the
Office of the President paid individuals annual salary rates for

the 10 administrative positions we reviewed that were $2.5 million
more than the maximum annual salary ranges for comparable state
employees. The Office of the President uses salary survey data that
come almost entirely from private sector companies and higher
education institutions to determine its base salary levels, which
typically pay their staff more than public entities.

Further, the Office of the President spent at least $21.6 million from
fiscal years 2011—12 through 2015-16 on generous employee benefits,
many of which are atypical of those public sector employees receive.
For example, in addition to its regular retirement plan, the Office of
the President also offers its executives a retirement savings account,
into which the Office of the President contributes up to 5 percent

of the executives’ salaries. These contributions totaled $2.5 million
over the past five years. The Office of the President also spent more
than $2 million for its staff’s business meetings and entertainment
expenses over the past five years—a benefit that the State does not
offer to its employees except in limited circumstances. Moreover,
the Office of the President lacks sufficient policies to ensure that the
cost of certain employee benefits is contained. For example, when
its employees travel, the Office of the President recommends

but does not require that its staff book hotels that do not exceed
200 percent of the federal per diem rate.

The Office of the President’s spending decisions are not limited

to its internal operations; rather, it is also responsible for

deciding how to spend funds on behalf of the university as a

whole. Specifically, half of its budget presented to the regents

is related to systemwide initiatives—a term that the Office of

the President uses to describe programs that benefit the entire
university system. Examples of these initiatives include academic
and research programs such as the University of California
Observatories, the University of California Washington Center, and

April 2017
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the Breast Cancer Research Program. Although many systemwide
initiatives undoubtedly provide a benefit to the public and to
students, the choice to fund them may come at the expense of

the university’s priority of access and affordability for California
undergraduates. Moreover, when we attempted to quantify the
costs of its systemwide initiatives, we found that the Office of

the President was unable to provide a complete listing of the
systemwide initiatives it administers or their cost. Additionally,

it has budgeted funds for systemwide initiatives that it did not
include as part of the systemwide initiatives section of the budget
it presented to the regents, such as $910,000 in fiscal year 2015-16
designated for three separate initiatives: advocacy communication,
sustainability, and administrative funds that it uses to reimburse
campus officials for purchases they make on the university’s behalf.
Even though some of the programs that the Office of the President
has designated as systemwide initiatives benefit the university as a
whole, the Office of the President does not regularly evaluate these
initiatives’ continued priority, benefit, cost, or intent.

The importance of justifying its spending decisions is amplified by the
fact that the Office of the President’s administrative costs increased
from fiscal years 2012—13 through 2015-16. Specifically, the Office

of the President’s administrative spending increased by 28 percent,

or $80 million, while campus administrative costs increased by

26 percent over the same time period. Furthermore, the Office of
the President’s budget and staffing levels exceed those of the central
administration at comparable university systems, such as the
University of Texas. The Office of the President explained that this
may be because it provides services to its campuses and employees that
other universities do not, such as the management costs associated
with the university’s retirement program. To support that assertion,
we expected that the Office of the President would have established a
consistent definition for and method of tracking its and the university’s
administrative costs; however, it has not done so. Lacking these, we
question whether the Office of the President can adequately justify
either its or the university system’s administrative expenses.

Finally, the Office of the President’s actions during this audit have
caused us to question whether it will make a genuine effort to
change. This conclusion is based on the fact that it intentionally
interfered with our audit process, which hindered our ability in
addressing certain aspects of our audit objectives. Specifically,
we administered two surveys to the campuses seeking their
perspectives on issues such as the quality of the Office of the
President’s services and programs. However, correspondence
between the Office of the President and the campuses shows that
the Office of the President inappropriately reviewed the campuses’
survey responses and that campuses subsequently made changes
before submitting them to us. Specifically, when we compared
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the campuses’ original survey responses sent to the Office

of the President to the later versions of their responses that they
eventually sent us, we found that the campus statements that were
initially critical of the Office of the President had been removed or
significantly revised and that the surveys’ quality ratings had been
shifted to be more positive. Because the Office of the President
inappropriately inserted itself into the survey process, auditing
standards prohibit us from drawing conclusions based on the
survey results. As a result, the Office of the President missed an
opportunity to receive feedback from its key stakeholders, and it
demonstrated an unwillingness to receive constructive feedback.

As a result of the nature and number of the concerns we identified
in the course of this audit, we believe that significant reforms

are necessary to ensure that the Office of the President makes
prudent decisions that reflect the interests of those that it serves.
Specifically, the Legislature should directly appropriate funds to
the Office of the President that eliminates the need for levying an
assessment on campuses. This change would increase the Office
of the President’s accountability by requiring it to justify both its
budget levels and fiscal decisions, such as the level of compensation
it provides for its staff. Additionally, we believe that the Legislature
should, from the funds appropriated, require the regents to
contract with an independent third party that can assist the
regents in monitoring a three-year corrective action plan focused
on addressing the many issues we identify in this report. This

plan, which we summarize in Figure 19 on page 91 of this report,
would help to ensure the Office of the President’s accountability
and transparency and give campuses a better ability to plan for
expenses that should benefit them.

Selected Recommendations

To determine the amount of money that it can reallocate to
campuses and to ensure that it publicly presents comprehensive and
accurate budget information, the Office of the President should do
the following:

+ Implement best practices for budgeting, including using its actual
expenditures to inform its future budgets rather than using the
budget amounts from its previous year and eliminating the use of
an undisclosed budget.

+ Develop a reserve policy that governs how large its reserves
should be and the purposes for which those reserves can be used.

+ Implement policies to ensure that it approves and justifies all its
budget expenditures.

April 2017
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+ Reallocate to the campuses any identified savings or
excess revenues.

To ensure that its staffing costs align with the needs of campuses
and other stakeholders, the Office of the President should do
the following:

+ Develop and implement a method for weighing comparable
public and private sector pay data when establishing salaries for
all positions.

+ Set targets for any needed reductions to salary amounts using the
results from its public and private sector pay comparisons and
adjust its salaries accordingly.

To ensure that its expenditures for systemwide initiatives represent
the university’s priorities, the Office of the President should
do the following:

+ Develop and use a clear definition of systemwide initiatives to
ensure consistency in future budgets.

+ Develop a comprehensive list of systemwide initiatives and
presidential initiatives, including their purpose and actual cost,
and present this list to the regents for review.

To ensure the Office of the President’s ongoing accountability,
the Legislature should directly appropriate funds for the Office
of the President’s operations.

Agency Comments

The Office of the President disagreed with a key conclusion of

our report—that it has failed to disclose millions in surplus

funds. However, in its response the Office of the President did not
provide evidence that refuted our conclusion. The Office of the
President also stated that it intends to implement many of our
recommendations; however, its conduct during this audit—namely
interfering with our audit process—casts doubt on whether it will
follow through on its intentions.

Due to the nature and number of concerns we identified in the
course of this audit, we concluded that significant reforms are
necessary to ensure the Office of the President makes prudent
decisions that reflect the interests of those it serves. Beginning on
page 121 we provide our perspective on the Office of the President’s
response to our report.
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Introduction

Background

The Legislature founded the University of California (university) in 1868

as a public, state-supported, land-grant institution. It currently consists

of 10 campuses, five medical centers, and its headquarters—the Office of

the President. It is also involved in the management of three national
laboratories. The university’s mission is to serve society as a center for higher
learning through teaching, research, and public service; and the university
states in its accountability reports that access and affordability for California
undergraduate students is among its highest priorities. As Figure 1 shows,
out of the total of $32.5 billion in operating expenses for fiscal year 2015-16,
the university spent about $6.7 billion (21 percent) on instruction, $4.6 billion
(14 percent) on research, and $630 million (2 percent) on public service.
Most of the remainder of its spending related to the operation of its medical
centers, national laboratories, other auxiliary enterprises, and to its provision
of administrative support and student services.

Figure 1

The University of California Had Operating Expenses of $32.5 Billion
Fiscal Year 2015-16

(in Millions)

Student financial aid—$649 (2%)
Student services—$1,087 (3%)

Instruction—$6,687 (21%)
United States Department of

Energy Laboratories—$1,253 (4%)
Auxiliary enterprises—$1,253 (4%) ﬁ \
Other—$1,886 (6%) j

OPERATING
EXPENSES TOTAL

332.5 —— Research—$4,554 (14%)

BILLION

Medical centers—$9,883 (30%) J l ’\ \ Public service—$630 (2%)

Academic support—$2,413 (7%)
Institutional support—$1,547 (5%)

Operation and
maintenance of plant—$649 (2%)

Source: University of California’s fiscal year 2015-16 annual financial report (unaudited Facts in Brief from the management discussion and analysis).

* These expenses primarily represent depreciation and noncash amortization.
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Overseen by a Board of Regents, the University Is
Constitutionally Autonomous

The California Constitution establishes the university as a public
trust to be administered by the University of California Board of
Regents (regents), an independent governing board with full powers
of organization and government subject to limited legislative
controls. The text box shows the composition of

this governing board. Through orders and bylaws,

University of California Board of Regents

The governing board comprises 26 members:

- With approval of the California State Senate, the
Governor appoints 18 members.

- Seven individuals serve as ex officio members,
including the Governor, the speaker of the assembly,
and the president of the University of California.

« The Board of Regents appoints one student member.

Source: University of California Board of Regents.

the regents establish basic policies that guide the
overall direction of the university. They also
appoint the president to administer the university’s
affairs and operations, and they regularly review
and approve the university’s policies, financial
affairs, tuition, and fees. The regents’ committee on
finance reviews the Office of the President’s annual
budget and recommends approval to the full board
of regents, typically in July of each year. In addition,
a body of university faculty representatives called
the Academic Senate has responsibilities that

include approving courses and determining the

requirements for student admission.

The university is subject to legislative oversight only in limited
circumstances. California courts have stated that the broad powers
the state constitution confers upon the university provide it general
immunity from legislative regulation. However, the Legislature can
specify provisions that the university must meet before it can spend
state appropriations. As Figure 2 shows, appropriations from the
State’s General Fund constituted 10.2 percent of the $30 billion

the university received in total revenue in fiscal year 2015—-16.
Although state appropriations as a percentage of the university’s total
revenues have been in decline over the last decade, this $3 billion

is second only to tuition and fee revenues in terms of discretionary
revenue because much of the university’s remaining revenue is
restricted either by grant and contract provisions or by commitments
to its medical centers, laboratories, and auxiliary enterprises.

The Office of the President Provides Central Administrative Services
and Manages Systemwide Initiatives on Behalf of Campuses

As the systemwide headquarters of the university, the university’s
Office of the President, which employed 1,667 staff in fiscal

year 2015—16, serves two distinct functions for campuses: it provides
certain central administrative services, and it manages systemwide
initiatives that benefit multiple campuses. Examples of central
administrative services include reporting at regents meetings,
managing the university’s retirement programs, and developing the
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university’s budget. The Office of the President asserted in its Budget
for Current Operations that the centralization of these administrative
services creates efficiencies by eliminating the need for campuses
to individually provide them. Examples of systemwide initiatives—
which the university sometimes refers to as systemwide programs—
include the university’s Education Abroad Program and online
education platform. These initiatives are available to university
students across multiple campuses.
Figure 2
The University of California Had Revenues of $30 Billion
Fiscal Year 2015-16
(in Millions)
Capital gifts and grants—$249 (0.8%)
Federal Pell grants—$376 (1.3%)
Private gifts—$1,092 (3.6%)
United States Department of Energy Laboratories—$1,260 (4.2%)
State’s General Fund—$3,053 (10.2%)
REVENUES
TOTAL
S Medical centers and
o . 0 auxiliary enterprises—

Tuition and fees—$4,132 (13.7%) 30 $14,639 (48.7%)

BILLION

Grants and contracts—$5,273 (17.5%)

Source: The University of California’s fiscal year 2015-16 annual financial report (unaudited Facts in Brief from the management discussion and analysis).

The Office of the President also has a third role, referred to as Office
of the President Operations. Essentially, this function encompasses
a number of administrative tasks that the Office of the President
performs to support its staff. These tasks include overseeing
human resources, providing information technology assistance,

and preparing and administering its own budget. To administer its
day-to-day operations and serve the campuses, the Office of the
President has organized its staff into 11 divisions. As an example,
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the chief operating officer’s division oversees the Office of the
President’s operations as well as information technology services
and human resource services for the entire university system.

The Individual Campuses Conduct Additional Administrative Activities

Although the Office of the President manages certain administrative
functions centrally, the individual campuses also conduct
administrative activities. Figure 3 shows the university’s levels

of administration. Each campus has a chancellor’s office, which—
with the support of various vice chancellors, provosts, and deans—
oversees three broad categories of administration: institutional
support, academic support, and operation and maintenance of
plant (operations).

The university adopted these categories as a result of the uniform
accounting structuring it uses, which is prescribed by the National
Association of College and University Business Officers (NACUBO),
a membership organization representing a variety of colleges and
universities across the country. The NACUBO uniform accounting
structure helps ensure accounting consistency among the university’s
campuses and also allows for standardized reporting of financial
information from institutions of higher education nationwide.
Despite its benefits, however, the NACUBO uniform accounting
structure has some limitations. Specifically, it does not clearly

define what should constitute a university’s administrative costs, as
we discuss in Chapter 3. As a result, accurately determining each
campus’s administrative costs is difficult, if not impossible.

To Pay for Its Discretionary Activities, the Office of the President
Levies an Annual Financial Assessment on All University Campuses

To support its operations, the Office of the President requires
campuses to pay an annual assessment that constitutes the majority
of the Office of the President’s discretionary revenue. The origin of
the assessment is the Office of the President’s 2011 Funding Streams
Initiative, which aimed to simplify the university’s financial
activities, improve transparency, and create incentives for campuses
to increase their revenues. Before the Funding Streams Initiative,
the Office of the President collected campus revenues such as
tuition and student fees, pooled that money with the annual state
appropriation, and redistributed these funds to the campuses and
itself. Under the Funding Streams Initiative, campuses generally
keep their own revenues, and the Office of the President only
distributes the state appropriation. However, the campuses must
each pay an assessment that is intended to approximate its use of
the systemwide services the Office of the President provides.
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Figure 3
The University of California Has Multiple Levels of Administration

Board of Regents (regents)
The University of California’s (university) governing board consisting

of 26 members: 18 members appointed by the Governor with the
approval of the California Senate; seven ex officio members, including
the Governor, the speaker of the assembly, and the president of the
university; and one student member appointed by the regents.

The President of the 