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UNIVERSITY OF SOUTH ALABAMA
(A Component Unit of the State of Alabama)

Management’s Discussion and Analysis (Unaudited)
September 30, 2010 and 2009

focus and the accrual basis of accounting, whereby revenues are recognized when earned and expenses are
recognized when incurred by the University, regardless of when cash is exchanged.

Assets included in the statement of net assets are classified as current or noncurrent. Current assets consist
primarily of cash and cash equivalents, investments, and net patient accounts receivable. Of these amounts, cash
and cash equivalents, investments, and patient accounts receivable comprise approximately 63%, 7%, and 11%,
respectively, of current assets at September 30, 2010. Noncurrent assets at September 30, 2010 consist primarily
of capital assets, restricted cash and cash equivalents, and restricted investments.

The Condensed Schedule of Net Assets at September 30, 2010, 2009, and 2008 follows (in thousands):

2010 2009 2008
Assets:
Current $ 275,417 268,814 287,430
Capital assets 444,718 413,513 353,829
Other noncurrent 197,022 173,922 221,407
Total assets $ 917,157 856,249 862,666
Liabilities:
Current $ 97,154 91,555 90,773
Noncurrent 400,732 364,382 363,566
Total liabilities $ 497,886 455,937 454,339
Net assets:
Invested in capital assets, net of
related debt $ 202,355 187,489 186,986
Restricted, nonexpendable 29,558 28,622 24,165
Restricted, expendable 42,053 28,685 23,071
Unrestricted 145,305 155,516 174,105
Total net assets $ 419,271 400,312 408,327

University cash, cash equivalents, and investments (current and noncurrent) increased between September 30,
2009 and 2010 by $20,243,



UNIVERSITY OF SOUTH ALABAMA
(A Component Unit of the State of Alabama)

Management’s Discussion and Analysis (Unaudited)
September 30, 2010 and 2009

Total assets of the University as of September 30 are as follows:

Total University Assets

$1,000
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$600
$400
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Net assets represent the residual interest in the University’s assets after liabilities are deducted. Net assets are
classified into one of four categories:

Net assets invested in capital assets, net of related debt, represent the University’s capital assets less accumulated
depreciation and outstanding principal balances of the debt attributable to the acquisition, construction, or
improvement of those assets.

Restricted nonexpendable net assets consist primarily of the University’s permanent endowment funds. While
earnings from these funds may be expended, the corpus may not be expended for any reason and must remain
intact with the University in perpetuity.
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UNIVERSITY OF SOUTH ALABAMA
(A Component Unit of the State of Alabama)

Management’s Discussion and Analysis (Unaudited)
September 30, 2010 and 2009

Capital contributions and grants increased from $5,325,000 in 2009 to $14,099,000 in 2010 due to grant funds
received for construction of the Shelby Building in 2010. The University recognized $6,193,000 in capital
appropriations in 2010, compared to $10,171,000 in 2009. Those appropriations were utilized in the construction
of the Student Recreation Center. Additionally, the University received revenue in the amount of $10,769,000 in
2010 appropriated by the State of Alabama pursuant to the American Recovery and Reinvestment Act (ARRA)
of 2009.

University expenses are presented using their natural expense classifications. A summary of University expenses
for the year ended September 30, 2010 is presented below.

Total Expenses

Salaries & benefits




UNIVERSITY OF SOUTH ALABAMA
(A Component Unit of the State of Alabama)

Management’s Discussion and Analysis (Unaudited)
September 30, 2010 and 2009

In 2010, 2009, and 2008, approximately 68%, 69% and 69%, respectively, of the University’s total operating
expenses were salaries and benefits. Salaries and benefits have steadily increased over the last nine years,




UNIVERSITY OF SOUTH ALABAMA
(A Component Unit of the State of Alabama)

Management’s Discussion and Analysis (Unaudited)
September 30, 2010 and 2009

Statement of Cash Flows

The statement of cash flows presents information related to cash flows of the University. This statement presents
cash flows by category: operating activities, noncapital financing activities, capital and related financing
activities and investing activities. The net cash provided to, or used by, the University is presented by category.

Capital Assets and Debt Administration

Total capital asset additions for the University were approximately $59,050,000 in 2010. During 2010, the
Football Field House and a major addition to the University’s central utility plant system were placed into
service. Additionally, the Student Recreation Center and Moulton Bell Tower were substantially completed.
Significant construction projects that remain in progress at September 30, 2010 include the Shelby Building, the
expansion of Children’s and Women’s Hospital, Campus Entrance Portals, Student Dining Hall, a major
renovation of the University Bookstore and a new Student Housing Facility. Major projects completed and
placed into service in fiscal 2008 and 2009 included the Mitchell Cancer Institute, the Nursing and Allied Health
Building and various other projects. At September 30, 2010, the University has outstanding commitments of
approximately $53,690,000 for various capital projects.

In a prior year, the State of Alabama made allocations from state bond issues to the University in the amount of
$21,332,000. During 2010, $6,193,000 was recognized by the University and is reported as a capital
appropriation and $4,968,000 remains unspent at September 30, 2010.

In September 2008, the University issued the University Facilities Revenue and Capital Improvement Bonds,
Series 2008, with a face value of $112,885,000. The net proceeds of these bonds are being used to fund various
construction and capital improvements at the University.

In June 2010, the University issued the University Facilities Revenue Capital Improvement Bond, Series 2010,
with a face value of $29,750,000. The net proceeds of this bond will be used to fund the construction of new
student housing as well as other construction and capital improvement projects at the University.

In order to realize debt service savings currently from future debt refunding, in January 2008, the University
entered into a synthetic advance refunding of the outstanding Series 2004 and 2006 bonds. This transaction was
effected through the sale of two swaptions by the University to a counterparty and resulted in an up-front
payment to the University totaling $9,328,000 in exchange for selling the counterparty the option to enter into an
interest rate swap with respect to the Series 2004 and 2006 bonds. A portion of this payment is considered a
borrowing and is included in the long-term debt of the University. The fair value component of the refunding
associated with the swaps is considered an investment derivative and, as such, the change in fair value
component is reflected as a component of investment income in 2010 and 2009.

During the year ended September 30, 2010, the University’s bond credit rating was upgraded by Moody’s
Investors Services from Al to Aa3. This represents the first upgrade of the University’s bond credit rating since
2008. The University also has a rating of A+ from Standard and Poor’s Rating Services, which did not change in
the 2010.

9 (Continued)



UNIVERSITY OF SOUTH ALABAMA
(A Component Unit of the State of Alabama)

Management’s Discussion and Analysis (Unaudited)
September 30, 2010 and 2009

Economic Outlook

Student enrollment and tuition have both increased over the past ten years. The University has experienced an
increase in enrollment of approximately 26%, or 3,137 students, between 2000 and 2010, from 11,870 in 2000 to
15,007 for the 2010 fall semester. The enrollment trend for the University between 2000 and 2010 is as follows:

Enrollment Growth Summary
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In that same time period, in-state tuition per credit hour has increased by approximately 155%. The large increase
in 2010 is the result of the University’s bundling of tuition and required fees into a single per-hour charge.
Similar increases have been experienced in out-of-state tuition, and College of Medicine tuition. The trend of
in-state tuition per credit hour between 2000 and 2010 is as follows:

Tuition per Credit Hour




UNIVERSITY OF SOUTH ALABAMA
(A Component Unit of the State of Alabama)

Management’s Discussion and Analysis (Unaudited)
September 30, 2010 and 2009

additional proration of 2%, or approximately $2,437,000. Therefore, the total decrease in the 2009 state
appropriation was approximately $31,286,000 to $108,451,000, or 22.4% lower than in 2008.

A state appropriation in the amount of approximately $108,286,000 was authorized for the year ended
September 30, 2010. In September 2009, the Governor announced proration of 7.5%, or approximately
$8,264,000; and in September 2010, the Governor announced additional proration of 2%, or approximately
$2,162,000. Therefore, the total decrease from the original authorized 2010 state appropriation was
approximately $10,426,000 to $97,860,000, or 9.6% lower than the original appropriation and 9.8% lower than
actual 2009 amounts received.

A state appropriation in the amount of $99,947,000 has been authorized for the year ending September 30, 2011.
This represents a $2,087,000 increase from the fiscal 2010 appropriation received. While no announcement has
been made, the University is aware that reductions in its 2011 appropriation are possible.

The ten year trend of State Appropriations for the University is as follows:

State Appropriations - Ten Year Trend
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UNIVERSITY OF SOUTH ALABAMA
(A Component Unit of the State of Alabama)

Management’s Discussion and Analysis (Unaudited)
September 30, 2010 and 2009

Other than the issues presented above, University administration is not aware of any other currently known facts,
decisions, or conditions that are expected to have a significant effect on the University’s financial position or
results of operations during fiscal year 2011 beyond those unknown variables having a global effect on virtually






In our opinion, based on our audits and the report of other auditors, the financial statements referred to
above present fairly, in all material respects, the respective financial position of the University and of its
aggregate discretely presented component units as of September 30, 2010 and 2009, and the respective
changes in financial position and cash flows, where applicable, thereof for the years then ended in
conformity with U.S. generally accepted accounting principles.

As discussed in note 1(j) to the basic financial statements, the University changed its method of accounting
for derivative instruments in 2010 and 2009 due to the adoption of Governmental Accounting Standards
Board Statement No. 53, Accounting and Financial Reporting for Derivative Instruments.

In accordance with Government Auditing Standards, we have also issued our report dated November 15,
2010, on our consideration of the University’s internal control over financial reporting and on our tests of
its compliance with certain provisions of laws, regulations, contracts and grant agreements and other
matters. The purpose of that report is to describe the scope of our testing of internal control over financial
reporting and compliance and the results of that testing, and not to provide an opinion on the internal
control over financial reporting or on compliance. That report is an integral part of an audit performed in
accordance with Government Auditing Standards and should be considered in assessing the results of our
audit.

The management’s discussion and analysis on pages 1 through 12 is not a required part of the basic
financial statements but is supplementary information required by U.S. generally accepted accounting
principles. We have applied certain limited procedures, which consisted principally of inquiries of
management regarding the methods of measurement and presentation of the required supplementary
information. However, we did not audit the information and express no opinion on it.

Our audits were performed for the purpose of forming opinions on the financial statements that collectively
comprise the University’s basic financial statements. The accompanying Schedule of Expenditures of
Federal Awards for the year ended September 30, 2010 is presented for purposes of additional analysis as
required by U.S. Office of Management and Budget Circular A-133, Audits of States, Local Governments,
and Non-Profit Organizations, and is not a required part of the basic financial statements. The Schedule of
Expenditures of Federal Awards has been subjected to the auditing procedures applied in the audit of the
2010 basic financial statements and, in our opinion, is fairly stated, in all material respects, in relation to
the 2010 basic financial statements taken as a whole.

November 15, 2010

14



UNIVERSITY OF SOUTH ALABAMA
(A Component Unit of the State of Alabama)

Statements of Net Assets
September 30, 2010 and 2009
(In thousands)

Assets:
Current assets:
Cash and cash equivalents
Investments

Net patient accounts receivable, (net of allowance for doubtful

accounts of $51,108 and $48,690)
Accounts receivable, affiliates
Accounts receivable, other
Notes receivable, net
Prepaid expenses, inventories, and other

Total current assets

Noncurrent assets:
Restricted cash and cash equivalents
Restricted investments
Investments
Accounts receivable
Notes receivable, net
Other noncurrent assets
Capital assets, net

Total noncurrent assets
Total assets
Liabilities:
Current liabilities:
Accounts payable and accrued liabilities
Deferred revenue

Deposits
Current portion of long-term debt

Total current liabilities

Noncurrent liabilities:
Long-term debt, less current portion
Other long-term liabilities

Total noncurrent liabilities
Total liabilities

Net assets:
Invested in capital assets, net of related debt
Restricted, nonexpendable:
Scholarships
Other
Restricted, expendable:
Scholarships
Other
Unrestricted

Total net assets

See accompanying notes to basic financial statements.
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2010 2009
174,303 79,297
18,035 117,816
30,854 30,929
21,659 18,284
21,796 15,162
731 306
8,039 7,020
275,417 268,814
26,860 56,615
150,396 95,506
871 988
6,870 7,447
3,970 5,058
8,055 8,308
444,718 413,513
641,740 587,435
917,157 856,249
54,338 55,598
34,436 29,172
1,738 904
6,642 5,881
97,154 91,555
330,993 305,571
69,739 58,811
400,732 364,382
497,886 455,937
202,355 187,489
13,296 11,702
16,262 16,920
7,071 4,865
34,982 23,820
145,305 155,516
419,271 400,312




UNIVERSITY OF SOUTH ALABAMA FOUNDATION
(Discretely Presented Component Unit)

Consolidated Statements of Financial Position
June 30, 2010 and 2009




UNIVERSITY OF SOUTH ALABAMA
HEALTH SERVICES FOUNDATION
(Discretely Presented Component Unit)

Statements of Financial Position
September 30, 2010 and 2009

(In thousands)

Assets

Current assets:
Cash and cash equivalents $
Patient accounts receivable (net of allowance for uncollectible
accounts of approximately $4,709 and $4,827)
Other current assets

Total current assets

Interest in assets of University of South Alabama Professional
Liability Trust Fund
Property and equipment, net

Total assets $

Liabilities and Deficit

Current liabilities:
Accounts payable $
Due to affiliates

Total current liabilities
Estimated professional liability costs

Total liabilities
Deficit

Total liabilities and deficit $

2010 2009
778 1,397
11,299 10,395
3,915 1,039
15,992 12,831
20,893 20,685
2,367 2,475
39,252 35,991
2,005 2,179
21,249 18,149
23,254 20,328
20,893 20,685
44,147 41,013
(4,895) (5,022)
39,252 35,991

See accompanying notes to basic financial statements.
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USA RESEARCH AND TECHNOLOGY CORPORATION
(Discretely Presented Component Unit)

Statements of Net Assets




UNIVERSITY OF SOUTH ALABAMA
(A Component Unit of the State of Alabama)

Statements of Revenues, Expenses, and Changes in Net Assets
Years ended September 30, 2010 and 2009

(In thousands)

2010 2009
Operating revenues:
Tuition and fees (net of scholarship allowances of $25,343 and $20,516) $ 69,212 61,076
Net patient service revenue 219,923 206,532
Federal grants and contracts 21,563 23,017
State grants and contracts 7,452 7,146
Private grants and contracts 47,968 48,111
Auxiliary enterprises (net of scholarship allowances of $784 and $635) 16,129 16,806
Other operating revenues 39,593 32,947
Total operating revenues 421,840 395,635
Operating expenses:
Salaries and benefits 378,188 379,360
Supplies and other services 128,973 122,672
Scholarships and fellowships 6,467 5,615
Utilities 15,071 15,742
Depreciation and amortization 27,659 25,183
Total operating expenses 556,358 548,572
Operating loss (134,518) (152,937)
Nonoperating revenues (expenses):
State appropriations 97,860 108,451
State appropriated — ARRA funds 10,769 —
Investment income 9,278 7,469
Interest expense (13,748) (12,173)
Other nonoperating revenues 27,558 24,070
Other nonoperating expenses (3,441) (1,631)
Net nonoperating revenues 128,276 126,186
Loss before capital appropriations, capital contributions
and grants, and additions to endowment (6,242) (26,751)
Capital appropriations 6,193 10,171
Capital contributions and grants 14,099 5,325
Additions to endowment 4,909 5,449
Change in net assets 18,959 (5,806)
Net assets:
Beginning of year, before cumulative effect of change in accounting
principle 400,312 408,327
Cumulative effect of change in accounting principle — (2,209)
Beginning of year — as adjusted 400,312 406,118
End of year $ 419,271 400,312

See accompanying notes to basic financial statements.
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UNIVERSITY OF SOUTH ALABAMA FOUNDATION
(Discretely Presented Component Unit)

Consolidated Statement of Activities and Changes in Net Assets
Year ended June 30, 2010
(In thousands)

Unrestricted

Revenues, gains, and other support:
Net realized and unrealized

gains on investments $ 6,110
Rents, royalties and timber sales 4,368
Interest and dividends 389
Gifts —
Other income 23
Required match of donor contributions (1)
Interfund interest (187)
Net assets released from program

restrictions 1,071

Total revenues, gains, and
other support 11,763

Expenditures:
Program services:

Faculty support 2,149
Scholarships 1,009
Other 1,237
Total program service
expenditures 4,395
Management and general 1,606
Other investment expense 1,440
Depletion expense 3,695
Depreciation expense 53
Total expenditures 11,189
Increase in net assets 574

Net assets in njt3ilnning donyearfEMC TD MCID 50 $BDC 22.97736 Td(53 )5,0
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USA RESEARCH AND TECHNOLOGY CORPORATION
(Discretely Presented Component Unit)

Statements of Revenues, Expenses, and Changes in Net Assets
Years ended September 30, 2010 and 2009

(In thousands)

Operating revenues:
Rental income

Operating expenses:

Insurance

Nonoperating revenues (expenses):
Investment income
Interest expense
Donation revenue
Other

Net assets:
Beginning of year

2010 2009
3,766 3,514
Building management and operating expenses 948 804
Depreciation and amortization 933 810
Legal and administrative fees 177 34
78 48
Total operating expenses 2,136 1,696
Operating income 1,630 1,818
8 31
(1,633) (1,635)
19 159
(12) 5
Net nonoperating expenses (1,618) (1,440)
Transfer of building to University of South Alabama — (423)
Change in net assets 12 (45)
1,447 1,492
1,459 1,447

End of year

See accompanying notes to basic financial statements.
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UNIVERSITY OF SOUTH ALABAMA
(A Component Unit of the State of Alabama)

Notes to Basic Financial Statements
September 30, 2010 and 2009

USA Research and Technology Corporation

The Corporation is a not-for-profit corporation that exists for the purpose of furthering the
educational and scientific mission of the University by developing, attracting, and retaining
technology and research industries in Alabama that will provide professional and career
opportunities to the University’s students and faculty. Because of the significance of the relationship
between the University and the Corporation, the Corporation is considered a component unit of the
University. The Corporation presents its financial statements in accordance with GASB. The
statements of net assets and statements of revenues, expenses and changes in net assets for the
Corporation are discretely presented following the statements of net assets and statements of
revenues, expenses and changes in net assets of the University.

Measurement Focus and Basis of Accounting

For financial reporting purposes, the University is considered a special purpose governmental agency
engaged only in business type activities, as defined by GASB Statement No. 34. Accordingly, the
University’s basic financial statements have been presented using the economic resources
measurement focus and the accrual basis of accounting. Under the accrual basis, revenues are
recognized when earned, and expenses are recorded when an obligation has been incurred.

The University prepares its basic financial state(f)
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UNIVERSITY OF SOUTH ALABAMA
(A Component Unit of the State of Alabama)

Notes to Basic Financial Statements
September 30, 2010 and 2009

as they are expended and reported in the statement of revenues, expenses and changes in net assets as
State Appropriated — ARRA funds.

(w)  Costs of Borrowing

Debt financing costs and bond premium and discounts are deferred and amortized using the
straight-line method, which approximates the effective interest rate method, over the term of the
related bond issue.

(xX) Compensated Absences

The University accrues annual leave for employees as incurred at rates based upon length of service
and job classification.

(y) Reclassifications

Certain amounts in the 2009 basic financial statements have been reclassified in order to conform to
the 2010 classification.

Income Taxes

The University is classified as both a governmental entity under the laws of the State of Alabama and as a
tax-exempt entity under Section 501(a) of the Internal Revenue Code as an organization described in
Section 501(c)(3). Consistent with that designation, no provision for income taxes has been made in the
accompanying basic financial statements.

In addition, the University’s discretely presented component units are tax-exempt entities under
Section 501(a) of the Internal Revenue Code as organizations described in Section 501(c)(3). Consistent
with that designation, no provision for income taxes has been made in the accompanying discretely
presented financial statements.

Cash

Pursuant to the Security for Alabama Funds Enhancement Act, funds on deposit may be placed in an
institution designated as a qualified public depository (QPD) by the State of Alabama. QPD institutions
pledge securities to a statewide collateral pool administered by the State Treasurer’s office. Such financial
institutions contribute to this collateral pool in amounts proportionate to the total amount of public fund
deposits at their respective institutions. The securities are held at the Federal Reserve Bank and are
designated for the State of Alabama. Additional collateral was not required for University funds on deposit
with QPD institutions. At June 30, 2010, the latest date at which such information is available, the net
public deposits subject to collateral requirements for all institutions participating in the pool totaled
approximately $8,053,000,000. The University had cash and cash equivalents totaling $201,163,000 and
$135,912,000 at September 30, 2010 and 2009, respectively.

Investments
(&)  University of South Alabama

The investments of the University are invested pursuant to the University of South Alabama
“Nonendowment Cash Pool Investment Policies,” the “Endowment Fund Investment Policy,” and

33 (Continued)



UNIVERSITY OF SOUTH ALABAMA
(A Component Unit of the State of Alabama)

Notes to Basic Financial Statements
September 30, 2010 and 2009

the “Derivatives Policy” (collectively referred to as the University Investment Policies) as adopted
by the Board of Trustees. The purpose of the nonendowment cash pool investment policy is to
provide guidelines by which pooled funds not otherwise needed to meet daily operational cash flows
can be invested to earn a maximum return, yet still maintain sufficient liquidity to meet fluctuations
in the inflows and outflows of University operational funds. Further, endowment fund investment
policies exist to provide earnings to fund specific projects of the endowment fund, while preserving
principal. The University Investment Policies require that management apply the “prudent person”
standard in the context of managing its investment portfolio.

The investments of the blended component units of the University are invested pursuant to the
separate investment policy of the PLTF and GLTF (the Trust Fund Investment Policy.) The
objectives of the Trust Fund Investment Policy are to provide a source of funds to pay general and
professional liability claims and to achieve long-term capital growth to help defray future funding
requirements. Additionally, investments of the University’s component units both blended and
discretely presented are subject to UPMIFA as well as any requirements placed on them by contract
or donor agreements.

Certain investments, primarily related to the University’s endowment assets, are pooled. The
University uses this pool to manage its investments and distribute investment income to individual
endowment funds.

Investments of the University, by type, at fair value, are as follows at September 30, 2010 and 2009
(in thousands).

2010 2009
U.S. Treasury notes $ 11,617 9,177
U.S. federal agency notes 60,677 119,836
Pooled equity mutual funds 57,584 53,461
Pooled debt mutual funds 19,230 16,748
Managed income alternative investments (limited
partnerships, private equity securities, and other) 13,777 9,979
State agency obligations 77 468
Other 5,640 4,641
$ 169,302 214,310

At September 30, 2010 and 2009, $6,591,000 and $3,501,000, respectively, of appreciation in fair
value of investments of donor-restricted endowments was recognized and are included in restricted
expendable net assets in the accompanying statements of net assets.

Credit Risk and Concentration of Credit Risk

The University Investment Policies limit investment in corporate bonds to securities with a
minimum “A” rating, at the time of purchase, by both Moody’s and Standard and Poor’s.
Investments in corporate paper are limited to issuers with a minimum quality rating of P-1 by
Moody’s, A-1 by Standard and Poor’s or F-1 by Fitch.
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UNIVERSITY OF SOUTH ALABAMA
(A Component Unit of the State of Alabama)

Notes to Basic Financial Statements
September 30, 2010 and 2009

in exchange-traded equity securities with a readily determinable market price. Other observable
values are fair value measurements derived either directly or indirectly from quoted market prices.
Investments that are not traded on an active exchange and do not have a quoted market price are
classified as unobservable. The Foundation’s unobservable values consist of investments in timber
and real estate with fair values based on independent third-party appraisals performed by qualified
appraisers specializing in timber and real estate investments.

The Foundation’s investment assets at June 30, 2010 and 2009, respectively, are summarized based
on the criteria of ASC 820 as follows (in thousands):

Fair value measurements at June 30, 2010

Observable
values based Other
on quoted observable Unobservable
Description prices values values Total
Equity securities $ 39,094 52,959 — 92,053

Timber and mineral properties







UNIVERSITY OF SOUTH ALABAMA
(A Component Unit of the State of Alabama)

Notes to Basic Financial Statements
September 30, 2010 and 2009

Terms
A summary of the transactions is as follows:

Option Effective
Date of expiration date of Termination Payment
Issue issue date swap date amount
Series 2004 bonds 2-Jan-08 16-Dec-13 15-Mar-14 15-Mar-24  $ 1,988,000
Series 2006 bonds 2-Jan-08 1-Sep-16 1-Dec-16 1-Dec-36 7,340,000

If the counterparty exercises its options in 2014 and 2016, the University would, at the counterparty’s
option, be forced into an underlying swap. If the options are exercised, the University would begin to make
payments on the notional amount, currently $41,125,000 and $100,000,000 for the 2004 bonds and 2006
bonds, respectively, of the underlying swap contract. Simultaneously, the University would call
outstanding 2004 and 2006 bonds and issue variable rate demand notes (VRDNS) in their place. Under the
swap contracts, the University would pay a fixed rate of 4.9753% on the 2004 bonds and 5.0% on the 2006

bonds to the counterparty and would receive paymen




UNIVERSITY OF SOUTH ALABAMA
(A Component Unit of the State of Alabama)

Notes to Basic Financial Statements
September 30, 2010 and 2009

The fair values of the embedded investment derivatives are reported as investment assets if the derivatives
are assets or other noncurrent liabilities, depending on the fair values of the derivatives. The change in the
fair market values of the derivatives is reported as a component of investment income in the statements of
revenues, expenses and changes in net assets. At September 30, 2010 and 2009, the fair values of the
derivatives are approximately $(13,327,000) and $(9,983,000) and are included in other long-term
liabilities in the accompanying statements of net assets. For the years ended September 30, 2010 and 2009,
the changes in the fair value of the derivatives were $(3,344,000) and $(3,968,000), respectively.

Fair Value

At September 30, 2010 and 2009, the embedded derivatives had fair values of $(13,327,000) and
$(9,983,000), respectively. The fair values of the embedded derivatives were estimated using the
zero-coupon method. This method calculates the future net settlement payments required by the
instruments, assuming that the current forward rates implied by the yield curve correctly anticipate future
spot interest rates. These payments are then discounted using the spot rates implied by the current yield
curve for hypothetical zero-coupon bonds due on the date of each future net settlement.

Risks Associated with this Transaction

Certain risks are inherent to derivative transactions.

Interest rate risk. Interest rate risk, as a result of rising short-term interest rates causing higher interest rate
payments, is effectively hedged by the University’s fixed rate bonds. If the counterparty exercises its
options, the underlying swaps are expected to effectively hedge the potentially higher payments on VRDNs
as well. The University is also subject to interest rate risk, as a result of changes in long-term interest rates,
which may cause the value of fixed rate bonds or interest rate derivatives to change. If long-term interest
rates fall subsequent to the execution of this transaction, the value of the swaptions will change, with
negative consequences for the University.

Market access risk. This transaction assumes that VRDNSs will be issued as a replacement of the 2004 and
2006 bonds. If the University is unable to issue variable rate bonds after the counterparty exercises its right
under the swaptions, the University would still be required to begin making periodic payments on the
swaps, even though there are no related bonds. Alternatively, the University could choose to liquidate the
swaps, which may create a substantial cash outlay.

Basis risk. If the counterparty exercises its option, there is a risk that the floating payments received under
the swaps will not fully offset the variable rate payments due on the assumed VRDNSs.

Credit risk. Although the underlying swap exposes the University to credit risk should the swap be
executed, the swaption itself does not expose the University to credit risk. If the option is exercised on one
or both issues, the University would begin to make payments on the appropriate notional amount of the
underlying swap contract. In that situation, if the fair value of the swap is positive, the University would be
exposed to credit risk on the swap in the amount of its fair value. As of September 30, 2010 and 2009, the
swap counterparty was rated Aa2 by Moody’s Investors Services and AA by Standard and Poors Rating
Services.
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Termination risk. The University may be required to terminate the swaptions or swaps under certain
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Noncurrent Liabilities

A summary of the University’s noncurrent liability activity for the years ended September 30, 2010 and

2009 follows (in thousands):

2010
Less amounts
Beginning Ending due within Noncurrent
balance Additions Reductions balance one year liabilities
Long-term debt:
Bonds payable and other $ 311,452 32,064 (5,881) 337,635 6,642 330,993
Total long-term debt 311,452 32,064 (5,881) 337,635 6,642 330,993
Other long-term liabilities 70,057 24,809 (13,124) 81,742 12,003 69,739
Total noncurrent
liabilities $ 381,509 56,873 (19,005) 419,377 18,645 400,732
2009
Less amounts
Beginning Ending due within Noncurrent
balance Additions Reductions balance one year liabilities
Long-term debt:
Bonds payable and other $ 314,334 1,998 (4,880) 311,452 5,881 305,571
Capital lease payable 92 — (92) — — —
Total long-term debt 314,426 1,998 (4,972) 311,452 5,881 305,571
Other long-term liabilities 65,470 25,867 (21,280) 70,057 11,246 58,811
Total noncurrent
liabilities $ 379,896 27,865 (26,252) 381,509 17,127 364,382

Other long-term liabilities primarily consist of self-insurance liabilities, liabilities related to compensated
absences, and the fair value of derivatives. Amounts due within one year are included in accounts payable

and accrued liabilities.
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Bonds Payable
Bonds payable consisted of the following at September 30, 2010 and 2009 (in thousands):

2010 2009

University Tuition Revenue Bonds, Series 1999 Current

Interest, 3.70% to 4.35%, payable through

November 2010 $ 3,965 7,565
University Tuition Revenue Bonds, Series 1999

Capital Appreciation, 4.70% to 5.25%, payable

November 2011 through November 2018 35,148 33,443
University Tuition Revenue Refunding and Capital

Improvement Bonds, Series 2004, 2.00% to 5.00%,

payable through March 2024 43,470 44,895
University Tuition Revenue Refunding and Capital

Improvement Bonds, Series 2006, 5.00%, payable

through December 2036 100,000 100,000
University Facilities Revenue and Capital Improvement

Bonds, Series 2008, 3.00% to 5.00%, payable through

August 2038 111,820 112,510
University Facilities Revenue and Capital Improvement
Bond, Series 2010, 3.81%, payable through August 2030 29,750 —
Borrowing arising from swaption, Series 2004 Bonds 1,419 1,278
Borrowing arising from swaption, Series 2006 Bonds 5,002 4,534
330,574 304,225
Plus unamortized premium 7,656 8,005
Less unamortized discount (55) (62)
Less unamortized debt extinguishment costs (540) (716)
$ 337,635 311,452

Substantially all student tuition and fee revenues secure University bonds. Additionally, security for
Series 2008 bonds includes Children’s and Women’s Hospital revenues in an amount not exceeding
$10,000,000. Series 1999 Current Interest Bonds began maturing November 2002, and Capital
Appreciation Bonds mature beginning November 2011. Series 1999 Bonds are not redeemable prior to
maturity. Series 2004 Bonds began maturing in March 2005 and are redeemable beginning in March 2014.
Series 2006 Bonds begin maturing in December 2024 and are redeemable beginning in December 2016.
Series 2008 Bonds began maturing in August 2009 and are redeemable beginning in August 2018. The
Series 2010 Bond begins maturing in August 2011 and is redeemable beginning in February 2020.

In January 2008, the University entered into a synthetic advance refunding of the outstanding Series 2004
and 2006 bonds. This transaction was effected through the sale of two swaptions by the University to a
counterparty. The proceeds from each sale, totaling $9,328,000, consist of two components, a borrowing
and an embedded derivative. The borrowing is included in long-term debt. As a result of this transaction,
the counterparty has the option to force the University to redeem its Series 2004 and 2006 bonds at their
respective redemption dates. See note 5 for a complete description of this transaction.
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Debt Service on Long-Term Obligations

Total debt service by fiscal year is as follows as of September 30, 2010 (in thousands):

Debt service on bonds

Additional
Principal Interest maturity Total
2011 $ 6,404 13,597 (2,506) 17,495
2012 8,033 13,420 (2,488) 18,965
2013 8,377 13,275 (2,440) 19,212
2014 8,654 13,233 (2,224) 19,663
2015 8,926 13,143 (1,986) 20,083
2016 - 2020 59,213 64,730 (3,134) 120,809
2021 - 2025 65,208 53,575 — 118,783
2026 — 2030 66,095 38,001 — 104,096
2031 - 2035 73,014 20,698 — 93,712
2036 — 2038 41,428 3,062 — 44,490
Subtotal 345,352 246,734 (14,778) 577,308
Plus (less):
Additional maturity (14,778)
Unamortized bond premium 7,656
Unamortized bond discount (55)
Unamortized debt extinguishment
costs (540)
Total $ 337,635

The principal amount of debt service due on bonds at September 30, 2010 includes $15,339,000
representing ad