UNIVERSITY OF SOUTH ALABAMA






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

Managemeng Discussion and Analysis (Unaudited)
SeptembeB0, 2012 and 2011

Introduction

The following discussion presents an overview of the financial position and finaogiadies of the University

of South Alabama (th&niversity), including the University of South Alabama Hospitals Kbspitals), a
division of the University, at September 30, 2012 and 201d. for the years then ended. This discussion was
prepared byJniversity management and should be read in conjunction with the financial statements and notes
thereto, which follow.

The basic financial statements of the University consist of the University and its component units. The financial
position and results of operations of the component units are either blended with the Ursvensihcial

position and results of operations or are discretely presented. The treatment of each component unit is governec
by pronouncements issued by the Governmental Accounting Standards Board. Agllsndescribed in notd

to the basic financial statements, the University of South AlabamasBiarial Liability Trust Fund, University

of South Alabama General Liability Trust Fund and USA HealthCare Managemengrelr€portd as blended
component units. The University of South Alabama Foundation, the University of South Alabama Health
Services Foundation, and the USA Research and Technology Corporation are discretely presented.

Financial Highlights

At SeptembeB0, 2012, 201, and 2010the University hd total assets of 5,574,000 $920,197,000, and
$917,157,000, respectively; total liabilities &3k,289,000, $503,301,000, and$,886,000
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Total assets of the University as of Septendfeare as follows:

Total University Assets
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Net assets represent the residual interest in the Universisgets 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 Usivaysityl assets less accumulated
depreciation and outstanding principal balances of the debt attributable to thetiaogussinstruction, or
improvement of those assets.

Restricted nonexpendable net assets consist primarily of the Uni\@gséigmanent endowment funds. While
earnings from these funds may be expended, the corpus may not be expended for any reasorrendimust
intact with the University in perpetuity.

Restricted expendable net assets are subject to externally imposed restrictions governing their use. The funds ar
restricted primarily for debt service, capital projects, student loans, and scholargioigesur

Unrestricted net assets represent those net assets not subject to externally imposed stipulations. Even thougl
these funds are not legally restricted, the majority of the Univissityrestricted net assets have been internally
designated for variess projects, all supporting the missions of the University. These unrestricted net assets
include funds for various academic and research programs, auxiliary operations (including the bookstore, student
housing and dining services), student programs, algpivjects and general operations.
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The Condensed Schedule of Revenues, Expenses, and Changes in Net Assets for the y&apstentde®d0,
2012, 2011and 201Gollows (inthousands):
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tuition and fees charged to students and grants and contracts (federal, state and priva
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University expenses are presented using their naturahsepassifications. A summary of University expenses
for the year ended Septemi3€, 20124s presented below:

Total Expenses

Salaries & benefi
66%
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While the University reports its expenses on a natural expense classification basis, functional classifications
represent expenses categoribadged on the function within the University. Such University functions include
instruction, research, public service, academic support, student services, institutional support, scholarships, and
operation and maintenance of plant. Expenses related tthaguxdnterprise activities and the hospitals are
presented separately. Functional expenE#mation is presented in naté to the basic financial statements.

In 2012, 2011, and 201@pproximately68%, 6 7% and 68%, respectively, of the Universig/total operating
expenss were salaries and benefits. After steady increases from 2003 to @@6@ssand benefits have been
consistent since 2008sfollows:
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For the years ended SeptemB&r 2012, 201, and 2010, the University reported an operafiogs of
approximately$113,105,000, $143,809,000, and $538,000, respectively. g@rating losses are offset partially

by state appropriations, which are reported as nonoperating revenue. After adding state appropriations and othel
nonoperating revenues and expenses, (primarily capital appropriations, capital contributions, and additions to
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endowment) the total change net assets was approximat&ly8,389,000$(2,375,000) and 48,959,000 for
the years ended Septemi3&; 2012, 201, and 2010respeately.

The Hospitals represent a significant portion of total University revenues and expenses and have remained
relatively constant over the pdeur years. Operating hospital revenues and expenses for the lasté¢years
are presented below:

Hospital Operating Revenues and Expenses
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2012 2011 2010 2009 2008 2007 2006 2005 2004 2003
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 wapproximately $74,972,000 2012. During 2012the
Camps Entrance Rtals, Stokes Halland the renovation of the University Bookstarere placed into service.
Significant construction projects that remain in progress at Sept@®b@012include the expansion of
Childreris and Wome's Hospital,Shelby Hall a major renovation of the Student Center and a new Student
Housing Facility Major projects completed and placed into service in fiscal 2000201 lincluded theStudent
Recreation Center, Moulton Tower, the Glass Blowing Studio, a Student DiningtyFacil variousother
smaller projects. At Septemb&0, 2012, the University has outstanding commitments of approximately
$42,236,000 for various capital projects.

In a prior year, the State of Alabama made allocations from state bond issues to thetymivigses amount of
$21,332,000. During 2012, $239,08@s recognized by the University and is rembde a capital appropriation
$4,830,000emains unspent &eptembeB0, 2012.

In January 2012, the University isslg¢he University Facilities Revenue a@ital Improvement Bonds
Series 2012 and 2012B, with a face value of 3,740,000The net proceeds of thebend will be used to
fund the construction of new student housing as well as other construction and capital projaetmaim

campus othe University, the Hospitals and the Mitchell Cancer Institute.

In order to realize debt service savings currently from future debt refunding, in Ja008rythe University
entered into a synthetic advance refing of the outstanding Serig804 and 2006 bonds. This transaction was
effected through the sale of two swaptions by the University to a counterparty and resulted ifrcamt up-
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In that same time period,-Btate tuition per credit hour fiincreased by approximately 198%. The large increase
in 2010is the result of the University burdling of tuition and required fees into a single-peur charge.
Similar increases have been experienced inobstate tuitionand College of Medicine tuition. The trend of
in-state tuiion per credit hour between 2000 and 2@&12s follows:

While enrollment and tuition have both increased in recent years, state appropriations prior tee006
relatively flat. However, in the 2008, 2007 and 2006 fiscal years, the University experienced increases of 16%,
19% and 17%, respectively, or approziely $19,349,000, $19,185,000 and $14,581,000, respectively, in its
state appropriation. These increases were unusually high. For the 2009 fiscal year, the Usigggsitgl state
appropriation decreased 12.8% or approximately $17,882,000. Addiioimalbecembe008 the Governor of
Alabama announced proration of 9%, or approximately $10,967,000; dnaty@009, the Governor announced
additional proration of 2%, or approximately $2,437,000. Therefore, the total decrease in the 2009 state
appropridion was approximately $31,286,000 to $108,451,000, or 22.4% lower than in 2008.

A state appropriation in the amount of approximately $108,28608€ authorized for the year ended
SeptembeB0O, 20D. In SeptembeR009, the Governor announced proration of%/].5or approximately
$8,264,000 and in Septembe&2010, the Governor announced additional proration%f @r approximately
$2,162,000 Therefore, the total decrease from the original authorized 2Qate appropriation was
approximately $10,426,000 $97,860,000, or 9.6% lower than the original appropriation9a8f lower than
actual 209 amounts received.

A state appropriation in the amount of approximately $105,639,000 was authorized and received for the year
ended September 30, 2012.

A stateappropriation in the amount of approximately $101,295,000 has been authorized for the year ending
September 30, 2013 his represents a $4,096,000 decrease from the fiscal 2012 appropriation rabtiived.
no announcement has been made, the University is aware that reductions in its 2013 appropriation are possible.
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The tenyear trend of state appropriations for the University is as follows:

etk

In addition to state appropriations, the University is subject to declines in general economic conditions in the
United States and, specifically, the State of Alabama. Declines in financial markets over the past few years have
had a significant impact on the value of the Universisndowment. While financial markets were relatively flat

over the past two years, fuethweakening of the economy could have a potential further negative impact on the
University s enroliment, extramural funding, endowment performance, and health care operations.

In early 2009, ARRA was passed by Congress and signed into law by the RreAglen result of this
legislation, the Universitwasawardedandreceivedapproximately $10,769,000 in ba2010 and 2011 through
the U.S. Department of Educatios State Fiscal Stabilization Fund Program. No additional ARR/A $iatal
Stabilization funds were received in 2012, nor aricipatedn 2013.Additional funding wasavailable through
the competitive grant process from various federal agencies. 3sppémbeB0, 2012, the University had been
awarded ARRA grants totaling approximately $51,097,000.

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 opratiors during fiscal year 2018eyond those unknown variables having a global effect on virtually

all types of business operations.

Requests for Information

These basic financial statements are designed to prawgéeeral overview of the University of SoutlaBama

and its component units’ financial activities and to demonstrate the University’s accountability. Questions
concerning any of the information provided in this report or requests for additional information should be
addressed to Mr. MWayne Davis; \We-President for Financial Affairs; University of South Alabama —
Room170; Mobile, Alabama 36688. These basic financial statements can be obtained from our website at
http:www.southalabama.edu/financialaffairs/businessoffice/statements.html
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In our opinion, based on our audits and the report of other auditors, the financial statements referred to
above present fairly, in all
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USA RESEARCH AND TECHNOLOGY CORPORATION
(Discretely Presented Component Unit)

Statements of Net Assets
September 30, 2012 and 2011

(In thousands)

2012 2011
Assets:
Current assets:
Unrestricted cash and cash equivalents $ 1,487 1,072
Restricted cash and cash equivalents 253 594
Investments — 225
Rent receivable 268 237
Grant receivable — 277
Prepaid expenses and other current assets 4 7
Total current assets 2,012 2,412
Noncurrent assets:
Intangible assets, net 145 177
Capital assets, net 25,242 26,055
Total noncurrent assets 25,387 26,232
Deferred outflows 4,889 4,629
Total assets and deferred outflows 32,288 33,273
Liabilities:
Current liabilities:
Deposits, other current liabilities, and accrued expenses 195 314
Payable to University of South Alabama 12 —
Deferred rent income 400 395
Current portion of notes payable 946 881
Total current liabilities 1,553 1,590
Noncurrent liabilities:
Notes payable, excluding current portion 24,287 25,233
Interest rate swap 4,889 4,629
Total noncurrent liabilities 29,176 29,862
Total liabilities 30,729 31,452
Net assets:
Invested in capital assets, net of related debt 311 447
Unrestricted 1,248 1,374
Total net assets $ 1,559 1,821

See accompanying notes to basic financial statements.

18



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, 2012 and 2011

(In thousands)

2012 2011
Operating revenues:
Tuition and fees (net of scholarship allowances of $29,770 and $29,025) 88,299 81,557
Net patient service revenue 247,802 227,039
Federal grants and contracts 20,573 22,851
State grants and contracts 6,292 5,955
Private grants and contracts 49,583 50,974
Auxiliary enterprises (net of scholarship allowances of $873 and $871) 17,878 15,867
Other operating revenues 38,701 31,923
Total operating revenues 469,128 436,166
Operating expenses:
Salaries and benefits 396,170 390,002
Supplies and other services 134,841 136,749
Scholarships and fellowships 6,272 6,690
Utilities 14,554 14,480
Depreciation and amortization 30,396 32,054
Total operating expenses 582,233 579,975
Operating loss (113,105) (143,809)
Nonoperating revenues (expenses):
State appropriations 105,639 96,948
State appropriated — ARRA funds — 10,769
Investment income (loss) 14,561 (6,335)
Interest expense (13,775) (14,128)
Other nonoperating revenues 32,996 31,927
Other nonoperating expenses (7,024) (4,424)
Net nonoperating revenues 132,397 114,757
Income (loss) before capital appropriations, capital
contributions and grants, and additions to endowment 19,292 (29,052)
Capital appropriations 239 20
Capital contributions and grants 15,103 23,247
Additions to endowment 3,755 3,410
Change in net assets 38,389 (2,375)
Net assets:
Beginning of year 416,896 419,271
End of year $ 455,285 416,896

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, 2012

(In thousands)

Temporarily Permanently
Unrestricted restricted restricted Total
Revenues, gains, and other support:

Net realized and unrealized

gains on investments $ 5,513 768 — 6,281
Rents, royalties and timber sales 4,255 — 18 4,273
Interest and dividends 611 1,230 7 1,848
Gifts — — 195 195
Other income 5 — — 5
Required match of donor contributions (100) — 100 —
Interfund interest (88) 88 — —
Transfer (864) 864 — —
Net assets released from program

restrictions 1,456 (1,456) — —

Total revenues, gains, and
other support 10,788 1,494 320 12,602
Expenditures:

Program services:

Faculty support 2,307 — — 2,307

Scholarships 1,023 — — 1,023

Other 1,096 — — 1,096

Total program service
expenditures 4,426 — — 4,426

Management and general 1,653 — — 1,653
Other investment expense 1,638 — — 1,638
Depletion expense 4,135 — — 4,135
Depreciation expense 77 — — 77
Interest expense 408 — — 408

Total expenditures

20
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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, 2012 and 2011

(In thousands)

2012 2011
Operating revenues $ 4,003 4,041
Operating expenses:
Building management and operating expenses 1,367 1,119

23



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

Statements of Cash Flows
Years ended September 30, 2012 and 2011
(In thousands)

2012 2011
Cash flows from operating activities:
Receipts related to tuition and fees $ 89,347 83,753
Receipts from and on behalf of patients and third-party payers 253,766 225,158
Receipts from grants and contracts 73,694 79,165
Receipts related to auxiliary enterprises 17,995 17,041
Payments to suppliers and vendors (161,308) (127,826)
Payments to employees and related benefits (383,158) (408,644)
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UNIVERSITY OF SOUTH ALABAMA
(A Component Unit of the State of Alabama)

Notes to Basic Financial Statements
SeptembeB0, 2012 and 2011

Summary of Significant Accounting Policies

(@)

Reporting Entity

The accompanying basic financial statements present the financial position and activities of the
University of South Alabama (tHéniversity), which is a component unit of the State of Alabama.

The financial statements of the University are intended to present the financial position, changes in
financial position and, where applicable, cash flows of only that portion of the basic financial
statements and the aggregate discretely presented component units of the State of Alabama that is
attributable to the transactions of the University.

The financial reporting entity, as defined by Governmental Accounting Standards Board (GASB)
Statement Nol4, The Financial Reporting Entityand amended by GAS8tatement Na39,
Determning Whether Certain Organizations Are Component Unitsnsists of the primary
government and all of its component units. Component units are legally separate organizations for
which the primary government is financially accountable and other organgdtorwhich the

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

Notes to Basic Financial Statements
SeptembeB0, 2012 and 2011

private grants and contracts in the accompanying statemerdgsenfues, expenses, and changes in

net assets of the University. The USAHSF presents its financial statements in accordance with
standards issued by the FASB. The statements of financial position and the statements of operations
and changes in unrestridt@et assets for the USAHSF for the years er@mtember 30, 2012 and

2011 are discretely presented following the statements of net assets and statements of revenues,
expenses, and changes in net assets of the University.

USA Research and Technology Comation

The Corporation is a ndor-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@ the Universitys 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 inrdeoce with GASB. The

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

Notes to Basic Financial Statements
SeptembeB0, 2012 and 2011

(p) Classification ofNet Assets

The Universitys net assets are classified as follows:
Invested in capital assets, net of related dedflect the Universitys total investment in capital
assets, net of outstanding debt obligations related to those capital assets. To the extent debt has beer

incurred but not yet expended for capital assets, such debt is excluded from the calculation of
invested in capital assets, net of related debt.
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UNIVERSITY OF SOUTH ALABAMA
(A Component Unit of the State of Alabama)

Notes to Basic Financial Statements
SeptembeB0, 2012 and 2011

the University determines to be prudent for the purposes for which the endowment dand w
established. The University endowment spending policy provides that 5% of the {yezae
invested net asset moving average value (inclusive of net realized and unrealized gains and losses),
as measured at SeptemBér is available annually for spending. The Universityolicy is to retain

the endowment net interest and dividend income and net realized and unrealized appreciation with
the endowment after distributions allowed by the spending policy have been made. These amounts,
unless otherwisdirected by the donor, are included in restricted, expendable net assets.

Classification of Revenues

The University has classified its revenues as either operating or nonoperating revenues.

Operating revenues include activities that have the characeridtexchange transactions such as

32 (Continued)



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

Notes to Basic Financial Statements
SeptembeB0, 2012 and 2011

rendered and such amounts are adjusted in future periods, as adjustments become known or as year:
are no longer subject to such audits, reviews and investigations.

The Centers for Medicare and Medicaid Services (CMS) have implemented provisitims of
American Recovery and Reinvestment Act of 2009 that provide incentive payments for the
meaningful use of certified electronic health record (EHR) technology. CMS has defined meaningful
use as meeting certain objectives andhicdil quality measures based on current and updated
technology capabilities over predetermined reporting periods as established by CMS. The Medicare
EHR incentive program provides annual incentive payments to eligible professionals, eligible
hospitals, andcritical access hospitals, as defined, that are meaningful users of certified EHR
technology. The Medicai@#HR incentive program provides annual incentive payments to eligible
professionals and hospitals for efforts to adopt, implement, and meaningfully use certified EHR
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(2) Income Taxes
The Uni
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UNIVERSITY OF SOUTH ALABAMA
(A Component Unit of the State of Alabama)

Notes to Basic Financial Statements
SeptembeB0, 2012 and 2011

Investmentincome was comprised of the following for the years ended Bne2012and 201
(in thousands):

2012 2011

Unrealized gains $ 5,840 24,043
Realized gains 441 1,045
Timber sales 3,473 3,351
Interest and dividends 1,848 1,813
Rents 602 614
Royalties 198 206

$ 12,402 31,072

Investmentrelated expenses in the amount of $244 800 $238,000, respectively, are included in
the USA Foundatiols management and general expenses in the accompanyifga201201
consolidated statements of activities and changes in net assets.

Real estatatJune 30, 202 and 201 Iconsistedf the following property held (ithousands):

2012 2011
Land and land improvements — held for investment  $ 29,913 26,816
Building and building improvements —
held for investment, net of depreciation 1,127 1,157
$ 31,040 27,973

Timber and mineral properties are stated at fair market value. Depletion of mineral properties is
recognized over the remaining producing lives of the properties based on total estimated production
and current period production. Depletion of timber properties is recognized on a specific

identification basis as timber rights are sold or on a unit basis for sales made on that basis.
Reforestation costs consisting of site preparation and planting of seedlings are capitalized.

Investments atlune30, 2012

38 (Continued)



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

Notes to Basic Financial Statements
SeptembeB0, 2012 and 2011

investments in exchangeded equity securities with a readily determinable market price. Other
observable values are fair value measurements derived either directly or indirectly from quoted
market pricegLevel 2) Investments that are not traded on an active exchange and do not have a
guoted market price are classified as unobseryakeleel 3). The Foundation
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Notes to Basic Financial Statements
SeptembeB0, 2012 and 2011
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UNIVERSITY OF SOUTH ALABAMA
(A Component Unit of the State of Alabama)

Notes to Basic Financial Statements
SeptembeB0, 2012 and 2011

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 contrast 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 payments based on 68% of-the one
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UNIVERSITY OF SOUTH ALABAMA
(A Component Unit of the State of Alabama)

Notes to Basic Financial Statements
SeptembeB0, 2012 and 2011

instrumentsassuming that the current forward rates implied by the yield curve correcthypatgtititure
spot interest rate§’hese payments are then discounted using the spot rates implied by the current yield
curve for hypothetical zeroeupon bonds due on the date of each future net settlement.
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UNIVERSITY OF SOUTH ALABAMA
(A Component Unit of the State of Alabama)

Notes to Basic Financial Statements
SeptembeB0, 2012 and 2011

(6) Capital Assets
(@) University of South Alabama

A summary of the Universitg capital asset activity for the year ended SepteBie2012follows

(in thousands):
Beginning Ending
balance Additions Transfers Reductions balance
Capital assets not being
depreciated:
Land and other $ 25,341 188 — 1) 25,528
Construction-in-progress 88,128 61,556 (29,921) — 119,763
113,469 61,744 (29,921) (1) 145,291
Capital assets being depreciated:
Land improvements 27,112 426 3,728 (10) 31,256
Buildings, fixed equipment,
and infrastructure 512,428 3,375 25,313 (1,998) 539,118
Other equipment 129,741 6,458 880 (3,989) 133,090
Library materials 51,687 2,969 — — 54,656
720,968 13,228 29,921 (5,997) 758,120
Less accumulated depreciation for:
Land improvements (15,372) (1,226) — 10 (16,588)
Buildings, fixed equipment,
and infrastructure (194,925) (15,082) — 1,508 (208,499)
Other equipment (96,577) (11,366) — 3,859 (104,084)
Library materials (38,532) (2,509) — — (41,041)
(345,406) (30,183) — 5,377 (370,212)
Capital assets being
depreciated, net 375,562 (16,955) 29,921 (620) 387,908
Capital assets, net $ 489,031 44,789 — (621) 533,199

At SeptembeB0, 2012
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UNIVERSITY OF SOUTH ALABAMA
(A Component Unit of the State of Alabama)

Notes to Basic Financial Statements
SeptembeB0, 2012 and 2011

(7)
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UNIVERSITY OF SOUTH ALABAMA
(A Component Unit of the State of Alabama)

Notes to Basic Financial Statements
SeptembeB0, 2012 and 2011

(8) Bonds Payable
Bonds payable consisted of the following at September 30, 2012 and 2€idu§ands):

2012 2011

University Tuition Revenue Bonds, Series 1999
Capital Appreciation, 4.70% to 5.25%, payable
November 2011 through November 2018 $ 34,398 36,941

University Tuition Revenue Refunding and Capital
Improvement Bonds, Series 2004, 2.00% to 5.00%,
payable through March 2024 42,250 42,785

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 108,850 111,060
University Facilities Revenue and Capital Improvement

Bond, Series 2010, 3.81%, payable through August 2030 27,718 28,756
University Facilities Revenue Capital Improvement Bond,

Series 2012-A, 2.92% payable through August 2032 25,000 —
University Facilities Revenue Capital Improvement Bond,

Series 2012-B, 2.14% payable through August 2018 7,740 —
Borrowing arising from swaption, Series 2004 Bonds 1,571 1,494
Borrowing arising from swaption, Series 2006 Bonds 5,587 5,286

353,114 326,322

Plus unamortized premium 6,958 7,307
Less unaccreted discount (42) (49)
Less unamortized debt extinguishment costs (331) (436)
$ 359,699 333,144

Substantlly all student tuition and fee revenues secure University bonds. Additionally, security for
Series 2008 bonds includes Childerand Womers Hospital revenues in an amount not exceeding
$10,000,000. Seriek999 Current Interest Bonds began maturing Nover2®@2, and Capital
Appreciation Bonds began maturiimg November2011. Serie4999 Bonds are not redaable prior to
maturity. Serie2004 Bonds began maturing in Ma2®05 and are redeemable beginning in M&@h4.
Series 2006 Bonds begin mahgiin Decembe024 and are redeemable beginning in Decer®0&6.
Series 2008 Bonds began maturing in Aug®9 and are redeemable beginning in AugustDece
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UNIVERSITY OF SOUTH ALABAMA
(A Component Unit of the State of Alabama)

Notes to Basic Financial Statements
SeptembeB0, 2012 and 2011

the counterparty has the option to force the University to redeereriess2004 and 2006 bonds at their
respective redemption dates. See note 5 for a complete description of this transaction.

During the years ended September 30, 2012 and 2011, the maturity value of the Capital Appreciation
Bonds increased $1,708,008nd 4,793,000, respectively, over the original principal amount of
$19,810,000, reflecting accretion of interest.

Approximately $16,801,000f proceeds from the issuancetbé& Serie008 mndsremained unspent at
SeptembeBO, 2012
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Debt Service on LongTerm Obligations

Total debt servicey fiscal year is akllows as of Septembe30, 2012in thousands):
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reimbuisement programs represent the difference between the Hdshillitgs at established rates for
services and amounts reimbursed by tipiadty payers.

A summary of the basisf reimbursement with majéahird party payers follows:

Medicare —Substantially all acuteare services rendered to Medicare program beneficiaries are paid at
prospectively determined rates. These rates vary according to patient classification systems that are based
on clinical, diagnostic, and other factors. Additidyathe Hospitals are reimbursed for both direct and
indirect medical education costs (as defined), principally based eregident prospective payment
amounts and certain adjustments to prospectivepestdischarge operating reimbursement payments. The
Hospitals generally are reimbursed for certain retroactively settled items at tentative rates, with final
settlement determined after submission of annual cost reports by the Hospitals and audits by the Medicare
fiscalintermediary. The cost report fdre USA Medical Center has been audited and settled through 2009.
The cost report for USA Children’s and Women’s Hospital has been audited and settled through 2010.
Revenue from the Medicare program accounted for approximately 13% &naflthe Hospitals net

patient service revenue for the years erfSiegtember 30, 2012 and 2011, respectively.

Blue Cross— Inpatient services rendered to Blue Cross subscribers are paid at a prospectively determined
per diem rate. Outpatient services are reimbursed under a cost reimbursement methodology. For outpatient
services, the Hospitals are reimbursed at a tentative rate with final settlement determined after submission
of annual cost reports by the Hospitals and audits thereof by Blue Cross. The Hospitals
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The composition of net patient service revenue for the years ended September 30, 2012 tolld\2611
(in thousands):

2012 2011
Gross patient service revenue $ 547,824 467,388
Less provision for contractual and other adjustments (221,339) (178,282)
Less provision for bad debts (78,683) (62,067)
$ 247,802 227,039

Changes in estimates related to prmwst reporting periods resulted Bn increase (decreasef
approximately$2,272,000and $(14,000)in net patient service revenue for the years ended Sept&Mber
2012 and 2011, respectively.

Hospital Lease

In fiscal 2006, the University and Infirmaryeldlth System, Inc. (the Infirmary) entered into a Lease
Agreement (the Lease) in which the University agreed to lease certain land, buildings and equipment used
in connection with the operation of its USA Knollwood Hospital campus to the Infirmary. Tée ikea
effective through MarcR056 with an automatic renewal, for an additional foityeyears, through
March2105; and may be canceled by the Infirmary after the initiatyiigr term. Upon the expiration or
termination of the lease, the assets, alitg responsibility for the operation of such assets, will revert to

the University and the University will pay the Infirmary, at fair market value, for any capital improvements
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X Years eight through twelve of the initial lease teril,250,000 annually
X Years thirteen through seventeen of the initial leaseteb500,000 annually

X  Years eighteen through thirtwo of the initial leas term— The monthly payment will be the
remaining unpaid balance of the lease payments amortized over years sixteen through thirty using an
interest rate calculated from the immediately previougels monthly average of the g@ar state
and local tax xempt general obligation bond issues as determined by the United States Federal
Reserve System. The remaining unpaid balance at the end of year fifteen, $17,401,000, is derived by
taking the initial unpaid balance of rent due after the partial lease prepgy$25,000,000 plus
accrued interest at an annual rate of 3.75%, less monthly lease payments.

X Yearsthirty-three through fifty of the initial lease term — $1 annually

x  Yearfifty-one through ninetytine of the extended lease tes#1 annually

For reporing purposes, management assumed that the interest rate utilized in years sixteen through thirty
would remain at 3.75%. This assumption will be reviewed, and amortization schedules adjusted, if
necessary, when the actual interest rate is determined.

In order to properly report this transaction, the University has bifurcated the lease into an equipment
component and a real property component, @sired by FASBStatement Nal3, based on the appraised

fair value of each such component. The financial congiidms of the lease are then applied to, and the
accounting treatment is determined for, each component based on this bifurcation.

The equipment component of the lease is considered a capital leasdy(salkEsse) and as such the
current portion of theeceivable has been recorded as a capital lease receivable in other current assets and
the noncurrent portion has been recorded in other noncurrent assets in the accompanying basic financial
statements of the University. The capital equipment leaserig beiortized through fiscal 2088 a fixed

rate of3.7%%. Future receipts from this capital lease are expected as follows:

Year ending September 30:

2013 $ 298,000
298,000

Less amounts representing interest (3,000)
Total capital lease receivable$ 295,000

The component of the lease attributable to land and buildings is considered an operating lease. As such,
lease revenue will be recorded as it is earned over the mimetyear lease term (tHdty -year initial term

and the fortynine year automatic renewal term). The expected total lease payments to be received over the

next twentysevenyears are approxiately $2,939,000. These total receipts will be recognized as revenue

in the amount of approximately $485,000 annually. Payments received in excess of this amount, along with

cash and other consideration already received in the amount of $5,602,00@, adaferred and amortized

over the ninetynineyear lease term.
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As mote fully discussed in not&7, on October 15, 2012, the Infirmary publically announced the closing of
Mobile Infirmary West (formerly USA Knollwood Hospital), effective October 31, 2@u2rently, the
University has received no formal notice from the Infirmary as to its intent with respect to the lease and, as
such, the ultimate impact on the financial statements of the University hgastheen determined.

(11) Employee Benefits

(@)

Retirementand Pension Plans

Employees of the University are covered by two pension plans: a cost sharing renhibbger
defined benefit pension plan administered by the Tedch&trement System of the State of
Alabama (TRS), and a defined contribution pension plan.

Permanent employees of the University participate in TRS, a public retirement system created by an
act of the State Legislature, with benefit provisions established by the Code of Alabama.
Responsibility for general administration and operation ®fTtRS is vested in the Board of Control
(currently 14members Benefits fully vest after 1Qears of fulltime, permanent employment.
Vested employees may retire with fbiénefits at age 60 or after 25 years of service. Participating
retirees may eleche maximum benefit, or may choose among four other monthly benefit options.
Under the maximum benefit, participants are allowed 2.0125% of their average final salary (average
of three highest years of annual compensation during the last ten years &) derveach year of
service. The TRS issues a publicly available financial report that includes financial statements and
required supplementary information. That report may be obtained by writing to the Retirement
Systems of Alabama, P.O. Box 302150, Mamgry, Alabama 36132150, or by calling (334)
8324140.

Prior to October 1, 2011)lamployees covered by this retirement plan were requiredrtribute

5% of their eligible earnings to TRE&ffective October 1, 2011, the required employee contribution
was increased to 7.25% of their eligible earnidgsactuary employed by the TRS Board of Control
establishes the employeratching amount annually. During 2012, 2Cdnd 2010, the University
made total contributions of $23,381,000, $31,420,000, and2%$3200(100% of the required
contributions), respectively, to TRS on behalf of participants, which represgdtisl2.526, and
12.51%, respectively, of each particigantigross earnings. The Universgypayroll for all
employees was approximatel268,684,00(and £86,504,000n 2012and 2A1, respectively. The
LLC’s payroll for all employees was approximately $43,479,000 and $14,817,000 in 2012 and 2011
respectively Total payroll for University employees participating in the Teach