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The following discussion presents an overview of the financial position and financial activities of the University
of South Alabama (the University), including the University of South Alabama Hospitals (the Hospitals), a
division of the University, at September 30, 2006 and 2005 and for the years then ended. This discussion was
prepared by University 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 University’s financial
position and results of operations or are discretely presented. The treatment of each component unit is governed
by pronouncements issued by the Governmental Accounting Standards Board. As more fully described in
footnote number one to the basic financial statements, the University of South Alabama Professional Liability
Trust Fund and the University of South Alabama General Liability Trust Fund are reported as blended
component units. The University of South Alabama Foundation and the University of South Alabama Health
Services Foundation are discretely presented.

Froyt e I?[gHrg}tls

At September 30, 2006, 2005 and 2004, the University has total assets of $546,150,000, $485,986,000, and
$460,180,000, respectively; total liabilities of $234,792,000, $230,030,000, and $226,070,000, respectively; and
net assets of $311,358,000, $255,956,000, and $234,110,000, respectively. University net assets increased
$55,402,000 during the year ended September 30, 2006 compared to increases of $21,846,000 and $15,918,000
in the years ended September 30, 2005 and 2004, respectively.

An overview of each statement is presented herein along with a financial analysis of the transactions impacting
each statement. Where appropriate, comparative financial information is presented to assist in the understanding
of this analysis.
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Statement of Net Assets

The statement of net assets presents the assets, liabilities, and net assets of the University at September 30, 2006
and 2005. The net assets are displayed in three parts: invested in capital assets, net of related debt, restricted and
unrestricted. Restricted net assets may either be expendable or nonexpendable and are those assets that are
restricted by law or external donor. Unrestricted net assets, while they are generally designated for specific
purposes, are available for use by the University to meet current expenses for any purpose. The statement of net
assets, along with all of the University’s basic financial statements, are prepared under the economic resources
measurement 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 hospital patient accounts receivable. Of these amounts,
cash and cash equivalents, investments, and accounts receivable comprise approximately 16%, 57%, and 24%
respectively, of current assets at September 30, 2006. Noncurrent assets at September 30, 2006 consist primarily
of capital assets.
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Total assets of the University as of September 30 are as follows:
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Noncurrent liabilities consist primarily of bonded indebtedness and notes payable. Long-term debt decreased
from $127,133,000 to $122,470,000 between September 30, 2005 and 2006 primarily as a result of a repayment
of principal on notes and bonds payable. A similar decrease occurred between 2004 and 2005. Other noncurrent
liabilities increased to $48,240,000 at September 30, 2006 primarily as a result of deferred revenue recorded as
part of the lease transaction with Infirmary Health System, Inc.

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
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Net assets of the University for the last four years are as follows:
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Net assets invested in capital assets, net of related debt, increased approximately $9,837,000 between
September 30, 2005 to 2006. This increase was due primarily to an increase in construction activity and the
repayment of principal on notes and bonds payable. Restricted expendable net assets increased to $25,966,000 at
September 30, 2006 primarily due to restricted non-endowed gift activity primarily related to the Mitchell Cancer
Institute. Unrestricted net assets increased from $105,946,000 to $135,138,000 between 2005 and 2006 primarily
as the result of increases in state appropriations and unrestricted gifts.
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Changes in total University net assets as reported in the statement of net assets are based on the activity presented
in the statement of revenues, expenses, and changes in net assets. The purpose of this statement is to present the
change in net assets resulting from revenues earned by the University, both operating and nonoperating, and the
expenses incurred by the University, both operating and nonoperating, as well as any other revenues, expenses,
gains, and losses earned or incurred by the University.

Generally, operating revenues have the characteristics of exchange transactions and are received or accrued for
providing goods and services to the various customers and constituencies of the University. These include
hospital patient care services, tuition and fees (net of scholarship discounts and allowances), most noncapital
grants and contracts and revenues from auxiliary activities and sales and services of education activities
(primarily athletic activities). Operating expenses are those expenses paid or incurred to acquire or produce the
goods and services provided in return for the operating revenues, and to carry out the mission of the University.

Nonoperating revenues have the characteristics of nonexchange transactions and are revenues generally earned
for which goods and services are not provided, such as investment income, capital appropriations, gifts and other
contributions. State appropriations are required by the Governmental Accounting Standards Board to be
classified as nonoperating revenues. Nonoperating expenses are those expenses required in the operation and
administration of the University, but not directly incurred to acquire or produce the goods and services provided
in the return for operating revenues. Such nonoperating expenses include interest on the University’s
indebtedness and losses related to the disposition of capital assets.
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Further, other nonoperating revenues increased from approximately $9,238,000 in 2005 to $30,263,000 in 2006
primarily due to significant increases in gift revenue, including major gifts to the Mitchell Cancer Institute.
Financial market conditions have resulted in significant increases in investment income from $3,789,000 in 2004
to $7,121,000 in 2005 and $9,418,000 in 2006.

University expenses are presented using their natural expense classifications. A summary of University expenses
for the year ended September 30, 2006 is presented below.

0% E ¥ 8%

Salaries & benefits
68%

Interest and other non-
operating
1%

Supplies & other services
23%

Depreciation Scholarships & fellowships
4% Utilities 1%
3%

While the University reports its expenses on a natural expense classification basis, functional classifications
represent expenses categorized based 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 to auxiliary enterprise activities and the hospitals are
presented separately. Functional expense information is presented in footnote 15 to the basic financial statements.

7 (Continued)
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In 2006, 2005 and 2004, approximately 69%, 69%, and 68%, respectively, of the University’s total operating
expenses were salaries and benefits. Salaries and benefits have steadily increased over the last five years,
resulting primarily from increases in salary rates to faculty and staff, as shown below:
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The Hospitals represent approximately half of total University revenues and expenses, which have remained
relatively constant over the past four years. Operating hospital revenues and expenses for the last four fiscal years
have not changed significantly and are presented below:
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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.

C g+ Ass P! A d AP
Total capital asset additions for the University were approximately $37,000,000, $33,000,000 and $23,000,000
during the years ended September 30, 2006, 2005 and 2004, respectively. Significant capital asset additions in
fiscal 2006 include the completion of Meisler Hall (Student Services Building), significant construction-in-
progress related to the Mitchell Cancer Institute and numerous ongoing construction projects at the University
and Hospitals. Significant projects in fiscal 2004 and 2005 included Buildings | and Il in the USA Research Park,
JagTran (the campus shuttle system) and ongoing projects. In 2004, the initial building of the USA Technology
and Research Park was sold to the USA Research and Technology Corporation and a former dormitory located at

1500 Government Street was sold to an unrelated party. The total proceeds from these sales were approximately
$11,900,000. At September 30, 2006, the University helan2 Tw teme.9 (ars /0l-)8.8 eurnmen Tw 0 .8 (IA3

In December 2005, the University and Infirmary Health System, Inc.
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Also during 2006, the University sold thirty-two lots in the Hillsdale area of campus to a third party, recognizing
a gain on the disposal of approximately $350,000.

No significant new long-term debt was issued during 2006 and 2005. During 2004, the University issued its
University Tuition Revenue Refunding and Capital Improvement Bonds, Series 2004, with a face value of
$51,080,000. The proceeds from the issuance of the bonds, issued at a premium of approximately $2,300,000,
were used to refund the Hospital and Auxiliary Revenue Refunding Bonds, Series 1993 ($21,790,000).
Remaining amounts are being used to fund construction and other capital improvements at the University.

During the years ended September 30, 2006 and 2005, the University’s bond credit rating was unchanged at
Moody’s A2. The University bond credit rating was upgraded in 2004.
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While enrollment and tuition have both increased in recent years, state appropriations have historically been
relatively flat. However, in 2006, the University experienced an increase of 17%, or approximately $14,581,000,
in state appropriations. A similar increase has been approved and is expected for the 2007 budget year.
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The Board of Trustees
University of South Alabama:

We have audited the accompanying basic financial statements of the University of South Alabama, a
component unit of the State of Alabama, (the University) and its aggregate discretely presented component
units as of and for the years ended September 30, 2006 and 2005, as listed in the table of contents. These
financial statements are the responsibility of the University’s management. Our responsibility is to express
opinions on these financial statements based on our audits. We did not audit the 2006 and 2005
consolidated financial statements of the University of South Alabama Foundation, which represents 91%,
100% and 44%, respectively, of the 2006 assets, net assets and revenues of the aggregate discretely
presented component units and 91%, 100% and 22%, respectively, of the 2005 assets, net assets and
revenues of the aggregate discretely presented component units. Those financial statements were audited
by other auditors whose report thereon has been furnished to us, and our opinion, insofar as it relates to the
amounts included for the University of South Alabama Foundation, is based on the report of the other
auditors.

We conducted our audits in accordance with auditing standards generally accepted in the Unlted States of
America and the standards applicable to financial audits contained m- P eﬂ A il S, n. s

issued by the Comptroller General of the United States. Those standards require that Wedplan and p%’rfgrm
the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes consideration of internal control over financial reporting as a basis for
designing audit procedures that are appropriate in the circumstances, but not for the purpose of expressing
an opinion on the effectiveness of the University’s internal control over financial reporting. Accordingly,
we express no such opinion. The financial statements of the University of South Alabama Foundation, the



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, 2006 and 2005, 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.

In accordance witly 02,7 e rg A qin § n we have also issued our report dated November 10,
2006, on our consideration of the L]nlversﬂ/ S |nférnal 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 reportmg or on compliance. That report is an integral part of an audit performed in
accordance wﬁ@ 0N e q A », Ty S, n ,da and should be considered in assessing the results of our
audit. ‘

The management’s discussion and analysis on pages 1 through 10 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 conducted 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, 2006 is presented for purposes of addltlonal anaIyS|s as
required by U.S. Office of Management and Budget Circular A-133, 4 S, e, 5 o oene q\

Rk on-. FiOg N 50 vor . The schedule of Expenditures of Federaf Awards has beeh subjected to the
alfdltlng 6ocedures applled in the audit of the 2006 basic financial statements and, in our opinion, is fairly
stated in the all material respects in relation to the 2006 basic financial statements taken as a whole.

S =T

November 10, 2006

12 (Continued)






Cash and cash equivalents

Investments:

Securities, at fair value
Timber and mineral properties

Real estate

Accounts receivable

Other assets
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Consolidated Statements of Financial Position

2006 2005
1,967 1,920
121,762 118,405
148,863 141,954
18,405 17,256
91 420
286 282
291,374 280,237
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(Dlscrajtely Presented Com tht)
Statements of Financial Position

September 30, 2006 and 2005
(In thousands)

As &5 2005 20053
Current assets:

Cash and cash equivalents $ 957 243
Investments — 1,099

Patient accounts receivable (net of allowance for uncollectible
accounts of approximately $5,844 and $5,038) 9,519 10,465
Other current assets 1,274 1,196
Total current assets 11,750 13,003
Assets limited as to use, held by trustee 15,145 12,165
Property and equipment, net 1,904 1,287
Total assets $ 28,799 26,455

S Pag Nt Asas
Current liabilities:

Accounts payable $ 1,550 1,298
Accrued payroll 87 178
Current portion of notes payable 865 838
Current portion of obligation under capital lease 47 52
Due to affiliates 8,512 9,223
Total current liabilities 11,061 11,589

Notes payable, less current portion 1,505 2,370
Obligation under capital lease, less current portion — 47
Estimated professional liability costs 15,145 12,165
Total liabilities 27,711 26,171

Unrestricted net assets 1,088 284
Total liabilities and net assets $ 28,799 26,455

See accompanying notes to financial statements.
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Consolidated Statement of Activities and Changes in Net Assets

Year ended June 30, 2006
(In thousands)
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Revenues, gains, and other support:
Net realized and unrealized gains
(losses) on investments $ 29,593 4,998 (642) 33,949
Rents, royalties and timber sales 15,952 — 120 16,072
Interest and dividends 2,188 352 3 2,543
Gifts — 259 339 598
Required match of donor contributions (252) — 252 —
Interfund interest (4,869) 4,869 — —
Net assets released from program
restrictions 4,688 (4,688) — —
Total revenues, gains, and
other support 47,300 5,790 72 53,162
Expenditures:
Program services:
Faculty support 2,550 — — 2,550
Scholarships 1,032 — — 1,032
Other 2,492 — — 2,492
Total program service
expenditures 6,074 — — 6,074
Management and general 2,161 — — 2,161
Other investment expense 1,368 — — 1,368
Interest expense 449 — — 449
Depreciation and depletion expense 18,309 — — 18,309
Total expenditures 28,361 — — 28,361
Increase in net assets 18,939 5,790 72 24,801
Net assets — beginning of year 58,266 43,089 164,346 265,701
Net assets — end of year $ 77,205 48,879 164,418 290,502

See accompanying notes to financial statements.
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Consolidated Statement of Activities and Changes in Net Assets

Year ended June 30, 2005
(In thousands)
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Revenues, gains, and other support:
Net realized and unrealized gains
(losses) on investments $ 9,292 (1,266) 40 8,066
Rents, royalties and timber sales 5,109 — 97 5,206
Interest and dividends 1,724 984 9 2,717
Gifts 2 149 55 206
Required match of donor contributions (54) — 54 —
Interfund interest (3,645) 3,645 — —
Net assets released from program
restrictions 5,055 (5,055) — —
Total revenues, gains, and
other support 17,483 (1,543) 255 16,195
Expenditures:
Program services:
Faculty support 2,631 — — 2,631
Scholarships 1,019 — — 1,019
Other 2,563 — — 2,563
Total program service
expenditures 6,213 — — 6,213
Management and general 2,148 — — 2,148
Other investment expense 1,300 — — 1,300
Interest expense 907 — — 907
Depreciation and depletion expense 5,529 — — 5,529
Total expenditures 16,097 — — 16,097
Increase (decrease) in
net assets 1,386 (1,543) 255 98
Net assets — beginning of year 56,880 44,632 164,091 265,603
Net assets — end of year $ 58,266 43,089 164,346 265,701

See accompanying notes to financial statements.
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Statements of Operations and Changes in Net Assets (Deficit)

Years ended September 30, 2006 and 2005
(In thousands)

Unrestricted revenues, gains and other support:
Net patient service revenue
Other revenue

Total unrestricted revenues, gains and other support

Expenses:
Salaries and benefits
General and administrative
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Statements of Cash Flows
Years ended September 30, 2006 and 2005
(In thousands)

2006 2005
Cash flows from operating activities:

Receipts related to tuition and fees $ 48,152 44,083
Receipts from and on behalf of patients and third-party payers 205,864 197,650
Receipts from grants and contracts 80,765 66,912
Receipts related to auxiliary enterprises 17,265 14,860
Payments to suppliers and vendors (120,044) (103,923)
Payments to employees and related benefits (322,698) (309,840)
Payments for scholarships and fellowships (4,120) (3,934)
New loans issued to students (1,381) (1,162)
Student loan repayments 1,055 1,721
Other operating receipts 36,808 31,308

Net cash used in operating activities (58,334) (62,325)

Cash flows from noncapital fiSo2cf13.965 -3.253 Td(2006 )Tj8.241 02p for scho8.ties
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Reporting Entity

The accompanying basic financial statements present the financial position and activities of the
University of South Alabama (the University), 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 reportin/g gntity, as defined by @overnmental Accounting Standards Board (GASB)
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University of South Alabama Foundation

The USA Foundation is a not-for-profit foundation that was organized for the purpose of promoting
education, scientific research and charitable purposes, and to assist in developing and advancing the
University in furthering, improving and expanding its properties, services, facilities, and activities.
Because of the significance of the relationship between the University and the USA Foundation, the
USA Foundation is considered a component unit of the University. The Board of Directors of the
USA Foundation is not appointed or controlled by the University. The University receives
distributions from the USA Foundation primarily for scholarship, faculty and other support. Total
distributions received or accrued by the University for the years ended September 30, 2006 and 2005
were $5,996,000 and $6,143,000, respectively, and are primarily included in other nonoperating
revenues and capital contributions and grants in the University’s statements of revenues, expenses,
and changes in net assets. The USA Foundation presents its financial statements in accordance with
standards issued by the Financial Accounting Standards Board (FASB). The USA Foundation is
reported in separate financial statements because of the difference in the financial reporting format
for the USA Foundation. The USA Foundation has a June 30 fiscal year end which differs from the
University’s September 30 fiscal year end. In accordance with GASB Statement No. 14, this
discretely presented unit has been included with the most recent fiscal year. The consolidated
statements of financial position and the consolidated statements of activities and changes in net
assets for the USA Foundation as of and for the years ended June 30, 2006 and 2005 are discretely
presented following the statements of net assets and statements of revenues, expenses, and changes
in net assets of the University.

University of South Alabama Health Services Foundation

The USAHSF is a not-for-profit corporation that exists to provide a group medical practice for
physicians who are faculty members of the University and to further medical education and research
at the University. Because of the significance of the relationship between the University and
USAHSF, USAHSF is considered a component unit of the University. The USAHSF reimburses the
University for salaries, certain administrative expenses, Dean’s clinical assessment and other support
services. Total amounts received and accrued for such expenses were approximately $37,709,000
and $28,959,000 for the years ended September 30, 2006 and 2005, respectively, and are reflected as
private grants and contracts in the accompanying statements of revenues, 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 unrestricted net assets (deficit) for the USAHSF for the years ended September 30,
2006 and 2005 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.

23 (Continued)
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Capital Assets

Capital assets are recorded at cost, if purchased, or at fair value at date of donation. Depreciation is
provided over the useful life of each class of depreciable asset using the straight-line method. Major
renewals and renovations are capitalized. Costs for repairs and maintenance are expensed when
incurred. When assets are retired or otherwise disposed of, the cost and related accumulated
depreciation are removed from the accounts and the gain or loss, if any, is included in nonoperating
revenues (expenses) in the statements of revenues, expenses, and changes in net assets.

All capital assets other than land are depreciated using the following asset lives:

Buildings, infrastructure and certain

building components 40 to 100 years
Fixed equipment 10 to 20 years
Land improvements 8 to 20 years
Library materials 10 years
Other equipment 4 to 15 years

Certain buildings are componentized for depreciation purposes.
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Compensated Absences

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

Reclassifications

Certain amounts in the 2005 basic financial statements have been reclassified in order to conform to
the 2006 classification.

b
@ fgoc ap
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.

3 Cs

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 September 30, 2006, the net public deposits subject to collateral requirements for
all institutions participating in the pool totaled approximately $6,451,755,000. The University had cash and
cash equivalents totaling $38,160,000 and $42,090,000 at September 30, 2006 and 2005, respectively.
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University of South Alabama

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

28 (Continued)
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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