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AUDITOR’S TRANSMITTAL

The Honorable Beverly E. Perdue, Governor
The General Assembly of North Carolina
Board of Directors, University of North Carolina Health Care System

We have completed a financial stat audit of the University of North Carolina Hospitals
at Chapel Hill for the year ended June 30, 2010, and our audit results are included in this
report.  You will note from the independent auditor’s report that we determined that the
financial statemnents are presented fairly in all material respects.

The results of our tests disclosed no deficiencies in internal control over financial reporting
that we consider to be material weaknesses in relation to our audit scope or any instances of
noncompliance or other matters that are required to be reported under Government Auditing
Standards,

North Carolina General Statutes require the State Auditor to make audit reports available to
the public. Copies of audit reports issued by the Office of the State Auditor may be obtained
through one of the options listed in the back of this report.

odoa! # vard

Beth A. Wood, CPA
State Auditor
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STATE OF NORTH CAROLINA

Office of the State Auditor

INDEPENDENT AUDITOR'S REPORT (CONCLUDED)

2 5. Saksbury Streel

20691 Mall Service Center

Raleigh, NC 27699-0601

- Telip:f ’{3;5?!3,’{’?;;?”" In accordance with Government Auditing Standards, we have also issued our report dated

B‘u;l:‘ﬁ::m},fp" - ;J:mmﬂ i October 19, 2010 on our consideration of the Hospitals® internal control over financial
: i reporting and on our tests of its compliance with certain provisions of laws, regulations,

contracts, 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,

INDEPENDENT AUDITOR'S REPORT

Board of Directors

University of North Carolina Health Care System
Chapel Hill, North Carolina

The Management’s Discussion and Analysis, as listed in the table of contents, is not a
required part of the basic fi ial stat ts but is supplementary information required by

We have audited the accompanying basic financial statements of the University of North

Carolina Hospitals, which is a part of the University of North Carolina Health Carc System,
which is a part of the multi-campus University of North Carolina System, a component unit of
the State of North Carolina, as of and for the year ended June 30, 2010, as listed in the table
of contents. These financial statements are the responsibility of the Hospitals’ management.
Qur responsibility is to express an opinion on thesc financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the
United States of America and the standards applicable to financial audits contained in
Government Auditing Standards, issued by the Comptroller General of the United States.
Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and the
significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audit provides a reasonable basis for our opinion.

As discussed in Note 1, the financial statements present only the University of North Carolina
Hospitals and are not intended to present fairly the financial position of the University of
North Carolina Health Care System nor the University of North Carolina System, and the
results of its operations and cash flows in conformity with accounting principals generally
accepted in the United States of America.

In our opinion, the financial statements referred to above present fairly, in all material
respects, the financial position of the University of North Carolina Hospitals as of
June 30, 2010, and the changes in its financial position and its cash flows for the year then
ended in conformity with accounting principles generally accepted in the United States of
America.

As discussed in Note 16 to the financial statements, the Hospitals implemented Governmental
Accounting Standards Board Statement No. 51, Accounting and Financial Reporting for
Intangible Assets and Stat t No, 53, 4 ing and Financial Reporting for Derivative
Instruments, during the year ended June 30, 2010,

accounting principles generally accepted in the United States of America. 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.

ool # vand

Beth A. Wood, CPA
State Auditor

October 19, 2010
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UNIVERSITY OF NORTH CAROLINA HOSPITALS
MANAGEMENT'S DISCUSSION AND ANALYSIS

Introduction

The following discussion and analysis is provided by the University of North Carolina
Hospitals at Chapel Hill (Hospitals) fiscal management as an overview to assist the reader in
interpreting and understanding the accompanying basic financial statements. 1t includes
comparative financial analysis with discussion of significant changes between [iscal
years 2010 and 2009, as well as pertinent facts, decisions, and conditions.

Using the Financial Statements

The financial statements of the Hospitals provide information regarding its financial position
and results of operations as of the report date.  The Statement of Net Assets; the Statement of
Revenues, Expenses, and Changes in Net Assets; and the Statement of Cash Flows comprise
the basic financial statements required by the Governmental Accounting Standards Board
(GASB). In accordance with the GASB, the financial statements are presented and follow
reporting concepts consistent with those required of a private business enterprise. The
financial statemnent balances reported are presented in a classified format to aid the reader in
understanding the nature of the financial statement balance. Nofes to the Financial
Statements arc an integral part of the information presented and should be read in conjunction
with the financial statements.

The Statement of Net Assets provides information relative to the Hospitals” assets, liabilities,
and net assets as of the last day of the fiscal year, Asscts and liabilities on this Statement are
categorized as cither current or noncurrent. Current assets are those that are available to pay
for expenses in the next fiscal year and are anticipated to be used to pay for current liabilities,
Current liabilities are those payable in the next fiscal year. Net assets on this Statement are
categorized as invested in capital assets (net of related debt), restricted, or unrestricted,
Restricted net assets are categorized as expendable for the purposes noted, Management
estimates are necessary in some instances to determine current or noncurrent categorization,
Overall, the Statement of Net Assets provides information relative to the financial strength of
the Hospitals and its ability to meet current and long-term obligations,

The Statement of Revenues, Expenses, and Changes in Net Assets provides information
relative to the results of the Hospitals® operations, nonoperating activities, and other activitics
affecting net assets, which occurred during the fiscal year. Nonoperating activities include
funding from the State in the form of appropriations, noncapital gifts and grants, as well as
interest expense on financing activities, gain or loss on investments (net of investment
expenses), gain or loss on affiliate activity and gain or loss realized on the disposition of
capital assets, Other activities include the capital grant awarded by the State for the
construction of the NC Cancer Hospital and Health Care System assessments.  Overall, the
Statement of Revenues, Expenses, and Changes in Net Assets provides information relative 1o
the Hospitals’ management of its operations and its ability to maintain its financial strength,

MANAGEMENT’S DISCUSSION AND ANALYSIS (CONTINUED)

The Statement of Cash Flows provides information relative to the Hospitals® sources and uses
of cash for operating activities, noncapital financing activities, capital and related financing
activities, and investing activities. The Statement provides a reconciliation of cash balance
changes throughout the year and is representative of the activity reported on the Statement of
Revenues, Expenses, and Changes in Net Assets as adjusted for changes in the beginning and
ending balances of noncash accounts on the Statement of Net Assets.

The Notes to the Financial Statements provide information relative to the significant
accounting principles applied in the financial statements, authority for and associated risk of
deposits and investments, detailed information on long-term liabilities, detailed information
on accounts receivable, accounts payable, revenues and expenses, required information on
pension plans and other post employment benefits, insurance against losses, commitments and
contingencics, accounting changes, and a discussion of adjustments to prior periods and
events subsequent to the Hospitals® financial statement period when appropriate. Overall,
these disclosures provide information to better understand details, nisk, and uncertainty
associated with the amounts reported and are considered an integral part of the financial
statements,

Comparison of Two-Year Data for 2010 to 2009

Comparative financial data of 2010 to 2009 is summarized in Table 1. Discussion of
comparative data is mcluded in the following section.

Analysis of Overall Financial Position and Results of Operations

Statement of Net Assets

Assets increased overall by $108.5 million or 8.1% from fiscal year 2009 to 2010 due
primarily to positive investment returns, increases in prepaid expenses, and recording a new
account category, deferred outflow of resources, Depreciable capital assets continued to
inerease due to routine capital equipment purchases and multiple capital projects, the largest
by far being the North Carolina Cancer Hospital which opened during the fiscal year.
Investment returns fluctuated but increased by $26.7 million overall and was a welcome
change compared to the $97.1 million loss in the previous year. The fiscal year 2011 Health
Care System Asscssment was paid, in part, during the current year due 1o positive economic
position and accounts for $20 million of the increase in prepaid expenses. Deferred outflow
of resources was recorded in compliance with GASB Statement No. 53, Accounting and
Financial Reporting for Derivative Instruments and is the offset to the hedging derivative
liabilities that are recorded in the Liabilities section and deseribed more fully in Note 3 in the
Naotes to the Financial Statements,

Liabilities increased overall by $23.6 million or 5.4% while net assets increased $84.9 million
or 9.3% from fiscal year 2009 to 2010, The largest change in liabilities was in the noncurrent
section as a result of recording the hedging derivative liability of $18.8 million which is the
offset to the deferred outflow of resources reported in the Noncurrent Assets section,



MANAGEMENT’S DISCUSSION AND ANALYSIS (CONTINUED)

Stat t of Revenues, Exp , and Ch in Net Assets

The Statement of Revenues, Expenses, and Changes in Net Assets reflects positive operating
income of $66.5 million and an overall increase in net assets of $84.9 million.

Total operating revenue grew year-over-year as a result of growth in net patient service
revenue.  Net patient service revenue, excluding third party scttlements, increased
$82.1 million or 9.8% due to volume increase and a slightly higher collection percentage that
offset a decrease in prior year third party settlements recognized during the current fiscal
year. The Hospitals recognized some improvement in revenue due to the settlement of
Medicare and Medicaid Cost Report activities; however, management increased reserves for
potential unknowns that may result from the Medicare and Medicaid claims audit programs.
See Note 5 in the Notes to the Financial Statements for more information on estimated third
party settlements.

Total operating cxpenses increased by only $34.1 million or 4.0% due to an organization-wide
effort to actively manage operating expenses within budget and also from decreased spending
on marketing and consulting services. Regularly scheduled meetings are held by the Chief
Financial Officer with divisional vice presidents and applicable departmental managers to
review actual to budget results by area and identify corrective measures needed to ensure
operations are managed within budget successfully. The largest categorical dollar increase
occurred in salaries and benefits, and medical malpractice costs again represented the largest
percentage change. Salary and benefit expense increased $25.9 million or 5.5% over the prior
year and includes the accrued expense of a nondiscretionary incentive compensation payment
that was made to qualifying employees in October 2010 as a result of attaming specific
clinical quality, patient satisfaction, employee, and financial goals at an organizational level.
Medical malpractice costs increased 153.0% this year. Increases/Decreascs in medical
malpractice expense are a function of assessments made of the participants by the Liability
Insurance Trust Fund (the Fund) of the UNC Health Care System. The assessment made by
the Fund and the resulting expense is an estimate of the funds needed to ensure the solvency
of the Fund. Changes in reserves and net assets of the Fund are impacted by multiple
components such as investment return, claims payments and defense costs as well as
favorable/unfavorable developments from previous year estimates. The Fund is managed
rigorously by the Hospitals’ Risk Manag t department o ensure paticnt safety and
minimize overall risk. See Note 12 in the Notes to the Financial Statements for more
information on the Fund. Depreciation expense increased $7.2 million or 16.1% year-over-
year and is largely the result of completing the North Carolina Cancer Hospital and placing
the building and associated equipment into service.

Nonoperating revenues increased $122 million comparatively due to investment gains of
$26.7 million in the current year compared to losses of $97.1 million in the prior year. State
appropriations remained flat while interest expense decreased due to historically low variable
interest rates.

In the other revenues (expenses) section, capital grants decreased again from $35.9 million to
$16.1 million from fiscal year 2009 to 2010. The decrease in capital grants recognized is

MANAGEMENT'S DISCUSSION AND ANALYSIS (CONTINUED)

indicative of the North Carolina Cancer Hospital project nearing conclusion and opening
during the fiscal year. Effective July 1, 2005, the Hospitals agreed o fund the UNC Health
Care System Enterprise Fund that supports initiatives as the Chief Executive Officer of the
University of North Carolina Health Care System deems appropriate with the
recommendations from the senior leadership team, These expenses totaled $62.4 million
during fiscal year 2010 and are reported separately in this scction as Health Care System
Assessments and are described in more detail in Note 14 in the Notes to the Financial
Statements.

Analysis of Net Asset Balances

At June 30, 2010, net assets invested in capital assets, net of related debt, totaled
$390.5 million representing the gross value of plant asscts $964.2 million plus bond issuance
costs of approximately $0.9 million less accumulated depreciation $401.8 million and related
debt of $172.8 million.

Restricted expendable net assets totaled $156.5 million representing amounts subject to
externally imposed restrictions,

Unrestricted net assets totaled $448.7 million representing amounts not subject o externally
imposed stipulations but internally designated for various activities and initiatives, including
future construction projects.

Discussion of Capital Asset and Long-Term Debt Activity

Capital Assets

The Hospitals expended $37.7 million during the year for capital equipment throughout the
facilitics, $35.% million for the construction of buildings, infrastructure and renovations and
$18 million for land in Hillsborough, NC that will eventually be used for a satellite campus.

On August 5, 2004, House Bill 1264 of the 2004 North Carolina Legislative Session was
ratified and authorized the State to issuc special indebtedness of up to $180 million in
principal for acquiring, constructing, and equipping a cancer rchabilitation and treatment
center, a nearby physicians’ office building, and a walkway between the two. These facilitics
arc located at the University of North Carolina Hospitals at Chapel Hill. The $28.6 million
physicians' office building was completed in May 2008 and transferred to the University of
North Carolina at Chapel Hill for occupancy in September 2008, while the North Carolina
Cancer Hospital was completed and occupied in September 2009,

At June 30, 2010, ling commit on construction contracts were $18.9 million
while outstanding commitments related to capital purchasc orders for fixed and movable
equipment totaled $28.3 million.

The annualized average age of plant and equipment is 7.6 years.



MANAGEMENT'S DISCUSSION AND ANALYSIS (CONTINUED)

Long-Term Debt Activities

At June 30, 2010, the Hospitals had outstanding bond indebtedness in the amount of
$240.7 million of which $7.6 million is due within the next year. Standard and Poor’s and
Moody's Ratings Services classify these bonds as AA- and Aa3 respectively. The Hospital
anticipate issuing $50 million in new debt in the next fiscal year as described in Note 17 in
the Notes to the Financial Statements.

Discussion of Conditions That May Have a Significant Effect on Net Assets or Revenues,
Expenses, and Changes in Net Assets

Health policy changes at the Federal and State level have been enacted but the ultimate
impact of these policy changes on the finances of the Hospitals 1s largely unknown as of the
date of this report. The Hospitals has begun to assimilate and assess the known impacts, but
models to accurately predict any impact are still being developed.

The state of the national and regional economy will continue to pressure revenues and
collections whether or not additional health policy changes are made al the Federal and State
level. The Hospitals remains concerned about the rising expense incurred as a result of
carrying out its mission.

The Hospitals receives some state funding through general appropriation to carry out its
mission. This appropriation is not specifically tied to any particular program. Given the
general state of Nerth Carolina’s economy and its budget, the annual appropriation is subject
to available funds as directed by the legislature and may increase or decrease.

The Medicare and Medicaid programs have implemented additional audits to recoup errant
payments to hospitals. These Recovery Audit Contractor (RAC) and Medicaid Integrity
Contractor (MIC) audits have been recently instituted and potentially create additional
revenue risk. The Hospitals was not contacted during fiscal year 2010, yet reserves have been
set aside as a contingency toward potential future audits of prior year results.

The Hospitals’ management realizes that investment risk will be ongoing, Additional
flexibility with investment alternatives from the North Carolina State Treasurer will continue
to be sought during fiscal year 2011 in order to minimize investment risk to the extent
possible.

MANAGEMENT’S DISCUSSION AND ANALYSIS (CONCLUDED)

University of North Carolina Hospitsls
Summury of Condensed Financial Statements Totals
For the Fiscal Years Ended June 30, 2010 and 2009

Summary of Condensed Financial Statements Totals

STATEMENTS OF NET ASSETS
Current Assets
Capital Assets, Net
Other Noncurrent Assets

TOTAL ASSETS

Current Linbalit
Moncurrent Ligd

ities
TOTAL LIABILITIES

Invested m Copital Assets, Net of Reluted Debt
Restricted for Expendable Uses
Unrestricted

TOTAL NET ASSETS

STATEMENTS OF REVENUES, EXPENSES
AND CHANGES IN NET ASSETS
et Patient Service Revenue
Other Operating Revenues
Prior ¥ ear Third Party Settlementy

TOTAL OPERATING REVENUES

Salanes and Benefits

Medical and Surgical Supplics
Contracted Services

Other Supplies and Materals
Communication, Utilities, and Travel
Medical Malpractice Costs
Depreciation and Amortization

TOTAL OPERATING EXPENSES
OPERATING INCOME

State Appropriations

Investment Activity

Noncapital Gifts and Grants
Nonoperating Expenses

NET NONOPERATING REVENUES (EXPENSES)

Capital Granis

Hefund of Privr Years Capital Appropriations
Health Carz System Assessments

Trunsfer of Physicians' (ffice Buildmg

INCREASE (DECREASE) IN NET ASSETS

NET ASSETS - BEGINNING OF YEAR, AS RESTATED

NET ASSETS - END OF YEAR

S 995,662,216

5

FY10 YR
§ 347352673 5 433518299
562,424,230 531,351,062
545,141,526 381,558,862
1,454,918,429 1,346,428,223
135,130,597 133,112,135
324,125,616 302,510,790
459,286,213 435,623,625
190,509,594 343,497,012
156,477,477 138,779,160
448,675,145 428,528,426

5 #95.662,216 5 910,804,598
5 DA2A9THRD 8 840,265 530
13,514,569 19,215 456
5,195,203 10,670,072
954,107,542 §00,151,458
497,762,304 471,823,604
161,315,247 157,956,222
94,193,202 104,475,637
56,525,000 54,462,052
20,754 282 17,695,251
4,356,494 1,721,648
52,639,101 45,349,232
887,585,630 853,483,646
66,521,912 36,667,812
41,811,381 42,002,451
33,123,743 (84,617,399
244,443 135,586

(9429, 1K) (13,682,821
65,950,383 (56.062.183)
6,100,742 I5.BE0.913

{1.326,801)

(62,3RE,61R) (28,092,240)
(28,562,485)

B4857,618 (40,168,583)

S10.804. 598 50,973,181

910,804,598

Table I

Change

(86,165,626)
31,073,168
163,582 664

2,017,762
21,614,626

47,112,582
17698317
20,146,719

82,132,150
4298713
(22,474,7719)

25,938,700
3359025

(10,282,435)
2,062,948
3,009,011
2,634, K46
7,269,869

(191,070)
117,941,144
8,857
(4,253,635)

(19,780,171
1,326,201
34296378

{28.562,885)



University of North Carolina Hospitals

University of North Carolina Hospitals

Statement of Net Assets
June 30, 2010 Exhibit A-1
ASSETS
Current Assats:
Cash and Cash Equivalents (Nota 2) 110,011,529
Restricted Cash and Cash Equivalents (Nole 2) 9,832,151
Receivables:
Patient Accounts Receivable, Net (Note 4) 118,286,225
Accrued Interest Receivable 421,207
Other Accounts Receivable, Net 22,770,230
Due from Primary Governmant 1,878,352
Due from State of Norin Carolina Component Units 9,300,719
Estimated Third Party Settlements (Note 5) 35,499,834
Inventones 14,639,280
Prepaid Expenses 24,613,146
Total Current Assels 347,352,673
Noncurrent Assets:
Restricted Cash and Cash Equivalants (Note 2) 143,819,965
Investments (Note 2) 102,999,827
Cash and Investments Designated for Capital Projects (Note 2) 260,954,793
Advanced Deposits with Liability Insurance Trust Fund (Note 12) 6,261,669
Patient Accounts Receivable, Net (Note 4) 8,167,610
Bond Issuance Costs, Net 1,178,653
Deferred Outflow of Rescurces (Note 3) 18,809,646
Start-Up Costs, Net 515,504
Investments in Affiliates (Note 15) 2,433,769
Capital Assets - Nondepreciable (Note 6) 73,168,470
Capital Assets - Depreciable, Net {Note 6) 489,255,760
Total Noncurrent Assets _ 1.107,565.758
Total Assets 1,454,918,429
LIABILITIES
Current Liabilities:
Accounts Payable 31,327,983
Accrued Salaries and Benefils 36,888,766
Estimated Third Party Settlemants (Note 5) 21,481,653
Due to Patients or Third Parties 2,715,894
Due to Primary Govemment 4,328,919
Due to State of North Carolina Component Unils 23,330,252
Bond Interest Payable 433,321
Funds Held for Others 1,208,686
Long-Term Liabilities - Current Portion (Note 7) 13,415,123
Total Current Liabilities 135,130,597
Noncurrent Liabilities:
Long-Term Liabilities (Note 7) 257,449,561
Hedging Derivative Liability (Note 3) 18,809,646
Estimated Third Party Seltiements (Note 5) 47 866,409
Total Noncurrent Liabilities 324,125,618
Total Liabilities 459,256,213

Statement of Net Assets Exhibit A-1
June 30, 2010 Page 2
NET ASSETS
Invested in Capital Assets, Net of Related Debt 390,509,594
Restncted for Expendable Uses for:
Maintenance Reserve Fund 142,052,698
Liability Insurance Trust Fund 6,261,669
Trust Fund Donations 504,794
Minarity Interest in Carolina Dialysis, LLC 7,658,316
Unrestricted 448,675,145
Total Net Assets 995,662,216

The accompanying notes to the financial statements are an integral part of this statement.



University of North Carolina Hospitals
Statement of Revenues, Expenses, and
Changes in Net Assets

For the Fiscal Year Ended June 30, 2010 Exhibit A-2
REVENUES
Operating Revenuas:
Net Patient Service Revenue (Note 9) $ 922,397 68O
Othar Operating Revenues 23,514,569
Prior Year Third Party Setflements 8,195.293
Total Operating Revenues 954,107,542
EXPENSES
Operating Expensas:
Salaries and Benefits 497,762,304
Madical and Surgical Supplies 161,315,247
Contracted Services 94,193,202
Other Supplies and Services 56,525,000
Communication, Utilities, and Travel 20,794 282
Medical Maipractice Costs 4,356,454
Depreciation and Amortization 52,638,101
Total Operating Expenses 887,585,630
Operating Income 66,521,912
NONOPERATING REVENUES (EXPENSES)
State Appropriations 41,811,381
Noncapital Gifts and Grants 244 443
Investmant Income (Net of Investment Expense of $1,110,505.64) 32,945,887
Gain on Investments in Affiliates (Note 15) 377 B58
Interest and Fees on Debt {8,307 663)
Loss on Disposal of Capital Assels (1.121,623)
Net Nonoperating Revenuses 65,950,383
Income Before Other Revenues, Expenses, Gains, or Losses 132,472,295
Capital Grants 16,100,742
Refund of Prior Years Capital Appropriations (1,326,801)
Health Care System Assessments (Note 14) (62,388,618)
Increase in Net Assels 84,857 618
NET ASSETS
Net Assets - July 1, 2009 910,804,598
Nel Assets - June 30, 2010 $ 995 662,216

The accompanying notes lo the financial statements are an integral part of this statement.

University of North Carelina Hospitals
Statement of Cash Flows

For the Fiscal Year Ended June 30, 2010 Exhibit A-3
CASH FLOWS FROM OPERATING ACTIVITIES
Received from Patient or Third Parties $ 934,966,948
Payments to Employees and Fringe Benefits (491,075,595)
Payments to Vendors and Suppliers {342 660,899)
Payments for Medical Malpractice (2,975,000)
Other Recaipts 17,392,613
Net Cash Provided by Operating Activities 115,648,067
CASH FLOWS FROM NONCAPITAL FINANCING ACTIVITIES
State Approprialions 41,811,381
Health Care System Assessments (62,388,618)
Interest and Fees Paid on Revenue Bonds {359,768)
Principal Paid on Revenue Bonds (852,000)
Noncapital Gifts and Grants 244,443
Netl Cash Used by Noncapital Financing Activities (21,644 562)
CASH FLOWS FROM CAPITAL FINANCING AND RELATED
FINANCING ACTIVITIES
Principal Paid on Capital Revenue Bonds (6,438,000)
Principal Paid on Notes Payable (11,722,616)
Interest and Fees Paid on Capital Debt (7.196.581)
Capital Grants 16,041,744
Refund of Prior Years Capital Appropriations (1,326,801)
Acquisition and Construction of Capital Assets (86,878,697)
Refund of Funds Held in Escrow 3,446
Proceeds from Sale of Capital Assels 80,400
Net Cash Used by Capital Financing and Related Financing Activities (97 437 105)
CASH FLOWS FROM INVESTING ACTIVITIES
Invesiment income 6,054,613
Investments In and Loans to Affiliated Enterprises:
Cash Receipts 139,497
Net Cash Provided by Investing Activities 6,194,110
Nel Increase in Cash and Cash Equivalents 2,760,510
Cash and Cash Equivalents - July 1, 2009 362,498,492
Cash and Cash Equivalents - June 30, 2010 s 365,259,002




University of North Carolina Hospitals

Statement of Cash Flows Exhibit A-3
For the Fiscal Year Ended June 30, 2010 Page 2
RECONCILIATION OF NET OPERATING REVENUES (EXPENSES)
TO NET CASH PROVIDED BY OPERATING ACTIVITIES
Operating Income $ 66,521,912
Adjustments to Reconcile Operating Income to Net Cash Provided
by Operating Activities:
Depreciation and Amortization Expense 52,639,101
Changes in Assels and Liabilities:
Patient Accounts Receivable (1.916,595)
Other Accounts Receivable (4,466,499)
Estimated Third Party Sattfements 7.560 441
Inventories 622,203
Prepaid Expenses {22,142,092)
Advance Deposits with Liability Insurance Trust Fund 1,381,454
Accrued Salaries and Benefits 6,188,966
Accounts and Other Payables 11,686,720
Due to Patients or Third Parties (1,269,576)
Funds Held for Others (294)
Compensaled Absences (1,157.714)
Net Cash Provided by Cperating Activities 3 115,648,067
RECONCILIATION OF CASH AND CASH EQUIVALENTS
Current Assats:
Cash and Cash Equivalents $ 110,011,529
Restricted Cash and Cash Equivalenis 9,832,151
Noncurrent Assets:
Resfricted Cash and Cash Equivalents 143,819,965
Cash Designated for Capital Projects 101,585,357
Total Cash and Cash Equivalents - June 30, 2010 H 365,258,002
NONCASH INVESTING, CAPITAL, AND FINANCING ACTIVITIES
Investments in Affiliated Enlerprises:
Current Gain from Equity Mathod Adjustmants $ 377,858
Change in Fair Value of Invesiments 26,739,976
Loss on Disposal of Capital Assets (1.121,523)

The accompanying notes 1o the financial statements are an integral part of this statement.
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UNIVERSITY OF NORTH CAROLINA HOSPITALS
NOTES TO THE FINANCIAL STATEMENTS
JUNE 30, 2010

Notel

SIGNIFICANT ACCOUNTING POLICIES

A,

Organization - The University of North Carolina Hospitals at Chapel Hill
(the Hospitals) is the only statc-owned teaching hospital in North
Carolina. With a licensed base of 799 beds, this facility serves as an acute
care teaching hospital for The University of North Carolina at
Chapel Hill. The Hospitals consists of North Carolina Memorial
Hospital, North Carolina Children’s Hospital, WNorth  Carolina
Neurosciences Hospital, North Carolina Women's Hospital and North
Carolina Cancer Hospital. As a state agency, the Hospitals is required to
conform to financial requirements established by various statutory and
constitutional provisions. While the Hospitals is exempt from both
federal and State income taxes, a small portion of its revenue is subject to
the unrelated business income tax.

Financial Reporting Entity - The concept underlying the definition of
the financial reporting entity 1s that elected officials are accountable to
their constituents for their actions.  As required by accounting principles
generally accepted in the United States of America (GAAP), the financial
reporting entity includes both the primary government and all of its
component units. An organization other than a primary government
serves as a nucleus for a reporting entity when it issues separate financial
statements.

The Hospitals is a part of the University of North Carolina (UNC) Health
Care System, which is a part of the multi-campus University of North
Carolina System, a component unit of the State of North Carolina and an
integral part of the State’s Comprehensive Annual Financial Report.

The accompanying financial statements present all funds belonging to the
Hospitals and its component units for which the UNC Health Care System
Board of Directors 15 responsible. While the Board of Governors of the
University of North Carolina System has ultimate responsibility, the
Board of Directors of the UNC Health Care System has delegated
responsibilities for financial accountability of the Hospitals’ funds. The
Hospitals' component units are blended in the Hospitals® financial
statements. The blended component units, although legally separate, are,
in substance, part of the Hospitals' operations and therefore, are reported
as if they were part of the Hospitals.

NOTES TO THE FINANCIAL STATEMENTS (CONTINUED)

Blended Component Units - Although legally separate, Health System
Properties, LLC (the LLC) and Carolina Dialysis, LLC (the CDLLC),
component units of the Hospitals, are reported as if they were part of the
Hospitals.

The LLC was established to purchase, develop and/or lease real property.
The LLC is reported as part of the Hospitals because the UNC Health
Care System is the sole member manager and the LLC is governed by the
same Board that directs the Hospitals’ operations. Additionally, the only
properties owned to date by the LLC arce for the sole use and benefit of
the Hospitals.

The Hospitals has a two-third ownership mterest in the CDLLC. Renal
Research Institute owns the remaining one-third interest. A Board of
Managers comprised of six members manages the CDLLC, with four
appointed by the Hospitals through the Chief Executive Officer and two
appointed by Renal Research Institute. The CDLLC was formed for the
purposes of owning and operating chronic dialysis programs, thus
improving the quality of carc to end-stage renal discasc patients by
providing dialysis services and conducting research in the field of
nephrelogy in the State of North Carolina.  The CDLLC is included as
part of the Hospitals because of the nature and significance of the
relationship of the CDLLC with the Hospitals,. Because the CDLLC
provides services almost entirely to the Hospitals® patients, its financial
statements have been blended with those of the Hospitals.

Separate financial statements for the LLC and CDLLC may be obtained
from the Chief Financial Officer, University of North Carolina Hospitals,
307 Med Wing E, 101 Manning Drive, Chapel Hill, North Carolina,
27514, or by calling (919) 966-5112. Other related foundations and
similar nonprofit corporations for which the Hospitals is not financially
accountable are not part of the accompanying financial statements.

Basis of Presentation - The accompanying financial staiements arc
presented in accordance with accounting principles generally accepted in
the United States of America as prescribed by the Governmental
Accounting Standards Board (GASB).

Pursuant to the provisions of GASB Statement No. 34, Bavic Financial
Statements - and Management's Discussion and Analysis - for State and
Local Governments, as amended by GASB Statement No. 35, Basic
Financial Stat ts - and Management's Discussion and Analysis - for
Public Colleges and Universities, the full scope of the Hospitals’
activitics 15 considered to be a single business-type activity and
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accordingly, is reported within a single column in the basic financial
statements.

In accordance with GASB Statement No. 20, dccownting and Financial
Reporting for Proprietary Funds and Other Governmental Entities That
Use Proprietary Fund Accounting, the Hospitals does not apply Financial
Accounting Standards Board (FASB) pronouncements issued afler
November 30, 1989, unless the GASB amends ils pronouncements to
specifically adopt FASB pronouncements issued after that date.

Basis of Accounting - The financial statements of the Hospitals have
been prepared using the economic resource measurement focus and the
accrual basis of accounting. Under the accrual basis, revenues are
recognized when eamed, and expenses are recorded when an obligation
has been incurred, regardless of the timing of the cash flows.

Nonexchange transactions, in which the Hospitals receives (or gives)
value without dircetly giving (or receiving) equal value in exchange
includes State appropriations, a capital grant for the NC Cancer Hospital,
Health Care System assessments, certain grants, and donations. Revenues
are recognized, net of estimated uncollectible amounts, as soon as all
cligibility requirements imposed by the provider have been met.

Cash and Cash Equivalents - This classification includes undeposited
receipts, petty cash, security deposits, cash on deposil with private bank
accounts, cash on deposit with fiscal agents, and deposits held by the
State Treasurer in the Short-Term Investment Fund. The Short-Term
Investment Fund maintained by the State Treasurer has the general
characteristics of a demand deposit account in that participants may
deposit and withdraw cash at any time without prier notice or penalty.

Investments - This classification represents the participation in an equity
investment fund through the University of North Carolina Hospitals at
Chapel Hill Trust. Investments generally are reported at fair value, as
determined by quoted market prices or estimated amounts determined by
management if quoted market prices are not available. Because of the
inherent uncertainty in the use of cstimates, values that are based on
estimates may differ from the values that would have been used had a
ready market existed for the investments. The net increase (decrease) in
the fair value of investments is recognized as a component of investment
income.

Patient Accounts Receivable - The Hospitals’ patint accounts
receivable consists of unbilled (in house patients, inpatients discharged
but not final billed and outpatients not final billed) and billed amounts.

H.

Payment of these charges comes primarily from Managed Care payers,
Medicare, Medicaid and, to a lesser extent, the patient. These amounts
are recorded in the financial statements net of charity care, contractual
allowances and allowances for bad debt to determine the net realizable
value of the accounts receivable balance. See the section Net Patient
Service Revenue later in the Significant Accounting Policies for a further
discussion of these reductions,

The reserves recorded for these deductions are used to determine net
patient accounts receivable and are calculated based on the historical
collection percentage realized for cach payer. The collection rates are
updated monthly in order to reflect the most up to date information
available.

The Hospilals has established flexible payment arrangements for patient
balances up to a maximum of 36 months depending on the outstanding
balance due. Amounts due beyond one year under these arrangements are
classified as noncurrent assets.

Other Receivables - In addition to patient accounts receivable, the
Hospitals recognizes other receivables related to its operations. These
items include the sales tax refund due from the North Carolina
Department of Revenue, education loan receivables, amounts due from
affiliates and other state agencies, and billings to outside companics for
ancillary testing, critical care transportation, and pharmacy supplies.
Receivables are recorded net of estimated uncollectible amounts,

Inventories - Inventories consist of medical and surgical supplies,
pharmaceuticals, prosthetics, and other supplies used to provide paticnt
care or by service departments within the Hospitals. Inventories are
valued at cost using the first-in, first-out method. Merchandise for resale
is valued at the lower of cost or market using the retail inventory method.

Capital Assets - Capital asscts are stated at cost at date of acquisition or
fair value at date of donation in the case of gifts. The value of assets
constructed includes all material direct and indirect construction costs.
Interest costs incurred are capitalized during the period of construction.

The Hospitals capitalizes assets, including intangible assets, that have a
value or cost of $5,000 or greater at the date of acquisition and an
estimated uscful life of more than one year except for internally generated
software which is capitalized when the value or cost is $1,000,000 or
greater.  Uscful life estimates are assigned based on the American
Hospital Association publication Estimated Useful Lives of Depreciable
Hospital Assets.
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Depreciation is computed using the straight-line method over the
estimated uscful lives of the assets, generally 5 to 25 years for general
nfrastructure, 10 to 40 years for buildings, 3 to 20 years for machinery
and equipment, and 3 years for computer software.

Restricted Assets - Certain resources are reporied as restricted assets
because restrictions on asset use change the nature or normal
understanding of the availability of the asset.  Resources that are not
available for current operations and are reported as restricted include
resources restricted or designated for the acquisition or construction of
capital assets, funds equal to 7.5% of gross patient revenuc as limited by
applicable revenue bond covenants, and resources designated for liability
insurance claims, Current restricled resources include certain trust funds
restricted because external parties or statute limits their use, resources
legally segregated for the payment of principal and interest as required by
debt covenants, funds held for workers compensation, and unexpended
capital funds.

Noncurrent Long-Term Liabilities - Noncurrent long-term liabilities
include principal amounts of bonds payable, arbitrage rebate payable, and
compensated absences that will not be paid within the next fiscal year.

Bonds payable are reported net of unamortized premiums or discounts
and deferred losses on refunds.  The Hospitals amortizes bond
premiums/discounts over the life of the bonds using the effective mterest
method. The deferred losses on refunds are amortized over the life of the
new debt using the straight-line method. Issuance costs are also
amortized over the life of the bonds using the straight-line method.

Compensated Absences - The Hospitals’ policy is to record the cost of
annual leave when camed. Employecs cam annual leave at varying rales
depending upon years of service and the leave plan in which they
participate,

Traditional Plan - The policy provides for a maximum accumulation of
unused annual leave of 30 days that can be carried forward beyond the
pay period that includes December 31 or for which an employee can be
paid upon termination of employment.  Also, any accumulated
annual leave in excess of 30 days, during the pay period that includes
December 31, is converted to sick leave, Employees carn holiday leave at
the rate of 11 or 12 days per year with an unlimited accumulation, The
Hospitals’ policy requires that employees use holiday hours in excess of
40 prior 1o using carned annual leave. At termination, employees are paid
for any accumulated holiday leave, Employees camn sick leave at the rate
of one day per month with an unlimited accumulation,
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Paid Time Off (PTO) Plan - The PTO program combines the various
leave types that employees may earn into one carning rate that varics
depending upon years of service. This program is mandatory for all new
employees, The policy provides for a maximum accumulation of
280 hours of unused PTO at the last day of the last pay period of the
calendar year that includes December 31, At that time, the excess
accumulation over 280 hours is converted to long-term sick leave, which
is treated similar to sick leave in the Traditional Plan. Upon termination
of employment, employees are paid for their current balance i PTO
based upon their years of service. Once an employee has more than five
years of service, the entire accumulated balance is paid up to 280 hours,
The PTO program has a sell back feature that allows employees to sell
back 100% of their accumulated hours over a minimum floor. Prior to
fiscal year 2010, this sell back feature was annual, with a payout in
January, Beginning July 1, 2009, the sell back feature became semi-
annual, with payouts in June and December, During fiscal year 2010, the
annual payoul in January was available 1o chgible employees who had
made the election in the previous year. However, starting in fiscal
year 2011, only the semi-annual payouts in June and December will be
available. Under the semi-annual payout plan, employees can sell back
from eight to 100 hours of their PTO balance with a balance of at least
140 hours at the time of the sell back. There is a 10% forfeiture of the
cash wvalue to remain compatible with IRS regulations regarding
taxability.

Liability Calculation - The liability for accumulated annual leave,
holiday leave, and PTO leave for each employee at June 30 equals the
leave carried forward at the previous December 31 plus the leave camed,
less the leave taken between January | and June 30. The liability is equal
to the accumulated hours multiplied by the employee's current hourly rate
plus benefits for social security and state retirement.

When classifying compensated absences into cument and noncurrent,
leave is considered taken using a last-in, first-out (LTFO) method.

There 15 no liability for unpaid accumulated sick leave because the
Hospitals has no obligation to pay sick leave upon termination or
retirement.  However, additional service credil for retirement pension
benefits is given for accumulated sick leave upon retirement,

Net Assets - The Hospitals® net assets are classified as follows:
Invested in Capital Assets, Net of Related Debt - This represents the

Hospitals’ total investment in capital assets, net of outstanding debt
obligations related to those capital assets. To the extent debt has been
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incurred but not yet expended for capital assets, such amounts are not
included as a component of invested in capital assets, net of related debt,

Restricted Net Assets - Expendable - Expendable restricted net assets
include resources for which the Hospitals is legally or contractually
obligated to spend in accordance with restrictions imposed by external
parties.

Unrestricted Net Assets - Unrestricted net assets include resources
derived from patient care and ancillary services, unrestricted gifts, and
investment income.,

Restricted and unrestricted resources are tracked using a fund accounting
system and are spent in accordance with established fund authoritics.
Fund authorities provide rules for the fund activity and are separately
established for restricted and unrestricted activities, When both restricted
and unrestricted funds are available for cxpenditure, the decision for
funding is transactional based within the departmental management
system in place at the Hospitals. For projects funded by tax-exempt debt
proceeds and other sources, the debt proceeds are always used first.

Revenue and Expense Recognition - The Hospitals classifies its
revenues and expenses as operating or nonoperating in the accompanying
Statement of Revenues, Expenses, and Changes in Net Asscts. Operating
revenues and expenses generally result from providing services and
producing and delivering goods in comnection with the Hospitals’
principal ongoing operations. Operating revenues include activitics that
have characieristics of exchange transactions, such as charges for
inpaticnt and outpatient services as well as external customers who
purchase medical services.  Operating expenses are all expense
transactions incurred other than those related to capital and noncapital
financing or investing activities as defined by GASB Statement No. 9,
Reporting Cash Flows of Proprietary and Nonexpendable Trust Funds
and Governmental Entities That Use Praprietary Fund Accounting.

Nonoperating revenues include activities that have the characteristics of
nonexchange transactions. Revenues from nonexchange transactions and
State appropriations that represent subsidies or gifls to the Tospitals, as
well as investment income and gain (loss) on disposal of capital asscts,
are considered nonoperating since these are cither investing, capital, or
noncapital financing activities.

Capital grants and Health Care System asscssments are presented
separately after nonoperating revenues and expenses.
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Net Patient Service Revenue - Patient service revenue is recorded at the
Hospitals™ established rates and includes all charges for inpatient accounts
discharged after June 30, 2009, (less amounts previously recorded at
June 30, 2009, for in house patients) and all charges on in house accounts
and all charges for outpatient accounts registered after June 30, 2009.
The difference between established rates and the estimated amount
collectible is recognized as revenue deductions on an accrual basis and
deducted from gross patient service revenue o report service revenue at
net realizable value. Revenue deductions consist of charges for charity
care, contractual allowances, and bad debt.

Charity care provided represents health care services that were provided
free of charge to individuals who meet the criteria of the Hospitals’
charity care policy, Charity care provided is not considered to be revenue
to the Hospitals and is deducted in determining gross patient service
Tevenue.

Differences between the amounts paid for services under third party
reimbursement programs and established rates arc accounted for as
contractual adjustments.  Retroactively calculated adjustments are
recorded as prior year third party settlements in the year in which the
adjustment can be reasonably estimated.

Medical Malpractice Cost - Medical malpractice costs represent the
actuarially determined contribution to the Liability Insurance Trust Fund.
See Note 12 for further discussion of the Liability Insurance Trust Fund.

Donated Services - No amounts have been included for donated services
since no objective basis is available to measure the value of such services.
However, a substantial number of volunteers donated significant amounts
of their time to the Hospitals’ operations.

NoTeE2 - DEPOSITS AND INVESTMENTS

Al

Deposits - Pursuant to North Carolina General Statute 116-37.2, the
Hospitals is required to deposit its funds as defined in this statute,
including moneys received from fees and other payments for services
rendered in its hospitals and/or clinical operations, gifts, grants, and
moneys received from or for the operation of any of the Hospitals self-
supporting auxiliary cnterprises, with the State Treasurer. The Hospitals
may voluntarily deposit special funds, revenue bond proceeds, and debt
service funds. Special funds consist of moneys for agency funds held
directly by the Hospitals. Bond proceeds and debt service funds are
invested in accordance with bond resolutions. These funds are currently
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on deposit with the State Treasurer and therefore, available on demand to
comply with applicable bond covenants.

At June 30, 2010, the amount shown on the Statement of Net Asscts as
cash and cash equivalents includes $348,312,699 which represents the
Hospitals® equity position in the State Treasurer's Short-Term Investment
Fund. The Short-Term Investment Fund (a portlolio within the State
Treasurer's Investment Pool, an external investment pool that is not
registered with the Securities and Exchange Commission and does not
have a credit rating) had a weighted average maturity of 1.6 years as of
June 30, 2010, Asscts and shares of the Short-Term Investment Fund are
valued at amortized cost, which approximates fair value. Deposit and
investment risks associated with the State Treasurer’s Investment Pool
(which includes the State Treasurer's Short-Term Investment Fund) are
included in the State of North Carolina’s Comprehensive Annual
Financial Report. An electronic version of this report is available by
accessing the North Carolina Office of the State Controller’s Internet
home page http://'www.osc.nc.gov/ and clicking on “Proceed directly to
OSC's index page,” then “Reports,” or by calling the State Controller’s
Financial Reporting Section at (919) 981-5454,

Cash on hand at June 30, 2010 was $35,963. The carrying amount of the
Hospitals" deposits not with the State Treasurer was $16,910,340 and the
bank balance was $22,064,452. Custodial credit risk is the nisk that in the
event of a bank failure, the Hospitals® deposits may not be returned to it.
Pursuant to G.S. 116-36.1, funds received for health care services not
deposited with the State Treasurer shall be fully secured in the manner as
prescribed by the State Treasurer for the security of public deposits. The
Hospitals does not have a deposit policy for custodial credit risk. As of
June 30, 2010, $21,374,358 of the Hospitals® bank balance was uninsured
and uncollateralized,

Investments - Pursuant to North Caroling General Statute 116-37(¢), all
receipts, except for General Fund appropriations, may be invested
by the State Treasurer on behalf of the Hospitals as allowed in
(G.S. 147-69.2(b3).

University of North Carolina Hospitals Investment Fund with The
Treasurer of the State of North Carolina - At Junc 30, 2010, the
amount shown on the Statement of Net Assets which represents funds
deposited with and invested by the State Treasurer is $262,359,263, The
State Treasurer contracted with an external party (Trustee) to create the
University of North Carolina Hospitals at Chapel Hill Trust (Trust). The
Hospitals is the only depositor in the Trust; however, the Trust is a
participant of a commingled equity investment fund. The Trustee
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manages the assets, primarily in equity and equity-based securities in
accordance with General Statutes. The Trustee maintains custody of the
underlying securities in the name of the Trust, services the securities and
maintains all related accounting records. The investments are valued at
fair market value. Deposit and investment risks associated with the Trust
are included in the State of North Carolina’s Comprehensive Annual
Financial Report. An electronic version of this report is available by
accessing the North Carolina Office of the State Controller’s Internet
home page http://www.osc.nc.gov/ and clicking on “Proceed directly to
OSC’s index page,” then “Reports,” or by calling the State Controller’s
Financial Reporting Section at (919) 981-5454,

Reconciliation of Deposits and Investments

A rteconciliation of deposits and investments for the Hospitals at
June 30, 2010, is as follows:

Cash on Hand 3 35,963
Carrving Amount of Deposits with Private Financial Institutions 16,910,340
Deposits i the Short Term Investment Fund 348,312,699
Investments with the State Treasurer 262,359,263
Total Deposits and Investmems $ 627,618,265
Deposits
Current:
Cash and Cash Equivalents - 110,011,529
Restricted Cash and Cash Equivalents 9,832,151
Noncurrent:
Restricted Cash and Cash Equivalents 143,819,965
Cash Designated for Capital Projects 101,595,357
Total Deposits 365255002
Investments
Noncurrent:
Investments 102,999 827
Investments Designated for Capital Projects 139,359,436
Total Investments 262,359,263
Total Deposits and Investmems 3 627.618.265
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NoTE3 - DERIVATIVE INSTRUMENTS
Derivative instruments held at June 30, 2010, arc as follows:
Change in Fair Value Fuir Vilwe o June 30, 2010
Notioriad
Type Amount {lassi Drecrease (lassification Liability
“Hedging Derlvative Tnstruments
Cash Flow Hedger
Pay-Fixed Interest Hate Defemed Qutflow of Hedging Dervative
Swap 2003A & 20038 Bonds S 94600000 Resources § (4352717)  Liability § (13,574.099)
Pay-Fixed Interest Rate Deferred Outflow of Hedemg Derivative
Swap 20094 Bonds § 42020000 Resources (1,243850) Lmbility (5.235,547)
8 (5,596,568) § (18.809,646)
w—— ——
Hedging denvative instruments held at June 30, 2010, arc as follows:
Notional Effective Maturity
Type Ohjective Amaount Date Date Terms
Tay 3487
Pay-Fixed Interest Rate  Hedge of Changes in Cash Recerve 67%
Swap om the 2003 A&B Series $ 64,600,000 211372003 212029 LIBOR
Pay 3.48%
Pay-Frxed Interest Rate  Hedge of Changes in Cash Receive 67%
Swap om the 2009A Series Bonds § 42,020,000 22009 212024 LIBOR

The fair value of the pay-fixed interest rate swaps was estimated by Bank of
America, National Association (BOA) using the zero coupon method, This
method calculates the present value of the future net settlement payments
required by the swap 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
London Inter-Bank Offered Rate (LTBOR) due on the date of cach future net
settlement on the swap.

The Hospitals' interest rate swap hedging derivatives have been determined to
be effective using the synthetic instrument method.

Risks

Interest Rate Risk: The Hospitals is exposed to interest rate risk on its
interest rate swaps. The fair values of these instruments are sensitive to
interest rate changes. Because rates have changed since the effective
dates of the swaps, both of the swaps have a negative fair value as of

b
th
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June 30, 2010. The negative fair value may be countered by a reduction
in total interest payments required under the variable-rate bonds, creating
lower synthetic interest rates. Because the coupons on the Hospitals’
variahle-rate bonds adjust to changing interest rates, the bonds do not
have corresponding fair value increases. As the yield curve rises, the
value of the swaps will increase and as rates fall, the value of the swaps
will decrease. The fair values reported arc the market values as of
June 30, 2010.

Credit Risk: As of June 30, 2010, the Hospitals is not exposed to credit
risk because the swaps have a negative fair value. However, should
interest rales change and the fair value of the swaps become positive, the
Hospitals would be cxposed to credit risk in the amount of the
derivatives® fair value. The Hospitals has a policy of requiring collateral
to support hedging derivative instruments subject to credit risk. This
policy states that at such time that BOA’s ratings fall below A3 for
Moody’s or below A- for S&P, BOA will be required to collateralize a
portion of their exposure (up to 100%). The following instruments can
serve as cligible collateral:  Cash, U.S. Treasury Obligations, U.S.
Government  Agency Fixed Rate Fixed Maturity Securitics, U.S.
Governmenl Agency Single Class Mortgage-Backed Securities, U.S.
Treasury STRIPS, and other U.S. Government Agency Mortgage-Backed
Securities. Posted collateral received will be entered in one or more
accounts with a domestic office of a commercial bank, trust company, or
financial institution organized under the laws of the United States (or any
state or a political subdivision thereof).

The Hospitals entered into a master agreement with the Tnternational
Swap Dealers Association, Inc. (ISDA) in January 2003. In this
agreement, master nelting arrangements were established between the
contractual partics. All derivative mstruments held by the Hospitals arc
subject to this agreement.

Basis Risk: The Hospitals receives 67% of 1-month LIBOR-BBA Index
from BOA and pays a floating rate to its bondholders set by the
Remarketing Agent. The Hospitals incurs basis risk when its bonds trade
at a yield above 67% of 1-month LIBOR-BBA Index. If the relationship
of the Hospitals” bonds trade to a percentage of LIBOR greater than 67%,
the Hospitals will experience an increase in debt service above the fixed
rate on the swap.

Termination Risk: The derivative contracts use the International Swap
Dealers Association Master Agreement, which includes standard
termination events, such as failure to pay and bankruptcy. The Hospitals
or the counlerparty may terminate the swap if the other party fails to
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Note4

NoTES

perform under the terms of the contract. Tf the swap is terminated, the
associated variable-rate bonds would no longer carry synthetic interest
rates. Also, if at the time of the termination the swap has a negative fair
value, the Hospitals would be liable to the counterparty for that amount.
Termination could result in the Hospitals being required to make an
unanticipated lermination payment.

PATIENT ACCOUNTS RECEIVABLE, NET

A. Current - Net patient accounts receivable consisted of amounts duc from
patients and third parties at estimated realizable value. Included in gross
receivables are amounts reccivable at established billing rates less
payments received through June 30, 2010. Allowances for uncollectible
accounts and contractual adj are estimated using historical
collection statistics. The components of current net patient accounts
receivable reflected in the accompanying Statement of Net Asscts are as
follows at June 30, 2010:
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—Amonat
In ouse Patients £ 41,846 087
Tischarged (Not Final Billed) Patients 62,356,276
Total Unbilled 104,202,363
Discharged (Billed) Patients 240,968 257
Payment Amrangements 444 552
Charity Care Provided {47,060.395)
Current Giross J0R.604,777
Allowance for Bad Debis {19,752,755)
Contractual Allowances Lo43,565, 797}
Tital Allowarices 180318552}
Current - Net 5 | 18,286, 325

B. Noncurrent - Net patient accounts receivable consisted off $8,167,610
(net of $7,408,386 estimated uncollectible) and represents the value of
patient payment arrangements that are initiated at the request of the
patient. These payment arrangements are based on signed contractual
agreements for the specific monthly amounts that extend beyond one year
but are capped at three years.

ESTIMATED THIRD PARTY SETTLEMENTS
The Hospitals renders care to patients covered by the Medicare, Medicaid, and

Tricare/Champus programs,  Inpatient acute care services rendered to
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Medicare patients are paid at prospectively determined rates per discharge.
Medicare outpatient services are reimbursed at prospectively determined rates,
Additionally, the Hospitals receives interim pass-through payments from
Medicare for costs such as organ costs, graduate medical education, bad debts,
etc., that are ultimately settled through the annual Medicare Cost Report, On
an interim basis, Medicaid inpatient services are reimbursed on a prospectively
determined rate per discharge and Medicaid outpatient services are reimbursed
on an interim basis at an agreed upon rate. Ultimately, most of Medicaid
inpatient and outpatient services are scttled at allowable cost through the filing
of an annual cost report. In addition to Tricare/Champus payments for services
on an interim basis, the Tricare/Champus program reimburses the Hospitals for
a portion of capital and direct medical education costs based on the Medicare
cost report.

The Hospitals has calculated the estimated third party scttlements for the
outstanding Medicare, Medicaid, and Tricare/Champus cost reports during the
fiscal year ended 2010, It is estimated that the Hospitals owes Medicare
$21,481,653 within the next twelve months and that $19,559.406 and
$28,307,003 arc owed to Medicare and Medicaid respectively on a noncurrent
basis.  Medicaid and Tricare/Champus currently owe the Hospitals
$31,499,834 and $4,000,000 respectively. Included in the estimated liability
amounts above, management reserved $62,107,055 for all outstanding
Medicare and Medicaid cost reports.  The reserve for Medicare is calculated
based on at-risk items for all outstanding Medicare cost reports while the
reserve for Medicaid equals a percentage of allowable Medicaid costs deemed
appropriate by management. The Hospitals also included in its estimated
liability for both Medicare and Medicaid a reserve for the claims audit
program. This program is in the process of being implemented by Centers for
Medicare and Medicaid Services to identify improper underpayments or
overpayments made to health care providers. An estimate is made for the
current year's Medicare, Tricare/Champus, and Medicaid settlement by using
the most current available statistics, costs, settlement data, and charges.

Once a cost report is filed, it is subject to an initial tentative settlement and
subsequent on-site audit. Each report is audited by the programs for
compliance with the applicable regulations established for the Medicaid,
Medicare, and Tricare/Champus programs. Each cost report can also be re-
opened or appealed for issues that the Hospitals or the Medicare or Medicaid
programs feel arc warranted. There are several such requests under
consideration, as well as audits that are incomplete at this time. Any of the
above can result in a change to the reimbursement requiring a refund from the
program or payment to the program.
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NOTE6 - CAPITAL ASSETS

A summary of changes in the capital asscts for the year ended Junc 30, 2010, is
presented as follows:

Balance Halanee

July |, 2009 Increases Diecrenies June 30, 2010

Capiial Assets, Nondepreeinhle
Land 5 [I52M03 0§ IR025S4K ) o % 4137788
Cemstnuction in Progress 14U IR9.6TH 15, 797.267 153,196,325 31,790,620
Totsl Capitsl Assets, Noniepreciable 172,541,960 53 15 133,106,325 73,168,470

Capial Assets, Degreciabie

Braildings W 460,255 153,196,326 790,501 S0, K66, TR
Machmery and Bguipmest 334215113 3,759,613 19,959,290 346015424
General [nfrastracture §.197.281 5,197,281
Computer Software 315,779,295 5,003,425 1784716 28,978 004

Total Cipital Asscis, Depreciable

731652545 190,935 364 3L 5SS B0| 087407

Less Accurmulated Deprecimtion/Amenization for

Buildings 124,192,581 19,580,543 5.343,304 136,389,530
Machinery and Egulpment I24,708.359 32,168,468 1K, 168,785 T34 5K 058
Genernl Infastriciure 4,102,016 211,06H 4,313,084
Coterputes Softwane 19,840,610 44,402 73,947 20411068
Tonal Accummilased Deprecistion 372843366 SLEM AR 23,648310 401,801,737
Total Caphial Assets, Depreciabic, Net 38K, 809,082 138,334,883 7588205 489,248 70640
Capltal Assets, Net S SIS 5 I9TISTAS S leLaMiSI 8 seradedu

NoTE7 - LoONG-TERM LIABILITIES

A. Changes in Long-Term Liabilities - A summary of changes in the long-
term liabilities for the year ended June 30, 2010, is presented as follows:
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Halance Baiance Current
July 1, 2009 Additions hucti June 30, 2010 Portion
Reverue Bonds Payahic § 262150000 3 0 % (7390000) § 254760000 5 7605000
Add Premium #15.860 (236,739) 579,121
Deduct Deferred Charge on d (15.561.371) 63,932 (14,597,439}

Total Revenue Bonds Paysble 247,404 459 {6.662.807) 240,741 682 7.615.000
Notes Payable 14,430,820 (11,722.614) 2,708,204 2,708,204
Arbiirage Rebate Paysble 26% K52 268 892
Compensated Absences 28,305 620 42,300,098 (43.459.812) 27,145.506 3091919
Total Long-Term Lisbilitics § 290407821 5 4230209 § (61.845235) § 270864684 € 13415123
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B. Revenue Bonds Payable - The Hospitals was indebted for revenue bonds
payable for the purposes shown in the following table:
Interess Fenal Oirigimal Prencipal Prscipal
Rate! Matarity Amousi Paid Through Outstandmg
Purpose Series anges Date af lasue Juse 30, 2010 June 30, 2010
Hen Acquisition and Hospitals Renovations 2DHA [l R
0016 0.21%* DUISIT S 1GM00N0 5 J0A0000 5 99,600,000
Refund Fortion of 1996 Revenue Bonds 20034 151% "
038 355% A0 7,015,000 3,415,000 4, 600 CH
Refund Portion of 1996 Revenss Bonds 20054 IOMNS00% QRIS 540,000 12,000,000 18,540,000
Refund 1959 Revemse Bonds 0094 LR el AN 4,290, {KH) 230060 42,020,100
Toinl Reverue Ronis Payzhle iprncigal anly) L JE2ESON0 & I6.OHS0 254,760,000
Less: Unamoetized Loss on Refunding (14,307,439}
Plus: Unamortized Premium 579,121

Total Revenue Bands Payatie

5 240,741,682

* For variahle mie deht, mienest rates in e fect at Jane 3, 2010 are included
** flar variable mie debt with interest rate swaps, the sysibetic fixed rates in offect a2 June 30, 2010 are shown

Demand Bonds - Included in bonds payable are several variable rate
demand bond issues. Demand bonds are securities that contain a “put”
feature that allows bondholders to demand payment before the maturity of
the debt upon proper notice to the Hospitals’ Remarketing Agents.

With regards to the following demand bonds, the Hospitals has entered
into legal agreements, which would convert the demand bonds not
successfully remarketed into another form of long-term debt with the
exception of Serics 2009A Advanced Refunding bonds, for which the
Hospitals acts as its own liquidity facility.

University of North Carolina Hospitals at Chapel Hill Revenue
Bonds - Series 2001A and Series 2001B: On January 31, 2001, the
Hospitals issued two series of tax-exempt variable rate demand bonds in
the amount of $55,000,000 (2001 A) and $55,000,000 (2001B) that have a
final maturity date of February 15, 2031, The bonds are subject to
mandatory sinking fund redemption that began on February 15, 2002, A
portion of the procceds was used to reimburse the Hospitals for
$75,000,000 spent allowing the UNC Health Care System to acquire
controlling interest in Rex Healtheare, Inc, The remaining proceeds were
used for the renovation of space vacated after the opening of the North
Carolina Women's Hospital, North Carolina Children’s Hospital, and
associated support services. While initially bearing interest in a daily
mode, the mode on these bonds may change to a weekly rate, a unit
pricing rate, a term rate or a fixed rate.
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While in daily mode, the bonds are subject to purchase on any business
day upon demand by telephonic notice of tender to the Remarketing
Agent on the purchase date and delivery to the Bond Tender
Agent, Wachovia Bank, National Association. The Hospitals®
Remarketing Agents, Merrill Lynch, Pierce, Fenner & Smuth Incorporated
(Series 2001A) and Banc of America Secunitics LLC (Series 2001B) have
agreed to exercise their best efforts to remarket bonds for which a notice
of purchase has been received. The quarterly remarketing fee is payable
in arrears and 1s equal to 0.05% of the outstanding principal amount of the
bonds assigned to each agent.

Under separate Standby Bond Purchase Agreements for the Series 2001A
and Series 2001B (Agreements) between the Hospitals and Landesbank
Hessen-Thuringen Girozentrale, a Liguidity Facility has been established
for the Tender Agent to draw amounts sufficient to pay the purchase price
and accrued interest on bonds delivered for purchase when remarketing
proceeds or other funds are not available. These Agreements require an
adjustable facility fee based on the long-term rating of the bonds, which is
calculated as a percentage of the available commitment. Payments are
made quarterly in arrcars, on the first business day of each July, October,
January, and April thereafter until the expiration date or the termination
date of the Agreements. For the fiscal year, the percentage was 0.25%
with the long-term agreement that became effective on July 11, 2005,
This agreement has been extended to October 11, 2014,

Under the Agreements, any bonds purchased through the Liguidity
Facility become Bank Bonds and shall, from the date of such purchase
and while they are Bank Bonds, bear interest at the Formula Rate (Base
Rate equal to the higher of the Pnime Rate for such day or the sum of
.50% plus the Federal Funds Rate) subject to a maximum rate as
permitted by law. Upon remarketing of Bank Bonds and the receipt of the
sales price by the Liquidity Provider, such bonds are no longer considered
Bank Bonds. Payment of the interest on the Bank Bonds is due quarterly
(the first business day of January, April, July, and October) for each
period in which Bank Bonds are outstanding, At June 30, 2010, there
were no Bank Bonds held by the Liquidity Facility.

Included in the Agreements is a take out provision, in case the
Remarketing Agent is unable to resell any bonds that are “put”™ within
90 days of the “put” date. In this situation, the Hospitals is required to
redeem the Bank Bonds held by the Liquidity Facility. The Agreements
allow the Hospitals to redeem bank bonds in cqual quarterly installments,
on the first business day of January, April, July, and October. The
paymenits will commence with the first business day of any such month
that is at least 90 days following the applicable Purchase Date of the Bank
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Bond and end no later than the fifth anniversary of such Purchase Date. If
the take oul agreement were o be exercised because the entire
outstanding $99,600,000 of demand bonds was “put” and not resold, the
Hospitals would be required to pay $21,662,956 a year for five years
under the installment loan agreement assuming a 3.25% prime interest
rale.

The current expiration date of the Agreements is December 31, 2015,
The Liguidity Provider has the option to terminate its commitment on
October 11, 2011, or October 11, 2014, by providing adequate notice of
its intention. The Hospitals may request additional extensions of at least
one year from the previous termination date, Extensions are at the
diseretion of Liguidity Provider.

University of North Carolina Hospitals at Chapel Hill Revenue
Refunding Bonds - Series 2003A and Series 2003B: On
February 13, 2003, the Hospitals 1ssued two series of tax-exempt variable
rate demand bonds in the amount of $63,770,000 (2003A) and
£34,245,000 (2003B) that have a final maturity date of February 1, 2029.
The bonds are subject to mandatory sinking fund redemption that began
on February 1, 2004, The proceeds were used 1o advance refund
$88,325,000 of the Series 1996 Bonds. While initially bearing interest in
a weekly mode, the mode on these bonds may change to a daily rate, a
unit pricing rate, a term rate or a fixed rate,

While in the weekly mode, the bonds are subject to purchase on demand
with seven days notice to the Remarketing Agent and delivery to the bond
Tender Agent, Wells Fargo Bank, National Association. The Hospitals’
Remarketing Agents, Banc of America Securities LLC {Serics 2003A)
and Wells Fargo Bank, National Association (Series 2003B) have agreed
to exercise their best efforts to remarket bonds for which a notice of
purchase has been received. The quarterly remarketing fee is payable in
arrears and is equal to 0.08% of the outstanding principal amount of the
bonds assigned to the Remarketing Agent for Series 2003A and is equal
o 0.07% of the outstanding principal amount of the bonds assigned to the
Remarketing Agent for Series 2003B.

Under separate Standby Bond Purchase Agreements for the Series 2003A
and Serics 2003B (Agreements) between the Hospitals and Bank of
America, National Association (Series 2003A) and Wells Fargo Bank,
MNational Association (Series 2003B), Liquidity Facilities have been
established for the Tender Agent to draw amounts sufficient to pay the
purchase pricc on bonds delivered for purchase when remarketing
proceeds or other funds are not available.
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The 2003A Agreement with Bank of America, National Association was
amended on June 9, 2010, and requires a facility fee equal to 0.58% of the
available commitment for Series 2003A payable quarterly in arrears,
beginning on August 1, 2010, and on each November 1, February 1,
May 1, and August 1, thereafter until the expiration date or the
termination date of the Agreement. The facility fee remains in effect over
the life of the Agreement so long as the rating assigned to Parity Debt
assigned by Moody's and S&P is A1/A+ or higher. If the rating assigned
to Parity Debt by either Moody's or S&P is downgraded below Al or At
respectively, the Commitment Rate assigned to such lower rating as sct
forth below shall apply, effective as of the public announcement of the
rating:

S&P Moody's Commitment Rate
A A2 0.78%
A-or lower Al or lower 0.98%

Under the 2003A Agreement, any bonds purchased through the Liquidity
Facility become Bank Bonds and shall, from the date of such purchase
and while they are Bank Bonds, bear interest at the Bank Bond Interest
Rate equal to the greater of the Prime rate plus 1.50% or the Federal
Funds Rate plus 3.00%, the Base Rate, for the first 90 days and then the
Base Rate plus 0.50% from the 91st day to the 367th day following the
date of purchase and the Base Rate plus 1.00% from the 368th day
following such date of purchase and thereafter subject to a maximum rate
as permitted by law. Upon remarketing of Bank Bonds and the receipt of
the sales price by the Liquidity Provider, such bonds are no longer
considered Bank Bonds, Payment of the interest on the Bank Bonds is on
the first business day of cach calendar month following the date on which
such Bank Bond became a Bank Bond. At June 30, 2010, there were no
Bank Bonds held by the 2003A Liquidity Facility.

Included in the 2003A Agrecement is a take out provision, in casc the
Remarketing Agent is unable to resell any bonds that are “put” within the
earlier of the termination date and 367 days of the “put” date. In this
situation, the Hospitals is required to redeem the Bank Bonds held by the
Liquidity Facility. The Serics 2003A Agreement allows the Hospitals to
redeem bank bonds in six consecutive, cqual semi-annual installments of
principal beginning on the first business day of the month that oceurs at
least five and not more than six months following the termination date,
until fully paid. In any cvent, all principal and accrued and unpaid
interest shall be due and payable on the date the sixth installment is duc.
If the take out agreement were to be exercised because the entire
outstanding $61,530,000 of demand bonds was “put” and not resold, the
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Hospitals would be required to pay $23,394,218, $22,573,820 and
$21,394,496 in years one, two and three respectively following the
lermination date under the mstallment loan agreement assuming a Basc
Rate of 4,75% (Prime plus 1.50%).

The current expiration datc of the Series 2003A Agreement is
July 1, 2011, The Hospitals may request additional extensions, which are
approved at the discretion of the Liquidity Provider.

The 2003B Agreement with Wells Fargo Bank, National Association was
amended on June 30, 2010 and requires a facility fee equal to 0.60% of
the available commitment for Series 2003B payable quarterly in arrears,
beginning on November 1, 2010, and on each February 1, May I,
August 1, and November 1 thereafler until the expiration date or the
termination date of the Agreement, The facility fee remains in effect over
the life of the Agreement so long as the rating assigned to Parity Debt
assigned by S&P and Moody’s is A+/Al or higher. If the rating assigned
to Parity Debt by cither S&P or Moody’s 1s downgraded below A+ or Al,
respectively, the adjusted Hospitals' Commitment Rate (lowest rating to
be used) assigned to such lower rating as set forth below shall apply,
effective as of the public announcement of the rating:

S&P Moody's Commitment Rate
A A2 0.75%
A- A3 0.90%
HBH+ Haal 110%
BHE+ Baal 1.35%
BEB- Haal 1.65%
Helow investment grade Below investment grade 2.65%

Under the 2003B Ag t, any bonds purchased through the Liquidity
Facility become Bank Bonds and shall, from the date of such purchase
and while they are Bank Bonds. bear interest at the Bank Bond Interest
Rate equal to the greater of the Prime rate plus 1.00%, the Federal Funds
Rate plus 2.00% or 7.00%, the Base Rate, plus 2.00% subject to a
maximum rate as permitted by law. Upon remarketing of Bank Bonds
and the receipt of the sales price by the Liquidity Provider, such bonds are
no longer considered Bank Bonds. At June 30, 2010, there were no Bank
Bonds held by the 20038 Liguidity Facility.

Included in the 2003B Agreement is a take out provision, in case the
Remarketing Agent is unable to resell any bonds that are “put” by the
termination date. In this situation, the Hospitals is required to redeem the
Bank Bonds held by the Liquidity Facility. The Serics 2003B Agreement
allows the Hospitals 1o redeem bank bonds in 11 equal guarterly
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installments of principal, on the first business day of each February, May,
August, and November, beginning on the first of such dates that occurs at
least 90 days after the Purchase Date of such Bank Bonds, The Hospitals
shall pay interest in arrears on ecach date that would be an Interest
Payment Date for the Series 2003B Bonds, beginning on the first Interest
Payment Date that oceurs afier the Loan Date. If the take out agreement
were to be cxercised because the entire outstanding $33,070,000 of
demand bonds was “put™ and not resold, the Hospitals would be required
1o pay $11,093,482, $13,874,369, and $12,792,077 in years one, two, and
three respectively following the purchase date of the Bank Bonds
assuming a Base Rate of 7.00%.

The current cxpiration date of the Series 20038 Agreement is
July 31, 2011, The Hospitals may request additional extensions, which
are approved at the discretion of the Liquidity Provider,

University of North Carolina Hospitals at Chapel Hill Revenue
Refunding Bonds - Series 2009A: On February 12, 2009, the Hospitals
issued  Series  2009A  tax-cxempt wvanable rate demand  bonds
in the amount of $44,290,000 that have a final maturity date of
February 1, 2024, The bonds are subject to mandatory sinking fund
redemption that began on February 1, 2010. The proceeds were used to
advance refund $43,505,000 of the Serics 1999 Bonds. While imitially
bearing interest in a weekly mode, the mode on these bonds may change
1o a daily rate, a unil pricing rate, a lerm rate or a fixed rate,

While in the weekly mode, the bonds are subject to purchase on demand
upon delivering imevocable written notice of tender or irrevocable
telephonic notice of tender to the Remarketing Agent not later than
4:00 pm. on a Business Day not less than seven (7) days before the
Purchase Date and upon delivering such Series 2009A bonds to the bond
Tender Agent, U.S. Bank, National Association, no later than noon on
such Purchase Date. The Hospitals’ Remarketing Agent, Banc of
America Secunities LLC has agreed to exercise their best efforts to
remarket bonds for which a notice of purchase has been received. The
quarterly remarketing fee 15 payable in arrears and 1s equal to 0.09% of
the weighted average daily principal amount of Series 2009A Bonds
outstanding during such periods in which the Series 2009A Bonds arc
Variable Rate Bonds.

Under a separate Liquidity Agreement with the Trustee, the Hospitals has
established itself as Liquidity Facility for the Tender Agent to draw
amounts sufficient to pay the purchase price on bonds delivered for
purchase when remarketing proceeds or other funds are not available.
Upon receipts of any notice from the Remarketing Agent that there is a
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Fiscal ¥ear
2011
2012
2013
2014
2015

2016-2020

2021-2025

2026-2030

2031-2035

Total Requirements

Projected Funding Amount on the Business Day prior to each Purchase
Date or Mandatory Purchase Date, and upon receipts of written demand
for payment from the Tender Agent by noon on cach Purchase Date or
Mandatory Purchase Date, the Hospitals shall wire to the Tender Agent,
in immediately available funds, an amount equal to the Actual Funding
Amount, which shall be equal to the Purchase Price of all Series 2009A
bonds tendered or deemed tendered, less the aggregate amount of
remarketing proceeds received by the Remarketing Agent, by not later
than 2:00 p.m. on the Purchase Date or Mandatory Purchase Date.

Annual Requirements - The annual requirements to pay principal and
interest on the long-term obligations at June 30, 2010, are as follows:

Annual Requirements

Revenue Bunds Payahle Notes Payuble

Interest Rite

Principal Interest Swaps, Net Principal Interest

5 7,613,000 5 1380516 54479997  § 2,708,204 § 23250
7,900,000 1,201,394 4,390,408
& 3R0,000 1,010,714 4,275,311
3,695,000 12 968 4,174,625
G000, 000 604 55T 4,064,812
52,195,000 2,123,794 16,709,162
63,540,000 1,473 095 9,015,127
74,193,000 659 865 2,176,056

18,200,000 23,510

§ 354760000 § 9290743 § 492R549% 0§ 2708204 0§ 23250
SR

Interest on the variable rate 2001A and 2001B revenue bonds is
calculated based upon the fiscal year 2010 effective rates at which the
bonds were remarketed of 0.20% and 0.21%, respectively. Interest on the
variable rate 2003A, 2003B, and 2009A revenue bonds is calculated
based upon the synthetic rates at June 30, 2010, of 3.51%, 3.55%, and
3.59%, respectively. This schedule also includes the debt service
requirements for debt associated with interest rate swaps, See Note 7C
for more information on the demand bonds and Note 3 for more
information on the interest rate swap agreement.

E. Notes Payable - The Hospitals was indebted for notes payable for the
purposcs shown in the following table:
Fitaal Ohigiral Principal Principal
Financial Inscrest Matary Amuni Pl Throwgh Ountsinnding
Purpase Imstitution Hale Dt ol fssue June 30, 2010 Junc 30, 210
Meedea! Equpmens SunTrust IA (9292010 5 SOO00000 S 41200706 5 270H204
6
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NoTe 8

NOTEY

OPERATING LEASE OBLIGATIONS

The Hospitals entered into operating leases for space rental. Future minimum
lease payments under noncancelable operating leases consist of the following
at June 30, 2010:

Fiscal Year Amount
2011 § 2,310,042
2012 2,126,352
2013 2,023,972
2014 1,619,369
2015 1,027 404
2016-2020 1,973,516
Total Minimum Lease Payments $ 11,080,655
S e

Rental expense for all operating leases during the year was $2,940,342.

NET PATIENT SERVICE REVENUE

Medicare; The Hospitals is reimbursed for inpatient acute care services under
the provisions of the Prospective Payment System (PPS). Under PPS, payment
is made at predetermined rates for treating various diagnoses and performing
procedures that have been grouped into defined Medicare Severity Diagnosis-
Related Groups (MSDRGs) applicable to each patient discharge, rather than on
the basis of the Hospitals' allowable charges. The difference in the standard
hospital charge and the prospective payment for such services 1s reflected as an
adjustment from patient service revenue, The claims payments are MSDRG
payments, including capital related costs and add-on payments for indirect
medical education and disproportionate share.

Medicare makes payments for Direct Graduate Medical Education (DGME) in
support of the direct costs of residency training. Medicare also pays a portion
of Medicare bad debts and organ acguisition costs for the Medicare
beneficiaries. These pass-through payments are discussed further in Note 5,
Estimated Third Party Settlements.

Medicare reimburses the Hospitals for inpatient hospital services furnished in
the inpaticnt rehabilitation unit, referred to as an inpatient rehabilitation
facility (IRF), under the provisions of the Inpatient Rehabilitation Facility
Prospective Payment System (IRF PPS). IRF PPS utilizes information from a
patient assessment instrument (IRF PAI) to classify patients into distinct
groups based on clinical characteristics and expected resource needs.
Payments arc calculated for cach group, including case and facility
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adjustments., Payments made under this system cover the inpatient operating
and capital costs of covered rchabilitation services and are made on a per
discharge basis. The IRF receives additional payments for residency programs
and bad debt in a pass-through payment.

Medicare reimburses the Hospitals for services furnished in the inpatient
psychiatric unit under the provisions of the Inpatient Psychiatric Facility
Prospective Payment System (IPF PPS). Under this system, payment to IPFs
is based on a federal per diem base rate that includes both inpatient operating
and capital-related costs (including routine and ancillary services) but excludes
certain pass-through costs (i.e., bad debt and dircct medical education). The
federal per diem base rale provides patient-level and facility-level adjustments
including wage index and teaching adjustments, The payment for an
individual patient is further adjusted for factors such as the Diagnosis Related
Group classification, age, length of stay, and the presence of specified
comorbidities, Additional payments are provided for cost outlier cases, a
qualifying emergency department (ED) and electroconvulsive therapy
treatments,

With the Balanced Budget Act of 1997, most outpatient services are paid on a
prospective payment system. The system became cffective August 1, 2000,
and is based on ambulatory payment classifications (APC). It applics to most
hospital outpaticnt services other than ambulance, rchabilitation services,
clinical diagnostic laboratory services, non-implantable durable medical
equipment, prosthetic devices, and orthotics, which are paid based on fee
schedules,

Medicaid: Medicaid reimburses inpatient services on an interim basis under a
prospective payment system using diagnostic related groups as its basis. A
settlement is made at year end to adjust from the interim reimbursement to a
cosi-based reimbursement basis,

Medicaid reimburses most outpatient services on an interim basis at an agreed-
upon rate based on documented costs. Medicaid also reimburses the Hospitals
for graduate medical education costs. In addition, Medicaid reimburses the
Hospitals for providing services to a disproportionate share of uninsured and
low income patients. Final settlement is determined after submission of annual
cost reports by the Hospitals. Several services such as hearing aids, durable
medical equipment (DME), outpatient pharmaceuticals, home health, and
diagnostic laboratory services are paid on fee schedules.

Commercial/Managed Care Payer Agr ts: The Hospitals has entered
into reimbursement agreements with certain commercial insurance carriers and
managed care organizations to accept patients on a discounted fee for service
basis. The basis for reimbursement under these agreements includes case rates
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per discharge, discounts from established charges, fee schedules, and per diem
rates.

In general, all payments for inpatient and outpatient services are subject to
deductibles and co-payments that are the patient’s responsibility.
Additionally, insurance plans may reimburse their subscribers or make direct
payment (o the Hospitals on an assignment of benefits basis.

A summary of net patient service revenue for the year ended June 30, 2010,

follows:
010
Inpanient Routine s ARTSHI, TR
Ingstient Ancillary 755,364,789
Cutpatient 890,033,121
Charity Care Provided 121,756,249}
Giross Patient Service Revenue 1.911,232.839
Medicar: Contractunl Allowance (353,384,430}
Medicaid Contractual Allowsnce (256,720,
Managed Care Contractial Allowance (307,874,550
Other Contractual AHowances (22,903,522)
Bad Debt (47,941 870}
Conractual Adjustments (9B8.825,159)
Net Patient Service Revenue 3 22397680
NOTE 10 - PENSION PLANS
A. Retirement Plans - Each permanent full-time employee, as a condition of

employment, is & member of the Teachers’ and State Employees’
Retirement System,

The Teachers’ and State Employees” Retirement System is a cosl-shanng
multiple-employer defined benefit pension plan established by the State to
provide pension benefits for employees of the State, ils component units,
and local boards of education. The plan is administered by the North
Carolina State Treasurer.

Benefit and contribution provisions for the Teachers' and State
Employees” Retirement System are established by North Caroling
General Statutes 135-5 and 135-8 and may be amended only by the North
Carolina General Assembly. Employer and member contribution rates are
set cach year by the North Carolina General Assembly based on annual
actuarial valuations. For the year ended June 30, 2010, these rates were
set at 3.57% of covered payroll for employers and 6% of covered payroll
for members,
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For the current fiscal year, the Hospitals had a total payroll of
$390,301,553, of which $331,129,294 was covered under the Teachers'
and State Employees” Retirement System. Total employer and employee
contributions for pension benefits for the year were $11,821,316 and
$19,867,758, respectively.

Required employer contribution rates for the years ended June 30, 2009,
and 2008, were 3.36% and 3.05%, respectively, while employee
contributions were 6% each year. The Hospitals made 100% of its annual
required contributions for the years ended June 30, 2010, 2009, and 2008,
which were $11,821,316, $10,453,508, and $8,746,589, respectively,

The Teachers' and Statc Employees’ Retirement System’s financial
information is included in the State of North Carolina’s Comprehensive
Annual Financial Report. An electronic version of this report is available
by accessing the North Carolina Office of the State Controller’s Internet
home page http://'www, osc.nc.gov/ and clicking on “Proceed directly to
OSC’s index page,” then “Reports,” or by calling the State Controller's
Financial Reporting Section at (919) 981-5454,

Deferred Compensation and Suppl tal Retirement Income
Plans - IRC Scction 457 Plan - The State of North Carolina offers its
permanent employees a deferred compensation plan created in accordance
with Internal Revenue Code Section 457 through the North Carolina
Public Employee Deferred Compensation Plan (the Plan). The Plan
permils cach participating employee to defer a portion of his or her salary
until future years. The deferred compensation is available to employees
upon separation from service, death, disability, retirement, or financial
hardships if approved by the Board of Trustees of the Plan. The Board, a
part of the North Carolina Department of Administration, maintains a
separate fund for the exclusive benefit of the participating employces and
their beneficiaries, the Noerth Carolina Public Employvee Deferred
Compensation Trust Fund. The Board also contracts with an external
third party to perform certain administralive requirements and to manage
the trust fund’s assets. All costs of administering and funding the Plan are
the responsibility of the Plan participants, No costs are incurred by the
Hospitals.  The voluntary contributions by employees amounted to
§728,564 for the year ended June 30, 2010.

IRC Scction 401(k) Plan - All members of the Teachers’ and State
Employees” Retirement System are ¢ligible to enroll in the Supplemental
Retirement Income Plan, a defined contribution plan, created under
Internal Revenue Code Section 401(k). All costs of administering the
Plan are the responsibility of the Plan participants, No costs are incurred
by the Hospitals except for a 5% employer contribution for the Hospitals'
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law enforcement officers, which is mandated under North Carolina
General Statute 143-166.30(c). Total employer contributions on behalf of
the Hospitals' law enforcement officers for the year ended June 30, 2010,
were $57,819. The voluntary contributions by employces amounted to
§2,568,974 for the year ended June 30, 2010.

IRC Section 403(b) and 403(b)(7) Plans - Eligible Hospitals employees
can participate in tax sheltered annuity plans created under Internal
Revenue Code Sections 403(b) and 403(b)(7). The employee’s cligible
contributions, made through salary reduction agreements, are exempt
from federal and State income taxes until the annuity is received or the
contributions are withdrawn. These plans are exclusively for employees
of universities and certain charitable and other nonprofit institutions.  All
costs of administering and funding these plans are the responsibility of the
Plan participants. No costs are incurred by the Hospitals. The voluntary
contributions by employees amounted to $3,555,804 for the year ended
June 30, 2010.

OTHER POSTEMPLOYMENT BENEFITS

A. Health Benefits - The Hospitals participates in the Comprehensive Major

Medical Plan (the Plan), a cost-sharing, multiple-employer defined benefit
health care plan that provides postemployment health insurance to eligible
former employees.  Eligible former employees include long-term
disability beneficiaries of the Disability Income Plan of North Carolina
and retirees of the Teachers’ and State Employees’ Retirement System.
Coverage cligibility varies depending on years of contributory
membership service i their relirement system prior to disability or
retirement.

The Plan's benefit and contribution provisions are established by North
Carolina General Statute 135-7 and Chapter 135, Article 3A, of the
General Statutes and may be amended only by the North Carolina General
Assembly. The Plan does not provide for automatic post-retirement
benefit increases.

By General Statute, a Retiree Health Benefit Fund (the Fund) has been
established as a fund in which accumulated contributions from employers
and any earnings on those contributions shall be used to provide health
benefits to retired and disabled employees and applicable beneficiaries.
By statute, the Fund is administered by the Board of Trustees of the
Teachers' and State Employees’ Retirement System and contributions to
the Fund are irrevocable, Also by law, Fund asscts are dedicated to
providing benefits to retired and disabled employees and applicable
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beneficiaries and are not subject to the claims of creditors of the
employers making contributions to the Fund. Contribution rates to the
Fund, which are intended to finance benefits and administrative cxpenses
on a pay-as-you-go basis, are determined by the General Assembly.

For the current fiscal year the Hospitals contributed 4.5% of the covered
paytoll under the Teachers’ and State Employces’ Retirement System to
the Fund. Required contribution rates for the years ended June 30, 2009,
and 2008, were 4.1% and 4.1%, respectively. The Hospitals made 100%
of its annual required contributions to the Plan for the years ended
June 30, 2010, 2009, and 2008, which were $14,900,818, $12,755,768,
and $11,757,710, respectively. The Hospitals assumes no liability for
retirce health care benefits provided by the programs other than its
required contribution.

Additional detailed information about these programs can be located in
the State of North Carolina’s Comprehensive Annual Financial Report.
An clectronic version of this report is available by accessing the North
Carolina Office of the State Controller’s Internet home page
http://www.osc.nc.gov/ and clicking on “Proceed directly to OSC’s index
page,” then “Reports,” or by calling the State Controller’s Financial
Reporting Section at (919) 981-5454.

Disability Income - The Hospitals participates in the Disability Income
Plan of North Carolina (DIPNC), a cost-sharing, multiple-employer
defined benefit plan, to provide short-term and long-term disability
benefits to eligible members of the Teachers” and State Employees’
Retirement System. Benefit and contribution provisions are cstablished
by Chapter 135, Article 6, of the North Carolina General Statutes, and
mity be amended only by the North Carolina General Assembly, The plan
does not provide for automatic post-retirement benefit increases.

Disability income benefits are funded by actuarially determined employer
contributions that are established by the General Assembly. For the fiscal
year ended June 30, 2010, the Hospitals made a statutory contribution of
.52% of covered payroll under the Teachers’ and State Employees’
Retirement System to the DIPNC. Required contribution rates for the
years ended June 30, 2009, and 2008, were .52% and .52%, respectively.
The Hospitals made 100% of its annual required contributions to the
DIPNC for the years ended June 30, 2010, 2009, and 2008, which were
$1,721,872, $1,617,805, and $1,491,222, respectively, The Hospitals
assumes no liability for long-term disability benefits under DIPNC other
than its contribution,
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NOTE 12

Additional detailed information about the DIPNC is disclosed in the State
of North Carolina’s Comprehensive Annual Financial Repori.

RiSK MANAGEMENT

The Hospitals is exposed to various risks of loss related to torts; theft of,
damage to, and destruction of asscts; errors and omissions; injuries to
employees; and natural disasters. These exposures lo loss are handled via a
combination of methods, ncluding participation in State-administered
insurance programs, purchase of commercial insurance, and sclf-retention of
certain risks. There have been no significant reductions in insurance coverage
from the previous year and settled claims have not exceeded coverage in any
of the past three fiscal years.

Tort claims of up to $1,000,000 are retained under the authority of the State
Tort Claims Act.

The Hospitals is required to maintain fire and lightning coverage on all State-
owned buildings and contents through the State Property Fire Insurance Fund
(Fund), an internal service fund of the State. Premiums are paid based on
square footage and the value of building contents. The Hospitals purchased
through the Fund “all risks™ replacement cost basis insurance for buildings and
contents subject to a $25,000 per occurrence deductible,

All Statc-owned vehicles are covered by liability insurance through a private
insurance company and handled by the North Carolina Department of
Insurance.  The liability limits for losses are $1,000,000 per claim and
$10,000,000 per occurrence. The Hospitals pays premiums to the North
Carolina Department of Insurance for the coverage.

The Hospitals is protected for losses from employee dishonesty and computer
fraud. This coverage 1s with a privale insurance company and is handled by
the North Carolina Department of Insurance. The Hospitals is charged a
premium by the private insurance company. Coverage limit is 85,000,000 per
occurrence. The private insurance company pays 90% of cach loss less a
$75,000 deductible.

The Hospitals purchased other authorized coverage from private insurance
companies through the North Carolina Department of Insurance, The coverage
includes:

«  Boiler and Machinery insurance up to $25,000,000 with a deductible of
$5,000;

s Directors and Officers Liability msurance up to $15,000,000 with a
deductible of $200,000 per occurrcnce; with excess coverage of
$10,000,000;

+  Master Crime msurance up to $500,000 with a deductible of $1,000;

* Comprechensive General Liability insurance up to $2,000,000 with a
deductible of $10,000 per occurrence; with excess coverage of
$5,000,000;

®  General Liability for Helipad on Premises insurance up to $20,000,000
with a deductible of $10,000 per aircraft;

*  General Liability for Non-owned Aircrafl insurance up to $20,000,000 per
occurrence with no deductible;

* Computerized Business Equipment replacement cost insurance up to
$603,850 with a deductble of $10,000 per occurrence;

»  Fine Arts Floater insurance up to $100,000 with a deductible of $1,000 per
GCCurTenee.

Hospitals employees and retirees are provided comprehensive major medical
care benefits. Coverage is funded by contributions to the State Health Plan
{Plan}, a pension and other employee benefit trust fund of the State of North
Carolina. The Plan has contracted with third parties to process claims,

The Morth Carolina Workers' Compensation Program provides benefits to
workers injured on the job. All employees of the State and its component units
are included in the program. When an employee is injured, the Hospitals®
primary responsibility is to arrange for and provide the necessary treatment for
waork related injury. The Hospitals is responsible for paying medical benefits
and compensation in accordance with the North Carolina Workers'
Compensation Act. The Hospitals retains the risk for workers® compensation,

Term life insurance (death benefits) of $25,000 to $50,000 is provided to
cligible workers. This Death Benefit Plan is admimistered by the State
Treasurer and funded via employer contributions. The employer contribution
rate was . 16% for the current fiscal year.

Additional details on the State-administered risk management programs are
disclosed in the State's Comprehensive Annual Financial Report, issued by the
Office of the State Controller.

Liability Insurance Trust Fund - The Hospitals participates in the Liability
Insurance Trust Fund (Trust Fund), a claims-servicing public entity risk pool
for healthcare professional liability protection. The Trust Fund services
professional liability claims, managing separate accounts for cach participant
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from which the losses of that participant are paid. Although participant
assessments are determined on an actuarial basis, ultimate liability for claims
remains with the participants and, accordingly, the insurance risks are not
transferred to the Trust Fund.

The Trust Fund is an unincorporated entity created by Chapter 116, Article 26,
of the North Carolina General Statutes and The University of North Carolina
Board of Governors Resolution of June 9, 1978, The Trust Fund is a self-
insurance program established to provide professional medical malpractice
liability covering the Hospitals and The University of North Carolina at
Chapel Hill Physicians and Associates (UNC P&A), the program participants.
The Trust Fund provides coverage for program participants and individual
health care practitioners working as employees, agents, or officers of program
participants. The Trust Fund is exempt from federal and state income taxcs,
and is not subject to regulation by the North Carolina Department of Insurance.

Participation in the Trust Fund is open to the University of North Carolina, any
constituent institution of the University of North Carolina, the Hospitals, and
any health care institution, agency or entity that has an affiliation agreement
with the University of North Carolina, with a constituent institution of the
University of North Carolina, or with the Hospitals. Only the UNC P&A and
the Hospitals have participated in the Trust Fund to date. Participants provide
management and administrative services to the Trust Fund at no cost.

The Trust Fund is governed by the Liability Insurance Trust Fund Council (the
Council), The Council consists of 13 members as follows: one member cach
appointed by the State Attorney General, the State Auditor, the State Insurance
Commissioner, the Director of the Office of State Budget and Management,
the State Treasurer, (cach serving at the pleasure of the appointer); and eight
members appointed to three year terms (with no limit on the number of terms)
by the UNC System’s Board of Governors.

The Trust Fund establishes claim liabilities based on estimates of the ultimate
cost of claims (including future expenses and claim adjustment expenscs) that
have been reported but not settled and of claims incurred but not reported.
Claim liabilities are recomputed annually based on an independent actuary's
study to produce current cstimates that reflect recent scttlements, claims
frequency, inflation and other factors. Participant assessments are determined
at a level to fund claim liabilities, discounted for future investment earnings.
Each participant is required by statute to maintain a fund balance of $100,000
at all times. Participants are subject to additional premium assessments in the
event of deficiencies,

For the period July 1, 2009, through June 30, 2010, the Trust Fund provided
coverage on an occurrence basis of $3,000,000 per individual and $7,000,000

NOTE13

in the aggregate per claim. The Trust Fund entered into an excess of loss
agreement with an unaffiliated reinsurer in prior years. However, excess
reinsurance coverage has not been purchased for any policy year since
June 30, 2006, as the Trust Fund chose to retain 100% of the liability. In lieu
of reinsurance, the participants contributed $10,000,000 in the aggregate
toward the Reimbursement Fund for future losses. In addition, during fiscal
year 2010, the participants contributed additional $1,006,106 to replenish the
Reimbursement Fund to its original $10,000,000 level. For the fiscal year
ended June 30, 2010, the Trust Fund purchased a direct insurance policy to
cover the first $1,000,000 per occurrence and $3,000,000 in the aggregate for
dental residents, North Carolina General Statutes Chapter 116 was amended
during 1987 to authorize the Trust Fund to borrow necessary amounts up to
$30.,000,000, in the event that the Trust Fund may have insufficient funds to
pay existing and future claims. Any such borrowing would be repaid from the
assels and revenues of program participants, No line of credit or borrowing
has been established pursuant to this authorization. The Council believes
adequate funds are on deposit in the Trust Fund to meet estimated losscs based
upon the results of the independent actuary’s report.

The Trust Fund has purchased annuity contracts to settle claims for which the
claimant has signed an agreement relcasing the Trust Fund from further
obligation. The related claim liabilities have been removed from estimated
malpractice costs.

The Council may choose to terminate the Trust Fund, or the respective
participants may choose to terminate their participation. In the event of such
termination by either the Council or a participant, an updated actuarial study
will be performed to determine amounts due to or from the participants based
on loss experience up to the date of termination.

At June 30, 2010, the Hospitals’ assets in the Trust Fund totaled $28,551,750
while Hospitals® liabilities totaled $22,290,081 resulting in net asscts of
$6,261,669.

Additional disclosures relative to the funding status and obligations of the
Trust Fund are set forth in the audited financial statements of the Liability
Insurance Trust Fund. Copies of this report may be obtained from The
University of North Carolina Liability Insurance Trust Fund, University of
North Carolina Health Care System, 211 Friday Center Drive, Hedrick
Building, Room 2029, Chapel Hill, NC 27517,

COMMITMENTS AND CONTINGENCIES

A. Commitments - The Hospitals has established an encumbrance system to
track ils outstanding commitments on construction projects and other
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purchases. Outstanding commitments on construction confracts were
$18,899,797 and on other purchases were $28,296,650 at June 30, 2010,

B. Pending Litigation and Claims - The Hospitals is a parly to other
litigation and claims in the ordinary course of its operations, Since it is
not possible to predict the ultimate outcome of these matters, no provision
for any liability has been made in the financial statements. Hospitals
management is of the opinion that the Lability, if any, for any of these
matters will not have a material adverse effect on the financial position of
the Hospitals.

RELATED PARTIES

University of North Carolina Health Care System Enterprise Fund - The
Board of Directors of UNC Health Care System (System) authorized and
approved the creation of an Enterprise Fund to support the System’s mission
and vision to be the nation’s leading public academic health care system. The
key components of the System contributing to the Enterprise Fund during
fiscal year 2010 are the University of North Carolina Hospitals, the clinical
patient care programs established or mamtained by the University of North
Carolina at Chapel MHill School of Medicine and UNC Physicians &
Associates, and Rex Healtheare, Tne.  Pursuant to a memorandum of
understanding effective July 1, 2005, the key components agreed to finance the
Enterprise Fund. For the year ended June 30, 2010, the Hospitals was assessed
$43 088,618 to fund initiatives supported by the Enterprise Fund.

In fiscal year 2007 the System’s Board of Directors approved a 510 million
transfer to the UNC School of Medicine (SOM) with the ntent of making
transfers in fiscal year 2008 and fiscal year 2009 but did not due to uncertainty
caused by the recession. The SOM has had an ongoing need for funding and
the strong performance of the Hospitals during fiscal year 2010 made an
additional $10 million transfer possible.

On July 21, 2008, the System purchased a controlling interest in Chatham
Hospital, Inc. for $2 million on the closing date and a contractual commitment
10 pay an additional $9.3 million to expand health care services in Chatham
County. At the direction of the System, the Hospitals transferred $2 million on
the closing datc and paid the remaining commitment during fiscal year 2010,

Rex Healthcare, Inc. - Rex Healthcare, Inc. (Rex) is a not-for-profit
corporation and is exempt from federal and North Carolina income taxation as
a 501(c)(3) charitable organization. Rex does not conduct active operations
but serves as the parent corporation for a multi-entity health care delivery
system that was organized to provide a wide range of health care services to
the residents of Wake County, Nerth Carolina and surrounding counties. The
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System acquired Rex in 2000 and is the sole member of the corporation, The
System appoints eight of the 13 seats on Rex’s Board of Trustees and also
reviews and approves Rex's annual operating and capital budgets. The
principal corporate entities under the common control of Rex Healtheare, Inc.
are:

Rex Hospital, Inc. - Rex Hospital, Inc. 15 a 433-bed hospital located in
Raleigh, North Carolina that provides inpatient, outpaticnt, and
emergency services primarily to the residents of Wake County. The
Hospital operates Rex Cancer Center, Rex Women's Center, and Rex
Rehab and Nursing Care Center of Raleigh on its main campus. Rex
Hospital has additional campuses in Cary, Wakeficld (in Raleigh),
Kmightdale, and Apex. Rex Hospital, Ine, also owns Rex Home Services,
Inc. that primarily serves residents of Wake County and Smithfield
Radiation Oncology, LLC.

Rex Enterprises Company, Inc¢, - Rex Enterprises Company, Inc. is a
North Carolina for-profit corporation organized to hold investments in
various affiliates and to promote the development of real property in
support of the mission of Rex. Rex Enterprises Company, Inc. is the sole
member of Rex CDP Ventures, LLC, which is a limited liability company
organized to own and develop real estate in the Wakefield community of
northern Wake County.

Rex Healtheare Foundation, Inc, - Rex Healtheare Foundation, Inc. is a
North Carolina not-for-profit corporation organized to promote the health
and welfare of residents in Rex’s service arca by promoting philanthropic
contributions and public support of Rex.

Rex Holdings, LL.C - Rex Holdings, LLC was formed in 2007 to provide
medical services through various affiliations, joint ventures and
independent physician practices. Rex Holdings is the sole member of Rex
Physicians, LLC, which was established in 2009 to employ physicians of
specialty practices.

The Hospitals provides certain management, legal and contracting services to
Rex. Likewise, Rex also provides certain employee contracting services to the
Hospitals. These transactions resulted in the Hospitals receiving $1,962,537
from Rex and the Hospitals paying S618,915 to Rex during the year ended
June 30, 2010,

The Medical Foundation of North Carolina, Inc. - The Hospitals is a

participant in The Medical Foundation of North Carolina, Inc. (Foundation), a
nonprofit Foundation for the University of Nerth Carolina at Chapel Hill and
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the Hospitals, which solicits gifls and grants for both entities. The Board of
Directors of the Medical Foundation administers the funds of the Foundation.

Chatham Hospital, Inc. - Chatham Hospital, Inc. is a private, nonprofit
501(c)(3) corporation that owns and operates a 25-bed critical access facility
located in Siler City, North Carolina, The facility operates 21 acute/swing
beds and four intensive care beds, along with a complement of surgical suites,
emergency room, and ancillary services.

The Hospitals entered into a five year management agreement with Chatham
Hospital, Inc. on August 1, 2006, which includes staffing and assistance with
operations and planning,

The Hospitals was paid $196,743 for these services during the year ended
June 30, 2010,

On February 8, 2007, the Hospitals cstablished a $1,999,000 escrow account to
serve as collateral for some of the financial covenants related to Chatham
Hospital, Inc. debt. On February 10, 2010, the Department of Housing and
Urban Development’s Office of Insured Health Care Facilities approved the
releasc of the escrow funds for deposit into the Chatham Hospital, Inc. MOB
(medical office building) Construction Fund. According to the terms of the
escrow agreement, the $1,999,000 balance converted into a note payable to the
Hospitals effective upon the release of the escrow funds.

By contractual agreement, the System became the sole member of Chatham
Hospital, Inc. on July 1, 2008. The System appoints nine of the 15 members
on the Chatham Hospital, Inc. Board and reviews and approves its annual
operating and capital budgets.

Triangle Physician Network, LLC - Triangle Physician Network, LLC
(TPN) is a wholly owned subsidiary of the System that owns and operates
twelve community based practices throughout the Triangle (Raleigh, Durham
and Chapel Hill), North Carolina area. The purpose of the community based
practices is to provide care close to home for the con ¢ of the paticnt
and allow clinicians and staff of the System to be part of their local
communities,

The Hospitals provides purchasing, accounts payable, and accounting services
to TPN and has accrued $218,327 for services provided during the fiscal year,
TPN also paid §1,952,946 for supplics and bio-medical equipment services
received from the Hospitals during fiscal year 2010,

First Health-UNC HCS, LLC - First Health-UNC HCS, LLC is a joint

venture between the System and First Health of the Carolinas, Inc., which was
created top purchase and operate Sanford Hematology & Oncology (SHO), a
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NotE 15

NOTE 16

clinic located in Sanford, North Carolina. Each entity has a 50% ownership
interest in SHO.

First Health - UNC HCS, LLC paid the Hospitals $1,491,019 for supplies and
bio-medical equipment services received during fiscal year 2010,

INVESTMENT IN AFFILIATES

The Hospitals has investments in affiliates and joint ventures accounted for on
the equity method. Investments in affiliates were $2,433,769 at June 30, 2010
The Hospitals® share of these affiliates and joint ventures is not significant
individually, The summarized financial information below represents an
aggregation of the ongoing affiliates and joint ventures:

010

Unaodited)
TOTAL AFFILIATE ACTIVITY

Current Assets §$ 4,168,042
Noncurrent Assets 913,579
Current Linbilities 308, B4
Shareholders Equity 4,712,757
Revenie 7902675
Net Gain B3E.T73

HOSPITALS' SHARE OF ACTIVITY
Realized Alfiliate Gain - Ongoing Operations 3 377,858

CHANGES IN FINANCIAL ACCOUNTING AND REPORTING

For the fiscal year ended June 30, 2010, the Hospitals implemented the
following pronouncements issued by the Governmental Accounting Standards
Board (GASB):

GASB Statement No. 51, Accounting and Financial Reporting for
Intangible Assets.

GASH Statement No. 53, Accounting and Financial Reporting for
Derivative Instruments,

GASB Statement No. 51, requires reporting certain intangible assets as capital
assets.

GASB Statement No. 53, requires reporting certain derivative instruments at
fair value.
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Note 17

SUBSEQUENT EVENTS

On February 19, 2010, the Board of Governors of the University of North
Carolina System approved the issuance of up to $50 million dollars in general
revenue bonds to be used by the Hospitals. The University of North Carolina
Health Care System Board of Directors ratified the issuance of these bonds on
September 20, 2010. Bonds are expected to be issucd before the end of the
2010 calendar year, and proceeds will be used to fund the Ambulatory Care
Center Expansion and Renovation (5268 million) and the Tmaging and
Qutpatient Center ($21.9 million); the remaining balance will fund general
hospital renovations and equipment.
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INDEPENDENT AUDITOR'S REPORT
ON INTERNAL CONTROL OVER FINANCIAL REPORTING
AND ON COMPLIANCE AND OTHER MATTERS BASED ON AN
AUDIT OF FINANCIAL STATEMENTS PERFORMED IN ACCORDANCE WITH
GOVERNMENT AUDITING STANDARDS

Board of Directors
University of North Carolina Health Care System
Chapel Hill, North Carolina

We have audited the financial statements of the University of North Carolina Hospitals,
which is a part of the multi-campus University of North Carolina System, a component unit of
the State of North Carolina, as of and for the year ended June 30, 2010, and have issued our
report thereon dated October 19, 2010.

As discussed in Note 16 1o the financial statements, the Hospitals implemented Governmental
Accounting Standards Board Statement No. 51, Accounting and Financial Reporting for
Intangible Assets and Statement No., 53, Accounting and Financial Reporting for Derivative
Instruments, during the year ended June 30, 2010.

As discussed in Note 1 to the financial statements, the financial statements present only the
University of North Carolina Hospitals and are not intended to present fairly the financial
position of the University of North Carolina Health Care System nor the University of North
Carolina system, and the results of operations and cash flows in conformity with accounting
standards generally accepted in the United States of America,

We conducted our audit in accordance with auditing standards generally accepted in the
United States of America and the standards applicable to financial audits contained in
Government Auditing Standards, issued by the Comptroller General of the United States.

Internal Control Over Financial Reporting

In planning and performing our audit, we considered the Hospitals™ inlemal control over
financial reporting as a basis for designing our auditing procedures for the purpose of
cxpressing our opinion on the financial statements, but not for the purpose of expressing an
opinion on the effectiveness of the Hospitals’ internal control over financial reporting.
Accordingly, we do nol express an opinion on the effectivencss of the Hospitals’ internal
control over financial reporting.

33

A deficiency in internal control exists when the design or operation of a control does not
allow management or employces, in the normal course of performing their assigned functions,
lo prevent, or detect and correct misstatements on a timely basis. A matenial weakness is a
deficiency, or a combination of deficiencies in internal control, such that there is a reasonable
possibility that a material misstatement of the Hospitals' financial statements will not be
prevented, or detected and corrected on a timely basis.

Our consideration of internal control over financial reporting was for the limited purpose
described in the first paragraph of this section and was not designed to identify all
deficiencies in internal control over financial reporting that might be deficiencies, significant
deficiencies or material weaknesses. We did not identify any deficiencies in internal control
over financial reporting that we consider to be material weaknesses, as defined above.

Compliance and Other Matters

As part of obtaining rcasonable assurance about whether the Hospitals’ financial statements
are free of material misstatement, we performed tests of its compliance with certain
provisions of laws, regulations, contracts, and grant agreements, noncompliance with which
could have a direct and material effect on the determination of financial statement amounts.
However, providing an opinion on compliance with those provisions was nol an objective of
our audit, and accordingly, we do not express such an opinion. The results of our tests
disclosed no instances of noncompliance or other matters that are required to be reported
under Government Auditing Standards,

This report is intended solely for the information and use of management of the Hospitals, the
Board of Governors, the Board of Directors of the University of North Carolina Health Care
System, the Audit and Compliance Committee, others within the entity, the Governor, the
General Assembly, and the State Controller, and is not intended to be and should not be used
by anyone other than these specified parties.

odosl H voud

Beth A. Wood, CPA
State Auditor

October 19, 2010
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ORDERING INFORMATION

Audit reports issued by the Office of the State Auditor can be obtained from the web site at
www.ncauditor.net. Also, partics may register on the web site to receive automatic email
notification whenever reports of interest are issued, Otherwise, copies of audit reports may be
obtained by contacting the:

Office of the State Auditor

State of North Carolina

2 South Salisbury Street

20601 Mail Service Center

Raleigh, North Carolina 27699-0601

Telephone:  919/807-7500

Facsimile; 919/807-7647
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NIVERMTY OF NORTH CAROVINA HEALTH CARE AYSTIM LNC PHYSICTANS & R85 ATES YOI NORTH CARSLINA HEAMTH CARESYSLEM 4 NCPHYSICIANS & ASSOCIATES
Statement of Ner Assers (Unaudited) Statement of Revenues and Expenses (Unaudired)
For the Years Ended frne 360, 2010, and frine 30, 2009 Far the Years Evded fune 30, 2010, and fune 30, 2000
CURRENT ASSETS REVENUE |
Cash and |nvessments 83,067 938 - 381,474,119 Net Parient Sﬁﬂu Revenue : E;},}"ﬁ?,m 21 9.352.44.3
Patient Accounts Receivable - Net 23831412 29,229,498 Other Operating Revenue 51775000 24,499,993 |
Estimatcd Thind-Party Sertlements | 29,283,470 16,946,470 Net Operating Revenue 276562226 | 243,852,441 |
Other Assexs and Receivables 11,687,329 65,246
Assets Whose Use Is Limited or Restricted [ 10065335 10,669,854 OPERATING EXPENSES _ e ]
Prepaid Expenses. | | 20,406 Salaries and Fringe Bencfies 251,015,295 205,268,614 |
Total Carrent Assets | 157,935,484 138,405,593 Medical and Sungical Supplies 6,865,349 19,899,849
o o Contracted Serviees | 19,027,654 15,644,400 |
T ASSETS " Other Supplics and Services 18778129 | 16,739,542
Properry, Plant & Equipmeat - Net $4,649.400 5.999.200 | G ications and Utilitics 2754305 | 2,942,222
Total Noncusrent Assers 4,648,400 5.999.200 | Medical Malpracrice Costs L7069 | (2313520
Total Assets 162,584,884 144,404,793 | Bond and Other Interest Expense 1553819 | 1577424
" Medical School Trust Fund (MSTF) 7,593,882 9,184,472 |
CURRENT LIABILITIES [ Toral Operating Exy | 09299132
Accounts and Other Payables 8404061 4,401,632 | o )
| Accrued Salasier and Benchies 8,215,430 6014294 | T
Estimated Third-Party Settlements 5,628,430 4,550,000
= Nu_lu & Bonds Payable 1449800 1349, 800 NOMOPERATING GAINS [LOSSES] —
 Total Curreat Lisbilitie 26448419 | 16315726 Interest and Investment Income B L0775 | (®8.595.073)
Monoperating Income (Expense) | A75.000 %
NONCURRENT LIABILITIES Transfers 10 HCS Enterprise Fund Q (7,500,429) (3,500,004)
Notes & Bonds Payable 3199600 | 4,649,400 Transfess from HCS Enrerprise Fund - 43,872,590 24,626,614
Compensated Absences 24,740,862 20,964,694 Total Nosoperatiang Gains (Lotscs) WASTII6 | 12531537
Total Neacurrent Liabilities | 25,614,094 = = Si—— e |
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SVERSITY OF SO CARD FATIH CART SYSTEM i) (N0 PIIVAICLANS & ASSDCIATES
Starement of Cash Flows (Unaudired)

For the Years Ended fume 30, 2006, and fine 30, 2009

2010 2009

CASH FLOWS FROM DOPERATING ACTIVITIES
Received from Pasicnts and Third Parsies | $217.926.742 $217,001,256
Payments o Employes and Fringe Benclis | (245,057 991) (200,686,369)
Papmicats to Veadon and Suppliers (40,166,177) | (33,965,454)
Payments for Medical Malpractice 11,591,507} (3,800,004)
| Opematiog Capinal Granes 32,250,507 24,626,614
Other Rectipts ) 45,181,118 | 18877711
Net Cash Provided (Used) _ aseam 2,053,754

CASH FLOWS FROM NONCAPITAL FINANCING ACTIVITIES
Net Cash Provided (Used) —_ ) =} =

CASH FLOWS FROM CAPITAL FINANCING AMD RELATED FINANCING ACTIVITIES

Principal & Arhitrage Paid on Ourstanding Debe (1.349.800) | (1,249,800)
Incerest and Fees Paid on Dbt (204,074) (327.624) |
Net Cash Provided (Used) (1553819 | (1,577,824)

CASH FLOWS FROM INYESTING ACTIVITIES

Tevestment Income & Other Activiry, s 1210775 | (8595.073)
Puschase and Sale of Invesements, Net of Fees =4 47,538,945
Investments in and Loans to Affiliared {6,625.429)

E tsce» Net

Net Cash Provided (Used) n (5:414,654)
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SIVERSITY 03F SORTH CARLILINA HITA HOARF SYSTEM 1 UNC PHYSICIANS & ASSOCIATES
Statemnent of Net Assers (Unaudited)

For the Years Fnded June 30, 2009, and june 30, 2008

2009 2008

CURRENT ASSETS

' Cash and Investments | $41.474,119 §25,553.921
Tutient Acceuinis Roceivable - Net 29,229,498 24,828,306
Estimated Third-Party Scrdements 16,946,470 13,119,186
Othir Assets and Receivables 65,246 7,454,720
Asscrs Whose Use [s Limited or Restricred 10,665 %54 _?-5.977.351
Prepaid Expenses le.-lﬂﬁ 2]
Total Current Assets 138,405,593 146,933,414

T ASSETS

" Property, Plant & Equipment - Net 5,999,200 7,249,000
Tnu.l I\-lnnwrwnl .An:u_ 5,999,200 7,249,004

otal Assets 184,404,793 154,182,414

CURRENT LIABILITIES

| Accounts and Other Payables 1 4,401,632 702,680

| Acerued Salaries and Benchis | 6,014,294 3,242,455
Estimated Third-Party Serl 4,550,000 2,500,000

[T Mota%BondiPapsble 1,349,800 1.249.800

_ Totsl Corrent Lisbilties 16,315,726 13,994,935 |

NONCURRENT LIABILITIES

: Notes & Bands Payable 5,999,200

! Campensared Absences [ 19,134,288
‘Total Noncarreat Liabilities 25,153,488

ST USCHEALTH CARE ANKUAL REPOGRY

VNIVERSTTY OF SORTH CAROLINA HEALTH LARE 3YSTEM

Uik

Statement of Revenues and Expenses (Unaudired)

For the Yeurs Ended fune 30, 2009, and fune 30, 2008

PRYSICTANS & ASSUL |ATES

2009 2008

OPERATING REVENUE
R — $219,352,448 207,378,544
Othe: Operating Revenve 24,499 593 18,596,143
Net Operating Revenue 243,852,441 245,974,687
OPERATING EXPENSES B
Salaries and Fringe Benefirs 205,268,614 189,481,826 |
Medical and Surgical Supplies | 19,499,849 Ny
 Convacred Services I T 6adA0 | 17923933
Othier Supplics and Services 16,739,542 40,826,778
Communications and Urilities - 2,942,222 273075
Medical Malpractice Costs Q313,527 | 5,121,068
Tland and Other Intepest Expense 1,577,424 1,538,499
Medical Schaol Truse Fund (MSTF) 5,184,472 9,176,951
Total Operating Expenses 268,942,996 269,808,230
HONOPERATING GAINS [LOSSES] !
R Inrerest and Invesement Income | (8,595,073} 1,568,295
Nonoperating Income (Expense) | = (297 401)
Transtess ro HCS Encerprise Furid (3,500,004) (3,400,000)
Teansfers from HCS Enterprise Fund 24626614 | 22,747,500
Total Nonoperating Gains (Lokses) 12,531,537 | 22,618,394
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LUNIVERSITY OF NORTH CAR INA HLAL LCARLE S
Statement of Cash Flows (Unaudited)

For the Yeurs Ended fune 38, 2009, and fune 30, 2008

LN THYRICTANS & ASSOCTATE

2009 2008

CASH FLOWS FROM DPERATING ACTIVITIES 11
Received from Patients and Thind Birties 217,001,256 $210,280,783
Taymenrm Enehommand Fings Benshis (200,686,369 (167.722,549)
Paymeni to Vendais iid Supplieis (33,965,454) (55.695,160)
Papweetns For Macical Malracrice (3800.004) (1.213,620)
Operating Capital Granss 24626614 22747500

 Other Receipns 1BSTTTLE 16637349

| Net Cash Provided (Used) 205375 | 5,034,303
CASH FLOWS FROM NONCAPITAL FINANCING ACTIVITIES

| NetCash Provided (Used) . -

CASH FLOWS FROM CAPITAL FINANCING AND RELATED FINANCING ACTIVITIES
Principal & Arbicrage Paid on Crstanding [ebt 11,249, 800) 11,149,781
T _ (327,624) (388,790)
Net Cash Provided (Used) (1,577,424) 11,538,499)

CASH FLOWS FROM INVESTING ACTIVITIES
Investment [ncome & Other .N:tivuy- (B:545.073) 2069312
Purchase and Sale of Investments, Net of Fees 47,538,945 71,336,053
Invesrments In-and Loans to Afﬁh;t;xl (3.500,004) (3,697,401}
Enterprises - Net
Net Cash Pravided (Used) 35,443,868 | (72.864,144)
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