
5. LONG-TERM DEBT

OUTSTANDING DEBT AT JUNE 30, 1998, CONSISTED OF THE FOLLOWING:
General Obligation Bonds, Series 1996A, at 4.5% to 5.75%,
due at various dates through 2021

General Obligation Bonds, Series 1993A. at 4·80%, due in 2003
Obligations to the state of Minnesota pursuant to Infrastructure

Development Bonds, at 4.8% to 6.9%, due at various dates through 2018
Various auxiliary enterprise bonds, at 3%, due at various dates through 2013,
collateralized by revenues of self-supporting auxiliary enterprises and the
full faith and credit of the University
Other
TOTAL

13,620

3,604

Effective January 8, 1997, the University entered into a fixed-to-floating interest

rate swap agreement on a notional amount of $190,000. Under this agreement, the

University makes floating-rate interest payments monthly based upon the weekly Bond

Market Association (BMA) Municipal Swap Index. The University receives fixed-rate

interest payments ranging from 4.45 percent to 5.43 percent semiannually.

Effective August 27, 1997, the University entered into a floating-to-fixed interest

rate swap agreement on a notional amount of $70,000. The University will make

fixed-interest payments at a rate of 4.98 percent, while receiving a floating-interest

payment at a rate based on the BMA index. Settlement takes place on a quarterly

basis. The swap has a 20-year final maturity, although after IO years, if the trailing

90-day average of the BMA exceeds 7 percent, the counterparty may opt to terminate

the swap.

The full faith and credit of the University is pledged for payment of principal and

interest related to all of the General Obligation Bonds, Series 1993A and 1996A.

On December 19, 1996, the University issued $190,000 of General Obligation

Bonds, Series 1996A, which settled on January 8, 1997, at a total premium of $944.

The proceeds of the issuance were used to refund the 1985 Variable Rate Demand

Bonds, Series F through I, and the 1991 Series A and B commercial paper issuances.

The current refunding of these issues took place on April 4, 1997.
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Effective August 28, 1997, and September I, 1997, respectively, the University entered

into two swap agreements for notional amounts totaling $75,000. The University will

make fixed-interest payments of approximately 4.89 percent and receive interest

payments at a floating rate based on the BMA index. Settlement takes place on a

quarterly basis. Each of these swaps has a Is-year final maturity. The counterparties

have the option after 10 years to adjust the basis upon which the floating rate is

calculated from the BMA index to 64 percent of the three-month UBOR.

As a result of the preceding activity, the University's percentages of fixed-rate and

floating-rate debt were 86 percent and 14 percent, respectively, at fiscal year-end.



Effective January 8, 1997, the University sold a put option, which allows the

counterparty to put up to $190,000 of University bonds or eligible government or

municipal securities to the University. The option may be exercised at any time on

or after January I, 1999.

Pursuant to state of Minnesota statute, the University is obligated to pay the state

one third of the debt services of Infrastructure Development Bonds (lOB) issued by

the state for University capital projects. The state has issued $122,670 on behalf of

the University, one third of which is due to the state in installments over 20 years.

Included as part of restricted plant fund balances at June 30, 1998, was $9,209 for

renewals and replacements required by related debt covenants.

THE PRINCIPAL PAYMENTS ON LONG-TERM DEBT AND SINKING FUND

REQUIREMENTS ON NOTES AND BONDS OUTSTANDING AND MINIMUM FUTURE

PAYMENTS ON OTHER OBLIGATIONS AT JUNE 30, 1998, ARE AS FOLLOWS:

FISCAL YEAR ENDING JUNE 30

6 PENSION PLANS

The University contributes to a single-employer defined contribution plan, the Faculty

Retirement Plan (FRP), and two cost-sharing multiple-employer defined benefit plans,

the State Employees' Retirement Fund (SERF) of the Minnesota State Retirement

System and the Public Employee Police and Fire Fund (PEPFF) of the Public Employees

Retirement Association pension plans. In addition, some employees eligible for the

FRP may be eligible for additional benefits from the University of Minnesota

Supplemental Benefits Plan (SBP), which is a single-employer defined benefit plan.

For faculty members employed prior to 1963, and female participants employed prior

to July I, 1982, the SBP is being funded in an amount equal to or greater than the

amount reqUired under Chapter 356 of the Minnesota statutes. All SBP participants

are retired. Each plan provides retirement, disability, and death benefits to plan

members and beneficiaries.
1999

2000

2001

2002

2003
Thereafter

$ 4, 613

4,091

4,057

10,077

11,078

299,103

The SERF and the PEPFF each issue a publicly available financial report that includes

financial statements and reqUired supplementary information for that plan. Those

reports may be obtained by writing or calling the plan, as follows:
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Minne60ta State Retirement Sy6tem

MidAmerica Bank Building

Suite 300

175 W. Lafayette Frontage Road

St. Paul, Minnesota 55107-1425

(651) 296-2761

Public [mployee6 Retirement AMociation

514 St. Peter Street, #200

St.' Paul, Minnesota 55102

(651) 296-7460 or 1-800-652-9026



FUNDING POLICY AND ANNUAL PENSION COST
THE FOLLOWING INFORMATION PERTAINS TO THE SBP AS OF JULY I:

1997 1996 1995

7. RELATED PARTIES

The actuarial present value of accumulated plan benefits in the SSP was not calculated.

THE UNIVERSITY'S ANNUAL PENSION COST AND RELATED INFORMATION FOR EACH

PLAN IS AS FOLLOWS:
SBP FRP SERF PEPFF

UNIVERSITY CONTRIBUTIONS,

FISCAL YEAR ENDED

June 30, 1998 $502 $38,809 $10,442 $288

June 30, 1997 606 37.4°° 13,237 3°0
June 30, 1996 554 36,83 1 15,24° 292

CURRENT CONTRIBUTION RATES

University 13-0% 4. 0% 11.4%

Plan members 2·5 4·0 7. 6

Pension benefit obligation

Net assets available for benefits

Unfunded accrued liability

Funded ratio (net assets as a percentage

of the pension benefit obligation)

$18,875 $18,135

10,664 10,884

$8,211 $7,251

60.02%

$17,941

11,226

$6,715

These contribution amounts are equal to contractually required contributions for each

year in compliance with state statute. The University makes all contributions to the

SBP using a variable rate.
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The University of Minnesota Foundation. the Minnesota Medical Foundation, the

Minnesota Landscape Arboretum Foundation, and the Minnesota 4-H Foundation

(the foundations) are independent corporations formed for the purpose of obtaining

and disbursing funds for the sole benefit of the University.

At June 30, 1998, the combined net assets of the foundations (not included in

the consolidated financial statements of the University) were $859,832, of which

approximately $494,234 was temporarily restricted, $324.413 was permanently

restricted, and the remaining $41,185 was unrestricted.



SUMMARIZED, UNAUDITED FINANCIAL INFORMATION WITH RESPECT TO THE FOUNDATIONS FOR THE YEAR ENDED JUNE 30, 1998, IS AS FOLLOWS:

NET ASSETS AT BEGINNING OF YEAR

ADDITIONS Gifts, pledges, and other additions

Investment income and adjustments to market value, net

TOTAL ADDITIONS

DEDUCTIONS Distributions to the University

Administration and other deductions

TOTAL DEDUCTIONS

NET INCREASE FOR THE YEAR

NET ASSETS AT END OF YEAR

The foundations are subject to audit by other independent auditors.

8 COMMITMENTS AND CONTINGENCIES

University
of Minnesota
Foundation

81,168

62,606

143,774

58,067
12,821

70,888

72,886

Minnesota
Medical

Foundation

12, I 13

6,977

Minnesota
Landscape
Arboretum
Foundation

$11,867

2,34 1

668

3,009

2,555

Minnesota
4-H

Foundation

$3,160

860

323
1, 183

73 2

45 1

Total

$733,868

110,203

109,480

73,008

20,7 11

Construction projects in progress, principally buildings, that have been included in the

assets of the plant funds at June 30, 1998, approximate $123,366. The estimated cost to

complete these facilities is $341,013, which is to be funded from plant fund assets, and

$209,584 in appropriations available from the state of Minnesota.

make minimum fixed payments for certain operating and maintenance costs as well

as contingent payments based on monthly usage. The minimum fixed amount of the

required payments at June 30, 1998, is as follows:

FISCAL YEAR ENDING JUNE 30

The University owns certain steam production facilities, which produce steam for

heating and cooling the Twin Cities campuses and which by agreement are managed,

operated, and maintained by an unaffiliated company. The term of the agreement is

for 25 years and commenced July I, 1992. Under the agreement, the University must
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1999
2000

2001

2002

2003
Thereafter

$ 6,320

5,657

5,657

5,656

5,656

79,193
$108,139



MedicaL Re6ident6 FlCA - In January 1994, the Social Security Administration (SSA)

assessed the state of Minnesota (acting for the University) for unpaid social security

taxes with respect to stipends paid to medical residents at the University during

calendar years 1985 and 1986. Thereafter, the Internal Revenue Service (IRS) proposed

assessments for unpaid social security taxes for the years 1987 through 1990. In

January 1996, the state began an action in federal District Court in Minnesota

challenging the assessment. Management and general counsel of the University

believe that when the decision of the Eighth Circuit in the 1985-86 SSA litigation

becomes final, it is probable that the IRS will reverse its proposed assessment of taxes

for years 1987 through 1990, which will also result in a refund of social security taxes

paid subsequent to October I, 1990. Therefore, the University expects to incur no

liabilities regarding SSA litigation.

MALGIDepartment at Surgery Activitie6 - From 1992 to the present, the University

and the federal government have separately and independently investigated

allegations of civil and criminal misconduct in the Minnesota Anti-Lymphocyte

Globulin (MALG) Program and other Department of Surgery activities. The MALG

Program was run by the Department of Surgery of the University's Medical School

and produced an antirejection drug for organ transplant surgery until a clinical hold

was issued by the United States Food and Drug Administration (FDA) in August 1992.

On December 19, 1996, the University was sued by the United States under the False

Claims Act and other federal laws. On July 23, 1997, the court granted the University's

motion to dismiss all claims under the False Claims Act. The United States also moved

to dismiss the University lawsuit, which motion was granted.
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Both the United States and the University appealed these rulings. On September 4,

1998, the United States Court of Appeals for the Eighth Circuit reversed the District

Court's order on the False Claims Act. The University is requesting additional appellate

review of this decision and may petition for a writ of certiorari to the United States

Supreme Court. The Eighth Circuit has not yet ruled on the University's appeal of the

District Court's order dismissing its lawsuit against the United States. On October 14,

1998, the District Court granted summary judgment to the University on the Medicare

and antikickback claims asserted by the United States. The court also granted partial

summary judgment to the United States on liability for ALG sales from 1970 to mid­

1989. Damages and all other liability issues remain for trial.

In the opinion of management and its general counsel, based in part on information

from outside counsel, the likelihood that any liability in this matter would be material

to the University's overall financial position after a full course of litigation is remote.

Other - In addition, the University is a defendant in other cases involving claims of

medical malpractice, personal injuries, breach of contract, and other civil matters,

including various claims pending against the University with the Minnesota

Department of Human Rights and the federal Equal Employment Opportunity

Commission.

While any litigation has an element of uncertainty and the University cannot,

therefore, predict how these cases will be finally resolved, management and its general

counsel believe the outcomes of the cases, indiVidually and combined, could have a

material effect on operations in a particular period; however, the outcomes should

not have a material adverse effect on the overall financial position of the University.



') INCOME TAXES

The University is generally exempt from federal and state income taxes as an

instrumentality of the state of Minnesota and under Section 501(C)(3) of the Internal

Revenue Code.

Certain activities are subject to unrelated business income tax. Related to these

activities, the University has a net operating loss carryforward of approximately

$9,800 at June 30, 1997 (the date of the most recent federal tax return), which

expires in fiscal years 2007 through 2012.

10 SELF INSURANCE PROGRAMS

The University is self-insured for medical malpractice, general liability, directors

and officers liability, and automobile liability through RUMINCO, Ltd., a wholly-owned

single parent captive insurance company (see Note I). Claims are reported to a third­

party administrator, which pays expenses and sets up reserves. The total estimated

expense of a claim is estimated and booked as a liability when it is probable a loss has

occurred and the amount of the loss can be reasonably estimated in the year in which

it is reported. In addition, an actuarial liability is established for incurred but not

reported (IBNR) claims.

The University is also self-insured for workers' compensation through an internally

maintained fund, and excess insurance is maintained through the Workers'

Compensation Reinsurance Association (WCRA). The internal fund for workers'

compensation is maintained only to fund the current year's expected payouts. Each

year, an actuarial estimate of the University's liability for workers' compensation

is compiled and recorded, but the liability is not funded in a separate reserve.

CHANGES IN THE REPORTED LIABILITIES SINCE JUNE 30, 1997,
ARE SHOWN BELOW:

June 30, June 30,
1997, New Claim Other 1998,

Liability Claims Payments Adjustments Liability
RUM INCa, Ltd. $ 7,458 $6,258 $3, 165 $10,55 1
Workers' Compensation 20,033 1,861 3,902 $(992) 17,000

Other adjustments reflect reserve changes on prior years' claims, IBNR for new claims,

and the change in IBNR for previous years.



(amount6 in thou6and6)

The invested assets of the Regents of the University

of Minnesota are managed through several different

investment pools.

The Con6oLidated £ndowment Fund repre6ent6

individual endowment tund6 6upporting the teaching

and learning, re6earch and di6covery, and outreach

and public 6ervice miMion ot the Univer6ity.

Long-Term Re6erve6 in the Group Income Pool 6UppOrt

variou6 capital and intra6tructure need6.

Short-Term Re6erve6 in the Temporary Invelltment

Pool are the working capital tund6 ot the inlltitution.

Separately Invellted Fund6 are typically gitt tund6

thar. by donor intent, cannot be combined in the

endowment pool.

Invellted AMet6 Related to IndebtedneM are tund6

rai6ed through the iMuance ot Univer6ity bond6 and

6pent relatively qUickly in 6Upport ot capital project6.
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Consistent with the overall purpose of its funds,

each pool has a different set of investment objectives.

Endowment funds-essentially permanent funds-have

the longest timelines, and therefore have objectives

consistent with maximizing total return. Long- and short­

term reserves are funds intended for specific needs.

They are invested to maximize income until those needs

arise. Assets related to University indebtedness are bond

proceeds invested for short-term income until needed

for the capital projects for which the bonds were issued.

CONSOLIDATED ENDOWMENT FUND

Diversification has been the key to the investment

strategy and performance of the Consolidated

Endowment Fund for the past several years. This

fund represents the pooling of endowment funds from

public sources and more than 1,000 private, individual

endowments accumulated throughout the history of

the University. The fund's investment objectives are

to maximize total return (principal appreciation plus

income), to maintain the purchasing power of the fund,

and to provide a stable level of support for a broad

range of academic programs and scholarships.

The long-term asset allocation policy for the fund

targets a 50 percent investment in domestic equities,

including alternative investments such as venture

capital and real estate, and a 30 percent investment in

international equities; the remaining 20 percent of the

fund is targeted for fixed-income-related investments.

The asset allocation policy allows for flexibility by

assigning ranges around the target allocations for

the equity classes and requires that a minimum of



IO percent of the fund be invested in fixed-income­

related securities. This allocation policy is implemented

through a diversified group of external. equity and fixed­

income investment managers, professionally managed

mutual funds and trusts, and limited partnerships.

up to 5.5 percent of the trailing three-year average

value of the fund may be spent annually by participating

units to support endowed programs. The spending

policy for the Consolidated Endowment Fund requires

that the spending rate gradually be reduced to 5 percent

if the total return of the fund falls below 9.5 percent

annualized for a three-, four-, or five-year trailing

period. During the year ended June 30, 1998, the

endowment fund generated $21,957 for distribution to

departments for spending purposes. The distributed

funds were used primarily for instructional needs

($8,168), research support ($5.295), scholarships ($4,107),

and academic support ($2,172).

The Consolidated Endowment Fund has experienced a

net increase in value from investment performance and

contributions nearly every year for the past IO years.

During that period the endowment has grown from

$172,685 on June 30, 1988, to $536,765 on June 30, 1998.

New contributions to the fund amounted to

approximately $39,300 over that time, while the

remaining growth of $324,780 resulted from market

appreciation. The annualized total return numbers for

the Consolidated Endowment Fund for the past one,

three, and five years were 23 percent, 22.6 percent,

and 16.8 percent respectively.

The University's Long-Term Reserves (invested through

the Group Income Pool) differ in terms of purpose and

investment objective from the Consolidated Endowment

Fund. These reserves will be used for the activities of

various auxiliary-enterprise and support-service units

and as longer term plant funds for a number of

identified capital projects. Unlike the endowments, the

long-term reserves are not invested in perpetuity for

maximum absolute return. Because these funds cannot

be exposed to the same degree of market risk as

endowments, they are invested in various classes of U.S.

and international fixed-income securities. As of June 30,

1998, 82 percent of the pool was invested in the

domestic fixed-income market and 18 percent in

international bonds.
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Given the nature of the funds, the investment objective

for the long-term reserves is to maximize income until

the principal is used. All income received on these funds

is available for spending. The reserves are invested

primarily through external fixed-income managers. For

the one-, three-, and five-year periods ended June 30,

1998, the Group Income Pool provided annualized

returns of 5 percent, 6.4 percent, and 7.6 percent

respectiveIy.

The working capital of the University (used to meet the

current obligations of the institution) is invested in the

Temporary Investment Pool. Funds in this pool come

from appropriations, tuition receipts, federal grants,

student loan funds, plant funds, gifts for current use,

and other funds derived from University operations.



These funds generally should not be exposed to

significant market risk. Therefore, they are typically

invested in high-quality, shorter term, fixed-income

securities with the objective of maximizing current

income while preserving principal and maintaining

liquidity. The holdings in the pool had a yield to maturity

of 5.8 percent, an average coupon of 5.8 percent, and an

average maturity of one year. Because the Temporary

Investment Pool is the source for virtually all of the

University's current expenditures, the size of the pool

varies substantially from year to year.

The Temporary Investment Pool is internally managed.

The average annual yield of the portfolio for the past

one-, three-, and five-year periods was 5.9 percent,

6 percent, and 5.2 percent respectively. An annually

specified rate of interest is credited to departments

participating in the Temporary Investment Pool.

For the 1998 fiscal year the crediting rate was 2 percent.

Earnings above this amount are credited to the central

reserve fund and used to support institution-wide

priorities.

Apart from the pooled endowment funds and reserves,

the University maintains additional separately invested

assets that are primarily endowment and other

restricted funds. However, by virtue of the terms of the

gift or administrative decision, these funds are not

combined with the major investment pools. As of June

30, 1998, the market value of these invested assets

totaled $4,749.

University assets held by trustees are funds maintained

primarily in the debt service reserve funds of

outstanding University of Minnesota bond issuances.

The issuances include the 1986A series and various

auxiliary enterprise bonds. The trustees are U.S. Bank

Trust and Norwest Bank Minnesota, N.A. The book value

(which approximated market value) of these assets held

on June 30, 1998, was $10,403-

Additionally, the University invests unexpended bond

proceeds of other outstanding University of Minnesota

bond issuances. The market value of these assets, which

are internally managed, was $62,491 on June 30, 1998.

These unexpended bond proceeds from the 1993A and

1996A issues are intended for various capital projects as

determined by the Board of Regents. The combined total

of invested assets related to indebtedness as of June 30,

1998, amounted to $72,894.

"I' •

In addition to the management of endowment funds

and operating reserves, the University participates

in a global securities-lending program offered by

its custodian bank. The income from the program is

unrestricted and is a source of University central reserve

funds, which are used for institution-wide priorities.

The program involves the lending of University

securities in exchange for cash or other collateral

acceptable to the University. The incremental income

originates from investing the cash collateral in relatively

short-term, fixed-income securities.

Since beginning participation in the custodian's

global securities-lending program in March, 1996,

the University has earned approximately $495

in additional income.



INDEPENDENT AUDITORS' REPORT

To the Board oU Regent6

Univer6ity oU Minne60ta

We have examined the Summary of Compounded Annual

Investment Performance of the University of Minnesota

(the Summary) fa the one-, two-, three-, four-, and

five-year investment periods ended June 30, 1998, as

presented on page 34. Our examination was made in

accordance with attestation standards established by

the American Institute of Certified Public Accountants

and, accordingly, included such procedures as we

considered necessary in the circumstances. The

Summary and the assertions on which it is based are

the responsibility of the University's management. Our

responsibility is to express an opinion on the Summary

based on our examination.

In our opinion, the Summary referred to above presents,

in all material respects, the compounded annual total

return of the University of Minnesota's major investment

pools for the one-, two-, three-, four-, and five-year

investment periods ended June 30, 1998, computed

in accordance with the measurement and disclosure

criteria set forth in the accompanying note to the

Summary on page 34.

Minneapolis, Minnesota

October 16, 1998
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UNIVERSITY OF MINNESOTA

(amount in thouwnd6)

University of Minnesota

Summary of Compounded Annual Investment Performance for Specified Periods

Ended June 30, 1998

PERCENT COMPOUNDED ANNUAL TOTAL RETURN
One Two Three Four Five
Year Years Years Years Years

MAJOR INVESTMENT POOLS
Consolidated Endowment Fund 23.0 23-3 22.6 20·7 16.8

Long-Term Reserves: Group Income Pool 5. 0 6·7 6-4 8.6 7. 6
Short-Term Reserves: Temporary
Investment Pool (average yield) 5·9 5·9 6.0 6.0 5. 2

See note to Summary Ou Compounded AnnuaL [nve6tment PerUormance.
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Investment performance statistics for the Consolidated Endowment Fund and Group

Income Pool are calculated monthly in accordance with the "time-weighted" rate of

return method recommended by the Association of Investment Manager Research.

The method is based on interest and dividends earned, and on realized and unrealized

gains and losses, accounted for on a trade-date and accrual basis, net of investment

expenses. Principal additions and withdrawals are weighted in, computing the monthly

returns based on the timing of these transactions. The monthly returns for each pool

are linked to arrive at the annual total return.

Investment performance statistics for the Temporary Investment Pool are calculated

daily as a weighted average yield. The daily yields are averaged to arrive at the

annual yield.

The income earned from the securities-lending program and interpool investments

is included in the annual total return and yield computations of the University's

endowment and reserves pools. The amount of securities-lending income credited

to each of the investment pools for total return calculation purposes is based upon

the actual income received on the loans of securities from that investment pool.

As of September 30, 1998, the fair market value of investments had declined $35,505,

or 5.2 percent, since June 30, 1998, due to overall investment market conditions.
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