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Duke..........

Notes to Consolidated Financial Statements

(000’S OMITTED)

Overview of Duke University

Duke University (Duke) is a private, coeducational, nonprofit institution located
primarily in Durham, North Carolina, which owns and operates educational and
research facilities (The University) as well as a health care system (DUHS). Duke is
governed by a Board of Trustees with thirty-seven members, consisting of the
President of Duke and thirty-six members drawn from private, public, and
community interests.

The University's programs include undergraduate and graduate programs in
Arts and Sciences, Engineering and Nursing and professional schools in Business,
Medicine, Law, Divinity, Environment, Nursing, and programs in Allied Health.

DUHS is a North Carolina nonprofit corporation organized and controlled by
Duke, operating health care facilities including Duke University Hospital, Durham
Regional Hospital, Duke Raleigh Hospital, and related health care clinics (see Note
2). Collectively, the University and DUHS are referred to herein as "Duke."

1. Summary of Significant Accounting
Policies

A. BASIS OF PRESENTATION

The consolidated financial statements include the University, DUHS and all
affiliates of DUHS, and all other entities in which Duke has a significant financial
interest and over which Duke has control. All significant intercompany balances and
transactions have been eliminated in consolidation. The consolidated financial
statements have, in all material respects, been prepared on the accrual basis in
conformity with U.S. generally accepted accounting principles.

Net assets and revenues, expenses, gains and losses are classified based on the
existence or absence of externally imposed restrictions. Accordingly, net assets of
Duke are classified and reported as follows:

Permanently restricted — Net assets subject to externally imposed restric-
tions that they be maintained permanently by Duke. Generally, the donors of
these assets permit Duke to use all or part of the income earned on related
investments for general or specific purposes.

Temporarily restricted — Net assets subject to externally imposed restrictions
that may or will be met either by actions of Duke and/or the passage of time.
Unrestricted — Net assets not subject to externally imposed restrictions.
Certain net assets classified as unrestricted are designated for specific
purposes or uses under various internal operating and administrative
arrangements of Duke.

Revenues from sources other than contributions, investment returns, and changes
in fair value of interests in perpetual trusts held by others are reported as increases
in unrestricted net assets. Contributions are reported as increases in the appropriate
classification of net assets. Contributions which impose restrictions that are met in the
same fiscal year they are received are included in unrestricted revenues. Gains and
losses on investments are reported as increases or decreases in unrestricted net
assets unless their use is restricted by explicit external stipulations. Gains and losses
on perpetual trusts held by others are reported as increases or decreases in
permanently restricted net assets.

Expenses are reported as decreases in unrestricted net assets. Expirations of
temporary restrictions on net assets (i.e., the externally stipulated purpose has been
fulfilled and/or the stipulated time period has elapsed) are reported as net assets
released from restrictions between the applicable classes of net assets in the
consolidated statement of activities.

B. CASH AND CASH EQUIVALENTS
Cash equivalents include all assets invested in the Short Term Account (STA).
The STA maintains a weighted average quality rating of AA, AA equivalent, or better,

as measured by Moody's, Standard and Poor's, and Fitch rating agencies. Duke
utilizes the STA to fund daily cash needs and while some maturity dates may be
more than ninety days, all securities can be liquidated without loss of principal, if
necessary, within thirty days. The STA currently invests principally in a fund that
holds fixed income securities, short-term US. Treasury securities, and other
short-term, highly-liquid investments. The fund is expected to generate a retumn
approximating the three-month U.S. Treasury bill rate. The fund investment can be
liquidated without loss of principal within one day.

C. CONTRIBUTIONS

Contributions, including unconditional promises to give, are recognized as
revenue in the period received. Contributions restricted for capital projects or
permanent or term endowment funds and contributions under split-interest
agreements or perpetual trusts are reported as nonoperating revenue. All other
contributions are reported as operating revenue. Conditional promises to give are
not recognized until the conditions on which they depend are substantially met.
Temporary restrictions on gifts to acquire long-lived assets are considered met
in the period in which the funds are expended. Contributions of assets other
than cash are recorded at their estimated fair value at the date of gift. Contributions
to be received after one year are discounted at a risk free rate which could have
been obtained at the date of the gift. Amortization of the discount is recorded
as additional contribution revenue. Allowance is made for uncollectible
contributions receivable based upon the administration’s judgment and analysis of
past collection experience and other relevant factors.

D. NET PATIENT SERVICE REVENUE

DUHS recognizes revenue in the period in which services are rendered.
DUHS has agreements with third-party payors that provide for payments to
DUHS at amounts that are generally less than its established rates. Payment
arrangements include prospectively determined rates per discharge, reimbursed
costs, discounted charges and per diem payments. Accordingly, net patient service
revenue is reported at the estimated net realizable amounts from patients, third-
party payors, and others for services rendered, including estimated retroactive
adjustments under reimbursement agreements with third-party payors. Retroactive
adjustments are accrued on an estimated basis in the period the related services
are rendered and adjusted in future periods as changes to estimates become
known and tentative and final settlement adjustments are identified. DUHS patient
accounts receivable are reported net of allowances for contractual adjustments and
uncollectible accounts of $286,831 and $228,305 at June 30, 2007 and 2006,
respectively.

E. INVESTMENTS

Duke Management Company (DUMAC), a separate nonprofit support
corporation organized and controlled by Duke, is responsible for managing Duke's
investment assets. Investments are recorded at estimated fair value. In the case of
certain less marketable investments, principally real estate and private investments,
value is established based on either external events which substantiate a change in
fair value or a reasonable methodology that exists to capture and quantify
changes in fair value. In some instances, those changes in fair value may require
use of estimates. Accordingly, such values may differ from the values that
would have been used had a ready market for the investments existed. The
estimated values, provided primarily by investment managers, are reviewed and
evaluated by DUMAC personnel.

Duke’s investments include various types of investment securities and
investment vehicles. Investment securities are exposed to several risks,
such as interest rate, currency, market and credit risks. Due to the level of risk
associated with certain investment securities, it is at least reasonably possible that
changes in the values of investment securities will occur in the near term and
that such changes could materially affect the amounts reported in Duke’s
consolidated financial statements.
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Duke utilizes the Long Term Pool (LTP) to invest its funds. The LTP invests in
a diversified portfolio of debt, equity, and other investments. Participation in or
withdrawal from the LTP is based on the fair value per unit at various specified dates
during the year. The LTP is included in investments on the consolidated balance
sheet.

All' permanently restricted endowment net assets, long-term net assets
functioning as endowment, and invested departmental working capital are managed
in the LTR unless special considerations or donor stipulations require that they be
held separately.

Income and realized gains and losses on investments of working capital are
reported as investment return included in operating revenues. Any excess of
income and realized gains earned on investments held under split-interest
agreements are reported as nonoperating revenues.

DUMAC also approves strategic use of derivatives by external investment
managers to manage market risks. The most common strategies engaged by such
managers are futures contracts, short sales, and hedges against currency
translation risk for investments denominated in other than US. dollars. These
derivative instruments are recorded at their respective fair values.

F. ENDOWMENT INCOME DISTRIBUTION POLICY

Duke utilizes the total return concept (income vyield and appreciation) in the
management of its endowment. Duke has implemented a spending policy
designed to stabilize annual spending levels and preserve the real value of
the endowment over time. In accordance with Duke’s policy, a predetermined
endowment spending rate consistent with Duke's total return objective has been
established and approved by the Board of Trustees. Should endowment yields
prove to be insufficient to support this policy, the balance is provided from capital
gains. Should endowment yields exceed the amounts necessary to maintain this
objective, the balance is reinvested in the endowment. The endowment spending
rate per unit is calculated at 5.5% of the average of the LTP unit market value for
the previous three calendar year ends, subject to a 10.0% maximum annual
growth in per unit spending. The administration has recommended and the
Board of Trustees has approved, a maximum annual growth in per unit spending of
5.0% for the years ended June 30, 2007 and 2006. The effective spending rate
per unit as a percentage of the beginning of year market value was 4.4% and 4.8%
for the years ended June 30, 2007 and 2006, respectively.

Income and realized gains and losses used for the annual distribution under the
spending policy described above are reported as investment return included in
operating revenues. Income and realized gains and losses on nonpooled
endowment funds, any excess (deficiency) of income and realized gains earned
over the distributed amount for pooled endowment funds, and unrealized gains
and losses on endowment funds, are reported as nonoperating revenues.

Additionally, the Board of Trustees has authorized the use of specific
amounts of previously reinvested income, capital gains, and principal related to
unrestricted funds functioning as endowment for special academic development
initiatives. The endowment distributions reported in the consolidated statements
of activities include these supplemental endowment distributions for special
academic initiatives. Supplemental endowment distributions were $28,425 and
$20,685 in fiscal years 2007 and 2006, respectively.

Duke also leverages investment returns to support operations through virtual
equity dividends. These dividends are declared by the Executive Vice President
under authority granted by the Board of Trustees, to transfer gains from certain
non-endowed units of the LTP to the President’s Strategic Investment Plan, which
supports a variety of strategic initiatives at Duke. Other investment income
reported in the consolidated statements of activities includes these virtual
equity dividends, which totaled $65,565 and $50,582 in fiscal years 2007 and
2006, respectively.

G. DEPOSITS WITH BOND TRUSTEES

Deposits with bond trustees consist of a debt service reserve fund and the
unexpended proceeds of certain bonds payable. These funds are invested in short-
term, highly liquid securities and the unexpended proceeds referred to above will be
used for construction of certain facilities or payment of debt service.

H. LAND, BUILDINGS, AND EQUIPMENT

Land, buildings, and equipment are stated at cost at date of acquisition or fair
value at date of donation. Depreciation is calculated on the straight-line basis over
the assets’ estimated useful lives, except for leasehold improvements, which are
amortized over the shorter of the expected useful life of the asset or related
lease. Useful lives range from 5 to 25 years for land improvements, |0 to 80 years
for buildings and utilities, 3 to 20 years for equipment, furniture and vessels, and |
year for library acquisitions. Depreciation is not calculated on land, art collections,
rare books, and construction in progress.

I. INTERESTS IN PERPETUAL TRUSTS HELD BY OTHERS

The University is the beneficiary of certain perpetual trusts held and
administered by outside trustees, including The Duke Endowment (see Note 4).
These trust assets are reported at fair value which approximates the present value
of future income from these trusts. The related net assets are classified as
permanently restricted. Income distributions from these trusts are recorded as
investment return designated for current operations.

J. SPLIT-INTEREST AGREEMENTS

Duke's split-interest agreements with donors consist primarily of irrevocable
charitable remainder trusts for which Duke serves as trustee. Assets held in these
trusts are included in investments. Contribution revenues are recognized at the
date the trusts are established after recording liabilities for the present value of the
estimated future payments to be made to the donors or other beneficiaries.
Annuity and other split-interest liabilities are adjusted annually at the end of
each fiscal year.

K. INSURANCE

Insurance liabilities are recorded based upon the claim reserves considering
historical claims experience, demographic factors, severity factors, expected trend
rates and other actuarial assumptions. To mitigate a portion of its insurance
risks, Duke maintains insurance for individual claims exceeding certain dollar limits.
Provisions for estimated losses in excess of insurance limits are provided at the
time such determinations are made. The reserves associated with the exposure
to these liabilities, as well as the methods used in such evaluations, are reviewed
by the administration for adequacy at the end of each reporting period and
any adjustments are reflected in earnings.

L. REFUNDABLE FEDERAL STUDENT LOANS

Funds provided by the United States Government under the Federal Perkins,
Nursing and Health Professions Student Loan programs are loaned to qualified
students and may be reloaned after collection. These funds are ultimately
refundable to the government. The related balances of $33,839 and $34,150 at
June 30, 2007 and 2006, respectively, are included in other liabilities on the
consolidated balance sheet.

M. TUITION AND FEES

Student tuition and fees are recorded as revenues during the year that the
related academic services are rendered. Student tuition and fees received in
advance of services to be rendered are recorded as deferred revenue. Student
aid provided by Duke for tuition and fees is reflected as a reduction of tuition
and fee revenue. Student aid does not include payments made to students for
services rendered to Duke.

N. SPONSORED RESEARCH

Research grants and contracts normally provide for the recovery of direct and
facilities and administrative costs, subject to adjustment based upon review by the
granting agencies. Duke recognizes contract and grant income as the related direct
costs are incurred. The recovery of facilities and administrative costs is recognized
based on predetermined rates negotiated with the federal government through
the fiscal year ending June 30, 2009. Facilities and administrative cost recovery
revenues for the academic and support divisions of Duke were $159,223 and
$149,480 in fiscal years 2007 and 2006, respectively.
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O. AUXILIARY ENTERPRISES

Auxiliary enterprises, including residence halls, food services, retail stores,and the
Duke University Telecommunications Center; furnish services to students, facutty, and
staff. Fee charges are directly related to the costs of services rendered.

P. INCOME TAXES

Duke is a tax-exempt organization as defined in Section 501(c)(3) of the
Internal Revenue Code (the Code) and is generally exempt from federal income
taxes on related income pursuant to Section 501(a) of the Code. Accordingly,
no provision for income taxes is made in the consolidated financial statements.

Q. NEW ACCOUNTING PRONOUNCEMENTS

In September 2006, the Financial Accounting Standards Board
issued Statement of Financial Accounting Standards Statement No. 158
Employers’ Accounting for Defined Benefit Pension and Other Postretirement Plans —
an amendment of FASB Statements No. 87, 88, 106, and 132(R) (Statement No.
[58). Statement No. [58 requires an entity to recognize the funded status
of defined benefit pension and other postretirement plans as a new asset or
liability and to recognize changes in that funded status in the year in which changes
occur through the statement of activities to the extent those changes are
not included in the net periodic cost. The Statement was effective for Duke’s
fiscal year ended June 30, 2007 (see Notes 9 and 10).

In June 2006, the FASB issued FASB Interpretation No. 48, Accounting for
Uncertainty in Income Taxes (FIN 48), an interpretation of FASB Statement 109. FIN
48 clarifies how companies should recognize, measure, present, and disclose
uncertain tax positions. FIN 48 also provides guidance on derecognition, interest
and penalties, and transition. FIN 48 will be effective for Duke on

July 1,2007.

R. PRIOR YEAR SUMMARIZED FINANCIAL INFORMATION

The consolidated financial statements include certain prior year summarized
comparative information which does not include sufficient detail to constitute a full
presentation in conformity with US. generally accepted accounting principles.
Accordingly, such information should be read in conjunction with Duke’s
consolidated financial statements for the year ended June 30, 2006 from which the
summarized information was derived.

S. USE OF ESTIMATES

The preparation of the consolidated financial statements in accordance with
US. generally accepted accounting principles requires the use of estimates and
assumptions that affect the reported amounts of assets, liabilities, revenues, and
expenses during the reporting period as well as the disclosure of contingent assets
and liabilities. Actual results ultimately could differ from the administration’s
estimates.

Significant items in Duke’s consolidated financial statements subject to such
estimates and assumptions include valuations for certain investments without
readily determinable fair values, allowances for uncollectible accounts and
contractual adjustments, reserves for employee healthcare and workers’
compensation claims, accrued professional and general liability costs, estimated
third-party settlements and actuarially determined benefit liabilities related to
Duke's pension and other postretirement benefit plans.

T. RECLASSIFICATIONS
Certain June 30,2006 amounts have been reclassified to conform with changes
in classifications adopted in fiscal year 2007.

2. Duke University Health System, Inc.

The financial position and results of operations of DUHS are consolidated into
the financial results of Duke under financial statement presentation generally
followed by colleges and universities. DUHS consists of:

* Duke University Hospital — a tertiary care teaching hospital located on the
campus of Duke in Durham, North Carolina, licensed for 965 acute care
and specialty beds, leased from Duke, operated by DUHS, providing patient
care and medical education, and performing clinical research.

Durham Regional Hospital — a full-service community hospital located in
Durham, North Carolina, licensed for 369 acute care beds, leased from
Durham County Hospital Corporation and Durham County, and operated
by DUHS for an initial term of twenty (20) years commencing July |, 1998.

Duke Raleigh Hospital — a community hospital located in Raleigh, North
Carolina, licensed for 186 acute care beds, leased from Duke, operated by
DUHS, and providing patient care.

Duke HomeCare and Hospice (DHCH) — having its principal offices in
Durham, North Carolina and consisting of:

» Duke Home Infusion, a full-range home infusion therapy program
serving three (3) states that provides administration of intravenous
medications in the patient's home.

» Duke Hospice, providing hospice services in homes and long-term
care facilities in nine (9) counties in central North Carolina and a
six (6) bed inpatient facility in Hillsborough, North Carolina and
offering a full range of bereavement services, including critical
incident debriefings, to persons of all ages in central North Carolina
who have suffered a loss due to death.

» Duke Home Health, providing nursing, wound care, rehabilitation
and home health aide services in patients' homes in central North
Carolina.

Associated Health Services, Inc. (AHS) — a North Carolina nonprofit
corporation that operates an outpatient surgery facility located in Durham,
North Carolina, licensed for eight (8) operating rooms, doing business as
James E. Davis Ambulatory Surgical Center: During the term of the lease
of Durham Regional Hospital, DUHS nominates and appoints a majority
of the Board of Directors of AHS.

Duke University Affiliated Physicians, Inc. (DUAP) — fifteen (15) primary
care physician practices located in Durham, Alamance, Granville, Orange,
Person, Vance, and Wake Counties, North Carolina, two (2) urgent
care centers located in Durham County, and a pediatric practice with
two (2) locations in Durham County.

Duke PRMO, LLC (Patient Revenue Management Organization) (PRMO)
— a limited liability company established to manage the clinical billing and
accounts receivable activity of DUHS, the Private Diagnostic Clinic, PLLC
(PDC) (see Note 3), and the School of Medicine.

Durham Casualty Company, Ltd. (DCC) — a wholly owned subsidiary of
DUHS domiciled in Bermuda, insuring a portion of the medical malpractice
risks and patient general liability risks of DUHS clinical providers and the
PDC.

Health System Medical Strategies, Inc. (HSMS) — a wholly-owned for-profit
subsidiary of DUHS providing initial marketing support and health related
management services at two regional continuing care retirement
communities. HSMS provides these services on a fee basis.

DUHS presents certain components of income such as investment income
and unrestricted gifts as nonoperating income in its consolidated statement of
operations. These items are reclassified as operating income in Duke’s consolidated
statement of activities to conform to financial statement presentation generally
followed by colleges and universities.

On June 30,2006, DUHS transferred $280,000 to the Duke University School
of Medicine for academic and strategic support, in lieu of annual transfers planned
for the ten-year period July I, 2006 through June 30, 2016.
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3. The Private Diagnostic Clinic, PLLC

5. Contributions Receivable

The PDC is a professional limited liability company consisting of physicians
practicing primarily within DUHS facilities and contiguous PDC clinics. The purpose
of the PDC is to provide a structure independent from Duke in which the
members of the physician faculty of the Duke University School of Medicine may
engage in the private practice of medicine and still serve as members of the faculty
of Duke conducting clinical teaching and medical research. Under a year-to-year
contract between the PDC and Duke, the PDC: (I) reimburses Duke for the
cost of employees, goods, and services furnished by Duke to the PDG; (2) pays a
portion of its gross professional fee collections to Duke which is used to
support academic programs in the clinical departments of the Duke University
School of Medicine; and (3) pays a portion of its gross professional fee collections
to Duke which is used for renovation, renewal, and replacement of capital
assets within DUHS and the School of Medicine. These payments (excluding
reimbursement amounts described in (1) above) are compensation for the use of
space, facilities and equipment within DUHS and the School of Medicine, and for
the goodwill derived from the association with Duke. These payments totaled
$65,761 and $64,159 (including $50 and $0 paid to auxiliary enterprises) for
the fiscal years ended June 30, 2007 and 2006, respectively, and are recognized
in grants, contracts and similar agreements in the consolidated statement of
activities.

4. The Duke Endowment

Duke is the principal beneficiary of The Duke Endowment and receives
substantial support in the forms of operating income and discretionary grants.
Established in 1924 by James Buchanan Duke, The Duke Endowment is a
charitable trust created to promote philanthropic purposes by making grants for
educational, health care, child care, and religious purposes within North and
South Carolina. Duke has no equity interest in the principal of the trust, which
had a fair value of approximately $3.2 billion at June 30,2007,

While Duke and The Duke Endowment have a common heritage, each
having been founded through the generosity of James Buchanan Duke, they are
two separate entities, each with its own purposes, officers, and trustees. The
Duke Endowment is required by its indenture to distribute to Duke a certain
amount of income from the Original Corpus, Corpus ltem VIII and Corpus
ftem X, subject to a limited right to withhold by The Duke Endowment trustees.
Through June 30, 2007, this right has never been exercised. At June 30, 2007
and 2006, the portion of The Duke Endowment from which Duke derives
unrestricted income had a fair value of $649,944 and $573,630, respectively,
and is included in permanently restricted net assets on Duke's consolidated balance
sheet. Total income distributions from The Duke Endowment were $11,877
and $13,542 for the years ended June 30, 2007 and 2006, respectively.

The Duke Endowment indenture provides for additional trustee discretion
with respect to the disbursement of endowment income to beneficiaries other than
Duke, and to Duke out of accounts other than the Original Corpus, Corpus
ftem VIII and Corpus ttem XI. Duke received discretionary distributions from
The Duke Endowment of $62,816 and $40,424 for the fiscal years ended June 30,
2007 and 2006, respectively. Such amounts are reflected as contributions in
the consolidated statement of activities.

Effective July I, 2007, DUMAC will manage the investment assets of The
Duke Endowment, in addition to the investment assets of Duke, as a pass through
Limited Liability Corporation (LLC) for both members. The LLC will operate on
a cost reimbursement basis, such cost to be shared between The Duke
Endowment and Duke.

Contributions receivable, net, are summarized as follows at June 30:

2007 2006
Unconditional promises expected
to be collected in:
Less than one year $ 134809 $ 152,352
Between one year and five years 243,481 204,626
More than five years 10,795 14,558
389,085 371,536
Less unamortized discount with interest
rates ranging from 4.0% to 7.5% (28,650) (19,871)
Less allowance for uncollectible amounts (13,063) (18,436)
Total $ 347372 | $ 333229
) N —

The allowance for uncollectible pledges was calculated at 3.4% and 5.0% of
gross outstanding pledges at June 30, 2007 and 2006, respectively. The
methodology for calculating the allowance is based on the administration’s review
of individually significant outstanding pledges and analysis of the aging of
payment schedules for all outstanding pledges.

At June 30, 2007 and 2006, Duke had also received bequest intentions and
certain other conditional promises to give of approximately $43,946 and $62,120,
respectively. These intentions and conditional promises to give are not
recognized as assets or revenues and, if they are received, they will generally be
restricted for specific purposes stipulated by the donors, primarily endowments
for faculty support, scholarships or general operating support of a particular
department or division of Duke.

6. Land, Buildings, and Equipment

Land, buildings, and equipment, net, is summarized as follows at June 30:

2007 2006

Land and land improvements $ 175718 |$ 153,916
Buildings and utilities 2,543,020 2,177,893
Equipment, furniture and vessels 1,029,001 976,147
Library and art collections 277,601 256,656
Construction in progress 191,813 326,334
4,217,153 3,890,946

Less accumulated depreciation (2,051,906) | (1,875,930)
Total $ 2,165247 |$ 2,015016

| —

Interest on borrowings to finance facilities is capitalized during construction, net
of any investment income earned through the temporary investment of project
borrowings. Total net interest expense of $8,967 and $7,575 was capitalized in
fiscal years 2007 and 2006, respectively.

Duke has identified conditional asset retirement obligations primarily for the
costs of asbestos removal and disposal that will result from legal liability to
remediate in the future. The liability was estimated using an inflation rate of
5.0% and discount rates ranging from 4.0% to 4.6%. The fair value liability for
conditional asset retirement obligations recognized at June 30, 2007 and 2006
was $38,355 and $36,908, respectively.

Financial Statements 2006,/2007



Duke..........

/. Investments

The fair value of investments consists of the following at June 30, 2007 and 2006:

)
Long Term Non-Pooled 2007 2006
Pool Assets Total Total
Short-term investments $ 256,494 $ 11932 $ 268426 $ 290,155
U.S. government securities 10,765 10,765 14,447
Real estate 505,514 4,347 509,861 388,357
Domestic bonds and long-term notes 42,939 42,939 39,499
Domestic stocks 254,098 101,030 355,128 455,276
International stocks 1,926,661 23,343 1,950,004 1,271,153
International bonds and long-term notes 96,182 1,297 97,479 119,133
Private investments 1,433,819 4971 1,438,790 1,034,313
Hedged strategies 3,205,288 25,549 3,230,837 2,649,378
Other investments 7 34,867 34,874 30,973
Total $ 7,678,063 $ 261,040 $ 7,939,103 $ 6,292,684
——
Duke's investment activity for the years ended June 30 is as follows;

2007 2006
Net realized gains from sales of investments $ 689,330 $ 538,114
Increase in unrealized appreciation 867,194 459,828
Total net gain 1,556,524 997,942
Investment income 50,024 37,998
Total gains and income 1,606,548 1,035,940

Included in the consolidated statement of activities as

investment return designated for current operations:
Endowment spending (149,045) (132,185)
Investment income (208,809) (166,990)
Auxiliary enterprises (3,549) (7,537)

Investment return in excess of
amounts designated for current operations $ 1,245,145 $ 729,228
| —

The total return for the LTP (in which 97.8% and 97.5% of Duke's endowment was invested at June 30,2007 and 2006, respectively) for the years ended June 30, 2007
and 2006 was 25.6% and 20.2%, net of external management fees but before internal costs. The total return for Duke's endowment, as such, is not calculated. Duke’s
traditionally defined endowment and similar funds consist of the following:

2007 2006
Permanent endowment funds, including
accumulated gains $ 3,192,150 $ 2,527,967
Funds functioning as endowment 1,966,132 1,306,067
Charitable remainder funds 97,656 81,891
Total $ 5,255,938 $ 3915925
-—_

External management fees paid directly (i.e. segregated investment accounts fees) totaled $10,920 and $5,351, and internal management fees totaled $10,256 and $9,369
in fiscal years 2007 and 2006.

Through an agreement with its primary investment custodian, the University participates in lending securities to brokers. Among other provisions that limit University
risk, this agreement specifies that the custodian is responsible for managing strict borrower collateral requirements. Collateral generally is limited to cash, government securities,
and irrevocable letters of credit. Depending on the type of securities being lent, minimum collateral ranges from 102% to 105% which requires daily marking-to-market. Both
the investment custodian and security borrowers have the right to terminate a specific loan of securities at any time. Other than for an event of default, the investment
custodian is prohibited from repledging or otherwise encumbering the pledged collateral in any fashion. The University receives lending fees and continues to eamn
interest and dividends on the loaned securities. At June 30, 2007 and 2006, Duke held $70,114 and $47,929 of cash and cash equivalents as collateral deposits for
securities lending transactions. The collateral is included as an asset and the obligation to return such collateral is presented as a liability on the consolidated balance
sheet. The securities on loan had an estimated fair value of $65,339 and $46,012 at June 30, 2007 and 2006, respectively.
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8. Notes and Bonds Payable

Notes and bonds payable at June 30 consist of the following:

2007 2006 2007 2006
Duke University Health System, Inc. Series 1992 A — payable in 2027,
Revenue Bonds: with interest at a variable rate (actual
interest rate at June 30,2007 was 3.7%) 35,240 35,240
Series 1985 B — payable in 2015,
with interest at a variable rate not Series 2001 A — payable in installments
to exceed 20.0% (actual interest rate of $6,134 in 2026, $6,645 in 2039 and
at June 30,2007 was 3.7%) $ 43,500 $ 43,500 $21,080 in 2041, with fixed interest
rates of 5.1% and 5.3% (average interest
Series 1993 A — payable in 2023, rate for fiscal year 2007 was 5.2%) 33,860 178,340
with interest at a variable rate (actual
interest rate at June 30, 2007 was 3.7%) Series 2005 A — payable in installments
(see Note 13) 28,650 28,650 of $15,000 in 2039 and $192,665 in 2041,
with fixed interest rates of 4.5% and
Series 1996 C — payable in installments 5.0% (average interest rate for fiscal
ranging from $2,458 to $2,795 through year 2007 was 5.0%) 207,665 207,665
2010, with fixed interest rates varying from
5.6% to 5.7% (average interest rate for Series 2006 A — payable in installments
fiscal year 2007 was 5.6%) 7,867 10,114 ranging from $1,280 to $220,560 through
2044, with fixed interest rates ranging from
Series 1998 A — payable in installments 4.0% to 5.0% (average interest rate for
ranging from $2,195 to $2,395 through fiscal year 2007 was 4.9%) 383,290
2010, with fixed interest rates varying from
4.5% to 4.7% (average interest rate for Series 2006 B — payable in 2042, with
fiscal year 2007 was 4.6%) 6,885 8,990 fixed interest rates ranging from 4.3%
to 5.0% (average interest rate for fiscal year
Series 1998 B — payable in installments 2007 was 4.5%) 128,435
ranging from $5,125 to $5,590 through
2010, with fixed interest rates varying Series 1996 B — repaid in 2007 17,605
from 4.5% to 5.1% (average interest rate
for fiscal year 2007 (was 4?6%) 16,070 20,975 Series 2002 A - repaid in 2007 121,000
Series 2005 A, B, and C — payable in Notes Payable:
2028, with interest at a variable rate not Taxable commercial paper note
to exceed 12.0% (actual interest rate at program, $200,000 authorized and
June 30,2007 was 3.7%) (see Note 13) 322,140 322,140 tax-exempt bond anticipation program,
Series 2006 A, B, and C — payable $300,000 authorized:
in 2039, with interest at a variable rate Taxable issue, weighted average maturity
not to exceed 15.0% (actual interest rate and interest rate at June 30,2007 of
at June 30, 2007 was 4.0%) 150,715 I5 days and 5.3%, respectively 55,047 56,540
Duke University Health System, Inc. Tax-exempt issue, weighted
Taxable Bonds: average maturity and interest
rate at June 30,2007 of 46 days
Series 1996 A — repaid in 2007 1,220 and 3.7%, respectively 39,091 128917
Duke University Revenue Bonds: Note payable due in 2013 with
Series 1987 A — payable in 2017, interestoat a variaPIe rate of LIBOR
with interest at a variable rate not to plus 0.6% (actual interest rate at
o . June 30,2007 was 5.4%) 25,000 25,000
exceed 20.0% (actual interest rate at
June 30,2007 was 3.7%) 18,900 18,900 Non-revolving line of credit — repaid in 2007 57,000
Series 1991 B — payable in 2021, Various notes and capital leases 29915 17,507
with interest at a variable rate (actual
interest rate at June 30,2007 was 3.7%) 40,000 40,000 Total notes and bonds payable 1,572,270 1,339,303
Unamortized premium 21,126 615
Net notes and bonds payable $1,593,396 $1,339,918
~— —
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Aggregate maturities of notes and bonds payable (excluding commercial
paper) from 2008-2012 are $11,395, $11,534, $11,783, $15,085, and $15,345,
respectively.

Duke capitalizes and amortizes the original issue premium and issue costs
related to applicable bond issues on a method which approximates the interest
method. At June 30,2007 and 2006, unamortized bond issue costs of $7,907 and
$6,087, respectively, are included in prepaid expenses, deferred charges and
inventories on Duke's consolidated balance sheet. Additionally, unamortized
original issue premium on related bonds of $21,126 and $615, respectively, is
included in notes and bonds payable on Duke’s consolidated balance sheet. Total
amortization expense for issue costs and premiums was $243 and $566 for the
years ended June 30,2007 and 2006, respectively.

Duke had $6,380 at June 30, 2007 and 2006 in a mandatory debt service
reserve fund designated to meet scheduled principal and interest payments on the
Series 1985B DUHS Revenue Bonds. This amount is included in deposits with
bond trustees on the accompanying consolidated balance sheet.

In November 2006, DUHS issued the Series 2006 A, B, and C bonds in the
aggregate amount of $150,715 in order to refund the line of credit borrowings and
finance certain capital improvements. The individual series amounts are $65,355
for 2006A, $65,360 for 2006B, and $20,000 for 2006C. In November 2006,
the University issued Series 2006A bonds in the amount of $383,290. A portion
of the University's Series 2006A bonds was used to refund the Series
[996B ($16,485) and Series 2001A ($144,480) bonds. In January 2007, the
University issued Series B bonds in the amount of $128435. The University's
Series 2006B bonds were used to refund the Series 2002A bonds ($121,000).

The refundings meet the legal requirements for defeasance of the bond
liability. - Therefore, neither the escrow nor the refunded bonds are included
on the consolidated balance sheet at June 30, 2007 and 2006. The refunding
transaction resulted in a loss on extinguishment of debt of $17,778, which is
included in other operating expenses in the consolidated statement of activities.
The loss represents the write off of unamortized bond issue costs and
discount on bonds payable related to the refunded bonds and the escrow
funding requirements for principal and interest in excess of the face value of
the bonds refunded. Total defeased obligations were $486,825 and $221,345 at
June 30,2007 and 2006, respectively.

Trust indentures underlying the Duke University Health System Revenue
Bonds and the Duke University Health System Taxable Bonds contain certain
covenants and restrictions, with respect to which the administration believes
DUHS s in compliance at June 30, 2007 and 2006.

Q. Pension and Other
Postretirement Benefit Plans

Faculty and staff members of Duke are eligible to participate in a contributory
defined contribution pension plan. For the years ended June 30, 2007 and
2006, Duke contributed $77,785 and $70,444, respectively, to this plan. Duke
expects to contribute $84,340 to this plan in fiscal year 2008.

In addition, Duke has a noncontributory defined benefit pension plan for
substantially all full-time non-exempt employees. Pension (income) expense for
this plan for the years ended June 30, 2007 and 2006 amounted to ($2,959)
and $15869, respectively. The benefit for this plan is based on years of
service and the employee’s compensation during the last ten years of employment.
Duke does not expect to contribute to this plan in fiscal year 2008,

The following table summarizes the allocation of assets available for plan
benefits for the defined benefit pension plan at June 30:

2007 | 2006
Short-term investments 4.7% 7.4%
Real estate 5.9 5.1
Domestic stocks 34 35
International stocks 27.1 27.3
International bonds
and long-term notes 1.4 1.8
Private investments 17.1 17.3
Hedged strategies 40.4 37.6
Total 100.0% 100.0%

| N

The pension plan’s funded status allows an investment strategy that focuses on
maximizing total return and places limited emphasis on liability matching and no
emphasis on generating income. Over the long term, the plan's average asset
allocation target is 40% global equity, 25% hedged strategies, 24% private
investments (includes private equity and real estate), 10% fixed income, and 1%
cash. The plan's diversification offers the expectation of higher and more
stable returns.

At June 30,2007 and 2006, the accumulated benefit obligation for the pension
benefits was $622,417 and $572,026, respectively, which is less than
the fair market value of the plan assets of $1,159,088 and $995,262 (as of
the March 31,2007 measurement date). At June 30, 2007, the plan is over funded
in relation to accumulated benefits by $536,671.

The pension benefits expected to be paid in each year from 2008-2012 are
$23506, $24,681, $26,247, $28,509, and $31,066, respectively. The aggregate
benefits expected to be paid in the five years from 2013-2017 are $206,398. The
expected benefits to be paid are based on the same assumptions used to
measure the University's benefit obligation at June 30 and include estimated
future employee service.

Duke also sponsors an unfunded, defined benefit postretirement medical plan
that covers all full time employees who elect coverage and satisfy the plan’s eligibility
requirements when they retire. The plan is contributory with retiree contributions
established as a percentage of the total cost for retiree health care and for the
health care of their dependents. Duke pays all benefits on a current basis.
Employees hired after June 30,2002 are not eligible for DUHS contributions to the
cost of this benefit and must bear the full cost themselves if elected at retirement.
As a healthcare provider, Duke utilizes an incremental cost approach to
determine its liability for the postretirement medical plan. The total liability
reflects estimated additional costs to provide healthcare benefits to retirees within
DUHS facilities plus the full cost to provide healthcare benefits to retirees at
facilities other than DUHS.

The postretirement benefits expected to be paid in each year from 2008-
2012 are $7,625, $8,620, $9,752, $10,942, and $12,202, respectively. The
aggregate benefits expected to be paid in the five years from 2013-2017 are
$73,120. The expected benefits to be paid are based on the same assumptions
used to measure the University's benefit obligation at June 30 and include
estimated future employee service. The Medicare retiree drug subsidy expected
to be received in each year from 2008-2012 is $1,757, $2,028, $2,303, $2,597,
and $2910, respectively. The aggregate subsidies expected to be contributed in
the five years from 2013-2017 are $21,220.

The measurement date for both the defined benefit pension plan and the
postretirement health benefit plan is March 31.

13
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The following tables provide a reconciliation of the changes in the plans’ projected benefit obligations and fair value of assets:

Pension Benefits

Postretirement Benefits

2007 2006 2007 2006
Reconciliation of benefit obligation
Obligation at July | $ 652,893 $ 644778 $ 131,973 $ 149838
Service cost 30,375 31,537 2,484 3,088
Interest cost 36,849 36,759 7,431 8,418
Plan amendments 5,379
Actuarial (gain) loss 6,136 (42,554) 10,028 (22,460)
Benefit payments (23,380) (21,506) (7,069) 6911)
Retiree drug subsidy payments 373
Administrative expenses (estimated) (1,500) (1,500)
Obligation at June 30 $ 701,373 $ 652,893 $ 145,220 $ 131,973
Reconciliation of fair value for plan assets
Fair value of plan assets at July | $ 995,262 $ 821,610 $ $
Actual return on plan assets 183,462 183,819
Employer contributions 4,974 12,265
Participant contributions 113 124
Benefit payments (23,380) (21,506)
Administrative expenses (1,343) (1,050)
Fair value of plan assets
at measurement date $ 1,159,088 $ 995,262 $ $
Funded status
Funded status at June 30 $ 457,715 $ 342,369 $  (145,220) $  (131,973)
Unrecognized prior-service cost (asset) 24,452 (15,139)
Actuarial gain (349,265) (84,975)
Employer contributions
after measurement date 4974
(Accrued benefit liability)/
net amount recognized $ 457715 $ 22,530 $  (145,220) $  (232,087)
| | —

The following table provides the components of net periodic benefit cost for the plans for fiscal years 2007 and 2006:

Pension Benefits

Postretirement Benefits

2007 2006 2007 2006
Service cost $ 30,375 $ 31,537 $ 2,484 $ 3,088
Interest cost 36,849 36,759 7,431 8,418
Expected return on plan assets (66,908) (55,857)
Amortization of prior-service cost (asset) 3,446 3,542 (1,800) (7,201)
Expected participant contributions (124) (112)
Recognized actuarial gain (6,597) (7,401)
Net periodic benefit (credit) cost $ (2,959) $ 15,869 $ 714 $ 4,305

| | S —

The prior-service costs are amortized on a straight-line basis over the average remaining service period of active participants. Gains and losses in excess of 10%
of the greater of the benefit obligation and the market-related value of assets are amortized over the average remaining service period of active participants.

The assumptions used in the measurement of Duke’s benefit obligation and benefit cost are shown in the following table:

Pension Benefits

-

Postretirement Benefits

2007 2006 ( 2007
Weighted average assumptions as | Obligation Cost Obligation Cost Obligation Cost Obligation Cost
of measurement date
Discount rate 575 % 5.75% 5.75% 5.75% 5.75% 5.75% 5.75% 5.75%
Expected return on plan assets N/A 8.50% N/A 8.50% N/A N/A N/A N/A
Rate of compensation increase 3.50% 3.50% 3.50% 3.50% N/A N/A N/A N/A
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The expected return on pension plan assets is established at an amount
that reflects the targeted asset allocation and expected returns for each component
of the plan assets. The expected return was developed using a stochastic
forecast model of inflation expectations and long-term real expected returns for
each asset class. The result was reduced by 1.0% to reflect medium-term
expectations and survey data for similar plans. The rate is reviewed annually and
adjusted as appropriate to reflect changes in the expected market performance or
in targeted asset allocation ranges.

In order to determine the benefit obligation as of June 30,2007, a 9.0% annual
rate of increase in the per capita costs of covered health care benefits was assumed,
decreasing to an ultimate annual rate of increase of 50%. The benefit expense for
fiscal year 2007 was driven by the rates used to determine the obligation at June 30,
2006, which were 9.0% decreasing to an ultimate rate of 5.0%.

Assumed health care cost trend rates have a significant effect on the amounts
reported for the health care plans. A 1.0% change in assumed health care cost
trend rates would have the following effect:

1.0% Increase 1.0% Decrease

Effect on total of service and interest
cost components of net periodic

postretirement health care benefit cost $ 1,384 $ (1,161)
Effect on the health care component

of the accumulated postretirement

benefit obligation $ 20292 $ (l666l)

Duke currently provides postemployment medical and life insurance benefits
to former employees receiving long-term disability income benefits. The
consolidated balance sheet includes a liability of $13,027 and $15470 for this
accrued postemployment benefit cost as of June 30,2007 and 2006, respectively.

10. Change in Accounting Principle

On June 30, 2007, Duke adopted FASB Statement No. 158 (see Note [(Q)).
The incremental effects of applying the recognition provisions of Statement No. 158
on Duke’s financial position as of June 30, 2007 follow:

Before application
of Statement

After application
of Statement

No. 158 Adjustments No. 158
Prepaid pension asset 25,487 432,228 457,715
Postretirement and
postemployment
benefit obligation (226,105) 80,885 (145,220)
Total net assets 9,516,051 513,113 10,029,164

Beginning in fiscal year 2009 Statement No. 158 also requires that the
assumptions used in measuring the annual pension and postretirement expense be
determined as of the balance sheet date. The assumptions used to measure
the annual pension and postretirement expenses are currently as of March 31.

11. Net Assets

Temporarily restricted net assets consist of the following at June 30:

[ 2007 | 2006
Contributions for physical plant $ 20,551 $ 26,171
Contributions for instruction,
research and divisional support 145,865 160,420
Temporarily restricted net assets $ 166416 | $ 186,591
S —

Permanently restricted net assets consist of the following at June 30:

2007 2006

Permanent endowment funds with
income restricted for instruction,

research and student aid $ 1,104878 @ $ 961,389
Contributions receivable for

permanent endowment funds, net 188,448 157,758
Interests in perpetual trusts held

by others 751,998 663,685
Annuity and other split-interest

agreements 9,745 8,046
Student loan funds 15,867 15,710

Permanently restricted net assets $ 2,070,936 | $ 1,806,588

12. Fair Value of Financial Instruments

The carrying amounts of cash and cash equivalents, patient receivables and
other receivables approximate fair value because of the short maturity of these
financial instruments. Contributions receivable and annuity and other split-
interest obligations carrying amounts approximate fair value because these
instruments are recorded at net present value. Investments, deposits with bond
trustees, and interests in perpetual trusts held by others are reported at fair value
as of the date of the consolidated financial statements. The carrying amount
of student loans receivable under Duke loan programs approximates fair value,
due to the rates and the relative short-term nature of the loans.

The carrying amounts of accounts payable, accrued payroll and employee
withholdings and related accruals approximate fair value because of the short
maturity of these financial instruments. The carrying amount of notes and
bonds payable with variable interest rates approximates their fair value because
the variable rates reflect current market rates for bonds with similar maturities
and credit quality The fair value of notes and bonds payable with fixed
interest rates is based on rates assumed to be currently available for bond issues
with similar terms and average maturities. The estimated fair value and carrying
amount of these fixed rate bonds payable at June 30, 2007 approximated
$798,660 and $784,072, respectively. The estimated fair value and carrying
amount of these bonds payable at June 30, 2006 approximated $581,099
and $565,909, respectively.
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13. Derivative and Other Financial Instruments

Duke has executed derivative financial instruments in the normal course of its business, but does not use them for trading purposes. Duke has six interest rate swap
agreements that are designed to synthetically increase or decrease the variable rate exposure associated with its portfolio of debt. In addition, Duke has one basis swap
agreement designed as a hedging technique to reduce the interest rate risk on variable rate indebtedness by utilizing the spread between the yield curves for taxable debt
securities and tax-exempt municipal debt securities.

The following summarizes the general terms for each of Duke's swap agreements:

August 1993 November 2004 March 2005 October 2005 November 2005 April 2007 July 2001
Interest Rate Swap Interest Rate Swap Interest Rate Swap® Interest Rate Swap Interest Rate Swap Interest Rate Swap Basis Swap
Effective Date August 5, 1993 November 18, 2004 May 19, 2005 December 1, 2006 November 15, 2005 April 1, 2009 July 6, 2001
Associated variable rate debt Series 19934 Portfolio Series 2005 N/A N/A Portfolio N/A
Term 30 year 3 year 13 year 1 year 8 year 30 year 10 year
Notional amount $28,650 $25,000 $312,140 $7,000 $25,000° $200,000 $400,000
61.52% of one-month One-month LIBOR One-month LIBOR 61% of one-month TL125% of
Rate Duke receives SIFMA' 344% LIBOR plus 0.28% plus 0.60% plus 0.60% LIBOR" one-month LIBOR
Rate Duke pays 5.09% One-month LIBOR® 3.60% 5.63% 5.10% 387% SIFMA!
Collateral provisions 100% of Liability if >$500 Combined Combined N/A N/A Combined Combined*

The fair value of each swap is the estimated amount Duke would receive or pay to terminate the swap agreement at the reporting date, taking into account current
interest rates and the current creditworthiness of the swap counterparties. The net fair value is included in prepaid expenses, deferred charges and inventories at
June 30, 2007 and other liabilities at June 30, 2006. The change in fair value is included as a gain or loss in other nonoperating activities on the consolidated statement of
activities. The net settlement amount incurred on the swaps is included in operating income on the consolidated statement of activities. The collateral to support the
swaps is included in investments on the consolidated balance sheet.

The related financial information on each of these instruments is as follows:

e 1

2007 2006
Fair Value Gain (Loss) Collateral Deposit Fair Value Gain (Loss) Collateral Deposit

August 1993

Interest Rate Swap $ (2604) $ (470) $ 3,013 $ (2134 $ 2,475 $ 3,036
November 2004

Interest Rate Swap (185) 557 (742) (438)
March 2005

Interest Rate Swap 6,006 (978) 6,984 28,390
October 2005

Interest Rate Swap 133 (62) 195 195
November 2005

Interest Rate Swap 1,151 (374) 1,525 96|
April 2007

Interest Rate Swap 3,606 3,606
July 2001

Basis Swap (134) 6,673 (6,807) 12,028
Total $ 7973 $ 8,952 $ 3,013 $ (979) $ 4361l $ 3,036

Duke is exposed to credit loss in the event of nonperformance by the counterparty to its swaps and to interest rate risk driven by factors influencing the spread between
the taxable and tax-exempt market interest rates on its basis swap. Duke monitors the credit standing of its counterparties.

In addition, investment strategies employed by DUMAC incorporate the use of various derivative financial instruments with off balance sheet risk. DUMAC uses these
instruments for a number of investment purposes, including hedging or altering exposure to certain asset classes and cost-effectively adding exposures as required
under DUMAC policy to portions of the portfolio. Positions are expected to create gains or losses that, when combined with the applicable portion of the total
investment portfolio, provide an expected result. The portfolio is exposed to certain counterparty credit risks associated with these instruments. DUMAC controls
this counterparty credit risk by considering the credit rating, business risk, and reputation of any counterparty before entering into a transaction, monitoring for any change
in the credit standing of its counterparty during the life of the transaction, and requiring collateral to the maximum extent possible under normal trading practices. Such
financial instruments as of June 30, 2007 and 2006 had a fair value of ($23,974) and $7,107, and a notional value of $2,094,555 and $1,297,795, respectively, and are
recorded at fair value within investments.

" SIFMA represents the Securities Industry and Financial Markets Association Municipal Swap Index. Formerly known as the BMA Municipal Swap Index, SIFMA is the interest rate index used
as a basis for repricing the Series 1993A variable rate bonds and is one of the indices of the July 2001 Basis Swap.

? LIBOR represents the London Interbank Offered Rate.

* Forward-starting floating-to-fixed interest rate swap.

“Duke and the counterparty are required to post collateral for combined fair value liability amounts in excess of $40,000 with regard to the November 2004, March 2005, April 2007
and July 2001 swaps.

* Original swap's effective date was June 2003, and had a notional value at June 30, 2005 of $15,000. This swap was revised effective November 15,2005 with the terms outlined above.
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In addition, DUMAC employs investment managers that enter Duke into
derivative transactions including futures, options, swaps, and exchange contracts to
obtain positions in a variety of domestic and international markets including
equity, fixed income, commodities, currencies, interest rates, and indices. Such
financial instruments as of June 30, 2007 and 2006 had a fair value of ($31,953)
and $6,523 and a notional value of $289,708 and $402,779, respectively.

14. Functional Expenses

B. OPERATING LEASES

Duke leases various machinery, equipment and office space under operating
leases expiring at various dates through December 2020. Total rental expense in
fiscal years 2007 and 2006 for all operating leases was $47,724 and $44,694,
respectively.

Future minimum lease payments under noncancelable operating leases as of
June 30,2007 are as follows:

Year
Expenses are reported in the consolidated statement of activities in natural 2008 $  4999%
categories. Functional expenses for each of the years ended June 30,2007 and 2006 2009 47,486
were categorized as follows: 2010 40,678
—
2007 2006 2011 33,221
Instruction and departmental 2012 31,663
research $ 612,437 | $ 573,538 Thereafter 167,943
Sponsored and separately Total minimum operating lease payments $ 37098l
budgeted research 610,954 537,760
Health care services 1,216,124 1,155,707 C. INVESTMENT COMMITMENTS
Libraries 40,302 36,225 Duke is obligated under certain investment fund agreements to periodically
Student services 45,326 41,427 advance additional funding up to specified levels. At June 30, 2007, Duke had
General administration 579,579 591280 future commitments of $1,972,062, which are likely to be called through 2012.
Student aid 32,127 29,381 D. MEDICAL MALPRACTICE COVERAGE
Auxiliary enterprises 153,926 143,727 DCC (see Note 2) insures a portion of the medical malpractice risks and
Other 183,769 130,147 patient general liability risks of DUHS clinical providers and the PDC. The assets,
liabilities, and results of operations for DCC have been reflected in the unrestricted
. net assets of Duke. DCC issued policies of insurance to its insureds with policy
Total operating expenses $ 3474544 | § 3239192 limits of $67,000. DCC reinsures with various commercial carriers amounts in

Functional expenses are shown in categories recommended by the National
Association of College and University Business Officers. Duke’s primary program
services are instruction and departmental research, sponsored and separately
budgeted research, and health care services. Expenses reported as libraries, student
services, general administration, student aid, and auxiliary enterprises are incurred in
support of these primary program services.

Plant operation and maintenance expense is allocated to program and
supporting activities based upon periodic assessment of facilities usage. Total
amounts allocated in fiscal years 2007 and 2006 are $115676 and $99,364,
respectively.

15. Goodwill Impairment

In connection with the administration’s assessment of the recoverability of
goodwill, DUHS recorded a charge of $102,565 for the write-off of the remaining
balance at June 30, 2006 of goodwill related to the acquisition of Duke Raleigh
Hospital due to poor current and projected operating results. The amount of the
charge was determined by the excess of the carrying value of the assets over the
fair value of the underlying business as determined by discounting expected future
cash flows and prices for comparable hospitals.

16. Commitments and Contingencies

A. CONSTRUCTION AND PURCHASE COMMITMENTS

At June 30, 2007 and 2006, open contracts for the construction of physical
properties amounted to $84,593 and $65580, respectively, and outstanding
purchase orders for normal operating supplies and equipment amounted to
$29,741 and $47,419, respectively.

excess of $7,000 per claim, subject to an aggregate buffer retention of $3,000
in excess of $7,000 DCC retention. This functions as a deductible whereby DCC
pays the first $3,000 (aggregate per year) in excess of the $7,000 per claim retention,
after which claim amounts in excess of the $7,000 are covered by reinsurance.
Effective July 1,2007, the total policy limits issued by DCC will be $107,000.

Professional liability risk of DUHS entities for time periods not included in the
DCC program is generally covered by commercial policies.

E. SELF-INSURANCE

Duke provides employee healthcare benefits, long-term disability benefits,
unemployment benefits, and workers' compensation benefits primarily though
employer contributions, participant contributions, and excess loss insurance and
manages those programs through third-party administrators. In the opinion of
the administration, adequate provision has been made for related risks.

F. LITIGATION

Duke is involved in various legal actions occurring in the normal course of
activities. While the final outcomes cannot be determined at this time, the
administration is of the opinion that the resolution of these matters will not have
a material adverse effect on Duke’s financial position.

G. GOVERNMENT BILLING

In May 2006, DUHS voluntarily identified to the federal government concerns
about compliance related to billing for services rendered to participants in clinical
trials. DUHS has conducted an analysis of this matter with input from the
government. The administration believes that the resolution of this liability will
not result in a material impact on the consolidated financial statements.
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DUKE UNIVERSITY
Schedule of Findings and Questioned Costs
Y ear ended June 30, 2007

Summary of Auditors Results
(@ Thetype of report issued on the financial statements: unqualified opinion

(b) Significant deficiencies in internal control were disclosed by the audit of the financial statements:
nonereported Material weaknesses: none

(c) Noncompliance which is material to the financial statements: none

(d) Significant deficienciesin internal control over major programs. nonereported
Material weaknesses: none

(e) Thetype of report issued on compliance for major programs. unqualified opinion

(f)  Any audit findings which are required to be reported under Section .510(a) of OMB Circular A-133:
see findings 07-1 through 07-6

(g) Major programs. Research and Development Cluster; Microbiology and Infectious Disease
Resear ch (CFDA 93.856); and Student Financial Aid Cluster

(h)  Dollar threshold used to distinguish between Type A and Type B programs: $3,000,000
(i)  Auditee qualified as alow-risk auditee under Section .530 of OMB Circular A-133: yes

Findings Relating to the Financial Statements Reported in Accordance with Government Auditing
Standards: none

Findings and Questioned Costs Relating to Federal Awards
Finding No. 07-1: Return of Title 1V Funds Not Processed Timely

Federal agency: Department of Education

Program: Student Financial Aid

CFDA #: 84.xxx

Grant number: PO6P20021926, PO07A 063087, PO33A063087
Project period: July 1, 2006 — June 30, 2007

Cluster: Student Financial Aid Cluster

Criteria

Returns of Title IV funds are required to be deposited or transferred into the Student Financial Aid account
or eectronic fund transfers initiated to the Department of Education (ED) or the appropriate Federa
Family Education Loan Program lender as soon as possible, but no later than 45 days after the date the
institution determines that the student withdrew. Returns by check are late if the check is issued more than
45 days after the institution determined the student withdrew or the date on the cancelled check shows the
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check was endorsed more than 60 days after the date the ingtitution determined that the student withdrew
(34 CFR section 668.173(b)).

Condition
Of the 28 students selected for testwork, the refunds for 9 students were not processed timely.

Cause

Administrative oversight.

Questioned Costs

Not determinable.

Recommendation

We recommend that the University process refunds in a timely manner to ensure compliance with the
applicable requirements.

Management Response

In response to this finding, the University revised its process through which student withdrawals are
granted. Previoudly, deans had the ability to back-date withdrawals at their discretion. In some cases, this
meant refunds were not in compliance with federal guidelines by the time the financial aid office was
notified of the withdrawal. The policy has been revised to state that the withdrawal date is effective the
date the dean is notified of the student’ s withdrawal.

Finding No. 07-2: Return of TitlelV Funds Not Calculated Correctly

Federal agency: Department of Education

Program: Student Financial Aid

CFDA #: 84.xxx

Grant number: PO6P20021926, PO07A 063087, PO33A063087
Project Period: July 1, 2006 — June 30, 2007

Cluster: Student Financial Aid Cluster

Criteria

When a recipient of Title IV grant or loan assistance withdraws from an institution during a payment
period or period of enrollment in which the recipient began attendance, the ingtitution must determine the
amount of Title IV aid earned by the student as of the student’s withdrawal date. If the total amount of
Title 1V assistance earned by the student is less than the amount that was disbursed to the student or on his
or her behalf as of the date of the institution’s determination that the student withdrew, the difference must
be returned to the Title IV programs as outlined in this section and no additional disbursements may be
made to the student for the payment period or period of enrollment. If the amount the student earned is
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greater than the amount disbursed, the difference between the amounts must be treated as a post-
withdrawal disbursement (34 CFR sections 668.22(a)(1)-(3)).

The amount of earned Title IV grant or loan assistance is calculated by determining the percentage of Title
IV grant or loan assistance that has been earned by the student and applying that percentage to the total
amount of Title IV grant or loan assistance that was or could have been disbursed to the student for the
payment period or period of enrollment as of the student’s withdrawal date. A student earns 100 percent if
his or her withdrawal date is after the completion of more than 60 percent of (1) the calendar days in the
payment period or period of enrollment for a program measured in credit hours; or (2) the clock hours
scheduled to be completed for the payment period or period of enrollment for a program measured in clock
hours (34 CFR section 668.22(€)(2)). Otherwise, the percentage earned by the student is equal to the
percentage (60 percent or less) of the payment period or period of enrollment that was completed as of the
student’ s withdrawal date. The percentage of Title IV grant or loan assistance that has not been earned by
the student is the complement of one of these calculations. Standard term-based institutions must always
use the payment period as the basis for the determination.

The unearned amount of Title IV assistance to be returned is calculated by subtracting the amount of Title
IV assistance earned by the student from the amount of Title IV aid that was disbursed to the student as of
the date of the institution’s determination that the student withdrew (34 CFR section 668.22(¢€)).

Condition

During fiscal year 2007, there were refund calculations for 28 students. The refund calculations for 6
students were incorrect. The errors related to mathematical errors, using an incorrect period of enrollment,
incorrect completion of the “Net amount that could have been completed” section of the refund calculation
worksheet, and failing to follow the instruction on the refund worksheet. These errors in the calculations
resulted in some refunds that were too small while others resulted in excess refunds.

Cause

Administrative oversight and lack of review procedures.

Questioned Costs
$13,762

Recommendation

We recommend that al University personnel responsible for refund calculations be trained on federa
regulations and proper completion of the refund worksheet provided by ED. Also, we recommend that the
University establish review and approval procedures for al refund calculations and that one individual
within the University have ultimate responsibility for ensuring that al refunds calculations are accurate
rather than delegating authority to multiple individuals.

Management Response

A new training regimen has been instituted in the University’s various Graduate and Professiona
programs. This new regimen includes the creation of a University approved ED compliant refund template
that will be used by all student aid personnel. Each aid officer will be required to forward all refund
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requests for review and approval by the University Financial Aid Director’s office before a refund is
processed.

Finding No. 07-3: Submission of Student Status Changes
Federal Agency: Department of Education

Program: Federal Family Education Loans (FFEL)

CFDA #: 84.032

Project Period: July 1, 2006 — June 30, 2007

Cluster: Student Financial Aid Cluster

Criteria:

Under the FFEL and Direct Loan programs, schools must complete and return within 30 days of receipt the
Student Status Confirmation Reports (SSCR) sent by the Department of Education or a guaranty agency
(OMB No. 1845-0035). The SSCR istransmitted electronically.

The institution determines how often it receives the SSCR, but the minimum is twice a year. Once
received, the ingtitution must update for changes in student status, report the date the enrollment status was
effective, enter the new anticipated completion date, and submit the changes electronicaly through the
batch method or the National Student Loan Data System web site. Unless the school expects to complete
its next SSCR within 60 days, the school must notify the lender or the guaranty agency within 30 daysif it
discovers that a student who received aloan either did not enroll or ceased to be enrolled on at least a half-
time basis (FFEL, 34 CFR section 682.610; Direct Loan, 34 CFR section 685.309).

Condition:

Of the 40 students selected for testwork, the submissions were not timely for 4 students. Also, 4 of the
submissions incorrectly reported the student’ s status. Each of the untimely or incorrect submissions related
to students on aleave of absence.

Cause:

Administrative oversight.
Questioned Costs:

None.

Recommendation:

We recommend that the University implement a process to ensure that al student status changes are
reported accurately and timely.
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Management Response:

The issue noted relates only to students on Leave of Absence (LOA). While researching the matter, the
University discovered that students indicated on LOA were reported in the month prior to the status
change; however, the following month, they were dropped from the report entirely. As a result, the
NSLDS assumed the student had withdrawn, which was not the case. The University is researching why
the students on LOA were dropped from the report to determine the appropriate steps to correct the issue.

Finding No. 07-4: Overaward of Federal Aid
Federal Agency: Department of Education
Program: Federal Family Education Loans (FFEL)
CFDA #: 84.032

Project Period: July 1, 2006 — June 30, 2007
Cluster: Student Financial Aid Cluster

Criteria:

Awards must be coordinated among the various programs and with other federal and non-federal aid to
ensure that total aid is not awarded in excess of the student’s financial need (FPL, FWS, and FSEOG, 34
CFR sections 673.5 and 673.6; FFEL, 34 CFR section 682.603; Direct Loan, 34 CFR section 685.301;
HPSL, 42 CFR section 57.206; NSL, 42 CFR section 57.306(b)).

The determination of SFA award amounts is based on financial need. Financial need is generally defined
as the student’s cost of attendance minus financial resources reasonably available. In determining the
financial resources available for the HHS programs, the school must use one of the need analysis systems
or any other procedures approved by the Secretary of Education. The school must aso take into account
other information that it has regarding the student’s financial status. For Title IV programs, the financia
resources available is generally the expected family contribution that is computed by the central processor
and included on the student’s SAR and the ISIR provided to the institution.

Condition:

Of the 61 students selected for testwork receiving atotal of $1,127,592 in Federal Family Education Loans,
one student received an overaward of federal aid. This student received a subsidized Stafford loan in the
amount of $5,500 but was only eligible for $3,565 of federal aid. The student received the overaward
during a summer term; all summer term aid must be manually calculated due to system limitations.

Cause:

Administrative oversight.
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Questioned Costs:
$1,935
Recommendation:

We recommend that the University implement a review process of all federal aid awarded during summer
terms to ensure that students do not receive federal aid in excess of need.

Management Response:

In response to this issue, the University Financial Aid Office created a series of audit reports within
PeopleSoft that will allow staff within the financial aid office to review all students’ award status on a
weekly basis to ensure they are not overawarded.

Finding No. 07-5: Cost of Attendance Calculation

Federal Agency: Department of Education

Program: Student Financial Aid

CFDA #: 84.xxx

Grant Number: P06P20021926, PO07A 063087, PO33A063087
Project Period: July 1, 2006 — June 30, 2007

Cluster: Student Financial Aid Cluster

Criteria:

The determination of SFA award amounts is based on financial need. Financia need is generally defined
as the student's cost of attendance minus financial resources reasonably available.

Condition:

We found that there was an error in the cost of attendance for first year School of Nursing students which
resulted in an incorrect cost of attendance being used for calculation of aid. Although no students were
overawarded as aresult, the control deficiency could have had an impact.

Cause:
Administrative oversight.
Questioned Costs:

None.
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Recommendation:

We recommend that the University implement a monitoring process for the use of established cost of
attendance budgets for each student to ensure that the correct total is used in the calculation of aid.

Management Response:

Management will evaluate the procedures currently in place for monitoring the use of established cost of
attendance budgets, and research alternative procedures to ensure compliance with federal guidelines.

In addition, the School of Nursing (SON) has recently hired a second financial aid officer as well as a
newly created assistant dean position to provide additional oversight to that office, both of which should
help accommodate the growth in SON enrollment.

Finding No. 07-6: Timeliness of Cost Transfer
Federal Agency:

National Institutes of Health

Program:

Methyl Phenidate Cytogentic Study

Pass through Entity:

ConstellaGroup, LLC

CFDA #:

93.HHSN291200555553C

Grant Number:

HSN291200555553C

Project Period:

October 1, 2005 through September 30, 2007
Cluster: Research and Development Cluster
Criteria:

To be alowable under federal awards, costs must conform with the allowability of costs provisions of
OMB Circular A-21, or limitations in the program agreement, program regulations, or program statute.
Salaries and wages charged to a grant should have support which meets the documentation regquirements
for salaries and wages, and time and effort distribution described in OMB Circular A-21.
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Condition:

During our testwork over allowable costs which included a population of 135 items totaling $3,281,944,
we found one cost transfer made for an unallowable cost which was not complete until fiscal year 2008.
This cost was expended for the project HSN291200555553C.

Cause:

Administrative Oversight.
Questioned Costs:
$6,250
Recommendation:

Duke University’s Genera Accounting Procedures call for timely reconciliation of accounts. We
recommend that grant administrators continue to be trained to ensure that they are aware of the grant
requirements, and we also recommend, timely monitoring of cost transfersto ensure that they are accurate.

Management Response:

The Office of Sponsored Programs reviewed the issues noted with the originating department of the cost
transfers. It appears that these issues were due to lack of administrative oversight within that one
department. In response, the department hired additional staff within the business office whose primary
responsibility will be to review effort charged to grants with the faculty and principle investigators on a
quarterly basis. This change will strengthen the controls around timely cost transfers as well as the
accuracy of time and effort certifications. Training programs already exist for reconciliation, effort
reporting and general grant administration. We will ensure that staff within that department have attended
the appropriate training sessions.
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