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INDEPENDENT AUDITORS’ REPORT

Michigan State Hospital Finance Authority October 19, 2005
Lansing, Michigan

We have audited the accompanying basic financial statements of the Michigan State Hospital Finance Authority,
a proprietary component unit of the State of Michigan, as of and for the year ended September 30, 2005, as listed in the
table of contents. These financial statements are the responsibility of the Authority’s management. Our responsibility is
to express an opinion on these financial statements based on our audit.

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

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of the Michigan State Hospital Finance Authority as of September 30, 2005, and the changes in its financial
position and its cash flows for the year then ended in conformity with accounting principles generally accepted in the
United States of America.

In accordance with Government Auditing Standards, we have also issued a report dated October 19, 2005 on our
consideration of the Michigan State Hospital Finance Authority’s internal control over financial reporting and on our tests
of its compliance with certain provisions of laws, regulations, contracts, and grant agreements and other matters. The
purpose of that report is to describe the scope of our testing of internal control over financial reporting and compliance
and the results of that testing, and not to provide an opinion on the internal control over financial reporting or on
compliance. That report is an integral part of an audit performed in accordance with Government Auditing Standards and
should be considered in assessing the results of our audit.

The Management’s Discussion and Analysis on pages iv and v is not a required part of the basic financial
statements but is supplementary information required by accounting principles generally accepted in the United States of
America. We have applied certain limited procedures, which consisted principally of inquiries of management regarding
the methods of measurement and presentation of the supplementary information. However, we did not audit the
information and express no opinion on it.
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MICHIGAN STATE HOSPITAL FINANCE AUTHORITY
A COMPONENT UNIT OF THE STATE OF MICHIGAN
NOTES TO FINANCIAL STATEMENTS

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

A.

Reporting Entity

The Michigan State Hospital Finance Authority (the "Authority™) was organized under Act 38 (the
“Act”) of the Michigan Public Acts of 1969, as amended to facilitate the ability of nonprofit, non-
public health care corporations and facilities (the “facilities”) to obtain financing and refinancing for
capital improvements. The Authority consists of seven members including a chairperson and four
public members, appointed by the Governor with the advice and consent of the Senate, and two ex-
officio members (the State Treasurer and the Director of the Department of Community Health). The
Authority functions independent of the State Treasurer who, as agent for the Authority, may not
commingle funds and must maintain a separate bank account for the Authority. The Authority is a
proprietary component unit of the State of Michigan (the “State”) and is reported as such in the State
of Michigan Comprehensive Annual Financial Report (SOMCAFR).

The Act empowers the Authority to issue bonds for the purpose of making related loans to facilities.
The Authority issues bonds for facility equipment loans through the Health Care Equipment Loan
Program (H.E.L.P.) and issues revenue bonds, including insured revenue bonds, and mortgage bonds
for other capital needs of the facilities. Eligible facilities obtain funds from the Authority for specific
capital projects by arranging for the Authority to offer bonds for sale. Each facility signs a note and
enters into a loan agreement with the Authority for payment of the note. Such bonds are payable
with monies received from each respective facility, as described below, and not from the general
assets of the Authority. In general, loans made under H.E.L.P. are secured by the financed
equipment.

All bonds are limited obligations of the Authority and are not obligations of the State. The State is
not liable for payment of the bonds. The bonds are payable by the Authority, through designated
trustees, solely from funds received from each participating facility in payment of the Authority’s
note and from investment earnings, undisbursed bond proceeds and other funds of each participating
facility retained by the trustees on a bond issue-specific basis. Certain of the revenue and mortgage
bonds are guaranteed by a bond insurance policy or a letter of credit if payments under the note and
pledged assets are not sufficient to pay the bonds.

Participating facilities share the administrative costs of the Authority in an amount related to the
principal balances of the respective outstanding bonds.

The accompanying financial statements have been prepared in accordance with criteria established by
the Governmental Accounting Standards Board Statements No. 14 and No. 39. These criteria include
oversight responsibility, accountability for fiscal matters, scope of public services and special
financing relationships.

In July 2002, an executive order was issued which combined the Authority’s administrative staff with
the administrative staff of several similar authorities into a single work unit under the direction and
supervision of the State Treasurer.



MICHIGAN STATE HOSPITAL FINANCE AUTHORITY
A COMPONENT UNIT OF THE STATE OF MICHIGAN
NOTES TO FINANCIAL STATEMENTS

NOTE 4 - CAPITAL ASSETS

As of September 30, 2005 depreciable assets consisted of the following:

Balance Balance
September 30, September 30,
2004 Additions Deletions 2005
Governmental activities:
Capital assets:
Furniture and fixtures $ 23465 $ 3 $ 23,465
Computer equipment 40,649 40,649
Depreciable capital assets 64,114 64,114
Accumulated depreciation:
Furniture and fixtures 17,319 3,352 20,671
Computer equipment 28,449 4,259 32,708
Total accumulated depreciation 45,768 7,611 53,379
Net governmental capital assets $ 18,346 $ 7,611 $ - $ 10,735

All depreciation expense has been charged to the Authority’s sole activity. Executive Order 2001-3
transferred the purchase and maintenance of the Authority's computer equipment to the Department of
Information Technology (DIT). The Authority is charged back an allocation of the annual purchase and
maintenance costs.

NOTE 5 - COMPENSATED ABSENCES
Plan Descriptions

Employees accumulate annual leave (vacation) balances to a maximum ranging from 240 to 316
hours. They receive a 100% termination payment upon separation based upon their final rate of pay.
Employee sick leave balances accumulate without limit. Termination payments are made only upon
separation from State service and only to employees hired prior to October 1, 1980. Payments at retirement
or death are based on 50% of the employee’s sick leave accumulation times their final rate of pay. When
separating for any other reason, employees are paid a percentage of their unused sick leave which increases
from 0% to 50% depending upon the balance of their sick leave hours. Effective October 2003, employees
were required to participate in the Banked Leave Time (BLT) program. Under the BLT, each employees
biweekly pay is reduced by up to 4 hours of pay. The unpaid time is credited to the employees BLT account
and can be used for unpaid time off or it can accumulate up to 104 hours a year. Unused accumulated BLT is
paid as an employer contribution to a 401(k) plan when the employee separates from service.
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MICHIGAN STATE HOSPITAL FINANCE AUTHORITY
A COMPONENT UNIT OF THE STATE OF MICHIGAN
NOTES TO FINANCIAL STATEMENTS

NOTE 5 - COMPENSATED ABSENCES (Concluded)
Accounting Policy

The Authority has accrued liabilities for compensated absences as required by the GASB. Annual
leave is valued at 100% of the balance plus the State’s share of social security and retirement contributions.
Sick leave is valued, as explained, at 0% to 50% plus the State’s share of social security and retirement
contributions. Banked leave time is valued at the unused accumulated hours at year end. The pay rates in
effect as of October 1, 2005 are used. As of September 30, 2005, the Authority has an annual leave
compensated absences liability in the amount of $79,482, a sick leave compensated absences liability in the
amount of $258,781 and a bank leave time compensated absence liability in the amount of $43,686.

NOTE 6 - EMPLOYEE BENEFITS

The employer’s share of life, health, optical, dental and long-term disability insurance premiums are
charged by the State of Michigan to the Authority biweekly based on each employee’s selected coverage.

Defined Benefit Pension Plan

The Authority’s employees hired prior to April 1, 1997 are enrolled in a noncontributory defined
benefit plan through the State Employees’ Retirement System (the “Plan’) upon meeting certain eligibility
requirements. The Plan provides for retiree pension and other postretirement benefits such as, dental, vision,
and major medical coverage. The cost of the pension is currently funded, while the costs of the other
postretirement benefits are on a pay as you go basis. The costs of these benefits are allocated to the Authority
as a percentage of payroll.

The Authority’s covered payroll, which was also the total payroll, was approximately $250,000,
$345,000, and $370,000, for the years ended September 30, 2005, 2004 and 2003, respectively. The
Authority’s actuarially determined contribution requirements, and the contributions actually made, were
approximately $81,000, $94,000, and $88,000 representing 32%, 27%, and 24% of annual covered payroll for
the years ended September 30, 2005, 2004 and 2003, respectively.

The State Legislature establishes the extent to which the employer and the employees are required to
make contributions and establishes the benefit provisions for the Plan. Additional detail and data regarding
the Plan description, vesting, and eligibility requirements, actuarial cost methods and assumptions, funding
requirements, accounting policies and ten year historical trend information is provided in the SOMCAFR and
the Plan’s detailed financial report issued by the Office of Retirement Systems. Those reports may be
obtained by writing the Department of Management and Budget, Office of Retirement Systems, 7150 Harris
Drive, P.O. Box 30171, Lansing, Michigan 48909 or by calling (517) 322-6262.
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MICHIGAN STATE HOSPITAL FINANCE AUTHORITY
A COMPONENT UNIT OF THE STATE OF MICHIGAN
NOTES TO FINANCIAL STATEMENTS

NOTE 6 - EMPLOYEE BENEFITS (Concluded)
Defined Contribution Pension Plan

The State Employees’ Defined Contribution Retirement Plan (the Plan) was established to provide
benefits at retirement to employees of the State who were hired after March 31, 1997 and to those members of
the Statement Employees’ Retirement (defined benefit) System, who elect to transfer to the plan. The Plan is
administered by the State Treasurer. The State is required to contribute 4% of annual covered payroll. The
State is also required to match employee contributions up to 3% of annual covered payroll. Plan provisions
and contribution requirements are established and may be amended by the Legislature. The Authority
transferred approximately $29,000 to the State for its employer contribution. Employee contributions to the
Plan were not significant.

Deferred Compensation Plan

Employees may also participate in a Section 457 plan and a 401(k) plan. Neither the Authority or the
State makes an employer contribution to these plans. The assets and liabilities of the Section 457 and 401(k)
plans are reported in the SOMCAFR and are not reported in the Authority’s balance sheet.

NOTE 7 - UNRECORDED LIMITED OBLIGATION DEBT

The Authority has certain bonds outstanding. The trustee, fiscal agent, registrar, and paying agent
functions for the undefeased bonds are performed by an Authority designated trustee. Because these
obligations are, in substance, debts of other entities, the liabilities and related assets are not reflected in the
Authority’s financial statements.

The Authority has defeased, in substance, certain bonds by placing the proceeds of new bonds in an
irrevocable trust to provide for all future debt service payments on the old bonds. Economic gains and
accounting gains and losses upon in-substance defeasance inure to the benefit of the facility for which the
bonds were issued and accordingly are not reflected in the Authority’s financial statements.

The defeased, undefeased and total outstanding bonds as of September 30, 2005 follows:

Defeased $1,347,335,000
Undefeased 4,384,008,833
Total outstanding $5,731,343,833
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MICHIGAN STATE HOSPITAL FINANCE AUTHORITY
A COMPONENT UNIT OF THE STATE OF MICHIGAN
NOTES TO FINANCIAL STATEMENTS

NOTE 8 - TRANSACTIONS WITH OTHER STATE AGENCIES

The Authority is charged by various state agencies and departments for certain accounting, auditing,
legal and cash management services. These fees were approximately $320,000 for the year ended September
30, 2005. As of September 30, 2005, no amounts were due from or to other state agencies or departments for
these services.

NOTE 9 - RISK MANAGEMENT

The Authority’s risk management is provided through the State of Michigan. The State has elected
not to purchase commercial insurance for many of the risks of losses to which it is exposed. The State is self-
insured for most general liability and property losses, portion of its employee insurance benefit and employee
bonding programs, automobile liability, and workers’ compensation and unemployment compensation claims.
The State has established two internal service funds, the Risk Management Fund and the State Sponsored
Group Insurance Fund, to account for certain aspects of the risk management program. Additional detail and
other data on the State’s risk management program are provided in the SOMCAFR.
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REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING
AND ON COMPLIANCE AND OTHER MATTERS BASED ON AN AUDIT OF
FINANCIAL STATEMENTS PERFORMED IN ACCORDANCE
WITH GOVERNMENT AUDITING STANDARDS

Michigan State Hospital Finance Authority October 19, 2005
Lansing, Michigan

We have audited the basic financial statements of the Michigan State Hospital Finance Authority, a proprietary component
unit of the State of Michigan, as of and for the year ended September 30, 2005, and have issued our report thereon dated October 19,
2005. We conducted our audit in accordance with auditing standards generally accepted in the United States of America and the
standards applicable to the financial audits contained in Government Auditing Standards, issued by the Comptroller General of the
United States.

Internal Control Over Financial Reporting

In planning and performing our audit, we considered the Authority’s internal control over financial reporting in order to
determine our auditing procedures for the purpose of expressing our opinion on the financial statements and not to provide an
opinion on the internal control over financial reporting. Our consideration of the internal control over financial reporting would not
necessarily disclose all matters in the internal control over financial reporting that might be material weaknesses. A material
weakness is a reportable condition in which the design or operation of one or more of the internal control components does not
reduce to a relatively low level the risk that misstatements caused by error or fraud in amounts that would be material in relation to
the financial statements being audited may occur and not be detected within a timely period by employees in the normal course of
performing their assigned functions. We noted no matters involving the internal control over financial reporting and its operation
that we consider to be material weaknesses.

Compliance and Other Matters

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

This report is intended solely for the information and use of the Authority and management and is not intended to be and
should not be used by anyone other that these specified parties.
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