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FINANCIAL AUDITS

Financial audits are conducted by the Legislative Audit Division
to determine if the financial statements included in this report
are presented fairly and the agency has complied with laws and
regulations having a direct and material effect on the financial
statements. In performing the audit work, the audit staff uses
standards set forth by the American Institute of Certified Public
Accountants and the United States Government Accountability
Office. Financial audit staff members hold degrees with an
emphasis in accounting. Most staff members hold Certified Public
Accountant (CPA) certificates.

Government Auditing Standards, the Single Audit Act
Amendments of 1996 and OMB Circular A-133 require the auditor
to issue certain financial, internal control, and compliance reports.
This individual agency audit report is not intended to comply with
these requirements and is therefore not intended for distribution
to federal grantor agencies. The Legislative Audit Division issues
a statewide biennial Single Audit Report which complies with the
above reporting requirements. The Single Audit Report for the two
fiscal years ended June 30, 2007, will be issued by March 31, 2008.
The Single Audit Report for the two fiscal years ended June 30,
2005, was issued on March 6, 2006. Copies of the Single Audit
Report can be obtained by contacting:

Single Audit Coordinator

Office of Budget and Program Planning
State Capitol

Helena MT 59620

Legislative Audit Division
Room 160, State Capitol
PO Box 201705

Helena MT 59620-1705

Direct comments or inquiries to:
Legislative Audit Division
Room 160, State Capitol
PO Box 201705
Helena MT 59620-1705
(406) 444-3122
Reports can be found in electronic format at:

http://leg.mt.gov/audit.htm
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The Legislative Audit Committee
of the Montana State Legislature:

This is our financial audit report on Montana State University’s (university) consolidated financial
statements for the fiscal year ended June 30, 2007, and June 30, 2006. The university requested this audit
to provide timely audited financial statements to interested parties. The objective of our audit was to
determine if the university’s financial statements present fairly its financial position, changes in financial
position, and its cash flows as of, and for the fiscal year ended, June 30, 2007. This objective included
determining the university’s compliance with laws and regulations having a direct and material impact
on the financial statements. Our opinion, as it relates to the financial statements at and for the fiscal year
ended June 30, 2006, is based on the audit we performed in the fall of 2006.

Montana State University consists of campuses located in Bozeman, Billings, Havre, and Great Falls. All
campuses are accredited by the Commission on Colleges of the Northwest Association of Schools and
Colleges. The Montana State University campuses provide a diversity of undergraduate and graduate
academic and two-year vocational/technical programs to students.

Montana State University-Bozeman was founded in February 1893 as the Agricultural College of the
state of Montana. It is a land-grant institution, authorized by the Morrill Act of 1862, and receives part
of its support from land-grant income. The campus offers four-year undergraduate programs along with
masters and doctoral graduate programs. It includes the Colleges of Agriculture, Arts and Architecture,
Business, Education, Health and Human Development, Engineering, Letters and Science, and Nursing,
and the Division of Graduate Education. The Bozeman campus also includes the Extension Service, the
Agricultural Experiment Station, and the Fire Services Training School, which have facilities located in
or near cities or towns throughout Montana.

Montana State University-Billings consists of six colleges: the College of Arts and Sciences, the College of
Business, the College of Education, the College of Allied Health Professions, the College of Technology,
and the College of Professional Studies and Lifelong Learning. Montana State University-Billings
offers a full complement of one-year and two-year certificate programs, associate, bachelor, and master
degrees, as well as pre-professional academic offerings in a number of fields.

Montana State University-Northern is a regional, multi-purpose educational center, serving students
who seek both a technical and liberal arts education. It offers courses at the campus in Havre and at
facilities in Great Falls and Lewistown. This campus offers associate, bachelor, and master degrees. A
master’s degree program is offered in education, with options in counseling and development, elementary
education, vocational education, and general science.

Room 160 « State Capitol Building « PO Box 201705 « Helena, MT ¢ 59620-1705
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Montana State University College of Technology-Great Falls offers instruction leading to certificates in
one-year programs and associate of applied science degrees or associate of science in two-year programs
in vocational-technical trades and industry. Programs include practical nursing, office/secretarial,
interior design technology, computer and information sciences, various health-related programs, auto
body repair and refinishing, dental hygiene, and business management/entrepreneurship.

A list of appointed and administrative officials having oversight responsibilities with respect to the
university can be found beginning on page ii.

Beginning on page A-1, you will find the Independent Auditor’s Report followed by the financial
statements and accompanying notes. We issued an unqualified opinion on the university’s consolidated
financial statements, which means the reader can rely on the presented information.

This report does not contain any recommendations to the university. Any issues resulting from this

financial audit have been discussed with university management. The university’s response to this report

is on page B-1.

We thank President Gamble and his staff for their cooperation and assistance during the audit.
Respectfully submitted,

/s/ Scott A. Seacat

Scott A. Seacat
Legislative Auditor
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Scott A. Seacat, Legislative Auditor
Tori Hunthausen,
Chief Deputy Legislative Auditor

Deputy Legislative Auditors:
James Gillett
Angie Grove

INDEPENDENT AUDITOR’S REPORT

The Legislative Audit Committee
of the Montana State Legislature:

We have audited the accompanying Consolidated Statements of Net Assets of Montana State University,
a component unit of the state of Montana, as of June 30, 2007, and 2006, and the related Consolidated
Statements of Revenues, Expenses and Changes in Net Assets and Consolidated Statements of Cash
Flows for the fiscal years then ended and the University Component Units Combined Statements of
Financial Position as of June 30, 2007, and 2006, and the related University Component Units-Combined
Statements of Activities for the fiscal years then ended. The information contained in these financial
statements is the responsibility of the university’s management. Our responsibility is to express
opinions on these financial statements based on our audit. We did not audit the financial statements
of the university’s aggregate discretely presented component units. Those statements include the
Montana State University Foundation, the Museum of the Rockies Incorporated, the Montana State
University-Billings Foundation, the Montana State University-Northern Foundation, and the Montana
State University Bobcat Club. The component units identified above were audited by other auditors
whose reports thereon have been furnished to us, and our opinion, insofar as it relates to the amounts
included for those component units, are based on the reports of the other auditors.

We conducted our audit in accordance with auditing standards generally accepted in 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 and the
reports of other auditors provide a reasonable basis for our opinions.

In our opinion, based on our audit and the reports of other auditors, the financial statements referred to
above present fairly, in all material respects, the respective financial position of Montana State University
and the aggregate discretely presented component units as of June 30, 2007, and 2006, and the respective
changes in financial position and cash flows, where applicable, for the years then ended, in conformity
with accounting principles generally accepted in the United States of America.

The Management’s Discussion and Analysis on pages A-3 through A-13 is not a required part of the
basic financial statements but is supplementary information required by the Governmental Accounting
Standards Board. We have applied certain limited procedures, which consisted principally of inquiries

Room 160 « State Capitol Building « PO Box 201705 « Helena, MT ¢ 59620-1705
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A-2

of management regarding the methods of measurement and presentation of the required supplementary
information. However, we did not audit the information and express no opinion on it.

Our audit was conducted for the purpose of forming opinions on the basic financial statements of Montana
State University. The Supplemental Information on pages A-50 through A-66 is presented for purposes
of additional analysis and is not a required part of the basic financial statements. Such information
has not been subjected to the auditing procedures applied in the audit of the financial statements and,
accordingly, we express no opinion on it.

Respectfully submitted,
/s/ James Gillett

James Gillett, CPA
Deputy Legislative Auditor
November 13, 2007
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Montana State University

(a component unit of the State of Montana)

Management’s Discussion and Analysis

As of and For Each of the Two Years Ended June 30, 2007

Montana State University is a land grant university that serves state, national and international communities by
providing academic instruction, conducting a high level of research activity, advancing fundamental knowledge, and
by disseminating knowledge to the people of Montana. The University encompasses four campuses located in
Bozeman, Billings, Great Falls and Havre, as well as the Montana Agricultural Experiment Station, Montana
Extension Service and the Fire Services Training School. The University operates throughout Montana’s 145,556
square miles of urban and rural communities housing an estimated population of 944,632.

The University and its students are in a unique position. The number of high school graduates in Eastern Montana
continues to decline, which requires that the University ensure diligent recruiting of in-state students, while
modifying its mix of traditional in-state, out-of-state, and out-of-area students to ensure a diverse, growing student
population. At the same time that the University’s student population is changing, employee salary and benefit needs
continue to grow as the cost of living in Montana rises.

Given these significant changes, the University is proud to continue delivering quality instruction and services to a
diverse student population, which is possible because of its dedicated faculty and staff, because its students recognize
quality and value, and because accountability and the wise stewardship of University resources are simply a way of
life.

OPERATIONS

Condensed Statements of Revenues, Expenses and Changes in Net Assets
(in millions)

The Statement of Revenues, Expenses and
Changes in Net Assets presents the
revenues earned and expenses incurred
during the year on a full accrual basis, and
classifies activities as either “operating” or
“non-operating”. This distinction results in
operating deficits for those institutions that
depend on gifts and State aid, which are
classified as non-operating revenue. The
utilization of capital assets is reflected in
the financial statements as depreciation
expense, which allocates the cost of assets
over their expected useful lives.

Operating revenues
Operating expenses
Operating loss
Non-operating revenues
and expenses (net)

Income before capital &
other items

Capital & other items

Change in net assets

Comparison of 2007 and 2006 Results of Operations

The University’s net assets increased $23.2 million during 2007, resulting largely from $13.0 million in assets provided
by the State of Montana (“State”) through its long-range building program. Included in the $13.0 million provided by the
State were $5.7 million related to the MSU Great Falls College of Technology’s new instructional building, and $3.7
million provided to MSU Billings for a new College of Technology instructional building. An additional $2.3 million in
capital gifts, grants and contributions, were received from outside sources, and excesses of revenue over expense totaling
$7.9 million, discussed below, contributed to the overall increase.

Operating revenues contain the majority of the University’s income, and increased $5.1 million from 2006 to 2007.
Tuition and fee revenues increased approximately $4.4 million, or 4.1%. While the number of full-time equivalent
students decreased 1.1% compared with 2006, the primary reason for increased tuition and fee revenue was an
approximate 7.7% average tuition increase, coupled with a slight increase in non-resident students, who pay more than
the full cost of education.



Montana State University

(a component unit of the State of Montana)

Management’s Discussion and Analysis

As of and For Each of the Two Years Ended June 30, 2007 (continued)

Operating revenues from auxiliary services, including housing and dining revenues, increased $1.6 million, or 4.7%.
Price increases were implemented to ensure coverage of increased costs, including food and utilities. Financial aid
revenues total over $19.8 million, which was consistent with 2006 revenues of $19.5 million.

The University maintains a vibrant Research and Creative Activities function that contributed $111.2 million in 2007,
comparable to 2006 revenues of $111.9 million.

Non-operating revenue increased $4.7 million from 2006 to 2007. State appropriations revenue increased $1.2 million,
from $85.6 million to $86.8 million. Included in the 2006 appropriations were one-time state appropriations of $1.4
million earmarked for equipment purchases and program development. Investment income increased $2.3 million, or
35.6%. The primary vehicle for investing is the State’s Short-Term Investment Pool (STIP). STIP rates averaged 4.25%
in 2006 and 5.35% in 2007. In addition, the University’s endowments, which are managed by the MSU Foundation,
performed well, generating significant spendable earnings.

Revenue Comparison 22000

Shown in millions §

Q2007

Grant & Tuition and State Auxiliary  Other Revenues Expendable Capital Grants Federal Land Grant &
Contract Fees Approptiations  Services Gifts & Gifts  Appropnations Investment
Activity Income




Montana State University

(a component unit of the State of Montana)

Management’s Discussion and Analysis

As of and For Each of the Two Years Ended June 30, 2007 (continued)

During 2007, revenues were derived as follows: (in millions)

Source Amount
Revenues by Source Grant & Contract Activity $131.0
Tuition and Fees 110.9
Orak & Contract. State Appropriations 86.8

Land Grant & lnvestmert Acuzny . )
Income 31% Auxiliary Services 349

3%

_ Gifts 10.3
e Aﬁ%zommm Land Grant & Investment Income 11.0
Capital Grants & Gifts 15.3

Capital Grants & Gifts N L.
4% Federal Appropriations 5.1

g — Educational, Public Service,
dabl
R~ e Tl and Outreach 19.5

2% %
Other Revenues 1.2

Educ, Service, Outreach
& Other Revenues Total Revenues $425.9
5% —_——

State Appropnations
20%

Sources of recurring revenues are expected to remain strong, with a trend
toward higher levels of University-generated revenues such as grant and
contract activity, and other entrepreneurial activities.

Expenses were incurred as follows: (in millions)
Categor; Amount
Expenses by Category SO .
Compensation $183.6
Other Expenses Compensation Benefits 339
% 463 Contracted Services 375
@ Supplies 26.6
2% Depreciation 21.6
ilities _ Financial Aid 16.8
2% Travel 11.2
Travel Utilities 10.2
3% Maintenance 9.6
Financial Aid Other Expenses
4% Benefits Interest Expense 6.0
13%
Fer——— Cost of Sales 5.9
2 @l Contracted Services Communication 3
— 10% Rent 4.5
Other 10.4
Total expenses $§ 4023

Proportions of revenues and expenses have generally remained constant as
compared with prior years. Revenues are derived primarily from grant and
contract activity, student charges, and state appropriations. Expenses are

primarily employee- related. These relationships are expected to continue.



Montana State University

(a component unit of the State of Montana)

Management’s Discussion and Analysis

As of and For Each of the Two Years Ended June 30, 2007 (continued)

» Operating expenses increased $13.3 million. Instruction expenses increased $4.8 million, or 5.2%, primarily due to
increased compensation costs. Research expenses showed a slight decline, due to curtailed spending on certain
federal grant programs. Auxiliary services expenses increased $1.7 million, primarily due to increased compensation
costs. Student services expenses increased $1.2 million, primarily due to increased compensation and benefits
expenses. Plant, facilities, and depreciation costs did not increase significantly, because a lower percentage of these
costs are compensation-related, and because utility costs remained steady. Academic support and institutional
support expenses increased, again primarily due to increased compensation and benefits costs. Additionally, costs of
on-line library subscriptions increased. Interest expense decreased slightly due to the retirement of the University’s
series F debt, and because in July, 2006, the University refunded its remaining Series D and a significant portion of
its Series E debt to take advantage of attractive interest rates.

Expense Comparison

Shown In Millions $

Instruction

Research

Auxiliary

Public Service

Student Services

Plant & Facilities

Depreciation

Academic Support

Institutional Support

Financial Aid

6]
Interest E 6
T

0 10




Montana State University

(a component unit of the State of Montana)

Management’s Discussion and Analysis

As of and For Each of the Tweo Years Ended June 30, 2007 (continued)

Comparison of 2006 and 2005 Results of Operations

The University’s net assets increased $16.9 million during 2006, resulting largely from $5.3 million in capital gifts,
grants and contributions, $0.4 million of permanent endowment contributions, and excesses of revenue over expense
totaling $11.2 million. In addition, $0.4 million in assets were provided by the State of Montana under authorization
from its long-range building program.

» Operating revenues increased $17.6 million from 2005 to 2006. Tuition and fee revenues increased approximately
$10.7 million, or 11.3%. The University’s freshman class has increased during each of the past several years. While
the number of full-time equivalent students increased 1.2% compared with 2005, the primary reason for increased
tuition and fee revenue was an approximate 12.4% average tuition increase, coupled with an increase in non-resident
students, who pay more than the full cost of education.

Operating revenues from education, public service and outreach areas increased $1.7 million, and housing and room
and board revenues saw a $2.0 million increase. Financial aid revenues totaled over $19.5 million, representing a
decrease of over $1.5 million from 2005. Fewer students received Pell grants in 2006 than in 2005, because of a
change in the Federal Aid formula for calculating Pell grant eligibility.

The University’s Research and Creative Activities contributed $111.9 million in 2006, which increased $3.8 million
as compared with 2005 revenues of $108.1 million.

» Non-operating revenue increased $17.3 million from 2005 to 2006. State appropriations revenue increased $8.5
million, from $77.1 million to $85.6 million. Included in the $8.5 million increase are one-time state appropriations
of $1.4 million earmarked for equipment purchases and program development. In 2004, the University was permitted
to use $2.5 million of its 2005 appropriation so that tuition increases could be evenly implemented during each year
of the 2004-2005 biennium. Had this amount not been forward-funded, the appropriations would have been
approximately $79.6 million during 2005.

Investment income increased $3.5 million. STIP rates averaged 2.28% in 2005, and 4.25% in 2006. In addition, the
University invested approximately $40.6 million of unexpended bond proceeds during 2006, as compared with $21.1
million during 200S.

» Operating expenses increased $21.1 million. Instruction and research activities together constitute approximately
half of the University’s expenses, and were two of the primary programs showing a marked increase, consistent with
higher enrollment, a growing research program and increasing compensation costs.

Auxiliary services expenses increased $2.9 million, reflecting increased costs in all areas including utilities,
contracted services, and compensation. Student services expenses increased $2.5 million, primarily due to increased
compensation and benefits expenses. Plant and facilities expenses increased $1.2 million as compared with 2005,
due primarily to an increase in energy costs, which overall added $1.4 million to operating expenses. Academic
support expenses increased $2.8 million, due to increased library subscription costs and compensation and benefits
expenses. Interest expense increased $1.5 million due to the issuance of Series J debt in July of 2005, as well as
slightly higher rates on the University’s Series G variable rate debt.



Montana State University

(a component unit of the State of Montana)

Management’s Discussion and Analysis

As of and For Each of the Two Years Ended June 30, 2007 (continued)

ASSETS, LIABILITIES AND NET ASSETS

Condensed Statements of Net Assets
(in millions)

ASSETS 2006

Current assets $ 137.8 $ 127.0 . The Statement of Net Assets is presented in

Capital assets, net 286.6 249.2 . a classified format, which differentiates

Other noncurrent assets 59.7 84.8 ) between current and non-current assets and
liabilities, and also categorizes Net Assets

T . . .
otal assets 34841 8§ 4610 (formerly called “Fund Balance”) into four
LIABILITIES categories.

Current liabilities $ 561 $ 540
Noncurrent liabilities 165.8 168.0 . The University’s overall financial position

Total liabilities $ 2219 § 222.0 9|l is strong, with Net Assets showing an
increase of $23.2 million from the prior
NET ASSETS

Invested in capital assets, net $ 1698 § 157.1 year
Restricted, expendable 134 11.8
Restricted, non-expendable 12.2 11.7
Unrestricted 66.8 58.4

Total net assets $ 2622 $ 239.0

Comparison of 2007 and 2006 Assets, Liabilities and Net Assets

» Current assets include the University’s cash; accounts, grants and loans receivable; inventories; and other assets
expected to benefit the University within one year. Accounts and grants receivable result primarily from sponsored
projects that are payable on a cost-reimbursement basis, and also from student accounts. The increase of $10.8
million in current assets resulted primarily from an increase of $13.2 million in current cash and equivalents, which
is discussed in detail in conjunction with the Statement of Cash Flows, as well as fluctuations in several other current
asset categories.

» Capital assets, net increased $37.4 million, resulting from asset additions of $59.3 million, offset by depreciation
expense of $21.3 million and $0.6 million in net book value of asset retirements, as summarized in Note 7 to the
financial statements.

Asset additions included nearly $50 million in construction projects. The MSU Great Falls College of Technology is
in the process of constructing a new classroom building, which when completed, will cost approximately $12
million. Costs of $5.7 million were added to the building during 2007. MSU- Billings is constructing a new
instructional building for its College of Technology, which added $3.7 million during 2007. MSU- Northern
expended approximately $0.8 million on a campus improvement project, which included improved landscaping,
pedestrian walkways, and relocation of a parking lot.

MSU- Bozeman’s chemistry/biochemistry research facility, which will total approximately $25 million upon
completion, added $13.4 million in construction progress during 2007. Also in Bozeman, construction continued on
a $30 million student facilities enhancement project, contributing $14.2 million in capital assets during 2007. Three
student facilities will be improved during the project, including renovation of the student union building and fitness
center complex, and construction of a new theater. A number of smaller projects make up the remaining increase.



Montana State University

(a component unit of the State of Montana)

Management’s Discussion and Analysis

As of and For Each of the Two Years Ended June 30, 2007 (continued)

Equipment additions totaled $8.5 million during 2007. Research and instruction in the sciences require a substantial
equipment investment. In 2007, MSU invested in significant scientific equipment, including many grant-funded and
donated items. Additionally, approximately $1.6 million in library materials were acquired in 2007.

Other noncurrent assets include unexpended bond proceeds, endowment fund assets, student loans receivable,
investments expected to mature over a period longer than one year, and donated funds restricted to use for facility
construction. The balance decreased $25.1 million, primarily because bond proceeds that were held at June 30, 2006 for
the Bozeman campus construction projects were expended during 2007.

» Current liabilities include payroll and related liabilities, amounts payable to suppliers for goods and services
received, cash received for which the University has not yet earned the related revenue, and debt principal payments
due within one year. The balance increased $2.1 million from 2006 to 2007, due to a $0.9 million increase
compensated absences balances, an increase of $0.7 million in the current portion of debt, and other, less significant,
increases and decreases.

» Noncurrent liabilities include debt and advance liabilities, the amount of compensated absence liability estimated to
be payable after a one-year period, and amounts which would be payable to the Federal government should the
University choose to cease participation in the Federal Perkins Loan or Nursing Loan programs. These balances
decreased $2.2 million, resulting primarily from the repayment of long term debt obligations.

» Amounts invested in capital assets, net of related debt, consist of the historical acquisition value of capital assets,
reduced by both accumulated depreciation expense charged against assets and debt balances related to capital assets.
This balance increases as assets are acquired and debt is repaid, and decreases as assets are depreciated and debt is
incurred. Balances increased $12.6 million due to asset additions and debt repayment, offset by depreciation
expense.

> Restricted, expendable net assets represent balances that may be expended by the University, but only in accordance
with restrictions imposed upon the University by an external party, such as a donor or through a legislative mandate.
The University’s most significant restricted, expendable balances relate to funds restricted to use for the
construction, renewal or replacement of facilities and for scholarships. Approximately $3.2 million is held by
trustees in accordance with bond covenants, and may only be expended for the renewal and replacement of assets
whose revenues are pledged as security for the repayment of debt or for debt service. An additional $2.9 million
relates to amounts held on the University’s behalf by the MSU Foundation, which is to be expended for the
construction of an agricultural research facility. Debt retirement funds account for $1.8 million of the restricted
balance. Expendable scholarship amounts totaled $2.6 million, which increased significantly due to earnings on
endowment funds.

» Restricted, non-expendable balances must be held in perpetuity, and include endowment principal as well as
balances in student loan funds. Balances did not fluctuate significantly during 2007.

Unrestricted net assets may be designated for specific purposes by action of management or the Board of Regents, or
may otherwise be limited by contractual agreements with outside parties. Substantially all unrestricted net assets are
designated for specific purposes as described in the notes to the financial statements, and include funds accumulated for
employee termination payouts, funds earmarked for facility renewal and replacement, and student organization funds.
Details regarding the purposes for which unrestricted net assets are designated are contained in Note 13 to the audited
financial statements.
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Comparison of 2006 and 2005 Assets, Liabilities and Net Assets

» Current assets increased $10.5 million, resulting from an increase of $7.1 million in current cash and equivalents,
which is discussed in detail in conjunction with the Statement of Cash Flows, as well as fluctuations in several other
current asset categories.

» Capital assets, net increased $7.1 million, resulting from asset additions of $28.5 million, offset by depreciation
expense of $20.6 million and $0.8 million in net book value of asset retirements, as summarized in Note 7 to the
financial statements.

Asset additions included $13.7 million in capitalized construction projects. MSU- Bozeman’s
chemistry/biochemistry research facility added $6.3 million in construction progress during 2006, and design and
construction on the $28 million student facilities enhancement project contributed $1.7 million in capital assets
during 2006. A number of smaller projects made up the remaining increase.

Equipment additions totaled $8.1 million during 2006. In 2006, MSU invested in many scientific acquisitions,
including a tunable laser system, a multi-user computer server cluster, dynamometers, and a confocal microscope
with a fluorescence and radioactivity laser scanner. Such equipment acquisitions included many grant-funded items.
Approximately $2.1 million in library materials were acquired in 2006.

» Other noncurrent assets increased $29.5 million, due to two primary factors. Restricted investments included an
additional $24.3 million in unexpended bond proceeds related to the Series J debt issued for Student Facilities
Enhancements. Additionally, the University invested an additional $5.0 million in the State’s Trust Fund Bond Pool
that was previously held as cash or in the State’s Short-Term Investment Pool.

» Current liabilities balances did not fluctuate significantly from 2005 to 2006.

» Noncurrent liabilities balances increased $22.7 million, resulting from the issuance of Series J 2005 bonds in the
amount of $25.8 million in July, 2005, offset by scheduled repayments of bond principal. Other, less significant,
fluctuations also contributed to the overall increase.

> Amounts invested in capital assets, net of related debt, increased $5.4 million due to asset additions and debt
repayment.

» Restricted, expendable net assets represent balances that may be expended by the University, but only in accordance
with restrictions imposed upon the University by an external party, such as a donor or through a legislative mandate.
The University’s significant restricted, expendable balances relate to funds restricted to use for the construction,
renewal or replacement of facilities. Approximately $4.7 million was held by trustees in accordance with bond
covenants, and may only be expended for the renewal and replacement of assets whose revenues are pledged as
security for the repayment of debt. An additional $2.8 million related to amounts held on the University’s behalf by
the MSU Foundation, which is to be expended for the construction of an agricultural research facility. Debt
retirement funds accounted for $1.1 million of the restricted balance.

» Restricted, non-expendable balances must be held in perpetuity, and include endowment principal as well as the
University portion of student loans receivable under the Federal Perkins and Nursing Loan programs. Balances
increased $0.5 million during 2006, primarily from endowment fund gifts additions of $0.4 million.

» Unrestricted net assets may be designated for specific purposes by action of management or the Board of Regents,
or may otherwise be limited by contractual agreements with outside parties. Substantially all unrestricted net assets
are designated for specific purposes as described in the notes to the financial statements, and include funds
accumulated for employee termination payouts, funds earmarked for facility renewal and replacement, and student
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organization funds. Details regarding the purposes for which unrestricted net assets are designated are contained in
Note 13 to the audited financial statements.

CASH FLOWS

Condensed Statements of Cash Flows
(in millions)

—The Statement of Cash Flows presents
2006 2005 information related to cash inflows and

2007

Cash provided/(used) by: outflows, categorized by operating,

Operating activities, net $ (700) § (64.1) 8 (55.1)} noncapital financing, capital financing, and
Noncapital financing activities, investing activities. The reconciliation of
net 100.2 95.9 . operating loss to cash used in operations
Capital and related financing explains the relationship between the
activities, net (51.6) (7.8) . Statement of Net Assets and the Statement of
Investing activities, net 35.9 . Revenues, Expenses and Changes in Net

Net increase (decrease) in cash 14.5 7.2 . Assets, showing that increases and decreases
Cash, beginning of year 923 85.1 OW in operating assets often require the use or
Cash, end of year $ 1068 § 923 . receipt of cash, but do not result in

recognition of a revenue or an expense.

Comparison of 2007 and 2006 Cash Flows

Cash and equivalents increased $14.5 million during 2007, as discussed below.

>

Operating activities used $70.0 million in cash, resulting primarily from an operating loss of $93.7 million. The
operating loss was offset by non-cash expenses of $22.2 million, primarily depreciation and amortization. Other,
less significant, increases and decreases also contributed to the change. As discussed above, compensation expenses
were the primary reason for increased costs in 2007 as compared with 2006. In 2006, operating activities used $64.1
million in cash, resulting from an operating loss of $85.4 million, offset by non-cash expenses of $21.2 million.

Noncapital financing activities provided $100.2 million in cash, resulting from $88.0 million in state appropriations,
$2.2 million of land grant income, and $10.2 million in expendable gifts. In the prior year, noncapital financing
activities provided $95.9 million in cash, resulting from $84.4 million in state appropriations, $2.3 million of land
grant income, and $9.3 million in expendable gifts. Gifts were received primarily from foundations and other
support organizations.

Capital and related financing activities used $51.6 million in cash, which is a significant increase from the prior
year. Uses included $44.3 million expended on capital assets, including building construction as discussed above.
Debt interest and principal payments totaled $10.8 million, not including refunded debt of $13.2 million.
Borrowings, primarily from the State’s Intercap lending program, provided $3.2 million in cash, not including
proceeds from the issuance of refunding bonds. In the prior year, these activities used $7.8 million in cash, resulting
primarily from $26.2 million received as bond proceeds, offset by $10.8 million in debt interest and principal
payments, and $23.2 million expended to acquire capital assets.

Investing activities provided $35.9 million in cash, resulting primarily from the liquidation of $27.3 million in bond
proceeds that had been held in a long-term investment until needed to pay construction costs. Investment income
provided $8.6 million. In the prior year, investing activities used $16.8 million, resulting from the purchase of $32.0
million in investments that had been generated from the issuance of bonds, offset by proceeds from sales of
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investments of $8.6 million and investment income of $6.7 million. In 2006, unexpended bond proceeds of $24.3
million from the Series J 2005 issuance were invested until their use is required for the project. In addition, the
University invested an additional $5.0 million in the State of Montana’s Trust Fund Bond Pool.

Comparison of 2006 and 2005 Cash Flows

Cash and equivalents increased $7.2 million during 2006, largely due to a $3.8 million increase in investment income.
During the prior year, cash decreased $1.9 million. A year-to-year comparison of each type of cash flow follows.

» Operating activities used $64.1 million in cash, resulting primarily from an operating loss of $85.4 million. The
operating loss was offset by non-cash expenses of $21.2 million, primarily depreciation and amortization. Other,
less significant, increases and decreases also contributed to the change.

In 2005, operating activities used $55.1 million in cash, resulting primarily from an operating loss of $81.8 million.
The operating loss was offset by non-cash expenses of $21.4 million, primarily depreciation and amortization.
Collections on accounts and grants receivable contributed $2.0 million in operating cash. Other, less significant,
increases and decreases also contributed to the change.

» Noncapital financing activities provided $95.9 million in cash, resulting from $84.4 million in state appropriations,
$2.3 million of land grant income, and $9.3 million in expendable gifts. In the prior year, noncapital financing
activities provided $89.3 million in cash, resulting from $77.1 million in state appropriations, $2.9 million of land
grant income, and $8.6 million in expendable gifts. Gifts were received primarily from foundations and other
support organizations.

» Capital and related financing activities used $7.8 million in cash, resulting primarily from $26.2 million received as
bond proceeds, offset by $10.8 million in debt interest and principal payments, and $23.2 million expended to
acquire capital assets. In the prior year, these activities used $1.9 million in cash, resulting primarily from $57.2
million received as bond proceeds, offset by $37.5 million in debt principal payments (including refunded debt of
$16.7 million), and $19.6 million expended to acquire capital assets.

» Investing activities used $16.8 million, resulting from the purchase of $32.0 million in investments, offset by
proceeds from sales of investments of $8.6 million and investment income of $6.7 million. Unexpended bond
proceeds of $24.3 million from the Series J 2005 issuance were invested until their use is required for the project. In
addition, the University invested an additional $5.0 million in the State of Montana’s Trust Fund Bond Pool. In the
prior year, investing activities used $34.3 million, resulting from the purchase of $37.5 million in investments, offset
by investment income received of $2.9 million. Unexpended bond proceeds of $21.1 from the Series H 2004
issuance were invested until their use is required for the project. In addition, the University invested $10.0 million in
the State of Montana’s Trust Fund Bond Pool, rather than in cash or cash equivalents as in prior years.

BONDS, NOTES, AND CAPITAL LEASES

As of June 30, 2007, the University had approximately $127.5 million in outstanding bond, note, and capital lease
principal, a slight decrease compared with $129.3 million at June 30, 2006 (see note 10 to the financial statements).
During 2007, the University issued Series K refunding bonds, to refund the remaining Series D bonds and a substantial
portion of Series E debt. The University’s debt is rated A1 by Moody’s Investor Services, and A+ by Standard and
Poor’s.

Most of the University’s debt bears interest at fixed rates. The Series J debt is synthetically fixed through a swap

agreement, and represents 20.5% of bonded indebtedness. The Series G debt, representing 14.3% of bonded
indebtedness, bears interest at a variable rate, which is reset at auction each week. Additionally, the University has
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entered into a constant maturity swap with a starting date of November, 2007, as discussed in the notes to the financial
statements.

ECONOMIC OUTLOOK

Montana State University, like many other institutions, has steadily increased its tuition rates to keep pace with
increasing costs. Other recent revenue increases have been achieved through several means: the growth of grant and
contract activity; focused recruitment and retention efforts towards increasing the complement of out-of state students;
and continued encouragement of the entrepreneurial spirit maintained by many University faculty and staff. Tuition rates
for the 2006-2007 academic year were slightly higher than our geographic peer group, although very affordable
compared with national rates. It will be increasingly important to balance revenues with expenses to assure that access
is achieved consistent with our land grant mission.

The State of Montana generated a budget surplus in the 2004-2005 biennium, and was able to direct one-time funds to
the University, primarily the two-year campuses, for the 2006-2007 biennium. For the upcoming biennium, the
Governor’s office approved budget included funding sufficient to enable all Montana University System campuses to
freeze in-state tuition for both the 2007-2008 and 2008-2009 academic years. Additions were also made in terms of the
proportion of state funding for certain fixed costs and employee pay raises, including both regula