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Independent Auditors’ Report

To the North Carolina
Office of the State Auditor
Raleigh, North Carolina

Report on the Financial Statements

We have audited the accompanying financial statements of the North Carolina Office of the State Auditor (the “Office”)
which comprise the balance sheet as of June 30, 2018, and the related statement of revenues, expenditures, and changes in
fund balance for the year then ended, and the related notes to the financial statements.

Management’s Responsibility for the Financial Statements

Management is responsible for the preparation and fair presentation of these financial statements in accordance with
accounting principles generally accepted in the United States of America; this includes the design, implementation, and
maintenance of internal control relevant to the preparation and fair presentation of financial statements that are free from
material misstatement, whether due to fraud or error.

Auditors’ Responsibility

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. Those standards require that we
plan and perform the audit to obtain reasonable assurance about whether the financial statements are free from material
misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in the financial
statements. The procedures selected depend on the auditor’s judgment, including the assessment of the risks of material
misstatement of the financial statements, whether due to fraud or error. In making those risk assessments, the auditor
considers internal control relevant to the entity’s preparation and fair presentation of the financial statements in order to
design audit procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion on the
effectiveness of the entity’s internal control. Accordingly, we express no such opinion. An audit also includes evaluating
the appropriateness of accounting policies used and the reasonableness of significant accounting estimates made by
management, as well as evaluating the overall presentation of the financial statements.

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for our audit opinion.
Opinion

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial position of the
Office as of June 30, 2018, and the results of its operations for the year then ended in accordance with accounting principles
generally accepted in the United States of America.
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Other Matters
Required Supplementary Information

Accounting principles generally accepted in the United States of America require that the Management’s Discussion and
Analysis on pages 3 through 6 be presented to supplement the basic financial statements. Such information, although not a
part of the basic financial statements, is required by the Governmental Accounting Standards Board who considers it to be
an essential part of financial reporting for placing the basic financial statements in an appropriate operational, economic, or
historical context. We have applied certain limited procedures to the required supplementary information in accordance
with auditing standards generally accepted in the United States of America, which consisted of inquiries of management
about the methods of preparing the information and comparing the information for consistency with management’s
responses to our inquiries, the basic financial statements, and other knowledge we obtained during our audit of the basic
financial statements. We do not express an opinion or provide any assurance on the information because the limited
procedures do not provide us with sufficient evidence to express an opinion or provide any assurance.

Supplementary and Other Information

Our audit was conducted for the purpose of forming opinions on the basic financial statements of the Office as a whole.
The schedule of revenues, expenditures, and changes in unreserved fund balance - budget and actual (“the budget and
actual”) is presented for purposes of additional analysis and are not a required part of the basic financial statements. The
budget and actual are the responsibility of management and were derived from and relate directly to the underlying
accounting and other records used to prepare the basic financial statements. Such information has been subjected to the
auditing procedures applied in the audit of the basic financial statements and certain additional procedures, including
comparing and reconciling such information directly to the underlying accounting and other records used to prepare the
basic financial statements or to the basic financial statements themselves, and other additional procedures in accordance
with auditing standards generally accepted in the United States of America by us and other auditors. In our opinion the
information is fairly stated in all material respects in relation to the basic financial statements as a whole.

Runeo & Quavecatre (LD

Raleigh, North Carolina
November 9, 2018
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MANAGEMENT’S DISCUSSION AND ANALYSIS

The following is a narrative overview and analysis of the North Carolina Office of the State
Auditor’s financial performance for the fiscal year ended June 30, 2018. Please read it in
conjunction with the financial statements which follow this section.

Discussion of the Basic Financial Statements

The North Carolina Office of the State Auditor (Office) is a part of the State of North Carolina
(State) and is not a separate legal or reporting entity. The Office’s accounts and transactions
are included in the State of North Carolina’s Comprehensive Annual Financial Report
(CAFR) as a part of the State’s General Fund.

The accompanying financial statements are presented in accordance with accounting
principles generally accepted in the United States of America as prescribed by the
Governmental Accounting Standards Board (GASB). GASB Statement No. 34, Basic
Financial Statements — and Management’s Discussion and Analysis — for State and Local
Governments requires the presentation of both government-wide and fund level financial
statements. The financial statements presented are governmental fund financial statements
of the Office. Because the Office is not a separate entity, government-wide financial
statements are not prepared.

Governmental fund financial statements are reported using the current financial resources
measurement focus and the modified accrual basis of accounting. Revenues are recognized
as soon as they are both measurable and available. Revenues are considered to be
available when they are collectible within the current period or soon enough thereafter to pay
liabilities of the current period. For this purpose, the State considers revenues to be available
if they are collected within 31 days of the end of the current fiscal period. Expenditures
generally are recorded when a liability is incurred.

Cash and cash equivalents are not presented on the current year financial statements due to
a change in the method in which the cash carryforward process is handled at state agencies.
Beginning in fiscal year 2016, state agencies no longer record approved carryforward funds.
The agency carryforward is now recorded in a reserve account at the North Carolina Office of
State Budget and Management.

Since capital asset and long-term liability accounts relating to governmental funds are
reported only in the governmental activities column of the government-wide financial
statements, these amounts are not included in the financial statements of the Office.
However, amounts are reported in the notes to the financial statements.

Financial Condition

The Office continues to strategically optimize positions geographically and divisionally based
on changing workloads and priorities. As a result, total expenditures were slightly lower than
fiscal year 2017. The Office expects to continue to efficiently manage resources to optimize
output.



MANAGEMENT’S DISCUSSION AND ANALYSIS

Condensed Data

See the following for comparative condensed financial information.

Condensed Balance Sheets
Governmental Fund

6/30/2018 6/30/2017
Total Assets and Deferred Outflows of Resources $ 1842,84824  § 1,676,633.01
Liabilities, Deferred Inflows of Resources, and Net Position:
Total Liabilities $ 19539012  § 595,978.75
Total Deferred Inflows of Resources 1,604,688.50 1,517,086.50
Fund Balance:
Nonspendable:
Inventories 22,529.24 17,443.51
Unassigned 20,240.38 (453,875.75)
Total Fund Balance 42,769.62 (436,432.24)
Total Liabilities, Deferred Inflows of Resources, and Fund Balance $ 184284824  § 1,676,633.01
Condensed Statements of Revenues, Expenditures, and
Changes in Fund Balance
Governmental Fund
Fiscal Year Fiscal Year
Ended 6/30/18 Ended 6/30/17
Revenues:
Total Revenues $ 6,371,939.12 § 6,273,312.99
Expenditures:
Personal Services and Employee Benefits 14,770,691.78 14,154,387.50
Contracted Audits and Services 806,967.44 1,447,117.97
Supplies and Materials 23,427.45 23,013.38
Travel 291,308.51 204,101.80
Communications 47,142.95 44,213.70
Utilities 6,156.81 5,230.63
Data Processing Service 61,741.54 61,055.54
Employee Education 189,746.99 147,086.84
Other Services 18,860.26 13,533.19
Rent of Property and Equipment 65,198.97 66,072.98
Service and Mantenance 175,048.01 245,309.85
Other Fixed Charges 60,146.01 50,066.95
Insurance and Bonding 2,907.20 2,539.03
Capital Outlay 346,347.97 586,886.38
Total Expenditures 16,865,691.89 17,050,615.74
Deficiency of Revenues Under Expenditures (10,493,752.77) (10,777,302.75)
Other Financing Sources (Uses):
State Appropriations 10,701,447.92 10,770,189.61
Transfers In 574,552.56 1,235,561.00
Transfers Out (303,095.85) (1,007,163.24)
Sale of Surplus Property 50.00 50.00
Total Other Financing Sources 10,972,954.63 10,998,637.37
Net Change in Fund Balance 479,201.86 221,334.62
Fund Balance Beginning of Year (436,432.24) (657,766.86)
Fund Balance End of Year $ 4276962 $ (436,432.24)
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Comparative Data and Variances

Total assets and deferred outflows of resources increased approximately $166,215 during
the current fiscal year. Due from other funds increased, while due from component units
decreased, primarily due to the audit work on federal programs shifting from universities to
general government. This shift in audit work was a result of applying federal regulations to
the audit plan. Previously, more federal program audit work was performed at universities at
the start of the fourth quarter. Due to the increase in the federal program audit work at
general government agencies and staff availability earlier in the audit cycle, the audit work
began, and was billed, earlier in the year.

Total liabilities decreased approximately $400,589 due to a large decrease in accounts
payable, which is primarily due to a large year-end accrual that was recorded in fiscal year
2017 for a one-time information technology infrastructure upgrade to replace servers at the
end of their life cycle. The variance in the unassigned fund balance is due to the decrease in
liabilities, which is offset by current year increases in total assets.

Personal services and employee benefits increased by approximately $616,304. All full-time
employees received a $1,000 legislative increase effective July 1, 2017. In addition, salary
increases/promotions were granted to eligible employees based on changes in employee
competency assessments. Employee benefits also increased during the fiscal year due to an
increase in the state employer contribution rate for retirement.

Contracted audits and services decreased during the 2018 fiscal period by approximately
$640,151. Several new or one-time reviews or projects occurred during fiscal year 2017. This
account varies year-to-year, depending on the amount of contract work that is necessary to
assist with our audits or meet legislative requests.

Travel expenditures increased by approximately $87,207. This increase is primarily due to an
increase in trainings attended during fiscal year 2018 as compared to the prior year, which
corresponds to the increase in employee education expenditures. Several new conferences
were attended, in addition to increased specialized training attended by the financial and
performance audit divisions.

Expenditures for service and maintenance decreased by approximately $70,262 during fiscal
year 2018 primarily due to a decrease in expenses for maintenance agreements for software.

Capital outlay decreased primarily due to the costs of the information technology
infrastructure upgrade that occurred during fiscal year 2017. The infrastructure upgrade
required the purchase of ten new servers, whereas only four new servers were purchased in
the current fiscal year for data analytics.

A decrease in the transfers in account was due to the Office requesting less in our fiscal year
2018 carryforward as compared to the prior year. The carryforward represents unspent
appropriations for specifically identified expenditures that will be paid in the next fiscal year.

Transfers out decreased by approximately $704,067. A portion of transfers out relates to the
carryforward request from the current fiscal year into the subsequent fiscal year. The fiscal
year 2018 carryforward request decreased primarily due to the exclusion of funds to pay for
the infrastructure upgrade that occurred in fiscal year 2017. The other portion of transfers out
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consists of operating transfers. The Office did not have any operating transfers in the current
fiscal year as compared to the prior year.

Net change in fund balance increased by approximately $257,867. This increase is primarily
due to the decreases in expenditures and other financing uses as described above.

Capital Asset Activity

The capital asset note includes a large increase for data processing systems for the
purchase of data analytics servers. See Note 2 for more information.

Long-Term Liability Activity

The long-term liabilities shown in the notes to the financial statements consist of the
outstanding balance in vacation and bonus leave referred to as compensated absences.
Each employee may accumulate a maximum of 30 days of vacation which may be carried
forward each January 1 or for which an employee may be paid upon termination of
employment. Also, any accumulated vacation leave in excess of 30 days at year end is
converted to sick leave. Under this policy, the accumulated vacation leave for each employee
at June 30 equals the leave carried forward at the previous December 31 plus the leave
earned, less the leave taken between January 1 and June 30.

In addition to the vacation leave described above, compensated absences include the
accumulated unused portion of the special annual leave bonuses awarded by the
NC General Assembly in prior years. The unused bonus leave on hand may be retained by
employees and is not subject to the limitation on annual leave carried forward described
above and is not subject to conversion to sick leave.

Additionally, the long-term liability activity reflects the Office’s proportionate shares of the
collective net pension and net other postemployment benefit liabilities reported in the State of
North Carolina’s Comprehensive Annual Financial Report (CAFR).

Economic Outlook

The budget for the 2018-2019 period has been approved, and we anticipate that the
Legislative action for the 2018-2019 period for the Office will remain relatively constant.
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North Carolina Office of the State Auditor
Balance Sheet
Governmental Fund - General Fund

June 30, 2018 Exhibit A-1
ASSETS
Due from Other Funds 1,266,488.00
Due from Component Units 553,831.00
Inventories 22,529.24
Total Assets 1,842,848.24
DEFERRED OUTFLOWS OF RESOURCES 0.00
Total Assets and Deferred Outflows of Resources 1,842,848.24
LIABILITIES
Due to Employees 4,613.25
Due to Other Funds 16,089.34
Accounts Payable 174,687.53
Total Liabilities 195,390.12
DEFERRED INFLOWS OF RESOURCES
Unavailable Revenue 1,604,688.50
FUND BALANCE
Nonexpendable:

Inventories 22,529.24
Unassigned 20,240.38
Total Fund Balance 42,769.62
Total Liabilities, Deferred Inflows of Resources, and Fund Balance 1,842,848.24

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




North Carolina Office of the State Auditor

Statement of Revenues, Expenditures, and Changes in Fund Balance

Governmental Fund - General Fund

For the Fiscal Year Ended June 30, 2018 Exhibit A-2

REVENUES

Audit Fees 6,371,354.08

Miscellaneous Income 585.04
Total Revenues 6,371,939.12

EXPENDITURES

Personal Services and Employee Benefits
Contracted Audits and Services
Supplies and Materials

Travel

Communications

Utilities

Data Processing Service
Employee Education

Other Services

Rent of Property and Equipment
Service and Maintenance

Other Fixed Charges

Insurance and Bonding

Capital Outlay

Total Expenditures

Deficiency of Revenues Under Expenditures

OTHER FINANCING SOURCES (USES):

State Appropriations

Transfers In - Carryforward

Transfers Out:
Office of State Budget and Management - Carryforward
Office of the State Controller - DCAP

Sale of Surplus Property

Total Other Financing Sources

Net Change in Fund Balance
Fund Balance, July 1, 2017

Fund Balance, June 30, 2018

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

14,770,691.78
806,967.44
23,427.45
291,308.51
47,142.95
6,156.81
61,741.54
189,746.99
18,860.26
65,198.97
175,048.01
60,146.01
2,907.20
346,347.97

16,865,691.89

(10,493,752.77)

10,701,447.92
574,552.56

(285,757.00)
(17,338.85)
50.00

10,972,954.63

479,201.86

(436,432.24)

42,769.62
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NOTES TO THE FINANCIAL STATEMENTS

NOTE 1 - SIGNIFICANT ACCOUNTING POLICIES

A. Organization - The North Carolina Office of the State Auditor (Office) is
a part of the State of North Carolina and is not a separate legal or
reporting entity. The Office performs an array of work, including financial
statement audits, financial-related audits, performance audits, information
technology audits, and special investigations.

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

The accompanying financial statements present all funds belonging to or
under the stewardship of the Office. The Office’s accounts and
transactions are included in the State’s Comprehensive Annual Financial
Report as part of the State’s governmental funds.

C. Basis of Presentation - The Office’s records are maintained on a cash
basis throughout the year, but adjustments are made at fiscal year end to
convert to GAAP for government entities. The financial statements are
prepared according to GAAP as follows:

The accompanying financial statements are presented in accordance
with accounting principles generally accepted in the United States of
America as prescribed by the Governmental Accounting Standards Board
(GASB). GASB Statement No. 34, Basic Financial Statements — and
Management’s Discussion and Analysis — for State and Local
Governments requires the presentation of both government-wide and
fund level financial statements. The financial statements presented are
governmental fund financial statements of the Office. Because the Office
is not a separate entity, government-wide financial statements are not
prepared.

D. Measurement Focus and Basis of Accounting - Governmental fund
financial statements are reported using the current financial resources
measurement focus and the modified accrual basis of accounting.
Revenues are recognized as soon as they are both measurable and
available. Revenues are considered to be available when they are
collectible within the current period or soon enough thereafter to pay
liabilities of the current period. For this purpose, the Office considers
revenues to be available if they are collected within 31 days of the end of
the current fiscal period. Expenditures generally are recorded when a
liability is incurred, except for compensated absences which are
recognized as expenditures when payment is due. Pension and other
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postemployment benefit contributions to cost-sharing plans are
recognized as expenditures in the period to which the payment relates,
even if payment is not due until the subsequent period.

Since capital asset and long-term liability accounts relating to
governmental funds are reported only in the governmental activities
column of the government-wide financial statements, these amounts are
not included in the financial statements of the Office. However, amounts
are reported in the Notes to the Financial Statements.

E. Due From Other Funds and Component Units - These classifications
are composed of amounts due from other funds or component units of
the State of North Carolina for audit fees. All amounts are considered
collectible and therefore, no allowance for doubtful accounts is recorded.

F. Inventories - Inventories, consisting of general supplies and materials,
are recorded as expenditures when consumed rather than when
purchased. In the fund financial statements, inventories are offset in a
nonspendable fund balance account to indicate that they are not
available for appropriation and are not expendable available financial
resources.

G. Deferred Inflows of Resources - In addition to liabilities, the Balance
Sheet reports a separate section for deferred inflows of resources. This
separate financial statement element, deferred inflows of resources,
represents an acquisition of fund balances that apples to a future
period(s) and so will not be recognized as an inflow of resources until
then. The Office has unavailable revenues that qualify for reporting in the
category from audit fees.

H. Vacation and Sick Leave - Employees earn vacation leave ranging from
1.17 to 2.17 days per month depending upon years of service. There is
no requirement that vacation leave be taken; however, the maximum
permissible accumulation of unused vacation leave which can be carried
forward each January 1 or for which an employee can be paid upon
termination of employment with the State is 30 days. Under this policy,
the accumulated vacation leave for each employee at each June 30
would equal the leave carried forward at the previous December 31 plus
the leave earned and less the leave taken between January 1 and
June 30. Also, any accumulated vacation leave in excess of 30 days at
December 31 is converted to sick leave.

There is a category of special “annual bonus leave” that was awarded by
the General Assembly in prior years. These unused bonus leave
balances could be retained by employees and transferred into the next
calendar year. It was not subject to the limitation on annual leave carried
forward described above and was not subject to conversion to sick leave.

Employees earn sick leave at the rate of one day per month with an

unlimited accumulation. Employees are not paid for accumulated sick
leave upon termination; however, additional service credit for retirement

10
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pension benefits is given for accumulated sick leave upon retirement.
The State has no obligation to pay sick leave upon termination or
retirement.

I.  Fund Balance - Fund balance for governmental funds is reported in the
following classifications depicting the relative strength of the constraints
that control how specific amounts can be spent.

The nonspendable fund balance classification includes amounts that
cannot be spent because they represent inventories that are not available
for appropriation and are not expendable available financial resources.

Unassigned fund balance is the residual classification for the General
Fund. Other governmental funds cannot report positive unassigned fund
balance but can report negative unassigned fund balance if expenditures
incurred for specific purposes exceeded the amounts restricted or
committed to those purposes.

Expenditures are considered to be made from the most restrictive
resource (i.e., restricted, committed, assigned, and unassigned in that
order) when more than one fund balance classification is available for
use.

NOTE 2 - CAPITAL ASSETS

Purchases of capital assets are reported as expenditures in governmental
funds. Consequently, capital asset balances are not reported on the face of
the financial statements. In accordance with Office of the State Controller
policy, assets that have a value of $5,000 or more when acquired and a useful
life of more than one year are recorded in the accounting system for statewide
reporting purposes.

Depreciation, which is recorded at the statewide level, is computed using the
straight-line method over the estimated useful lives of the assets, generally 2
to 30 years for equipment including furniture and data processing systems.

A summary of changes in the Office’s capital asset balances is presented as
follows:

11
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Balance Balance
July 1, 2017 Increases Decreases June 30, 2018
Capital Assets, Depreciable:

Equipment § 164187469  § 215144 § 5647505 § 1816,911.08
Total Capital Assets, Depreciable 1641,874.69 231,511.44 56,475.05 1816,911.08

Less Accumulated Depreciation for:
Equipment 543,153 68 71,256.32 24.256.94 590,153.06
Total Accumulated Depreciation 543 ,153.68 71,256.32 24,256.94 590,153.06
Total Capital Assets, Depreciable, Net 1,098,721.01 160,255.12 32,218.11 1,226,758.02

NOTE 3 - CHANGES IN LONG-TERM LIABILITIES

General long-term liabilities are not recognized in governmental funds until
they become due. Consequently, general long-term liabilities not yet due are
not reported on the face of the financial statements.

The general long-term liabilities are composed of unused vacation and bonus
leave, matching benefits for retirement and social security, net pension liability
and net other postemployment benefit (OPEB) liability.

The net pension liability represents the Office’s proportionate share of the
collective net pension liability reported in the State of North Carolina’s 2017
Comprehensive Annual Financial Report. This liability represents the Office’s
portion of the collective total pension liability less the fiduciary net position of
the Teachers’ and State Employees’ Retirement System. See Note 6 for
further information regarding the Office’s liabilities, expenses, deferred
outflows of resources, and deferred inflows of resources related to pensions.

The net OPEB liability represents the Office’s proportionate share of the
collective net OPEB liability reported in the State of North Carolina’s 2017
Comprehensive Annual Financial Report. This liability represents the Office’s
portion of the collective total OPEB liability less the fiduciary net position of the
Retiree Health Benefit Fund. See Note 7 for further information regarding the
Office’s policies for recognizing liabilities, expenses, deferred outflows of
resources, and deferred inflows of resources related to OPEB.

A summary of changes in long-term liabilities is presented as follows:

12
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Balance
July 1, 2017 Balance Due Within
(as restated) Additions Reductions June 30, 2018 One Year
Compensated Absences $ 1,442,499.00 $ 918,832.00 $ 87832400 $ 1,483,007.00 $ 99,806.42
Net Pension Liability 6,703,939.00 0.00 551,573.00 6,152,366.00 0.00
Net Other Post Employement Benefit Liability 26,619,730.00 0.00 3,862,940.00 22,756,790.00 0.00
Total Long-Term Liabilities $ 34,766,168.00 § 918,832.00 $ 5292,837.00 $ 30,392,163.00 $ 99,806.42

The July 1, 2017 net OPEB liability was restated in the government-wide
presentation in accordance with the implementation of GASB Statement
No. 75 — Accounting and Financial Reporting for Postemployment Benefits
Other Than Pensions. GASB Statement No. 75 improves accounting and
financial reporting requirements by state and local governments for
postemployment benefits other than pensions (OPEB). It also improves
information provided by state and local governmental employers about
financial support for OPEB that is provided by other entities. This Statement
replaces the requirements of Statements No. 45, Accounting and Financial
Reporting by Employers for Postemployment Benefits Other Than Pensions,
as amended, and No. 57, OPEB Measurements by Agent Employers and
Agent Multiple-Employer Plans, for OPEB. In addition, this Statement details
the recognition and disclosure requirements for employers with payables to
defined benefit OPEB plans that are administered through trusts that meet the
specified criteria and for employers whose employees are provided with
defined contribution OPEB.

NOTE 4 - OPERATING LEASES

The Office entered into operating leases for office space and equipment.
Future minimum lease payments under noncancelable operating leases
consist of the following at June 30, 2018:

Fiscal Year Amount
2019 $ 59,236.47
2020 43,354.08
2121 32,589.47
Total Minimum Lease Payments $ 135,180.02

Rental expense for all operating leases during the year was $65,102.29.

NoTES5 - AUDIT FEES
The Office performs federal compliance audits as specified in Uniform

Guidance. State agencies, universities, and community colleges are billed for
the federal compliance audit work performed on a cost reimbursement basis.

13
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Additionally, the Office bills colleges and universities for the cost of their
financial statement audits as required by law. The Office performs certain
other audits on a cost reimbursement basis as required by law.

NOTE6 - PENSIONS PLANS
A. Teachers’ and State Employees’ Retirement System

Plan Administration: The State of North Carolina administers the
Teachers’ and State Employees’ Retirement System (TSERS) plan. This
plan is a cost-sharing, multiple-employer, defined benefit pension plan
established by the State to provide pension benefits for general
employees and law enforcement officers (LEOs) of the State, general
employees and LEOs of its component units, and employees of Local
Education Agencies (LEAs) and charter schools not in the reporting
entity. Membership is comprised of employees of the State (state
agencies and institutions), universities, community colleges, and certain
proprietary component units along with the LEAs and charter schools that
elect to join the Retirement System. Benefit provisions are established by
General Statute 135-5 and may be amended only by the North Carolina
General Assembly.

Benefits Provided: TSERS provides retirement and survivor benefits.
Retirement benefits are determined as 1.82% of the member’s average
final compensation times the member’'s years of creditable service. A
member’s average final compensation is calculated as the average of a
member’s four highest consecutive years of compensation. General
employee plan members are eligible to retire with full retirement benefits
at age 65 with five years of creditable service, at age 60 with 25 years of
creditable service, or at any age with 30 years of creditable service.
General employee plan members are eligible to retire with partial
retirement benefits at age 50 with 20 years of creditable service or at age
60 with five years of creditable service. Survivor benefits are available to
eligible beneficiaries of general members who die while in active service
or within 180 days of their last day of service and who also have either
completed 20 years of creditable service regardless of age, or have
completed five years of service and have reached age 60. Eligible
beneficiaries may elect to receive a monthly Survivor’s Alternate Benefit
for life or a return of the member’s contributions. The plan does not
provide for automatic post-retirement benefit increases. Increases are
contingent upon actuarial gains of the plan.

Contributions: Contribution provisions are established by General
Statute 135-8 and may be amended only by the North Carolina General
Assembly. Employees are required to contribute 6% of their annual pay.
The contribution rate for employers is set each year by the North Carolina
General Assembly in the Appropriations Act based on the
actuarially-determined rate recommended by the actuary. The Office’s
contractually-required contribution rate for the year ended June 30, 2018
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was 10.78% of covered payroll. The Office’s contributions to the pension
plan were $1,204,731.88, and employee contributions were $670,537.22
for the year ended June 30, 2018.

The TSERS plan’s financial information, including all information about
the plan’s assets, deferred outflows of resources, liabilities, deferred
inflows of resources, and fiduciary net position, is included in the State of
North Carolina’s fiscal year 2017 Comprehensive Annual Financial
Report. An electronic version of this report is available on the North
Carolina  Office of the State Controllers  website at
https://www.osc.nc.gov/ or by calling the State Controller's Financial
Reporting Section at (919) 707-0500.

TSERS Basis of Accounting: The financial statements of the TSERS plan
were prepared using the accrual basis of accounting. Plan member
contributions are recognized in the period in which the contributions are
due. Employer contributions are recognized when due and the employer
has a legal requirement to provide the contributions. Benefits and refunds
are recognized when due and payable in accordance with the terms of
each plan. The plan’s fiduciary net position was determined on the same
basis used by the pension plan.

Methods Used to Value TSERS Investment: Pursuant to North Carolina
General Statutes, the State Treasurer is the custodian and administrator
of the retirement systems. The State Treasurer maintains various
investment portfolios in its External Investment Pool. TSERS and other
pension plans of the State of North Carolina are the sole participants in
the Long-Term Investment, Fixed Income Investment, Equity Investment,
Real Estate Investment, Alternative Investment, Opportunistic Fixed
Income Investment, and Inflation Sensitive Investment Portfolios. The
Fixed Income Asset Class includes the Long-Term Investment and Fixed
Income Investment Portfolios. The Global Equity Asset Class includes
the Equity Investment Portfolio. The investment balance of each pension
trust fund represents its share of the fair market value of the net position
of the various portfolios within the External Investment Pool. Detailed
descriptions of the methods and significant assumptions regarding
investments of the State Treasurer are provided in the 2017
Comprehensive Annual Financial Report.

Net Pension Liability: At June 30, 2018, the Office reported a liability of
$6,152,366 for its proportionate share of the collective net pension
liability. The net pension liability was measured as of June 30, 2017. The
total pension liability used to calculate the net pension liability was
determined by an actuarial valuation as of December 31, 2016, and
update procedures were used to roll forward the total pension liability to
June 30, 2017. The Office’s proportion of the net pension liability was
based on the present value of future salaries for the Office relative to the
present value of future salaries for all participating employers, actuarially-
determined. As of June 30, 2017, the Office’s proportion was .07754%,
which was an increase of .0046 from its proportion measured as of June
30, 2016, which was 0.07294%.
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Actuarial Assumptions: The following table presents the actuarial
assumptions used to determine the total pension liability for the TSERS
plan at the actuarial valuation date:

Valuation Date 12/31/2016
Infiation 3%
Salary Increases” 3.50% - 8.10%
Invesiment Rate of Return** 7.20%

* Salary increases include 3.5% inflation and productivity factor.
** Investment rate of return includes inflation assumption and is net of pension plan
investment expense.

TSERS currently uses mortality tables that vary by age, gender,
employee group (i.e. teacher, general, law enforcement officer), and
health status (i.e. disabled and healthy). The current mortality rates are
based on published tables and based on studies that cover significant
portions of the U.S. population. The mortality rates also contain a
provision to reflect future mortality improvements.

The actuarial assumptions used in the December 31, 2016 valuations
were based on the results of an actuarial experience review for the period
January 1, 2010 through December 31, 2014.

Future ad hoc Cost of Living Adjustment amounts are not considered to
be substantively automatic and are therefore not included in the
measurement.

The projected long-term investment returns and inflation assumptions are
developed through review of current and historical capital markets data,
sell-side investment research, consultant whitepapers, and historical
performance of investment strategies. Fixed income return projections
reflect current yields across the U.S. Treasury yield curve and market
expectations of forward yields projected and interpolated for multiple
tenors and over multiple year horizons. Global public equity return
projections are established through analysis of the equity risk premium
and the fixed income return projections. Other asset categories and
strategies’ return projections reflect the foregoing and historical data
analysis. These projections are combined to produce the long-term
expected rate of return by weighting the expected future real rates of
return by the target asset allocation percentage and by adding expected
inflation. Best estimates of arithmetic real rates of return for each major
asset class included in the pension plan’s target asset allocation as of
June 30, 2017 (the valuation date) are summarized in the following table:
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Long-Term Expected

Asset Class Real Rate of Return
Fixed Income 1.4%
Global Equity 5.3%
Real Estate 4.3%
Alternatives 8.9%
Opportunistic Fixed Income 6.0%
Inflaion Sensiive 4.0%

The information in the preceding table is based on 30-year expectations
developed with the consulting actuary and is part of the asset, liability,
and investment policy of the North Carolina Retirement Systems. The
long-term nominal rates of return underlying the real rates of return are
arithmetic annualized figures. The real rates of return are calculated from
nominal rates by multiplicatively subtracting a long-term inflation
assumption of 3.05%. Return projections do not include any excess
return expectations over benchmark averages. All rates of return and
inflation are annualized. The long-term expected real rate of return for the
Bond Index Investment Pool as of June 30, 2017 is 1.3%.

Discount Rate: The discount rate used to measure the total pension
liability was lowered from 7.25% to 7.20% for the December 31, 2016
valuation. The discount rate is in line with the long-term nominal expected
return on pension plan investments. The calculation of the net pension
liability is a present value calculation of the future net pension payments.
These net pension payments assume that contributions from plan
members will be made at the current statutory contribution rate and that
contributions from employers will be made at the contractually required
rates, actuarially determined. Based on those assumptions, the pension
plan’s fiduciary net position was projected to be available to make all
projected future benefit payments of the current plan members.
Therefore, the long-term expected rate of return on pension plan
investments was applied to all periods of projected benefit payments to
determine the total pension liability.

Sensitivity of the Net Pension Liability to Changes in the Discount Rate:
The following presents the net pension liability of the plan at
June 30, 2017 calculated using the discount rate of 7.20%, as well as
what the net pension liability would be if it were calculated using a
discount rate that is 1-percentage point lower (6.20%) or 1-percentage
point higher (8.20%) than the current rate:

Net Pension Liability
1% Decrease (6.20%) Current Discount Rate (7.20%) 1% Increase (8.20%)

$ 12,664,115.00 $ 6,152,366.00 $ 696,350.00

Deferred Outflows of Resources and Deferred Inflows of Resources
Related to Pensions: For the year ended June 30, 2018, the Office
recognized pension expense of $1,684,151.00. At June 30, 2018, the
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Office reported deferred outflows of resources and deferred inflows of
resources related to pensions from the following sources:

Employer Balances of Deferred Outflows of Resources and Deferred Inflows of
Resources Related to Pensions by Classification:

Deferred Outows Deferred Inflows
of Resources of Resources

Difference Between Actual and

Expected Experience $ 133,372.00 $ 201,276.00
Changes of Assumptions 971,981.00 0.00
Net Difierence Between Projected and

Actual Earnings on Plan Investments 832,624.00 0.00
Change in Proportion and Differences

Between Employer's Contribuions and

Proportionate Share of Contributions 164,308.00 25,122.00
Contributions Subsequent to the

Measurement Date 1,204,759.00 0.00
Total $ 3,307,044.00 $ 226,398.00

The amount of $1,204,759.00 reported as deferred outflows of resources
related to contributions subsequent to the measurement date will be
included as a reduction of the net pension liability in the fiscal year ended
June 30, 2019. Other amounts reported as deferred outflows of
resources and deferred inflows of resources related to pensions will be
recognized as pension expense as follows:

Schedule of the Net Amount of the Employer's Balances of
Deferred Outflows of Resources and Deferred Inflows of
Resources That will be Recognized in Pension Expense:

Year Ended June 30: Amount
2019 $ 371,546.00
2020 1,225,766.00
2021 611,799.00
2022 (333,224.00)
Total $ 1,875,887.00

B. Deferred Compensation and Supplemental Retirement Income Plans

IRC Section 457 Plan - All permanent employees are eligible to
participate in the deferred compensation plan offered by the State of
North Carolina in accordance with Internal Revenue Code Section 457.
The plan permits each participant to defer a portion of his or her salary
until future years. The deferred compensation is available to employees
upon separation of service, death, disability, retirement or due to financial
hardships if approved by the Board of Trustees of the plan. All costs of
administering the plan are the responsibility of the plan’s participants.
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Voluntary contributions by employees amounted to $201,085.37 during
the year ended June 30, 2018.

IRC Section 401(k) Plan - Effective January 1, 1985, Chapter 135,
Article 5 of the North Carolina General Statutes authorized the creation of
the Supplemental Retirement Income Plan of North Carolina in
accordance with Internal Revenue Code Section 401(k). All employees
who are members of the Teachers’ and State Employees’ Retirement
System of North Carolina are eligible for enrollment in this plan. Members
of the plan may receive their benefits upon retirement, disability,
termination, hardship, or death. All costs of administering the plan are the
responsibility of the plan’s participants. Voluntary contributions by
employees amounted to $174,838.00 during the year ended June 30,
2018.

NOTE 7 - OTHER POSTEMPLOYMENT BENEFITS

The Office participates in two postemployment benefit plans, the Retiree
Health Benefit Fund and the Disability Income Plan of North Carolina, that are
administered by the State of North Carolina as pension and other employee
benefit trust funds. Each plan’s financial information, including all information
about the plans’ assets, deferred outflows of resources, liabilities, deferred
inflows of resources, and fiduciary net position, is included in the State of
North Carolina’s fiscal year 2017 Comprehensive Annual Financial Report. An
electronic version of this report is available on the North Carolina Office of the
State Controller's website at https://www.osc.nc.gov/ or by calling the State
Controller’'s Financial Reporting Section at (919) 707-0500.

A. Summary of Significant Accounting Policies and Plan Asset Matters

Basis of Accounting: The financial statements of these plans were
prepared using the accrual basis of accounting. Employer contributions
are recognized when due and the employer has made a formal
commitment to provide the contributions. Benefits are recognized when
due and payable in accordance with the terms of each plan. The fiduciary
net position of each plan was determined using the same basis as the
other postemployment benefit (OPEB) plans.

Methods Used to Value Plan Investments: Pursuant to North Carolina
General Statutes, the State Treasurer is the custodian and administrator
of the other postemployment benefits funds. The State Treasurer
maintains various investment portfolios in its External Investment Pool.
The Retiree Health Benefit Fund participates in the External Investment
Pool. The Disability Income Plan of North Carolina is invested in the
Short-Term Investment Portfolio of the External Investment Pool and the
Bond Index External Investment Pool. The investment balance of each
other employee benefit trust fund represents its share of the fair market
value of the net position of the various portfolios within the pool. Detailed
descriptions of the methods and significant assumptions regarding
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investments of the State Treasurer are provided in the 2017
Comprehensive Annual Financial Report.

B. Plan Descriptions
1. Health Benefits

Plan Administration: The State of North Carolina administers the
North Carolina State Health Plan for Teachers and State Employees,
referred to as the State Health Plan (the Plan), a healthcare plan
exclusively for the benefit of employees of the State, the University of
North Carolina System, community colleges, and certain other
component units. In addition, Local Education Agencies (LEAS),
charter schools, and some select local governments that are not part
of the State’s financial reporting entity also participate. Health benefit
programs and premium rates are determined by the State Treasurer
upon approval of the Plan Board of Trustees.

The Retiree Health Benefit Fund (RHBF) has been established as a
fund to provide health benefits to retired and disabled employees and
their applicable beneficiaries. RHBF is established by General Statute
135-7, Article 1. RHBF is a cost-sharing, multiple-employer, defined
benefit healthcare plan, exclusively for the benefit of former
employees of the State, the University of North Carolina System, and
community colleges. In addition, LEAs, charter schools, and some
select local governments that are not part of the State’s financial
reporting entity also participate.

By statute, RHBF is administered by the Board of Trustees of the
Teachers’ and State Employees’ Retirement System (TSERS). RHBF
is supported by a percent of payroll contribution from participating
employing units. Each year the percentage is set in legislation, as are
the maximum per retiree contributions from RHBF to the Plan. The
State Treasurer, with the approval of the Plan Board of Trustees, then
sets the employer contributions (subject to the legislative cap) and the
premiums to be paid by retirees, as well as the health benefits to be
provided through the Plan.

Benefits Provided: Plan benefits received by retired employees and
disabled employees from RHBF are OPEB. The healthcare benefits
for retired and disabled employees who are not eligible for Medicare
are the same as for active employees as described in Note 8. The
plan options change when former employees become eligible for
Medicare. Medicare retirees have the option of selecting one of four
fully-insured Medicare Advantage/Prescription Drug Plan options or
the self-funded Traditional 70/30 Preferred Provider Organization plan
option that is also offered to non-Medicare members. If the Traditional
70/30 Plan is selected by a Medicare retiree, the self-funded State
Health Plan coverage is secondary to Medicare.
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Those former employees who are eligible to receive medical benefits
from RHBF are long-term disability beneficiaries of the Disability
Income Plan of North Carolina and retirees of TSERS, the
Consolidated Judicial Retirement System, the Legislative Retirement
System, the University Employees’ Optional Retirement Program
(ORP), and a small number of local governments, with five or more
years of contributory membership service in their retirement system
prior to disability or retirement, with the following exceptions: for
employees first hired on or after October 1, 2006, and members of the
General Assembly first taking office on or after February 1, 2007,
future coverage as retired employees and retired members of the
General Assembly is subject to the requirement that the future retiree
have

20 or more years of retirement service credit in order to receive
coverage on a noncontributory basis. Employees first hired on or after
October 1, 2006 and members of the General Assembly first taking
office on or after February 1, 2007 with 10 but less than 20 years of
retirement service credit are eligible for coverage on a partially
contributory basis. For such future retirees, the State will pay 50% of
the State Health Plan’s total noncontributory premium.

The Plan’'s and RHBF’s benefit and contribution provisions are
established by Chapter 135-7, Article 1, and Chapter 135, Article 3B
of the General Statutes and may be amended only by the North
Carolina General Assembly. RHBF does not provide for automatic
post-retirement benefit increases.

Contributions: Contribution rates to RHBF, which are intended to
finance benefits and administrative expenses on a pay-as-you-go
basis, are determined by the General Assembly in the Appropriations
Bill. The Office’s contractually-required contribution rate for the year
ended June 30, 2018 was 6.05% of covered payroll. The Office’s
contributions to the RHBF were $676,125.03 for the year ended
June 30, 2018. The Office assumes no liability for retiree health care
benefits provided by the programs other than its required contribution.

2. Disability Income

Plan Administration: As discussed in Note 8, short-term and long-term
disability benefits are provided through the Disability Income Plan of
North Carolina (DIPNC), a cost-sharing, multiple-employer defined
benefit plan, to the eligible members of TSERS which includes
employees of the State, the University of North Carolina system,
community colleges, certain participating component units, LEAs
which are not part of the reporting entity, and the University
Employees’ ORP. By statute, DIPNC is administered by the
Department of State Treasurer and the Board of Trustees of TSERS.

Benefits Provided: Long-term disability benefits are payable as an

OPEB from DIPNC after the conclusion of the short-term disability
period or after salary continuation payments cease, whichever is later,
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for as long as an employee is disabled. An employee is eligible to
receive long-term disability benefits provided the following
requirements are met: (1) the employee has five or more years of
contributing membership service in TSERS or the University
Employees’ ORP, earned within 96 months prior to the end of the
short-term disability period or cessation of salary continuation
payments, whichever is later; (2) the employee must make application
to receive long-term benefits within 180 days after the conclusion of
the short-term disability period or after salary continuation payments
cease or after monthly payments for Workers’ Compensation cease
(excluding monthly payments for permanent partial benefits),
whichever is later; (3) the employee must be certified by the Medical
Board to be mentally or physically disabled for the further
performance of his/her usual occupation; (4) the disability must have
been continuous, likely to be permanent, and incurred at the time of
active employment; (5) the employee must not be eligible to receive
an unreduced retirement benefit from TSERS; and (6) the employee
must terminate employment as a permanent, full-time employee. An
employee is eligible to receive an unreduced retirement benefit from
TSERS after (1) reaching the age of 65 and completing five years of
membership service, or (2) reaching the age of 60 and completing
25 years of creditable service, or (3) completing 30 years of creditable
service, at any age.

For employees who had five or more years of membership service as
of July 31, 2007, during the first 36 months of the long-term disability
period, the monthly long-term disability benefit is equal to 65% of
one-twelfth of an employee’s annual base rate of compensation last
payable to the participant or beneficiary prior to the beginning of the
short-term disability period, plus the like percentage of one-twelfth of
the annual longevity payment and local supplements to which the
participant or beneficiary would be eligible. The monthly benefits are
subject to a maximum of $3,900 per month reduced by any primary
Social Security disability benefits and by monthly payments for
Workers’ Compensation to which the participant or beneficiary may
be entitled, but the benefits payable shall be no less than $10 a
month. After the first 36 months of the long-term disability, the long-
term benefit is calculated in the same manner as described above
except the monthly benefit is reduced by an amount equal to a
monthly primary Social Security disability benefit to which the
participant or beneficiary might be entitled had Social Security
disability benefits been awarded. When an employee qualifies for an
unreduced service retirement allowance from TSERS, the benefits
payable from DIPNC will cease, and the employee will commence
retirement under TSERS or the University Employees’ ORP.

For employees who had less than five years of membership service
as of July 31, 2007, and meet the requirements for long-term disability
on or after August 1, 2007, during the first 36 months of the long-term
disability period, the monthly long-term benefit shall be reduced by an
amount equal to the monthly primary Social Security retirement
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benefit to which the employee might be entitled should the employee
become age 62 during the first 36 months. This reduction becomes
effective as of the first day of the month following the month of initial
entitlement to Social Security benefits. After the first 36 months of the
long-term disability, no further benefits are payable under the terms of
this section unless the employee has been approved and is in receipt
of primary Social Security disability benefits.

Contributions: Although DIPNC operates on a calendar year, disability
income benefits are funded by actuarially determined employer
contributions that are established in the Appropriations Bill by the
General Assembly and coincide with the State’s fiscal year. The
Office’s contractually-required contribution rate for the year ended
June 30, 2018 was 0.14% of covered payroll. The Office’s
contributions to DIPNC were $15,645.87 for the year ended June 30,
2018. The Office assumes no liability for long-term disability benefits
under the Plan other than its contribution.

C. Net OPEB Liability (Asset)

Net OPEB Liability: At June 30, 2018, the Office reported a liability
of $22,756,790.00 for its proportionate share of the collective net OPEB
liability for RHBF. The net OPEB liability was measured as of
June 30, 2017. The total OPEB liability used to calculate the net OPEB
liability was determined by an actuarial valuation as of December 31,
2016, and update procedures were used to roll forward the total OPEB
liability to June 30, 2017. The Office’s proportion of the net OPEB liability
was based on the present value of future salaries for the Office relative to
the present value of future salaries for all participating employers,
actuarially-determined. As of June 30, 2017, the Office’s proportion was
0.06941%, which was an increase of 0.00822 from its proportion
measured as of June 30, 2016, which was 0.06119%.

Net OPEB Asset: At June 30, 2018, the Office reported an asset of
($42,845.00) for its proportionate share of the collective net OPEB asset
for DIPNC. The net OPEB asset was measured as of June 30, 2017. The
total OPEB asset used to calculate the net OPEB asset was determined
by an actuarial valuation as of December 31, 2016, and update
procedures were used to roll forward the total OPEB asset to June 30,
2017. The Office’s proportion of the net OPEB asset was based on the
present value of future salaries for the Office relative to the present value
of future salaries for all participating employers, actuarially-determined.
As of June 30, 2017, the Office’s proportion was 0.07010%, which was
an increase of 0.00371 from its proportion measured as of June 30,
2016, which was 0.06639%.

Actuarial Assumptions: The total OPEB liabilities (assets) for RHBF and
DIPNC were determined by actuarial valuations as of December 31,
2016, using the following actuarial assumptions, applied to all periods
included in the measurement, unless otherwise specified. The total

23



NOTES TO THE FINANCIAL STATEMENTS

OPEB liabilities (assets) were then rolled forward to June 30, 2017
utilizing update procedures incorporating the actuarial assumptions.

Retiree Disabilty
Health Beneft Income Plan

Fund ofN.C.
Valuation Date 1213172016 12/31/2016
Inflation 2.75% 3.00%
Salary Increases* 3.50% - 8.10% 3.50% - 8.10%
Investment Rate of Return** 7.20% 3.75%
Healtcare Cost Trend Rate - Medical 5.00% - 6.50% N/A
Healtcare Cost Trend Rate - Prescription Drug 5.00% - 7.25% N/A
Healthcare Cost Trend Rate - Medicare Advantage 4.00% - 5.00% N/A
Healthcare Cost Trend Rate - Administrative 3.00% N/A

* Salary increases include 3.5% inflation and productvity factor.
** Investment rate of reurn is net of pension plan investment expense, including inflation.
N/A - Not Applicable

The OPEB plans currently use mortality tables that vary by age, gender,
employee group (i.e. teacher, general, law enforcement officer) and
health status (i.e. disabled and healthy). The current mortality rates are
based on published tables and studies that cover significant portions of
the U.S. population. The healthy mortality rates also contain a provision
to reflect future mortality improvements.

The projected long-term investment returns and inflation assumptions are
developed through a review of current and historical capital markets data,
sell-side investment research, consultant whitepapers, and historical
performance of investment strategies. Fixed income return projections
reflect current yields across the U.S. Treasury yield curve and market
expectations of forward yields projected and interpolated for multiple
tenors and over multiple year horizons. Global public equity return
projects are established through analysis of the equity risk premium and
the fixed income return projections. Other asset categories and
strategies’ return projections reflect the foregoing and historical data
analysis. These projections are combined to produce the long-term
expected rate of return by weighting the expected future real rates of
return by the target asset allocation percentage and by adding expected
inflation. DIPNC is primarily invested in the Bond Index Investment Pool
as of June 30, 2017.

Best estimates of real rates of return for each major asset class included

in RHBF’s target asset allocation as of June 30, 2017 (the valuation date)
are summarized in the following table:
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Long-Term Expected

Asset Class Real Rate of Return
Fixed Income 1.4%
Global Equity 5.3%
Real Estate 4.3%
Alternatives 8.9%
Opportunistic Fixed Income 6.0%
Inflation Sensitve 4.0%

The information in the preceding table is based on 30-year expectations
developed with the consulting actuary and is part of the asset, liability,
and investment policy of the North Carolina Retirement Systems. The
long-term nominal rates of return underlying the real rates of return are
arithmetic annualized figures. The real rates of return are calculated from
nominal rates by multiplicatively subtracting a long-term inflation
assumption of 3.05%. Return projections do not include any excess
return expectations over benchmark averages. All rates of return and
inflation are annualized. The long-term expected real rate of return for the
Bond Index Investment Pool as of June 30, 2017 (the valuation date) was
1.3%.

Actuarial valuations of the plans involve estimates of the value of
reported amounts and assumptions about the probability of occurrence of
events far into the future. Examples include assumptions about future
employment, mortality, and the healthcare cost trend. Actuarially
determined amounts are subject to continual revision as actual results
are compared to past expectations and new estimates are made about
the future.

The actuarial assumptions used for RHBF are consistent with those used
to value the pension benefits of TSERS where appropriate. These
assumptions are based on the most recent pension valuations available.
The discount rate used for RHBF reflects a pay-as-you-go approach.

Projections of benefits for financial reporting purposes of the plans are
based on the substantive plan (the plan as understood by the employer
and plan members) and include the types of benefits provided at the time
of each valuation and historical pattern of sharing of benefit costs
between the employer and plan members to that point. Historically, the
benefits funded solely by employer contributions applied equally to all
retirees. Currently, as described earlier in the note, benefits are
dependent on membership requirements.

The actuarial methods and assumptions used for DIPNC include
techniques that are designed to reduce the effects of short-term volatility
in actuarial accrued liabilities and the actuarial value of assets, consistent
with the long-term perspective of the calculations.
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The actuarial assumptions used in the December 31, 2016 valuations
were based on the results of an actuarial experience study prepared as
of December 31, 2014.

Discount Rate: The discount rate used to measure the total OPEB liability
for RHBF was 3.58%. The projection of cash flows used to determine the
discount rate assumed that contributions from employers will be made at
the current statutorily determined contribution rate. Based on the above
assumptions, the plan’s fiduciary net position was not projected to be
available to make projected future benefit payments of current plan
members. As a result, a municipal bond rate of 3.58% was used as the
discount rate used to measure the total OPEB liability. The 3.58% rate is
based on the Bond Buyer 20-year General Obligation Index as of
June 30, 2017.

The discount rate used to measure the total OPEB asset for DIPNC was
3.75%. The projection of cash flows used to determine the discount rate
assumed that contributions from plan members will be made at the
current contribution rate and that contributions from employers will be
made at statutorily required rates, actuarially determined. Based on those
assumptions, the plan’s fiduciary net position was projected to be
available to make all projected future benefit payments of the current plan
members. Therefore, the long-term expected rate of return on plan
investments was applied to all periods of projected benefit payments to
determine the total OPEB asset.

Sensitivity of the Net OPEB Liability (Asset) to Changes in the Discount
Rate: The following presents the Office’s proportionate share of the net
OPEB liability (asset) of the plans, as well as what the plans’ net OPEB
liability (asset) would be if it were calculated using a discount rate that is
1-percentage point lower or l-percentage point higher than the current
discount rate:

Net OPEB Liability (Asset)
1% Decrease (2.58%) Current DiscountRate (3.58%) 1% Increase (4.58%)

RHBF § 27,148,02790  § 22,756,790.00 §  19,274,643.37

1% Decrease (2.75%)  Current DiscountRate (3.75%) 1% Increase (4.75%)

DIPNC § (36,424.66) $ (42,845.00) $ (49,280.30)

Sensitivity of the Net OPEB Liability (Asset) to Changes in the Healthcare
Cost Trend Rates: The following presents the net OPEB liability (asset) of
the plans, as well as what the plans’ net OPEB liability (asset) would be if
it were calculated using healthcare cost trend rates that are
1-percentage-point lower or 1-percentage-point higher than the current
healthcare cost trend rates:
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Current Healthcare
1% Decrease Cost Trend Rates 1% Increase
(Medical - 4.00 - 5.50%, (Medical - 5.00 - 6.50%, (Medical - 6.00 - 7.50%,
Pharmacy - 4.00 - 6.25%, Pharmacy - 5.00 - 7.25%, Pharmacy - 6.00 - 8.25%,
Med. Advantage - 3.00 - 4.00%, Med. Advantage - 4.00 - 5.00%, Med. Advantage - 5.00 - 6.00%,
Administrative - 2.00%) Administrative - 3.00%) Administrative - 4.00%)
RHBF Net OPEB Liability $ 18,590,533.55 $ 22,756,760.00 $ 28,295,223.19
DIPNC Net OPEB Asset N/A N/A N/A

Deferred Outflows of Resources and Deferred Inflows of Resources
Related to OPEB: For the year ended June 30, 2018, the Office
recognized OPEB expense of $1,717,324.00 for RHB and $21,500.00 for
DIPNC. At June 30, 2018, the Office reported deferred outflows of
resources and deferred inflows of resources related to OPEB from the
following sources:

Employer Balances of Deferred Outflows of Resources
Related to OPEB by Classification:

RHBF DIPNC Total

Differences Between Actual and

Expected Experience $ 000 $ 11,747.00 $ 11,747.00
Changes of Assumptions 0.00 0.00 0.00
Net Difference Between Projected and

Actual Earnings on Plan Investments 0.00 9,391.00 9,391.00
Changes in Proportion and Differences

Between Employer's Contributions and

Proportionate Share of Contributions 2,945,415.00 0.00 2,945,415.00
Confributions Subsequent to the

Measurement Date 1,377,434.00 15,646.00 1,393,080.00
Total $ 4,322,849.00 $ 36,784.00 $ 4,359,633.00
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Employer Balances of Deferred Inflows of Resources
Related to OPEB by Classification:

RHBF DIPNC Total

Differences Between Actual and

Expected Experience $ 1,631,704.00 $ 0.00 $ 1,631,704.00
Changes of Assumptions 6,267,116.00 0.00 6,267,116.00
Net Difference Between Projected and

Actual Earnings on Plan Investments 8,457.00 0.00 8,457.00
Changes in Proportion and Differences

Between Employer's Confributions and

Proportionate Share of Contributions 0.00 3,791.00 3,791.00
Total $ 7,907,277.00 $ 3,791.00 $ 7,911,068.00

Amounts reported as deferred outflows of resources related to
contributions subsequent to the measurement date will be recognized as
a reduction of the net OPEB liability related to RHBF and an increase of
the net OPEB asset related to DIPNC in the fiscal year ended
June 30, 2019. Other amounts reported as deferred outflows of
resources and deferred inflows of resources related to OPEB will be
recognized in OPEB expense as follows:

Schedule of the Net Amount of the Employer's Balances of Deferred Outflows
of Resources and Deferred Inflows of Resources That will be Recognized in
OPEB Expense:

Year Ended June 30: RHBF DIPNC
2019 $  (992,795.00) $ 5,001.00
2020 (992,795.00) 5,001.00
2021 (992,795.00) 4,999.00
2022 (992,795.00) 2,346.00
2023 (990,682.00) 0.00
Total $ (4,961,862.00) $ 17,347.00
NOTE 8 - RIsk MANAGEMENT

The Office is exposed to various risks of loss related to torts; theft of, damage
to, and destruction of assets; errors and omissions; injuries to employees; and
natural disasters. These exposures to loss are handled via a combination of
methods, including participation in state-administered insurance programs,
purchase of commercial insurance, and self-retention of certain risks. There
have been no significant reductions in insurance coverage from the previous
year and settled claims have not exceeded coverage in any of the past three
fiscal years.
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A. Employee Benefit Plans
1. State Health Plan

Employees and retirees of the Office are provided comprehensive
major medical care benefits. Coverage is funded by contributions to
the State Health Plan (Plan), a discretely presented component unit
of the State of North Carolina. The Plan is funded by employer
contributions. Certain plans also require contributions from
employees. The Plan has contracted with third parties to process
claims. See Note 7, Other Postemployment Benefits, for additional
information regarding retiree health benefits.

2. Death Benefit Plan of North Carolina

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

3. Disability Income Plan

Short-term and long-term disability benefits are provided to the
Office’s employees through the Disability Income Plan of North
Carolina (DIPNC), part of the State’s Pension and Other Employee
Benefit Trust Funds. Short-term benefits are paid by the Office up to
the first six months of benefits and reimbursed by DIPNC for any
additional short-term benefits. As discussed in Note 7, long-term
disability benefits are payable as an other postemployment benefit
from DIPNC after the conclusion of the short-term disability period or
after salary continuation payments cease, whichever is later, or as
long as an employee is disabled.

B. Other Risk Management and Insurance Activities
1. Automobile, Fire, and Other Property Losses

The State Property Fire Insurance Fund insures all State owned
buildings and contents for fire, extended coverage, and other
property losses. Coverage for fire losses for all operations supported
by the State’s General Fund is provided at no cost to this Office.
Losses covered by the Fund are subject to a $5,000 per occurrence
deductible.

The State is required by Chapter 58, Article 31, and Part 50 of the
General Statutes to provide liability insurance on every state-owned
motor vehicle. The State is self-insured for the first $1,000,000 of any
loss through a retrospective rated plan. The plan purchases excess
insurance through a private insurer to cover losses greater than
$1,000,000 up to $10,000,000 per occurrence.
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2. Public Officers’ and Employees’ Liability Insurance

The risk of tort claims of up to $1,000,000 per claimant is retained
under the authority of the State Tort Claims Act. In addition, the State
provides excess public officers’ and employees’ liability insurance up
to $10,000,000 via contract with a private insurance company.

3. Employee Dishonesty and Computer Fraud

The Office is protected for losses from employee dishonesty and
computer fraud for employees paid in whole or in part from state
funds. This coverage is with a private insurance company and is
handled by the North Carolina Department of Insurance. Coverage
limit is $5,000,000 per occurrence. The private insurance company
pays 90% of each loss less a $100,000 deductible.

4. Statewide Workers’ Compensation Program

The North Carolina Workers’ Compensation Program provides
benefits to workers injured on the job. All employees of the State are
included in the program. When an employee is injured, the Office’s
primary responsibility is to arrange for and provide the necessary
treatment for work related injuries. The Office is responsible to pay
medical benefits and compensation in accordance with the North
Carolina Workers’ Compensation Act.

Additional details on the state-administered risk management
programs are disclosed in the State’s Comprehensive Annual
Financial Report, issued by the Office of the State Controller. An
electronic version of this report is available on the North Carolina
Office of the State Controller's website at http://www.osc.nc.gov/ or
by calling the State Controller’s Financial Reporting Section at (919)
707-0500.
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Required Supplementary Information

North Carolina Office of the State Auditor

Required Supplementary Information

Schedule of Revenues, Expenditures, and Changes in

Unreserved Fund Balance-Budget and Actual (Budgetary Basis-Non-GAAP)
Governmental Fund

For the Fiscal Year Ended June 30, 2018 Schedule C-1

General Fund

Budgeted Amounts Under (Over)

Actual Final
Original Final (Cash Basis) Budget
Revenues:
Reimbursement from Primary Government 3,185,810.00 3,185,810.00 3,109,109.08 76,700.92
Reimbursement from Component Units 2,839,082.00 2,863,773.00 3,188,717.50 (324,944.50)
Procurement Card Rebates 355.00 355.00 585.04 (230.04)
Total Revenues 6,025,247.00 6,049,938.00 6,298,411.62 (248,473.62)
Expenditures:
Personal Services 13,165,447.00 12,332,248.00 11,086,482.83 1,245,765.17
Employee Benefits 4,600,414.00 4,612,148.00 3,695,976.72 916,171.28
Contracted Audits and Services 1,152,795.00 1,228,690.00 784,396.95 444,293.05
Utility/Energy Service 8,053.00 8,053.00 4,917.90 3,135.10
Repair Service 2,326.00 1,886.00 863.50 1,022.50
Maintenance Agreements 108,790.00 215,552.00 181,448.10 34,103.90
Rental/Leases 29,585.00 68,285.00 65,198.97 3,086.03
Travel /Other Employee Expense 292,038.00 327,593.00 293,416.87 34,176.13
Communication/Data Processing 132,909.00 129,886.00 124,477.27 5,408.73
Other Services 137,440.00 200,385.00 197,272.34 3,112.66
General Administrative Supplies 41,537.00 39,087.00 26,159.33 12,927.67
Equipment and Intangible Assets 127,915.00 1,037,141.00 770,398.69 266,742.31
Other Expenditures 35,285.00 61,932.00 57,695.63 4,236.37
Reserves 0.00 285,757.00 285,757.00 0.00
Total Expenditures 19,834,534.00 20,548,643.00 17,574,462.10 2,974,180.90
Deficiency of Revenues Under Expenditures (13,809,287.00) (14,498,705.00) (11,276,050.48) (3,222,654.52)
Other Financing Sources:
State Appropriations 13,809,237.00 13,809,237.00 10,701,447.92 3,107,789.08
Encumbrance Carryforward 0.00 689,418.00 574,552.56 114,865.44
Sale of Surplus Property 50.00 50.00 50.00 0.00
Total Other Financing Sources 13,809,287.00 14,498,705.00 11,276,050.48 3,222,654.52
Net Change in Fund Balance 0.00 0.00 0.00 0.00
Fund Balance July 1, 2017 0.00 0.00 0.00 0.00
Fund Balance June 30, 2018 0.00 0.00 0.00 0.00




Required Supplementary Information

BUDGETARY PROCESS

The State’s annual budget is prepared principally on the cash basis. The 1985 General
Assembly enacted certain special provisions which state that the budget as certified in the
appropriations act is the legal budget for all agencies. These special provisions also state
that agencies may spend more than was certified in various line items provided the
over-expenditure meets certain criteria and is authorized by the Director of the Budget. The
process of approving these over-expenditures results in the authorized budget amounts.

BUDGETARY (CAsSH) BAsIs vs. GAAP (MODIFIED ACCRUAL)

The Schedule of Revenues, Expenditures, and Changes in Unreserved Fund Balance —
- Budget and Actual (Budgetary Basis — Non-GAAP) — Governmental Fund, presents
comparisons of legally adopted budget with actual data on a budgetary basis. Accounting
principles applied to develop data on a budgetary basis differ significantly from those
principles used to present financial statements in conformity with generally accepted
accounting principles (GAAP). The following describes the major differences between
budgetary financial data and GAAP financial data.

Basis differences. Budgetary fund balance is accounted for on the cash basis of accounting
while GAAP fund balance is accounted for on the modified accrual basis. Accrued revenues
and expenditures are recognized in the GAAP financial statements.

The following table presents a reconciliation of resulting basis differences in the fund balance
(budgetary basis) to the fund balance on a modified accrual basis (GAAP) at June 30, 2018.

General
Fund
Fund Balance (Budgetary Basis) June 30, 2018 $ 0.00
Reconciling Adjustments:
Basis Differences:
Accrued Revenues 215,630.50
Accrued Expenditures (195,390.12)
Other Adjustment:
Inventories 22,529.24
Fund Balance (GAAP Basis) June 30, 2018 $ 42,769.62
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OTHER INFORMATION

This audit required 90.50 audit hours at an approximate cost of $8,080.
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