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CRIVG, COMG LLp
Suite 3800
1300 South West Fifth Avenue

Portland, OR 97201

Independent Auditors’ Report

The Board of Directors
Peacellealth:

We have audited the accompanying consolidated financial statements of PeaceHealth (a Washington not-
for-profit corporation), which comprise the consolidated balance sheets as of June 30, 2013 and 2012, and
the related consolidated statements of operations, changes in net assets, and cash flows for the years then
ended, and the related notes to the consolidated financial statements.

Management’s Responsibility for the Consolidated Financial Statements

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

Auditors’ Responsibility

Qur responsibility is to express an opinion on these consolidated financial statements based on our audits,
We conducted our audits 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 consolidated financial statements are free from material misstatement,

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in the
consolidated financial statements. The procedures selected depend on the auditors’ judgment, including the
assessment of the tisks of material misstatement of the consolidated 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 consolidated 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
consolidated 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 consolidated financial statements referred to above present fairly in all material
respects, the financial position of PeaceHealth as of June 30, 2013 and 2012, and the results of its
operations, changes in net assets, and its cash flows for the years then ended in accordance with
U.S. generally aecepled accounting principles.

KPMe LLP

Portland, Oregon
Qctober 1, 2013
KPMG LLP Is a Delaware limited liability partnership,

the U.S. member imn of KFMG internalional Copperative
{"KPMG International”), a Swiss entliy.



PEACEHEALTH
Consolidated Balance Sheets

June 30, 2013 and 2012

(In thousands)
Assets 2013 2012
Cutrent assets:
Cash and cash equivalents $ 92,689 147,179
Short-term investments 276,979 300,926
Accounts receivable, net of allowance for doubtful
accounts.of $95,196 and $82,009 265,512 __ 253312
Other receivables 38707 - 2RI
—= lﬁ'v.é_rit()_fy_()f Suppi.ies EEEEE— e — = E— = ——— qé’qg 1_'_ E— ‘%qjg?n
Prepaid expenses and other 18,725 20,912
- Assets whose use is limited that are required for current liabilities 29,770 23,258
Total cutrent assets 758,963 807,534
_____Assets whose use is limited: ) -
Cash and investiments - ' 908,423 642,736
Investments in joint ventures and other 34,952 40,838
Total assets whose use is limited 943,375 683,574
Less current portion (29,770) (23,258)
Net assets whose use is limited 913,605 660,316
Propetty, plant, and equipment:
Land and improvements 120,838 118,297
Buildings, fixed equipment, and other 1,612,140 1,565,987
Moveable equipment 640,378 570,371
Construction in progress 27,921 61,236
Total properiy, plant, and equipment 2,401,277 2,315,891
Less accumulated depreciation (1,064,262) (928,722)
Net property, plant, and equipment 1,337,015 1,387,169
Interest in net assets of related foundations 44,439 32,663
Orther assets 30,671 _ 38,092
Total assets h 3,084,693 2,925,774

See accompanying notes to consolidated financial statements.

2 (Continued)



PEACEHEALTH
Consolidated Balance Sheets
June 30, 2013 and 2012

(I thousands)

Liabilities and Net Assets

Current liabilities:
Accounts payable
Accrued payroll, payroll taxes, and employee benefits
Accrued interest payable
Other current liabilities
Medical claims payable
Reimbursement setflements payabie
Current portion of long-term debt

Total current Habilities
Other Tong-term liabilities
Long-term debt due after one year

Net assets:
Unrestricted
Temporarily restricted
Permanently restricted

Total net assets

Total liabilities and net assets

See accompanying notes to consolidated financial statements,

2013 2012
79,418 70,644
150,694 136,200
5,138 4,545
26,504 40,745
5,986 6,533
9,768 18,596
20,683 18,033
298,191 295,296
263,816 324,921
905,858 830,381
1,552,980 1,428,152
37,798 35,644
26,050 11,380
1,616,828 1,475,176
3,084,693 2,925,774




PEACEHEALTH

Consolidated Statements of Operations
Years ended June 30, 2013 and 2012

See accompanying notes to consolidated financial statements.

(In thousands)
2013 2012
Revenues:
Net patient service revenue before provision for bad debts $ 2,145,535 2,103,580
Provision for bad debts (161,192) (133,314)
Net patient service revenue 1,984,343 1,969,766
e _Premium.rexenue. o . B 92,35&; —141,59§ )
Other operating revenue 94,056 “74,152
Total revenues 2,170,757 2,185,516
Expenses:
Salaries and wages 989,540 975,830
- —'"'""PWG]TtTX‘eT&[Td"bBIIEﬁtS_""'""" T T & 1‘3407 221 ’7'55
Professional fees 36,065 26,274
Medical claims expense 59,126 97,121
Supplies and other expenses 650,211 657,502
Depreciation and amortization of other assets 150,299 146,517
Interest and amortization of deferred financing costs 24,261 25,997
Total expenses 2,160,909 2,150,996
Income from operations 9,848 34,520
Other income (loss):
Investment income, net 61,538 15,777
{Loss) gain on investments recorded on the equity method (1,138) 149
Change in valuation of interest rate swaps 35,317 (95,377)
Other (9,124) 1,628
Excess (deficiency) of revenues over expenses 96,441 (43,303)
Net assets released from restrictions for property, plant and equipment 6,571 23,016
Change in interest in net assets of related foundations 547 653
Change in pension liability 27,964 (57,499)
Other changes in unrestricted net assets (6,695) 656
Increase {decrease) in unrestricted net assets $ 124,828 (76,477)




PEACEHEALTH

Consclidated Stateinents of Changes in Net Assets
Years ended June 30, 2013 and 2012

(In thousands)

Net assets at June 30, 2011

Deficiency of revenues over expenses

Other restricted contributions

Net assets released from restrictions

Change in interest in net agsets of related foundations
Change in pension liability

Other changes in net assets

Change in net assets
Net assets at June 30, 2012

Excess of revenues over expenses

Other testricted contributions

Net assets released from restrictions

Change in intersst in net assets of related foundations
Change in pension liability

Other changes in nel assets

Change in net assets
Net assets at June 30, 2013

See accompanying notcs to consolidated financial statements.

Temporarily Permanently

Unrestricted restricted restricted Total
kS 1,504,629 46,295 11,168 1,562,092
(43,303) — — (43,303)
— 8,202 8 8,210
23,016 (20,322) — 2,694
653 1,708 203 2,564
(57,499) — — (57,499}
656 {239) 1 418
{76,477} {10,651) 212 (86,916)
1,428,152 35,644 11,380 1,475,176
96,441 — — 96,441
— 11,070 1,708 12,778
6,571 (8,666} —— {2,095)
547 {463) 11,692 11,776
27,964 — — 27,964
(6,695) 213 1,270 (5,212)
124,828 2,154 14,670 141,652
b3 1,552,980 37,798 26,050 1,616,828




PEACEHEALTH
Consolidated Statements of Cash Flows
Years ended June 30,2013 and 2012

See accompanying notes to consolidated financial statements.

{In thousands)
2013 2012
Cash flows from operating activities:
Change in net assets $ 141,652 (86,916)
Adjustments to reconcile change in net assets to net cash provided by
operating activities:
Depreciation and amortization 151,482 149,648
Gain on sale of land held for sale and property, plant, and equipment (2,524) (2,180}
Provision. for bad debts 161,192 133,814
Change in pension liability (27,964) - ———BTAYY
- Restrieted-contelbutiong—e o oo oo o . _(12.778) {10,300) __
Net change in unrealized (gaing) losses on mveslments {32,091} 7,920
Realized gains on investments (3,615) {471}
Valuation adjustments on swap arrangements (50,809) 77,564
Impairment of intangible assets 6,600 —
Equity investment loss (gain) 1,138 (6,474)
Increase in intetest in net assets of related foundations (11,776} (2,564)
Distributions of carnings from joint ventotes 7 9;405 1,678
Changes in operating assets and liabilities:
Increase in;
Accounts receivable, net (183,972) (139,191)
Other assets {1,598) (12,629)
Increase in:
Accounts payable 8,774 (17,082)
Accrued payroll, payroll taxes, and employes benefits 14,494 (2,384)
Other liabilities 6,810 22,204
Net cash provided by operating activities 174,420 176,136
Cash flows from investing activities:
Purchase of property, plant, and equipment {107,490) (82,257T)
Proceeds from sale of land held for sale and property, plant, and equipment 11,262 3,
Capital contributions to joint ventures (2,535) —
Purchase of investments (383,654) (303,915)
Sales and maturities of investments 175,498 193,879
Change in securities lending asset — 23,459
Decrease in assets whose use is limited, other — 5,186
Net cash used in investing activities (306,919) {160,265)
Cash flows from financing aciivities:
Proceeds from long-term borrowings 156,910 213,500
Principal payments on long-term debt (79,097 (216,378)
Proceeds from restricted contributions 12,778 10,300
Deferred financing costs expended 417) —
Swap contract termination fees expended (12,165) —
Change in securities lending liability — (23,459)
Net cash provided by (used in) financing activities 78,009 {16,037)
Net decrease in cash and cash equivalents {54.,490) (166)
Cash and cash equivalents at beginning of year 147,179 147,345
Cash and cash equivalents at end of year $ 92,689 147,179



PEACEHEALTH
Notes to Consolidated Financial Statements
June 30, 2013 and 2012

(Inthousands of dollars)

Organization

(@) Corporate Structure

PeaceHealth (the Corporation) is a Washington not-for-profit corporation with its corporate office
located in Vancouver, Washington, which is sponsored by the Sisters of St. Joseph of Peace, and is
recognized to be a Private Pontifical Juridic Person by the Roman Catholic Church. At June 30,
20113, the following regional healthcare delivery systems and operating divisions were components
of the Corporation:

Northwest Network:
PeaceHealth Ketchikan Medical Center
PeaceHealth St. Joseph Medical Center
Peace Island Medical Center

Columbia Networl:
PeaceHealth St. John Medical Center
PeaceHealth Southwest Medical Center (Southwest)

Oregon Network:
PeaceHealth Sacred Heart Medical Center at University District
PeaceHealth Sacred Heart Medical Center at RiverBend
PeaceHealth Cottage Grove Community Medical Center
PcaceHealth Peace Harbor Hospital

Systemwide Organizations:
PeaceHealth Medical Group
PeaceHealth Laboratorics
PeaceHealth Self-insured Trusts
Columbia United Providers (CUP)

These healthcare delivery systems and operating divisions, provide inpatient, outpatient, primary
care and home care services in Alaska, Washington and Oregon. The Corporation operates these
businesses primarily in Ketchikan, Alagka; Bellingham, Longview and Vancouver, Washington;
Springfield, Fugene, Florence and Cottage Grove, Oregon.

The Corporation included the following controlled affiliates at June 30, 2013;
Southwest Washington Health System
Property and Buildings, LLC
Health Ventures
Pooled Income Funds (including Charitable Life Income Funds)
PeaceHealth Southwest Medical Center Foundation

The consolidated financial statements include the accounts of the Corporation and its controlled
affiliates. All significant intercompany transactions and balances have been eliminated.

7 (Continued)




(b)

PEACEHEALTH
Notes to Consolidated Financial Statements
June 30, 2013 and 2012
(In thousands of dollars)

Future Affiliations

The Corporation has entered inlo an agreement to affiliate with United General Hospital in Sedro
Wooley, Washington. United General Hospital is a Critical Access Hospital with approximately
$40,000 in net operating revenue annually. Management anticipates this affiliation will be completed

during fiscal year 2014. : . LTI T

" (@ Summary of Significant Accouniing Policies

{a)

(b)

(c)

(d)

(e)

“gssumptions-that -affect-the reported-amounts- of-assets-and-Habilities-and- disglosure- of- contingent

Estimates

The preparation of consolidated financial statements in conformity with accounting principles
generally accepted in the United States of America requires management to make estimates -and

assefs and liabilities at the date of the consolidated financial statements and the reported amounts of
revenues and expenses during the reporting period. Actual results may differ from those estimates.
The significant estimates in the Corporation’s consolidated financial statements include accounts
receivable allowances, reimbursement settlements payable, valuation of alternative investments,
interest rate swaps, pension obligations, incurred but not reported amounts related to accrued
healthcare costs, and liabilities related to self-insurance programs.

Cash and Cash Equivalents

Cash and cash equivalents consist of petty cash, cash in demand bank accounts, and all highly liquid
debt instruments purchased with an original maturity of three months or less other than those
amounis included in assets whose use is limited by the board of directors. The Corporation held cash
equivalents of approximately $83,567 and $117,787 as of June 30, 2013 and 2012, respectively.

The Corporation maintains cash and cash equivalents on deposit at various institutions, which, at
times, exceed the insured limits of the Federal Deposit Insurance Corporation. This exposes the
Corporation to potential risk of less in the event the institution becomes insolvent.

Short-Term Invesiments

Short-term investments consist primarily of certificates of deposit, U.S. government, and other
investinent-grade securities, which are carried at fair value. Investment income or loss (including
realized and unrealized gains and losses and inferest and dividends) is included in the excess of
revenues over expenses.

Inventory of Supplies

Inventory is valued on weighted average cost.

Other Receivables

Other receivables primarily consist of amounts receivable from the federal government related to
grants for electronic health record implementation, amounts receivable from the state of Oregon and

8 {Continued)



PEACEHEALTH
Notes to Consolidated Financial Statements

June 30, 2013 and 2012

@

(Imthousands of dollars)

third-party payors related to Medicaid programs, amounts receivable from excess insurance carriers
and other miscellaneous amounts due.

Assets Whose Use is Limited

The majority of these assets have been set aside by management of the Corporation for future capital
improvements and other purposes, over which management retains control and may, at its discretion,
subsequently use for other purposes. Amounts required to meet current liabilities of the Corporation
have been reclassified as current in the consolidated balance sheets at June 30, 2013 and 2012. These
items consist primarily of investments in marketable equity and fixed income securities, mutual
funds, and investments in joint ventures, Money market funds and all marketable securities have
readily determinable market values and are, therefore, carried at fair value. The investments in joint
ventures and other are accounted for using the equity or cost method.

Property, Plant and Equipment

Property, plant and equipment are stated at cost at the date of acquisition or fair value at the date of
donation. Improvements and replacements of plant and equipment are capitalized. Maintenance and
repairs are expensed as they are incurred. When property, plant and equipment is sold or retired, the
cost and the related accumulated depreciation are removed from the accounts, and the resulting gain
or loss is recorded.

The Corporation assesses potential impairment of its long-lived assets when there is evidence that
evenls or changes in circumstances have made recovery of the asset’s carrying value unlikely. An
impairment loss is indicated when the sum of expected undiscounted future net cash flows is less
than the carrying amount. The loss recognized is the difference between the fair value and the
carrying amount. No impairment losses related to property, plant and equipment were recognized
during the years ended June 30, 2013 and 2012,

In addition to consideration of impairment due fo the. events or changes in circumstances described
above, management regularly evaluates the remaining lives of long-lived assets. Uf estimates are
revised, the carrying value of affected assets is depreciated or amortized over remaining lives.

The Corporation has capitalized salary and wages along with related benefit costs in the amount of
$3,897 during fiscal year 2013 related to the development of software for internal use.

Y {Continued)



(k)

PEACEHEALTH
Notes to Consolidated Financial Statements
June 30, 2013 and 2012
(In thousands of dollars)

Depreciation

Depreciation on property, plant and equipment is computed using the straight-line method over the
following estimated useful lives:

G

(k)

Other assets include intangible assets, primarily deferred financing costs, trade names and goodwill.
The deferred financing costs are amortized over the lives of the related debt issuances using the
effective interest method. The intangibles have indefinite useful lives. Intangible assels with
indefinite lives are evaluated annuaily for impairment. Impairment losses of $6,600 and $0 were
recognized during the years ended June 30, 2013 and 2012, which is included in other income (loss)
on the consolidated statements of operations,

Other Long-Term Liabilities

The caption other long-term liabilities on the consolidated balance sheets consists primarily of the
estimated fair value associated with the Corporation’s interest rate swaps of approximately $91,617
and $154,591 at June 30, 2013 and 2012, respeciively; the lability for the Southwest pension plan of
approximately $57,620 and $85,857 at June 30, 2013 and June 30, 2012, respectively; and the
long-term portion of the Hability for the self-insurance programs of approximately $51,850 and
$47,746 at Tune 30, 2013 and 2012, respectively.

Contributions and Grants

Contributions and grants are recognized as revenue upon receipt of the donor’s pledge to contribute.
Contributions and grants are considered fo be available for unrestricted use unless specificaily
restricted by the donor. Amounts pledged that are restricted by the donor for specific purposes are
reported as temporarily restricted or permanently restricted support. Unconditional promises (o give
that are silent as to the due date are presumed to be time restricted by the donor until received and
are reported as temporarily restricted net assets,

A donor restriction expires when an unconditional promise with an implied time restriction is
collected or when the purpose for the restriction is accomplished. Upon expiration, temporarily
restricted net assets. are reclassified to unrestricted net assets and are reported in the consolidated
statements of operations as net assets released from restrictions. Restricted contributions received in
the same year in which the restrictions are met are recorded as an increase in restricted support at the
time of receipt and as nef assets released from restrictions at the time restrictions are met.

10 (Continued)
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PEACEHEALTH
Notes to Consolidated Financial Statements
June 30, 2013 and 2012

@

(m)

(I thouzends of dollars)

Permanently restricted net assefs include the principal amount of contributions with the stipulation
from the donor that the principal be maintained in perpetuity and only the income is available to be
expended for purposes specified by the donor, if any.

Interest in Net Assets of Related Foundations

The Corporation accounts for activities with its unconsolidated related foundations in accordance
with applicable accounling guidance. That guidance requires the Corporation to recognize its
interests in the net assets of these foundations on the consolidated balance sheet as the asset caption
interest in net assets of related foundations, and the annual changes as shown in the consolidated
statement of changes in net assets,

Net Patient Service Revenues

The Corporation has agreements with third-party payors that provide for payments of amounts
different from established charges. The Corporation’s net patient service revenue came from the
following sources:

2013 2012
Medicare 36% 36%
Medicaid 11 10
Cotnmercial and other 52 52
Private pay 1 2
100% 100%

There is a corresponding significant concentration of credit risk in net accounts receivable balances
at June 30, 2013 and 2012:

2013 2012
Medicare 30% 27%
Medicaid 9 9
Commercial and other 59 63
Private pay 2 1
100% 100%

Reimbursement for inpatient services rendered to Medicare recipients has been made principally
under a prospective pricing system based on diagnosis-related groups, Most outpatient services
provided to Medicare patients are reimbursed based on prospectively determined rates. Services to
Medicaid patients are also reimnbursed based on a combination of prospectively determined rates and
cost reimbursement methodology. Contimuation of these reimbursement programs at the present
level, and on the present basis, is dependent upon future policies of federal and state governmental
agencies. The Corporation has four critical access hospitals that are exempt from both inpatient and
outpatient prospective payment systems. Inpatient and outpatient services rendered to Medicare and
Medicaid program beneficiaries at critical access hospitals are reimbursed based on costs. Interim

11 (Continued)




PEACEHEALTH
Notes to Consolidated Financial Statements
June 30, 2013 and 2012
{(In thousands of dollars)

reimbursement to critical access hospitals is based upon tentative rates and retroactive adjustment is
made to actual cost during final settlement by either the Medicare fiscal intermediary or the
applicable state’s Mcdicaid agency. Charges made on behalf of providers employed by the medical
groups in the Corporation are generally reimbursed on a fee schedule.

The Corporation has estimated payments for services rendered to Medicare and Medicaid-patients

during-the year by _applying the payment principles of the applicable governmental agencies and

believes that an adequate provision has been made in the accompanying consolidated financial
slatements for final settlement, Estimates of final settlements due to and due from Medicare,
Medicaid, and other third-party payors have been reflected net as reimbursement settlement payable
in the accompanying consolidated balance sheets. Differences between the net amounts accrued and
subsequent settlements are recorded in operations at the time of settlement. The net amount of

(n)

settlements resulted in an decrease in net patient service revenue of $3,500 in 2013 and an increase
in net patient service revenue of $13,700 in 2012,

Laws and regulations governing the Medicare and Medicaid programs are extremely complex and
subject to interpretations. As a result, there is at least a reasonable possibility that that recorded
estimates associated with these programs will change by a material amount in the near term.,

The Corporation has also entered into payment agreements with certain commercial insurance
carriers, health maintenance organizations, and preferred provider organizations. The basis for
payment to the Corporation under these agreements includes prospectively determined rates per unit
of service and discounts from established charges. Most arrangements provide for payment or
reimbursement to the Corporation at amounts different than established rates. Contractual discounts
represent the difference between established rates for services and amounts paid or reimbursed by
these third-party payors.

The Corporation provides for an allowance against patient accounts receivable for amounts that
could become uncollectible. The Corporation estimates this allowance based on the aging of
accounts receivable, historical collection experience by payor, and other relevant factors. There are
various factors that can impact the collection trends, such as changes in the economy, which in turn
have an impact on unemployment rates and the number of uninsured and underinsured patients, the
increased burden of copayments to be made by patients with insurance coverage and business
practices related to collection efforts. These factors continuously change and can have an impact on
collection irends and the estimation process used by the Corporation, Net bad debt write-offs during
fiscal year 2013 were $148,005.

Premium Revenue and Accrued Healthcare Costs

The Corporation’s majority-owned subsidiary, CUP, receives premium revenues that consist of
premiums paid by the State of Washington for healthcare services. Premium revenues are received
on a prepaid basis and are recognized -as revenue during the month with which the premiums are
associated. CUP’s premium revenues were received under two primary coniract sources at the State
of Washington (the State), the Basic Health Plan and Healthy Options.

12 {Continued)
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PEACEHEALTH
Notes to Consolidated Financial Statements

June 30, 2013 and 2012

{o)

)

(@)

{(In thousands of dollars)

The contract with the State expired on July 1, 2012. CUP has entered into an agreement with another
health plan that has been awarded the contract from the State for the period July 1, 2012 through
December 31, 2013, Under this contract, in refurn for receiving a defined premium amount from the
other health plan, CUP will be responsible for providing medical, hospital, pharmaceutical and
related medical services to Healthy Options and Basic Health Plan members assigned to CUP from
the other plan. Under the terms of its contract with the other healih plan, CUP will continue to
perform most of the administrative services for assigned members that it previously performed under
the expiring contract.

Under these contracts, the Corporation recognized premium revenues of $92,358 and $141,598 for
the years ended June 30, 2013 and 2012, respectively, which is included as premium revenue in the
accompanying consolidated statements of operations. The related medical expense recognized by
CUP was $59,126 and $97,121 for the years ended June 30, 2013 and 2012, respectively, and is
included in medical claims expense in the consolidated statements of operations.

CUP has stop-loss reinsurance indemnifying it against the cost of providing services to individual
enrolled participants at 90% in excess of $125 for hospital charges up to a maximum of $1,000 per
year for each enrolled member.

Other Operating Revenue

Other operaling revenue includes revenue from nonpatient care services, clinical space rental
revenues, and contributions both unrestricted in nature and those released from restriction to support
operating activities, grants from the federal government fo help fund electronic health record
implementation (discussed below in Meaningful Use} and other miscellaneous revenue.

Meaningful Use

The Health Information Technology for Economic and Clinical Health Act, part of the American
Recovery and Reinvestment Act of 2009, created an incentive program, beginning in 2011, io
promote the “meaningful use” of Electronic Health Records (EHR). To qualify, providers must attest
that they are using certified EHR in a “meaningful” way by meeting objectives at established
thresholds, as defined by the Centers for Medicare and Medicaid Services. Meaningful use revenues
are recognized as grant revenue, Grant revenue is recognized when there is reasonable assurance that
the grant will be received and that the organization will comply with the conditions attached to the
grant, Meaningful use revenues of $18,730 and $7,111 were recognized for the years ended June 30,
2013 and 2012, respectively, and are included in other operating revenue in the accompanying
consolidated statements of operations. The amount recognized is based on management’s best
estimate and is subject to audit and potential retrospective adjustments.

Income from Operations

Income from operations excludes certain items that the Corporation deems outside the scope of its
primary business.

13 {Continued)




PEACEHEALTH
Notes ta Consolidated Financial Statements
June 30, 2013 and 2012
{In thousands of doltars)

(r}  Excess of Revenues over Expenses

Excess of revenues over cxpenses includes results from the Corparation’s operating and non-
operating invesling activities. Investment income includes interest income, dividends, realized and
unrealized investment gains and losses and equity in earnings from joint ventures, Changes in
unrestricted net assets not included in excess of revenues over expenses include net assets released.

e __from.restriction for the purchase of property, changes in the Corporation’s interest in the net assets of

noncontrolled foundations, and certain changes in funded status of postretirement benefit plans.

(s)  Federal and State Income Taxes

The Corporation has received determination letters from the Internal Revenue Service stating that it

e is exempt from_ federal and state income tax under Section 501(c)(3) of the Internal Revenue Code

except for tax on unrelated business income. It is management’s belief that none of its activilies have
produced material unrelated business income.

The Corporation recognizes the effect of income tax positions only if those positions are more likely
than not of being sustained. Recognized income tax positions are measured at the largest amount that
exceeds a 50% probability of being realized. Changes in recognition or measurement are reflected in
the period in which the change in estimate occurs.

The affiliated entilies inciuded in the consolidated financial statements may be subject to taxation.
The tax expense and related provision for these entities are not material to the consolidated financial
statements.

() Oregon State Provider Tax and Washington State Safety Net Assessment

Effective July 1, 2004, the State of Oregon inslituted a provider tax on certain patient service
revenues at qualifying hospitals. The State of Washington enacted the safety net program in 2009
involving Washington State hospitals to increase funding from other sources and obtain additional
Federal funds to suppert increased payments to providers for Medicaid services. These programs
resulted in enhanced payments from the states in the way of lump sum payments and per claim
increases. PeaceHealth expensed $47,873 and $48,593 in provider tax and safety net assessments
during the fiscal year ending June 30, 2013 and 2012, respectively, which is included in supplies and
other expenses in the accompanying censolidated statements of operations. At June 30, 2013 and
2012, a receivable of $7,105 and $5,498, respectively, was included in other receivables on the
accompanying consolidated balance sheets for enhanced lump sum payments.

(u) Recently Adopted or Issued Accounting Standards

In 2011, the Financial Accounting Standards Board (FASB)issued Accounting Standard Update
No. 2011-07, Presentation and Disclosure of Patient Service Revenue, Provision for Bad Debts, and
the Allowance for Doubtful Accounts for Certain Health Care Entities, which provides financial
statement users with greater transparency about a healthcare entity’s net patient service revenue and
the related allowance for doubtful accounts. This update provides information to assist financial
staternent users in assessing an entity’s sources of net patient service revenue and related changes in
its allowance for doubtful accounts. The amendments require healthcare entities that recognize

14 (Continued)



PEACEHEALTH
Notes to Consolidated Financial Statements

June 30, 2013 and 2012

@

v)

w)

(In thousands of dollars)

significant amounts of patient service revenue at the time the services are rendered even though they
do not assess the patient’s ability to pay, to present the provision for bad debts related to patient
service revenue as a deduction from patient service revenue (net of contractual allowances and
discounts) on their statement of operations, This standard is effective for the 2013 fiscal year. The
adoption of this standard resulted in a change in presentation of balances previously reporied as of
June 30, 2012,

Healthcare Reform

As enacted, the Health Reform Law will change how healthcare services are covered, delivered and
reimbursed through expanded coverage of uninsured individuals, reduced growth in Medicare
program spending, reductions in Medicare and Medicaid Disproportionate Share Hospital payments,
and the establishment of programs in which reimbursement is tied to quality and integration. In
addition, the law reforms certain aspects of health insurance, expands existing efforts to tie Medicare
and Medicaid payments to performance and quality, and contains provisions intended to strengthen
fraud and abuse enforcement. Further, it provides for a value-based purchasing program, the
establishment of Accountable Care Organizations (ACO’s) and bundled payment pilot programs,
which may create sources of additional revenue. On June 28, 2012, the United States Supreme Court
upheld the constitutionality of the individual mandate provisions of the Health Reform Law but
struck down the provisions that would have allowed Health and Human Services to penalize states
that do not implement the Medicaid expansion provisions with the loss of existing federal Medicaid
funding. States that choose not to implement the Medicaid expansion will forego funding established
by the Health Reform Law to cover most of the expansion costs.

Reclassifications

Certain reclassifications have been made to prior year amounts to conform to the current year
presentation (o more consistently present {inancial information between years,

Fair Value of Financial Instruments

ASC Topic 820, Fair Value Measurements, establishes a fair value hierarchy that prioritizes the inputs to
valuation techniques used to measure fair value. The hierarchy gives the highest priority to unadjusted
quoted prices in active markets for identical assets or liabilities (I.evel 1 measurements) and the lowest
priority to measurements involving significant unobservable inputs (Level 3 measurements). The three
levels of the fair value hierarchy are as follows:

Level 1 inputs are quoted prices {unadjusted) in active markets for identical assets or liabilities that
the Corporalion has the ability to access at the measurement date.

Level 2 inputs are inputs other than quoted prices included within Level 1 that are observable for the
asset or liability, cither directly or indirectly.

Level 3 inputs are unobservable inputs for the asset or liability.

The level in the fair value hierarchy within which a fair measyrement in its entirety falls is based on the
lowest level input that is significant to the fair value measurement in its entirety.

15 (Continued)




PEACEHEALTH
Notes to Consolidated Financial Statements
June 30, 2013 and 2012
(In thousands of dollars)

The Corporation uses a practical expedient for the estimation of the fair value of investments in funds for
which the investment does not have a readily determinable fair value. The practical expedient used by the
Corporation is the net asset value (NAV) per share, or its equivalent. In some instances, the NAV may not
equal the fair value that would be calculated under fair value accounting standards, Valuations provided by
fund administrators consider variables such as the financial performance of underlying investments, recent

sales prices of underlying investments, and other pertineni information. In addition, ‘actual market — -~

excharges at year-end provide-additional-observable-market-inputs-of-the-exit-price-Management-reviews

the valuations and assumptions provided by fund administrators for reasonablencss and believes that the
carrying amounts of these financial instruments are reasonable estimates of fair value. Because the net
asset value reported for these funds is used as a practical expedient to estimate the fair value of the
Corporation’s interest therein, its classification in Level 2 is based on the Corporation’s ability to redeem

_..-its_interest at_or near_the balance sheet date, The initial valuation is adjusted when changes to inputs and

assuinptions are corroborated by evidence, such as transactions of similar securities, completed or pending
third-party transactions in the underlying security or comparable entities, offerings in the capital markets,
and changes in financial results, data, or cash flows. For positions that are not traded in active markets or
are subject to notice provisions, valuations are adjusted to reflect such provisions, and such adjustments are
generally based on available market evidence.

The fair value of long-term debt is based on Level 2 inputs, such as the discounted value of the future cash
flows using current rates for debt with the same remaining maturities, considering the existing call
premium and protection. When available, quoted market prices are also used. The carrying value and fair
value of debt, was approximately $910,334 and $920,679, respectively, as of June 30, 2013, and
approximately $826,216 and $847,046, respectively, as of June 30, 2012.

Other financial instruments of the Corporation inctude cash and cash equivalents and other receivables.

The carrying amount of these instruments approximates fair value because these items mature in less than
one year. The carrying amount of other long-term investments approximates fair value.
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{4) Investments

The composition of cash and investments carried at fair value on a recurring basis at June 30, 2013 is set
forth in the following tabie.

Fair value measurements at
reporting date using

June 30, 2013 Level 1 Level 2 Level 3
Assets:
Short-term investments:
Cash and money market funds $ 2,663 2,663 — —
Fixed income: .
Government obligaiions 48,130 — 48,130 —
Corporate obligations 39,428 — 39,428 —
Mortgage-backed securities:
Commercial 9,391 — 9,391 —
Residential 42,692 — 42,692 —
Municipal, foreign, and other
fixed income 6,223 — 6,223 —
Mutuai funds:
Domestic debt securities 118,883 118,883 — : —
International debt securities 8,768 8,768 — —
Otber short-term investments 801 — 301 —
Total 276,979 130,314 146,665 —
Designated for capital acquisition:
Cash and money market funds 11,978 7,468 4,510 —
Fixed income:
Government obligations 44919 — 44 919 —
Corporatc obligations 68,273 — 68,273 —
Mortgage-backed securities:
Commercial 10,139 — 10,139 —
Residential 53,612 — 53,612 —
Municipal, foreign, and other
fixed income 16,521 — 16,521 —
Mutual funds:
Fixed income 80,804 80,804 — —
Domestic equities:
Large capitalization 177,227 177,227 — —
Medimm-small capitalization 75,077 75,077 — —
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Fair value measurements at

reporting date using

June 30, 2013 Level 1 Level 2 Level 3
International equities:
Foreign stock: $ 04,188 94,188 — : =
_ Emerging markets 32,639 32,639 _
Real estate trusts o T2, 180 21,180 E— ==
Commodities 31,859 6,264 25,595 —
- Total 718,416 494,847 223,569 —
Funds designated for 457 plans:
e e Cash-andshortterm- - — — . _ .60} _. . 601 —_— -
Mutual funds:
Equity 12,720 12,720 —
Fixed income 5,449 5,449 — —
Target/blended/other 13,337 13,337 -— —
Total 32,107 32,107 —
Trustee-held funds:
Cash and money market funds 25,103 25,103 — —
Fixed income:
Government obligations and
other 3,461 — 3,461 —
Mortgage-backed securities:
Residential 5,764 — 5,764 —
Mutual funds:
Domestic equities:
Large capitalization 30,610 30,610 — —
Medium-small capitalization 12,773 12,773 — —_
International equities:
Foreign stock and emerging
markets 21,388 21,388 —
Domestic debt securities 34,170 34,170 — _
International debt securities 3,377 3,377 — —
Real estate 4238 4,238 —_ —
Total 140,884 131,659 9225 —
Total assets 5 1,168,386 788,927 379,459 —
Liabilities:
Interest rate swaps $ 91,617 — 91,617 —
Total liabilities $ 91,617 — 91,617 —
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The composition of cash and investments carried at fair value on a recurring basis at June 30, 2012 is set

forth in the following table.
Fair value measurements at
reporting date using
June 31, 2012 Level 1 Level 2 Level 3

Assets: .
Short-term investments: :
Cash and money market funds $ 4,152 — 4,152 — ‘;
Fixed income; :
Government obligations 59,564 — 59,564 — !
Corporate obligations 43,281 — 43,281 — :
Mortgage-backed securities: ‘
Commercial 9,343 — 0,343 — i
Residential 53,434 — 53,434 — !
Municipal, foreign, and other — E
fixed income 10,902 — 10,902 - :
Mutual funds: ‘.
Domestic debt securities 112,122 142,122 — —_— :
International debt securities 7,327 7,327 — — {
Other short-term investments 801 — 801 — i
Total 300,926 119,449 181,477 — \
|
Designated for capital acquisition: ‘
Cash and money market funds 11,595 6,426 5,169 — ‘i
Fixed income: !
Government obligations 59,329 — 59,329 — |
Cotporate obligations 57,621 — 57,621 _— :
Mortgage-backed securities: ;
Comnmorcial 10,383 — 10,383 —
Residential 55,153 — 55,153 — j
Municipal, foreign, and other l
fixed income 9,091 — 9,091 — |
Mutual funds: i
Fixed income 48,646 48,646 — —
Domestic equities: ‘

Large capitalization 99,975 99,975 — —

Medium-small capitalization 38,935 38,935 — —
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International equities:
Foreign stock
Emerging markets

Real cstate tiusts I

June 30, 2013 and 2012

Real estate
Commodities

Total

—._Funds designated for 457 plans;
Cash and short term
Mutual funds:
Equity
Fixed income
Target/blended/other

Tatal

Trustee-held funds:
Cash and money market funds
Fixed income:
Government obligations and
other
Mortgage-backed securities:
Residential
Mutual funds:
Domestic equities:
Large capitalization
Medium-small capitalization
International equities:
Foreign stock and emerging
markets
Domestic debt securities
International debt securities
Real estate

Total
Total assets

Liabilities:
Interest rate swaps

Total liabilities

(In thousands of dollars)
Fair value measurements at
reporting date using
June 30, 2012 Level 1 Level 2 Level 3

) 64,474 64,474 - =

18,796 18,796 ' T

— _._.,},2’_5:?3___, e k,’?’ﬁ"f’x —_— —

423 — 423 —

20,784 — 20,784 —

507,778 289,825 217,953 —

T s 5 = =

8,070 8,070 —— —

5,092 5,092 —_ —

10,803 10,863 — o

24,597 24,597 — -

27,729 27,424 305 e

3,725 — 3,725 —

6,042 — 6,042 —

11,177 11,177 — -

6,244 - 6,244 — —

10,682 10,682 — —

19,467 19,467 — —

2,038 2,038 — —

960 960 — —

88,064 77,992 10,072 —

§ 921,365 511,863 409,502 —

$ 154,591 — 154,591 —

$ 154,591 o 154,591 —
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(In thousands of dollars)

The Corporation holds alternative investments, as defined by the American Institute of Certified Public
Accountants, in two Hmited partnerships of $25,220 and $20,423 at June 30, 2013 and 2012 respectively,
which are not publicly traded. These amounts are included as a part of commodities in the tables above.
The underlying assets in the limited partnerships are based on fair market values, and the redemption
period related to these investments is between 3 to 30 days.

At June 30, 2013 and 2012, the Corporation had $17,016 and $22,297, respectively, in alternative
investments, referred to as Private Equity, Real Estate Trusts and Distressed Debt, accounted for using the
equity method, which are not publicly traded. These amounts are not included in the tables above. These
investment instruments contain elements of both credit and market risk. Such risks may include, but are not
limited to, limited liquidity, absence of regulatory oversight, dependence upon key individuals, emphasis
on speculative investments (nonmarketable investments), and nondisclosure of portfolio composition.
Because these investments are not readily marketable, their estimated value is subject to uncertainty and,
therefore, may differ from the value that would have been used had a readily available market for such
investments existed. These investments represented 1.4% and 2.3% of total investments and 1.1% and
1.5% of total net assets of the Corporation at June 30, 2013 and 2012, respectively.

Investment income is comprised of the following for the years ended June 30, 2013 and 2012,

2013 2012
Interest and dividend income $ 25,832 23,141
Net realized gains {losses) on sales of investments 3,615 2,371
Change in net unrealized gains (losses) on investrents 32,091 9,735)
Investment income, net $ 61,538 15,777

Other Investments

Health Ventures is a not-for-profit corporation that has entered into joint ventures to provide radiclogy,
oncology, and surgery services. The Corporalion is the sole member of Health Ventures. Health Ventures
is included in the consolidated financial statements but is not part of the obligated group. The Corporation
accounts for these joint ventures on the equity method. As of June 30, 2013 and 2012, the carrying value
of the joint ventures was approximately $14,823 and $11,378, respectively and is recorded in investments
in joint ventures and other on the consolidated balance sheets. Investment income from the joint ventures
of $7,586 and $6,704 for the years ended June 30, 2013 and June 30, 2012, respectively, is included in
other operating revenue. The assets, liabilities and equity of these joint ventures at June 30, 2013 were
$41,007, $10,372 and $30,635, respectively.

The Corporation is a minority investor in Premier Purchasing Partners (Premier). The Corporation has

invested in Premier with other healthcare providers for the purpose of lowering costs through group
purchasing, The Corporation accounts for its interest in Premier on the cost method.
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Charity Care

The Corporation provides care to patients who meet certain criteria under its charity care policy without
charge or at amounts less than its established rates. Because the Corporation does not pursue collection of
amounts determined to quatily as charity care, they are not reported as revenues.

__The Corporation_maintains records to identify and monitor the level of charity care it provides. These

11

records include the amount of charges forgone for services and supplies undef its charity care policy.
Estimated costs (based on the proportion of overall costs to charges foregone for charity care) for services
and supplies furnished under the charity care policy for the years ended June 30, 2013 and 2012 were
approximately $68,050 and $72,158, respectively.
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{(6) Long-Term Debt

Long-term debt at June 30 consisted of the following:

Series 1995 (PeaceHealth) Oregon Bonds, variable interest
rate {0.04% at June 30, 2013) payable each December 1,
due in annual installments through December 2015

Series 1999 (Southwest) Washington bonds, 3.00% to 5.00%
payable annually through September 2028.

Series 2001 (PeaceHealth) Oregon Bonds, 5.00% to 5.25%,
interest payable each May 15 and November 15, due in
annual installments from 2016 through November 2032

Series 2004 {PeaceHealth) Oregon Bonds, Series A, 3.00%
to 5.00%, interest payable each February 1 and August 1,

due in annual installments from 2010 through August 2014,

called during fiscal year 2013

Series 2008 (Peacellealth) Washington Bonds, Seties A,
fixed interest rate of 5% payable on each May 1 and
November 1, through November 2018,

Sertes 2008 (PeaceHealth) Oregon Bonds, Series A-IB,
variable interest rate (0.05% at June 30, 2013),
principal payable each August, due in annual installments
from 2030 to 2034 for Series A and B

Series 2008 {(Southwest) Washington Bonds, Series A, variable

interest rate, principal payable each September, due in

annual instailments through 2034, called during fiscal year 2013

Series 2009 (PeaceHealth) Oregon Bonds, Series A, fixed
interest rates of 3,25% to 5.00% payable each May
and November, due in instaliments from 2013 to 2039,

Series 2009 {PeaceHealth) Washington Bonds, Series A,
fixed interest rates of 3.0% to 5.0% payable each
in May and November, due in installments through 2028

Series 2011 (PeaceHealth) Oregon Bonds, Series A-B,
variable interest rates (0.83% at June 30, 2013) principal
payable each May, due in installments from 2036 to 2047

2011 {PeaceHealth} Direct Note Obligation to Union Bank
2.46% payable monthly based on a ten-year amortization
with remaining amount due November 2016

23

2013 2012
3,675 4,770
46,025 47,885
70,000 70,000
— 9,280
80,650 80,650
145,975 145,975
— 54,500
100,795 100,795
83,245 87,550
150,000 150,000
8,500 9,500
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On January 1, 2013, the legal entity formerly known as Southwest Washington Medical Center was
merged into the Corporation. The Corporation became liable for all outstanding debts of Southwest
Washington Medical Center on the date of the merger,

The Corporation is the sole member of the PeaceHealth Obligated Group. The assets of the Obligated
Group are available for the satisfaction of debts of the Corporation under the terms of its Master Trust
Indenture. The controlled affiliates of PeaceHealth are not members of the Obligated Group.

The Series 1995 Oregon Variable Rate Demand Bonds, the Series 2008 Oregon Series A-B Variable Rate
Demand Bonds, the Series 2011 Oregon Series A-B Direct Placement Bonds, and the Washington 2013(A)
Direct Placement Bonds have variable interest rates that may bear interest at a daily, weekly, 28-day,
monthly, semiannual, or annual rates. The rate determination mode may be changed upon request of the
Corporation. The bonds are subject to optional redemption by PeaceHealth, in whole or in part at 100% of
the principal amount plus accrued interest. The Variable Rate Demand Bonds are backed by letters of
credit in the amount of approximately $147,600 for the 2008 Oregon bonds and $3,700 for the 1995
Oregon bonds. The letter of credit for Series A-B of the 2008 Oregon bonds will expire in June 2017. The
letter of credit for the 1995 Oregon bonds will expire in January 2017, The 2011 Oregon bonds are held
directly by two financial institutions subject to continuing covenant agrecements, which contain
substantially the same credit terms as the letters of credit, but which are not subject to the same
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2013 2012
2012 (Southwest) Bridge Loan Obligation to Bank of America,
variable interest rate (0.84% at JTune 30, 2013)
due on July 31, 2014 b 54,000 54,000
2012 (PeaceHeaIth) Direct Note Obligation to US Bank | e
~ "~ variable iiiterest rate (0°90% at Jame 30;2013), ——————— —50,000~ -
due on February 28, 2015
2012 Direct Note Obligation to Bank of America, fixed
interest rate of 2.2%, due on December 1,2022 53,445 —
2013 Washington Bonds, Series A, variable interest rate - B
(0.83% at June 30, 2013}, principal payable each September,
in annual installments from 2013 to 2034 53,465 —
Long-term debt at par value 899,775 814,905
Premium and other on long-tenm debt 10,559 8,927
Other long-term debt 16,207 24,582
Total long-term debt 926,541 848,414
Less amounts due within one year (20,683) (18,033
Total long-term debt due after one year $ 905,858 830,381
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remarketing and put risk as the 1995 and 2008 bonds. The 2011 QOregon bonds and Washington 2013(A)
bonds can be converted to publicly held variable rate demand bonds if the Corporation chooses. The
continuing covenant agreements for the Oregon 2011 Direct Placement Bonds expire in August 2015 for
Series (A) and August 2017 for Series (B). The continuing covenant agreement for the Washington
2013{A) bonds expires February 2016. The letters of credit and the continuing covenant agreements are
extendable annually at the option of the bank upon request from the Corporation for an additional year.
The 2008, 2011 and 2013(A) bonds are matched to fixed payor swaps ranging between 3.60% and 4.10%
for approximately their par value, the notional amounts of swaps amortizing proportionately to the bonds.

The Series 1995 Oregon and Series 2008 Oregon variable rate demand bonds, which have long-term
amortization periods, may be put back 1o the letter of credit bank on any interest rate reset date if the bonds
fail to be remarketed. In the event of a failed remarketing, the letter of credit bank is obligated under the
terms of the letter of credit agreement to buy the bonds. If the bonds continue to fail to be remarketed, and
become a term loan from the lefter of credit bank to the Corporation, the payments commence not less than
367 days after the purchase of the bonds by the letter of credit bank, and are payable in equal quarterly
installments thereafter, The Series 1999 Washington bonds are currently redeemable at par.

The Series 2008 Washington bonds Series A were redeemed during the 2013 fiscal year with proceeds
from the WHCFA 2013 bonds, which is matched to a fixed payor swap bearing a rate of 3.60%.

Other long-term debt primarily includes an $11,000 note payable paying interest of 6% with principal due
and payable through 2017, as well as amounts related to capital lease obligations.
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Scheduled principal payments of long-term debt, excluding the premium on bonds and fair value
adjustment due to affiliation, as due according to their original long-term amortization schedule and other
debt according to its original maturity schedule for the next five years and thereafler are as follows:

™

Long-term Capitalized
debt - Leases (Other __Total . _
"’ch bndiﬂg*]—une%ﬂf' T T e e = = s e _—
2014 $ 18,754 1,412 695 20,861
2015 123,520 1,042 771 125,333
2016 18,921 922 610 20,453
2017 23,310 492 634 24,436
2018 19,144 507 8,855 28,506
- “Thereafter —-—- - ———— 696,126 ____837______ s 696,963
Total $ 899,775 5,212 11,565 916,552
Less amounts representing interest G70) (570)
Present value of net minimum
capital lease payments 4,642
Less current installments of
oblipations under capital leases (1,234)
Obligations under capital leases,
excluding current installments 3,408
Total long-term debt 915,982

The PeaceHealth Master Trust Indenture, the loan agreements and other contractual documents under
which the Corporation’s bonds were issued include covenants which, among others, obligate the

Corporation to: maintain net patient service revenues at levels sufficient to achieve specified debt service

coverage ratios; meet certain financial tests before additional debt can be incurred; and meet certain
financial tests before there can be any significant disposition of property.

Cash paid for interest totaled approximately $24,261 and $23,447 for the years ended June 30, 2013 and
2012, respectively. Interest totaling approximately $1,347 and $663 was capitalized in connection with
construction projects during the years ended June 30, 2013 and 2012, respectively.

Accounting for Derivative Instruments and Hedging Activities

In accordance with the policy adopted by the Board of Directors, the Corporation may use interest rate
swap contracts to manage its niet exposure to interest rate changes in attempting to reduce its overall cost of
borrowing over time. Interest rate swap contracts generally involve the exchange of fixed and floating
interest rate payments without the exchange of underlying principal (the swap of fixed or floating rates are
on a notional amount). The Corporation accounts for its interest rate hedging transactions in accordance
with FASB ASC 815 — Derivatives and Hedging. That standard requires that every derivative instrument
be recorded on the balance sheet as either an asset or a lisbility measured at its estimated fair value. The
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inierest rate swaps do not meet the criteria for hedge accounting and all changes in the valuation of the
interest rate swaps are recognized in the consolidated statements of operations.

The Corporation had the following interest rate swap contracts outstanding as of June 30, 2013 with a total
current notional amount of approximately $434,200: a $40,000 basis swap where the Corporation receives
81.9% of 30 day LIBOR and pays a 30 day tax-exempt index rate, and approximately $394,200 (fixed
payer swaps) which the Corporation uses to convert a portion of the outstanding variable rate bonds to
fixed rates ranging from 3.5% to 4.1%. The fixed payer inferest rate swaps are associated with the variable
rate bonds, but have not been integrated to any of the undetlying debt for the purpose of hedge accounting.

Change in valuation of interest rate swaps consists of the non-cash change in the liability and the cash
payments and receipts associated with the swaps. The non-cash change in the fair value of the interest rate
swaps, was 4 decrease of $50,809 and an increase of $77,564 in the liability for the years ended June 30,
2013 and 2012, respectively. Net cash settlement cost for the interest rate swaps was $15,492 and $17,813,
for the years ended June 30, 2013 and 2012, respectively.

Derivative instruments are recorded at fair value taking into consideration the Corporation’s
nonperformance risk and the respective counterparty’s nonperformance risk in the fair value
measurements. The impact of taking into account the nonperformance risk on the estimated fair value of
the interest rate swaps was a benefit of approximately $13,39¢ and $19,644, as of June 30, 2013 and
June 30, 2012, respectively, Recording the interest rate swaps at fair value resulls in a total lability of
$91,617 and $154,591 as of June 30, 2013 and June 30, 2012, respectively in other long-term liabilities in
the accompanying consolidated balance sheets rather than the $105,016 and $174,235 that would be paid if
all of the swaps were terminated as of June 30, 2013 and June 30, 2012, respectively, The inputs used to
determine the impact of the counterparty nonperformance risk are Level 2 inputs; as such derivative
liabilities have been recorded as Level 2 in the Corporation’s disclosure of fair value instruments, see
note 4.

The Corporation currently has five swap counterparties which minimize counterparty risk and collateral
posting requirements. These swap agreements contain various credit thresholds that if breached by the
Corporation would constitule an additional termination event whereby the swap counterparties could
terminate the swap by either making a payment to, or receiving a payment from the Corporation,
depending upon the termination value of the swaps as of the date of termination. PeaceHealth retains the
right to terminate the swaps at any point, which would also require either making or receiving a payment
depending on the termination value of the swap as of the termination date.

Benefit Plans
Defined Benefit Pension Plan

The Corporation sponsors a noncontributory defined benefit pension plan, the Southwest Washington
Health Systemn Retirement Plan {(the Plan), covering all employees at Southwest who meet requirements as
specified in the Plan. The assets of the Plan are available to pay the benefits of all eligible employees of the
Plan, The Plan has two benefit structures that include a cash balance and a final average pay structure.
Effective December 31, 2010, the Plan was frozen. No new participants are admitted to the Plan after this
date. This event did not terminate the Plan. Benefits earned before the plan was frozen will continue to be
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paid as participants qualify to receive benefits. All related charges related to this event were recorded prior
to the affiliation of Southwest with PeaceHealth.

The following table sets forth disclosures related to the Plan in accordance with FASB ASC 715-20-65,
Employers’ Accounting for Defined Benefit Pension and Other Postretivement Plans, as of June 30, 2013

and 2012. o
T - B o I " Years ended June 30
2013 2012
Change in projected benefit obligation:
Projected benefit obligation (PBQ) at beginning of period $ 218,246 168,844
_ . Servicecost 372 —
Interest cost 00 ) [ T 9,150
Actuarial {(gain) loss on PBO (20,009) 44 484
Benefits and administrative expenses paid (5,732) (4,232)
Projected benefit obligation at June 30 b 201,692 218,246
Change in fair value of plan assets:
Fair value of assets at beginning of period b 132,389 127,743
Actual return on plan assets 14,069 (2,966)
Employer contribution 3,346 11,844
Benefits paid (5,033) (4,232)
Administrative expenses (699) —
Fair value of assets at June 30 $ 144,072 132,389
Reconciliation of funded status:
Funded status $ {57,620) (85,857)
Net amount recognized ‘ $ (57,620) (85,857)
Amounts recognized in the consolidated balance sheets
consist of:
Accrued pension liability $ 57,620 85,857
Accumulated change in net assets (30,961) {59,198)

The accumulated benefit obligation for the Plan was $201,692 and $218,246 at June 30, 2013 and 2012,
respectively,
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Net periodic benefit cost for the years ended June 30, 2013 and 2012 included the following components
and is included in payroll taxes and benefits in the accompanying consolidated statements of operations
and changes in net assets:

2013 2012
Service cost $ 572 —
Interest cost 8,615 9,150
Expected return on plan assets (10,702) (10,837
Amortization of loss 4,588 788
Net periodic pension cost (benefit) $ 3,073 (899)

(a) Assumptions

The Corporation used the following actuarial assumptions to determine its benefit obligations at
June 30, 2013 and 2012, with measurement dates of June 30, 2013 and 2012:

2013 2012
Discount rate 4.65% 4.0%

The Corporation used the following actuarial assumptions to determine its net periodic benefit cost
for the years ended June 30, 2013 and 2012:

2013 2012
Discount rate 4.0% 5.5%
Expected long-term rate of return on plan assets 7.5% 8.5

This discount rate is based on a proprietary yield curve fool used by the Plan’s actuary, which uses a
composite of high-yield, investment-grade corporate bonds, and the projected payouts from the Plan
to develop an equivalent yield rate to use in determining plan liabilities,

The expected long-term rate of return on plan assets was based on the asset allocation mix and the
long-term historical return for each asset class, taking into account current and expected market
conditions. The actual return (loss) on pension plan assets was approximately 10.9% and {(1.8)%
during the years ended June 30, 2013 and 2012, respectively. In the calculation of pension plan
expense, the expected long-term rate of return on plan assets is applied to a calculated vatue of plan
assets that recognizes changes in fair value over a four-year period. This practice is intended to
reduce year-to-year volatilily in pension expense, but it can have the effect of delaying the
recognition of differences between actual returns and expected returns based on the long-term rate of
return assumptions.
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(h)  Pension Plan Assets
The asset allocation of the Corporation’s pension plan at June 30, 2013 and 2012 is as follows;
2013 2012
-Equity securities ... 5 82,725 - 76,763
Debt securities - 59,192 T 46,931 ¢
Other o T 2;155—— 8;695
Total b 144,072 132,389

Pension plan assets are managed according to an investment policy adopted by the Plan’s trustees.
Professional invesiment managers aré reiaineéd {0 manage specific asset classes-and-professional ——--

consulting is utilized for investment performance reporting. The primary ohjective of the Plan’s
trusices is to achieve the highest possible total return commensurate with safety and preservation of
capital in real, inflation-adjusted terms. The objective includes having funds invested in the long
term, which protect the principal and produce returns sufficient to meet future benefit obligations.
The investment policy includes an asset allocation that includes equity securities, debt securitics, and
cash/other investments. The target allocations are 7% cash and bonds, 19% low volatility hedge,
54% global equity, and 20% long-short hedge. Assets are rebalanced quarterly when balances fall
outside of the approved range for each asset class.

In accordance with FASB ASC 820, financial assets and financial liabilities measured at fair value
are grouped in three levels, based on the markets in which the assets and liabilities are traded and the
reliability of the assumptions used to cstimate fair value. These levels and the adoption of
FASB ASC 820 are turther discussed in note 4.

Following is a description of the valuation methodologies used for plan assets measured at fair value.

. Mutual Funds: Valued at the NAV of shares held by the plan at year-end.

o Common and Collective Trusts: Valued at fair value of the underlying assets on close of the
valuation date and expressed in umnits. The unit value is determined at the valuation date by
dividing the value of the entire common and collective trust by the number of units.

) Real Estate Investment Fund and Hedge Fund: Valued based on the fair value of the
underlying assets as supported by audited financial statements.

The methods described above may produce a fair value calculation that may not be indicative of net
realizable value or reflective of future fair values. Furthermore, while the Plan belisves its valuation
methods are appropriate and consistent with other market participants, the use of different
methodologies or assumptions to determine the fair value of certain financial instroments could
result in a different fair value measurement at the reporting date,
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The following table sets forth by level, within the fair value hierarchy, the Plan’s assets at fair value

as of June 30, 2013:

Total fair
Assets value Level 1 Level 2 Level 3
Cash and money markets  § 2,155 2,155 — —
Mutual funds:
Fixed income 34,833 34,833 — —
Large cap 28,098 9,761 — 18,337
Mid cap 7.782 7,782 — —
Small cap 4,991 4,991 — —
Foreign stock and emerging
markets 31,142 25,757 — 5,385
Hedge capital appreciation
fund 24,359 — — 24,359
Long-short hedge 9,205 — — 9,205
Private equity 1,507 — — 1,507
Total plan assets
at fair value § 144,072 85,279 — 58,793

The following table sets forth by level, within the fair value hierarchy, the Plan’s assets at fair value

as of June 30, 2012:

Total fair
Assets value Level 1 Level 2 Level 3
Cash and money markets h 8,695 8,695 — —
Mutual funds:
Fixed income 24,506 24,506 — —
Large cap 23,418 8,083 — 15,335
Mid cap 6,176 6,176 — —
Small cap 4,027 4,027 — —
Emerging market funds 27,180 22,381 — 4,799
Hedge capital appreciation
Fund 22,425 22,425
Long-short hedge 8,410 — — 8,410
Distressed debt 6,459 — — 6,459
Private equity 1,093 — - 1,093
Total plan assets
at fajr value  § 132,389 73,868 — 58,521
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The following table presents a reconciliation of the beginning and ending balances of those Level 3
assets.

(c)

Fair value
measurements
Level3
— ——————TFairvalue-lune 302041 — . . 5. . 42 610_
Realized and unrealized gains, net 2,052
Purchases, issuances, and
settlements, net 13,859
Fair value June 30, 2012 58,521
__.._ _Realized and unrealized gains,net 6,880
Purchases, issuances, and -
settlements, net {6,608)
Fair value June 30, 2013 5 58,793

At June 3¢, 2013 and 2012, the Plan held $58,793 and $58,521, respectively, in alternative
investments, reflected as Level 3 assets in the above table, which are not publicly traded. These
investment instruments contain elements of both credit and market risk. Such risks may include, but
are not limited to, limited liquidity, absence of regulatory oversight, dependence upon key
individuals, emphasis on speculative investments (nonmarketable investments), and nondisclosure of
portfolio composition. Because these investments are not readily marketable, their estimated value is
subject to uncertainty and, therefore, may differ from the value that would have been used had a
readily available market for such investments existed. These investments represented 40.8% and
44.2% of Plan assets at June 30, 2013 and 2012, respectively.

Cash Flows

The Corporation’s policy with respect to funding the Plan is to fund at least the minimum required
by the Employee Retirement Income Security Act of 1974, as amended, plus such additional
amounts deemed appropriate. In fiscal year 2014, Southwest expects to contribute approximately
$6,300 to the Plan.

Benefit payments are expected to be paid as follows for the fiscal years ended June 30:

Pension

o benefits
2014 $ 6,645
2015 7,265
2016 8,097
2017 8,789
2018 9,620
2019-2023 58,138
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- T (In thousands of dollars)

Expected benefit payments presented above are based on actuarial estimates. Actual benefit
payments may vary significantly from these estimates.

Management is not aware of any settlements or curtailments that would require additional
recognition during 2013.

Defined Confribution Retirement Plans

The Corporation sponsors two defined contribution retirement plans for the employees of PeaceHealth and
Southwest, At June 30, 2013, employees of Southwest are e¢ligible for the Southwest Plan and employees
of the PeaceHealth operating divisions are eligible for the PeaceHealth Plan. There had not been an
integration of the plans as of June 30, 2013 or 2012. These plans cover substantially all employees of
PeaceHealth meeting certain age and length of service requirements. Total defined contribution retirement
plan costs charged to operations were approximately $66,912 and $65,221 for the years ended June 30,
2013 and 2012, respectively, and are included in payroll taxes and benefits in the accompanying
consolidated statements of operations.

PeaceHealth Deferred Compensation Plans

The estimated fair value associated with the plan assets of the Corporation’s 457(b) and 457(f)
postretirement savings plans, in the amount of approximately $32,107 and $24,597 at June 30, 2013 and
2012, respectively, is included in assets whose use is limited, cash and investments, with a corresponding
amount included in other long-term liabilities.

Restricted Net Assets

Restricted net assets are those whose use by the Corporation has been limited by donor-imposed
restrictions to a specific time period and/or purpose. Permanently restricted net assets have been restricted
by donors to be maintained in perpetuity.

Temporarily restricted net assets are available for the following purposes at June 30:

2013 2012
Purchase of property, plant, and equipment 3 16,986 14,015
Hospice and indigent care 3,430 2,946
Patient care 12,846 13,993
Other 4,536 4,690
$ 37,798 35,644
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The income on the following permanently restricted net assets is available for these purposes at June 30:

2013 2012
Purchase of property, plant, and equipment $ 699 545
Hospice and indigent care 8,085 1322
Patient care operating activities 16,476 2543
— Othar———— L, .- 's JR 970
8 26,050 11,380

(1)

Approximately $6,571 and $23,016 were released from restriction for capital expenditures made during

-+ ———2013 and-2012; respeetively- - — - m o : -

Charitable Gift Annuities

The Corporation has been granted a license by the State of Washington, Office of Insurance
Commissioner, to issue Charitable Gift Annuities in support of its charitable activities, The Corporation
has delegated all its charitable fund raising activities to several fund raising foundations whose net assets,
held for the beneficial interest of the Corporation, are shown on the consolidated balance sheets of the
Corporation, In fiscal 2013, the liability for annuity contracts issued under the PeaceHealth license and the
separately maintained reserve accounts are recorded on the books of PeaceHealth. In fiscal 2012 the
lability for annuity contracts and the separately maintained reserve accounts were recorded by the
foundations which support the hospitals that the donors designated to benefit from their charitable gift
annuity contributions. As of June 30, 2013 and 2012, the following liabilities for annuity contracts issued
under the Cotporation license and reserve account investments were recorded;

2013 2012
State of Washington gift annuity liabilities {other long-term $ 887 597
liabilities)
Gift annuity reserve accounts (other assets whose use is
limited, cash and investments) 1,089 702

During the fiscal 2013 the gift annuities issued under the license held by PeaceHealth Southwest Medical
Center Foundation were transferred to the PeaceHealth license and are included in the above table.

Commitments and Contingent Liabilities
(a) Litigation

Various laws and regulations of federal, state, and local governments govern the healthcare industry.
These laws and regulations are subject to ongoing government review and interpretation, as well as
regulatory actions unknown or unasserted at this time, The Corporation is also involved in litigation
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(12)

and regulatory investigations arising in the normal course of husiness. After consultation with legal
counsel, management estimates that these matters will be resolved without material adverse effect on
the Corporation’s future financial position or results of operations.

(b} Operating Leases

The Corporation leases, for a nominal amount, the buildings and certain equipment for Ketchikan
General Hospital from the City of Ketchikan, Alaska under a 10-year lease that expires in 2023,

Rent and lease expense Future minimum lease payments under noncancelable operating leases {with
initial or remaining lease terms in excess of one year) as of June 30, 2013 are as follows:

Operating
leases
Year ending June 30:

2014 $ 18,758
2015 17,404
2016 16,020
2017 14,683
2018 11,384
Later years, 2019 through 2023 50,290
Total minimum lease payments $ 128,539

Rent expense related to all operating leases was $35,119 and $34,482 during the years ended June
30, 2013 and June 30, 2012, respectively, and was included in supplies and other expenses in the
consolidated statements of operations.

fc)  Collective Bargaining Agreements

Approximately 26% and 27% of the Corporation’s employees arc covered under collective
bargaining agreements, including nurses, professional employees, and service employees as of
June 30, 2013 and 2012, respectively. The Corporation’s various collective hargaining agreements
expire between September 2013 and March 2016.

Insurance Coverages

The Corporation has a self-insurance program for hospital and physician professional and general liability
claims under which the Corporation contributes actuarially determined amounts to a trust to fund estimated
ultimate losses. In connection with the self-insurance program, the Corporation has accrued estimates for
asserted and incurred but not reported claims, including both the expected liahility under each claim and
the cost to administer the claim. Self-insured professional and general liability retention in 2013 and 2012
was $5,000 per occurrence and $20,000 in aggregate. Individual general and professional liability claims in
excess of the above self-insured retention levels are insured through a claims-made excess insurance
policy.

35 {Continued)



PEACEHEALTH
Notes to Consolidated Financial Statements
June 30, 2013 and 2012
(In thousands of dollars)

The Corporation also self-insures all or a portion of liabilities for medical and dental benefit plans,
unemployment, and workers’ compensation claims. Funding levels and liabilities are determined based on
actuarial studies

Based on the actuarial studies, the Corporation has recorded a lability for all of the self-insurance
programs.of approximately $74,006 and $68,671 at June 30, 2013 and 2012, respectively. The liabilities.

_are classified within other current liabilities and other long term liabilities based on the historical amounts

(13)

14

paid within one year. Total current amounts included in other current liabilities wére approximmately
$22,156 and $20,925 at June 30, 2013 and 2012, respectively. In accordance with the adoption of ASU
No. 2010-24, Health Care Eniities (Topic 954); Presenfation of Insurance Claims and Related Insurance
Recoveries, management has recorded amounts receivable from excess insurance carriers totaling $5,384
and §5,587 as of June 30, 2013 and June 30, 2012, respectlvely, which is mcluded in other receivables in

" the'accompanyifig Lonsohdatéd ‘balancesheets. e

‘The Corporation is a minority investor in American Excess Insurance Exchange (AEIX). AEIX is a risk

retention group owned by a group of healthcare providers and provides them with excess professional
liability insurance coverage. The Corporation accounts for its interest in AEIX on the equity method of
accounting less mandatory withdrawal penalties and an estimated discount to present value. As of June 30,
2013 and 2012, the carrying value of AETX was approximately $10,673 and $14,868, respectively, and is
recorded in investments in joint ventures and other on the consolidated balance sheets. Investment income
from AEIX is recorded as an adjustment to supplies and other operating expenses in the accompanying
consolidated statements of operations.

Functional Expenses

The Corporation provides general healthcare services to residents within its geographic location. Expenses
related to providing these services are as follows:

2013 2012
Healthcare services 5 1,878,664 1,877,186
General and administrative 28_2,245 273,810
$ 2,160,909 2,150,996

Subsequent Events

In connection with the preparation of the consolidated financial statements in accordance with FASB ASC
Topic 855, Subsequent Events, the Corporation has evaluated subsequent events through Qctober 1, 2013,
which is the date the consolidated financial statements were issued.
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Suite 3800
1300 Scuth West Filth Avenue
Portland, OR 97201

Independent Auditors” Report

The Board of Directors
PecaceHealth:

We have audited the accompanying consolidated balance sheets of PeaceHealth (the Corporation)
{a Washington not-for-profit corporation) as of June 30, 2012 and 2011, and the related consolidated
statements of operations, changes in net assets, and cash flows for the years then ended. These consolidated
financial statements are the responsibility of the Corporation’s management. Qur responsibility is to
express an opinion on these consolidated financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America, Those standards require that we plan and perform the audits to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes consideration of
internal control over financial reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the Corporation’s
internal control over financial reporting, Accordingly, we express no such opinion, An audit also includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements,
assessing the accounting principles used and significant estimates made by management, as well as
evaluafing the overall financial statement presentation. We believe that our audits provide a reasonable
basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material
respects, the financial position of Peacelealth as of June 30, 2012 and 2011, and the results of its
operations, changes in net assets, and cash flows for the years then ended in conformity with U.S. generally
accepted accounting principles. '

KPMas LLP

October 18, 2012

KPMG LLP is a Delaware limited lizbilly parinership, &
the U8, member firm of KPMG internallonal Cooperative i Office
{"KPMG Intemational”), a Swiss entity. 1812-2082



PEACEHEALTH
Consolidated Balance Sheets

June 30, 2012 and 2011
(In thousands)
Assets 2012 2011
Current assets:
Cash and cash equivalents $ 147,179 147,345
Short-term investments (note 4) 300,926 245,396
Agccounts receivable, net (note 6) 253,312 251,312
Other receivables 31,620 28,243
Assets under securities lending agreement (note 4) — 23,4597
= __Iuventory“of‘supplies ST e e e e __'"_'_33;820_ s 33‘,030
Prepaid expenses and other 20,912 25,476
Asgsets whose use is limited that are required for current liabilities 23,258 22,578
Total current assets 811,027 776,839
Assets whose use is limited: - S
Cash and investments (note 4) 619,483 555,762
Investments in joint ventures and other 40,838 56,214
Total assets whose use is limited 660,321 611,976
Less current portion (23,258) (22,578)
Net assets whose use is limited 637,06_3 589,398
Property, plant, and equipment:
Land and improvements 118,297 115,184
Buildings, fixed equipment, and other 1,565,987 1,550,109
Moveable equipment 570,371 530,680
Construction in progress 61,236 57,355
Total property, plant, and equipment 2,315,891 2,253,328
Less accumulated depreciation (928,722) (800,696)
Net property, plant, and equipment 1,387,169 1,452,632
Deferred financing costs, net 6,829 8,088
Interest in net assets of related foundations 32,663 30,099
Other assets 54,516 45,791
Total assets $ 2,929,267 2,902 847
2 (Continued)
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June 30, 2012 and 2011

R ¢ 1 B (TVEE:TTi ) S

Liabilities and Net Assets

Current liabilities:
Accounts payable
Accrued payroll, payroll taxes, and employee benefits
Accrued interest payable
Other current liabilities
Medical claims payable
Reimbursement settlements payable
Payable under securities lending agreement (note 4)
Current portion of Jong-term debt (note 7)

Total current liabilities
Other long-term liabilities
Long-term debt due after one year (note 7)

Net assets:
Unrestricted
Temporarily restricted (note 12)
Permanently restricted (note 12)

Total net assets

Total liabilities and net assets

See accompanying notes to consolidated financial statements,

2012 2011
$ 70,644 87,726
136,200 138,584
4,545 4,701
40,745 33,878
6,533 7,649
22,089 8,500
— 23,459
18,033 15,891
208,789 320,388
324,921 186,838
830,381 833,529
1,428,152 1,504,629
35,644 46,295
11,380 11,168
1,475,176 1,562,092
$ 2,929,267 2,902,847




PEACEHEALTH
Consolidated Statements of Operations

Years ended June 30, 2012 and 2011

(In thousands)
2012 2011
Revenues:
Net patient service revenue (note 2) 2,126,236 1,774,469
Premium revenue 141,598 67,303
Other operating revenue 67,041 57,054
"Fotal revenues 2,334,875 ~-1,898,826-
~Expenses: - o - -
Salaries and wages 061,564 809,703
= Payroll taxes and benefits 237,300 208,587
- Professional fees 26,274 19,626
Medical claims expense 104,007 47,232
..e—.—_  Supplies and other expenses . _ 668050 535,880
Provision for bad debts 133,814 91,862
Depreciation and atnortization of other assets 146,517 126,050
Interest and amortization of deferred financing costs 43,810 39,770
Total expenses 2,321,345 1,878,710
Excess of revenues over expenses from operations 13,530 20,116
Other income (loss):
Contribution from the Southwest affiliation (note 1(b)) —— 487,026
Investment income, net (note 4) 12,629 66,034
Gain on investments recorded on the equity method 6,474 3,865
Change in valuation of interest rate swaps (77,564) 15,558
Other 1,628 061
Total other income, net {56,833) 573,444
{Deficiency) excess of revenues over expenses (43,303) 593,560
Donations for land, buildings, and equipment 3,808 1,753
Net assets released from restrictions 19,208 8,101
Change in interest in net assets of related foundations 653 3,932
Change in pension liability (57,499) (1,699)
Other changes in unrestricted net assets 656 4,356
(Decrease) increase in unrestricted net assets (76,477) 610,003

See accompanying notes to conselidated financial statements,




Net assets at June 30, 2010

Excess of revenues over expenscs

Restricted contribution fhoin the Southwest affiliation
Other restricted contributions

Donations for land, buildings and equipment

Net assets released from restrictions

Change in interest in net assets of related foundations
Change in pension liability

Other changes in net assets

Change in net assets

Net assets at June 30, 2011

(Deficiency) excess of revenues over expenses

Other restricted contributions

Donatiens for land, buildings and equipment

Net assets released from restrictions

Change in interest in net assets of related foundations
Change in pension liability

QOther changes i net assets

Change in net assets

Net assets at June 30, 2012

Sec accompanying notes to consolidated financial statements.

PEACEHEALTH
Consolidated Statements of Changes in Net Assets
Years ended June 30,2012 and 2011

(In thousands)
Temporarily Permancntly
Unrestricted restricted restrieted Total

$ 894,626 20,611 3,437 G18,674
593,560 1,064 — 594,624

— 23,476 7,324 30,800

— i1,518 —_— 11,518

1,753 — — 1,753
8,101 (11,928) — (3,827

3,932 2,520 190 6,642
{1,699) — — (1,699)

4,356 (966} 217 3,607

610,003 25,684 7,731 643,418
1,504,629 46,295 11,168 1,562,092
(43,303} 17 — {43,286)

— 1,718 8 1,726

3,808 6,484 — 10,292

19,208 (20,322) —_ (1,114)

653 1,708 203 2,564

(57,499 — — {57,499

656 (256) 1 401

(76,477) (10,651 212 (86,916)

% 1,428,152 35,644 11,380 1,475,176
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PEACEHEALTH
Consolidated Statements of Cash Flows
Years ended June 30, 2012 and 2011

‘Cash flows from opcrating activities:

Change in net assets
operating activities:
Depreciation and amortization

Provision for bad debts

Regtricted contributions
Realized gains on investiments

Equity investment gain

Increase in:
Accounts receivable, net
Oiher assets

Increase (decrease) in;

Other liabilities

Cash flows from investing activities:
Contribution of cash from the Southwest affiliation
Purchase of property, plant, and equipment

Purchase of investments

Sales and maturities of investments

Change in securities lending asset

Decrease in assets whose use is limited, other

Cash flows from financing activities:
Proceeds fiom long-term borrowings
Principal payments on long-term debt
Proceeds from restrieted contributions
Change in securities lending liability

Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of year

Supplemental disclosure of cash flow information:
Contribution from the Southwest affiliation

(In thousands)
2012 2011
$ (86,916} 643,418
Adjustments to reconcile change in nct assets to net cash provided by
Contribution from the Southwest affiliation — {517,826}
149,648 126,435
((Gain) loss on salg of land held for sale and property, plant, and equipment (2,180) 6,204
133,814 EBE2 e
— . 57499 1,699
(10,300) (L,73%)
Net change in unrealized gains (losses) on investments 7,920 (42,575)
“71) (3,706)
Valuation adjustments on swap arrangemcnts 77,564 (15,637)
(6,474) {3,865)
Increase in interest in net assets of related foundations (2,564) (6,642)
— 7 Changes imroperating assets and !iabilities; - —----- - SRR - T s s e
(139,191) (116,388)
(4,951) (31,937
Accounts payable {nct of capita] expenditures) (17,082) 17,249
Accrued payroil, payroll taxes, and employee benefits (2,384) 20,576
22,204 (8,478)
Net cash provided by operating activitics 176,136 158,636
- 32,738
(82,257 (89,910)
Proceeds from sale of land held for sale and property, plant, and equipment 3,383 1,255
{303,915 (78,764)
193,879 50,957
23,459 (7,132)
5,186 9,573
Wet cash used in investing activities (160,265) (81,283)
213,500 9,131
(216,378) (10,967
10,300 1,753
(23,459) 3,107
Net cash (used in) provided by financing activities {16,037) 3,024
Net (deerease) increase in cash and cash equivalents (166) 80,377
147,345 66,968
$ 147,179 147,345
8 —— (517,826)

Sec accompanying notes to consolidated financial statements.
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PEACEHEALTH
Notes to Consolidated Financial Statements

June 30, 2012 and 2011

Organization

(a) Corporate Structure

@)

PeaceHealth (the Corporation) is a Washington not-for-profit corporation with its corporate office
located in Vancouver, Washington, which is sponsored by the Sisters of St. Joseph of Peace, and is
recognized to be a Private Pontifical Juridic Person by the Roman Catholic Church. At June 30,
2012, the following regional healthcare delivery systems and operating divisions were components
of the Corporation:

Southeast Alaska Region:
PeaceHealth Ketchikan Medical Center

‘Whatcom Region:
PeaceHealth St. Joseph Medical Center

Lower Columbia Region:
PeaceHealth St. John Medical Cenier

Southwest Washington Health System (Southwest):
Peacelealth Southwest Medical Center
Southwest Medical Group
PeaceHealth Southwest Medical Center Foundation
Property and Building Company, LLC
Columbia United Providers (CUP)

Oregon Region:
PeaceHealth Sacred Heart Medical Center at University District
PeaceHealth Sacred Heart Medical Center at RiverBend
PeaceHealth Cottage Grove Community Medical Center

Siuslaw Region:
PeaceHealth Peace Harbor Hospital

Systemwide Organizations:
PeaceHealth Medical Group
PeaceHealth Laboratories
PeaceHealth Self-insured Trusts

These healthcare delivery systems and operating divisions, provide inpatient, outpatient, ptimary
care and home care services in Alaska, Washington and QOregon, The Corporation operates these
businesses primarily in Ketchikan, Alaska; Bellingham, Longview and Vancouver, Washington;
Springfield, Bugene, Florence and Cottage Grove, Oregon.

Southwest Washington Health System Affiliation

On January 1, 2011, the Corporation became the sole corporale member of Southwest, The financial
position and results of operations of Southwest have been included in the consolidated financial
statements of the Corporation since thal date, Southwest’s operations primarily consist of two

7 (Continued)




PEACENEALTH
Notes to Congolidated Financial Statements
June 30, 2012 and 2011
(In thousands of dollars)

hospital campuses, several medical groups, a fundraising foundation, a Medicaid health plan {CUP),
and certain other entities located in the Vancouver, Washington service arca.

This transaction was accounted for as an acquisition under Accounting Standards Codification

(ASC) 958-805, Not-for-Profit Entities — Business Combinations. No consideration was paid by the

Corporation to acquire the net assets of Southwest. The affiliation resulted in an exeess-of -assets— -~ -

—acquired_over__liabilities_assumed, or_a_conitibution _from_Southwest to the Corporation

of ,

approximately $517,826. The unrestricted portion of the contribution of $487,026 is included in
other income in the accompanying consolidated statement of operations, The remaining $30,800 of
the contribution was restricted and is recorded in restricted net assets in the consolidated statement of

changes in net assets.

liabilitics assumed as of January 1, 2011:

Tangible assets acquired
Intangible assets acquired
Liabilities assumed
Noncontrolling interests

Total identifiable net assets assumed/ contribution

"~ The following (able sutriiarizes the fair value estimates of the Southwest assets acyuired and

$ 808,028
22,717
(310,893)
(2,026)

$ 517,826

The fair value of the intangible assets acquired of $22,717 consisted primarily of trade names
(Southwest and Southwest Medical Center) valued at approximately $21,990, which has been

assigned an indefinite useful life.

The following are the financial results of Southwest included in the Corporation’s 2011 consolidated
statement of operations during the six-month period from the date of the affiliation through June 30,

2011:

Total revenues
Deficiency of revenues over expenses from operations
Excess of revenues over expenses

§

351,960
(1,307
8,690

The following pro forma consolidated financial information presents the Corporation’s results as if
the affiliation had been reported as of the beginning of the Corporation’s fiscal year of July 1:

Total revenues $
Excess of revenues over expenses from operations

Excess of revenues over expenses

Total assets

2011
Actual Pro forma
1,898,826 2,239,666
20,116 17,241
593,560 635,744
2,902,847 2,902,848

{Continued)
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PEACEHEALTH
Notes to Consolidated Finaneial Statements
June 30, 2012 and 2011
" (In‘thousands of dollars)

Summary of Significant Accounting Policies

(a)

(®)

{c)

@)

(e)

(g

Consolidation

The consolidated financial statements include the accounts of the Corporation and its controlled
affiliates, All significant intercompany transactions and balances have been eliminated.

Estimates

The preparation of financial statements in conformity with accounting principles generally accepted
in the United States of America requires management to make estimates and assumptions that affect
the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the
date of the consolidated financial statements and the reported amounts of revenues and expenses
during the reporting period. Actual results may differ {from those estimates. The significant estimates
in the Corporation’s consolidated financial statements include accounts receivable allowances,
reimbursement settlements payable, valuation of alternative investments, interest rate swaps, pension
obligations, incurred but not reporied amounts related to accrued healthcare costs, and liabilities
related to self-insurance programs.

Cash and Cash Equivalenis

Cash and cash equivalents consist of petty cash, cash in demand bank accounts, and all highly liquid
debt instruments purchased with an original maturity of three months or less other than those
amounts included in assets whose use is limited by the board of directors. The Corporation held cash
equivalents of approximately $117,787 and $86,159 as of June 30, 2012 and 2011, respectively.

Short-Term Investments

Short-term investments consist primarily of certificates of deposit, U.S. government, and other
investment-grade securities, which are carried at fair value. Investment income or loss (including
realized and unrealized gains and losses and interest and dividends) is included in the excess of
revenues over expenses.

Inventory of Supplies

Inventory is valued on a last-in, first-out basis, weighted average cost.

Other Receivables

Other receivables primarily consist of amounts receivable from the states of Oregon and Washington
and third-party payors related to Medicaid programs, amounts receivable from excess insurance
carriers, and other miscellancous amounts due for rent, meals, various scttlements, and other items.

Assets Whose Use is Limited

The majority of these assets have been set aside by management of the Corporation for future capital
improvements and other purposes, over which management retains control and may, at its discretion,
subsequently use for other purposes. Amounts required to meet current liabilities of the Corporation
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have been reclassified as current in the consolidated balanee sheets at June 30, 2012 and 2011. These
items consist primarily of assets held by trustees under indenture agreements, investments in
marketable equity and fixed income securities, mutual funds, and investments in joint ventures.
Money market funds and all marketable securities have readily determinable market values and are,

 therefore, eatried at fair value. The investments in joint ventures and other are accounted for using

the equity or cost method. o

(h)

Property, Plant, and Equipment

Property, plant, and equipment are stated at cost. Improvements and replacemenis of plant and
equipment are capitalized. Maintenance and repairs are expensed as they are incurred. When
property, plant, and equipment is sold or retired, the cost and the related accumutated depreciation

@

k)

are removed from the accounts; and the resulting gain-or loss is-recorded.—

The Corporation assesses potential impairment of its long-lived assets when there is evidence that
events or changes in circumstances have made recovery of the asset’s carrying value unlikely. An
impairment loss is indicated when the sum of expected undiscounted future net cash flows is less
than the carrying amount. The loss recognized is the difference between the fair value and the
carrying amount. No impairment losses were recognized during the years ended June 30, 2012 and
2011.

Depreciation

Depreciation on property, plant, and equipment is computed using the straight-line method over the
following estimated useful lives:

Land improvements 5—25 years

Buildings and improvements 5 — 80 years

Fixed equipment 10 — 25 years

Leasehold improvements Shorter of remaining length of
the lease or useful life

Moveable equipment 3 —-20 years

Deferred Financing Costs

These costs are amortized over the lives of the related debt issuances using the effective interest
method.

Other Assets

Other assets includes the estimated fair value associated with the plan assets of the Corporation’s
457(b) and 457(f) postretirement savings plans, in the amount of approximately $21,360 and $13,865
at June 30, 2012 and 2011, respectively, with a corresponding amount included in other long-term
liabilities. In addition, other assets include the estimated fair value associated with intangible assets,
primarily the tradenames “Southwest Washington Health System™ and “Southwest Medical Center.”
As a result of the affiliation transaction, approximately $21,990 was assigned to these intangible
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assets, which have indefinite useful lives. Intangible assets with indefinite lives are evaluated
annually for impairment. No impairment losses were recognized during the years ended June 30,
2012 and 2011.

Other Long-Term Liabilities

The caption other long-term liabilities on the consolidated balance sheets consists primarily of the
estimated fair value associated with the Corporation’s interest rate swaps of approximately $154,591
and $77,106 at June 30, 2012 and 2011, respectively; the liability for the Southwest pension plan of
approximately $85,857 and $41,101 at June 30, 2012 and June 30, 2011, respectively; and the
long-term portion of the liability for the self-insurance programs of approximately $39,849 and
$27,620 at June 30, 2012 and 2011, respectively.

Contributions and Grants

Contributions and grants are recognized as revenue upon receipt of the donor’s pledge to contribute.
Contributions and grants are cousidered to be available for unrestricted use unless specifically
restricted by the donor. Amounts pledged that are restricted by the donor for specific purposes are
reported as temporarily restricted or permanently restricted support. Unconditional promises fo give
that are silent as to the due date are presumed to be time restricted by the donor until received and
are reported as temporarily restricted net assets,

A donor restriction expires when an unconditional promise with an implicd time restriction is
collected or when the purpose for the restriction is accomplished. Upon expiration, temporarily
restricted net assets are reclassified to unrestricted net assets and are reported in the consolidated
statements of operations as net assets released from restrictions. Restricted contributions received in
the same year in which the restrictions are met are recorded as an increase in restricted support at the
time of receipt and as net assets released from restrictions at the titne restrictions are met.

Permanently restricted net assets include the principal amount of contributions with the stipulation
from the donor that the principal be maintained in perpetuity and only the income is available to be
expended for purposes specified by the donor, if any.

Interest in Net Assets of Related Foundations

The Corporation accounts for activities with its unconsolidated related foundations in accordance
with applicable accounting guidance. That guidance requires the Corporation to recognize its
interests in the net assets of these foundations on the consolidated balance sheet as the asset caption
interest in net assets of related foundations, and the annual changes as shown in the consolidated
statement of changes in net assets.
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{0) Net Patient Service Revenues

The Corporation has agreements with third-party payors that provide for payments of amounts
different [rom established charges. The Corporation’s net patient service revenue came from the
following sources:

Medicare 34% 33% T
B Medicaid 9 11
- Commetcial and other 49 50
Private pay 8 6
R el 100% 100%

There is a corresponding significant concentration of credit risk in net accounts receivable balances
at June 30, 2012 and 2011:

2012 2011
Medicare 27% 31%
Medicaid 9 10
Commercial and other 64 53
Private pay — 6
100% 100%

The Corporation has estimated payments for services rendered to Medicare and Medicaid patients
during the year by applying the payment principles of the applicable governmental agencies and
believes that an adequate provision has been made in the accompanying consolidated financial
statements for final settlement. Estimates of final settlements due to and due from Medicare,
Medicaid, and other third-party payors have been reflected as a reimbursement settlement payable
and other receivables in the accompanying consolidated balance sheets. Differences between the net
amounts accrued and subsequent settlements are recorded in operations at the time of settlement.

Reimbursement for inpatient services rendered to Medicare recipients has been made principally
under a prospective pricing system based on diagnosis-related groups. Most outpatient services
provided to Medicare patients are reimbursed based on prospectively determined rates. Services to
Medicaid patients are also reimbursed based on a combination of prospectively determined rates and
cost reimbursement methodology. Continuation of these reimbursement programs at the present
level, and on the present basis, is dependent upon future policies of federal and state governmental
agencies. The Corporation has three critical access hospitals that are exempt from both inpatient and
outpatient prospective payment systems. Inpatient and outpatient services rendered to Medicare and
Medicaid program beneficiaries at critical access hospitals are reimbursed based on costs. Interim
reimbursement to critical access hospitals is based upon tentative rates and reiroactive adjustment is
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made to actual cost during final settlement by either the Medicare fiscal intermediary or the
applicable state’s Medicaid agency. Charges made on behalf of providers employed by the medical
groups in the Corporation are generally reimbursed on a fee schedule for Medicare and commercial
patients and on a cost basis for Medicaid patients.

The Corporation has also entered into payment agreements with certain commercial insurance
carriers, health maintenance organizations, and preferred provider organizations. The basis for
payment to the Corporation under these agreements includes prospectively determined rates per unit
of service and discounts from established charges, Most arrangements provide for payment or
reimbursement to the Corporation at amounts different than established rates. Contractual discounts
represent the difference between established rates for services and amounts paid or reimbursed by
these third-party payors.

Premium Revenue and Accrued Healthcare Costs

The Corporation’s majority-owned subsidiary, CUP, receives premium revenues that consist of
premiums paid by the State of Washington for healthcare services. Premium revenues are received
on a prepaid basis and are recognized as revenue during the month with which the premiums are
associated. All of CUP’s premium revenues were received under two primary contract sources at the
State of Washington (the State), the Basic Health Plan and Healthy Options. The Corporation
recognized premium revenues of $141,598 and $67,303 for the year ended June 30, 2012 and the
six months ended June 30, 2011, respectively, which is included as premium revenue in the
accompanying consolidated statements of operations. The related medical expense recognized by
CUP was $124,019 and $59,682 for the year ended June 30, 2012 and the six months ended June 30,
2011, respectively, and is included in medical claims expense in the consolidated statements of
operations.

The contract with the State expired on July 1, 2012, CUP has entered into an agreement with another
health pian that has been awarded the coniract from the State for the period July 1, 2012 through
December 31, 2013, Under this contract, in return for receiving a defined premium amount from the
other health plan, CUP will be responsible for providing medical, hospital, pharmaceutical and
related medical services to Healthy Options and Basic Health members assigned to CUP from the
other plan. Under the terms of its contract with the other health plan, CUP will continue to perform
most of the administrative services for assipned members that it previously performed under the
expiring contract,

CUP has stop-loss reinsurance indemnifying it against the cost of providing services to individual
enrolled participants at 90% in excess of $125,000 for hospital charges up to a maximum of
$1,000,000 per year for each enrolled member.

Provision for Bad Debits

The Corporation provides for an allowance against patient accounts receivable for amounts that
could become uncollectible. The Corporation estimates this allowance based on the aging of
accounts receivable, historical collection experience by payor, and other relevant factors. There are
various factors that can impact the collection trends, such as changes in the economy, whieh in turn

13 {Conlinued)




PEACEHEALTH
Notes to Consolidated Financial Statements
June 30, 2012 and 2011
| (In thousands of dollars)

have an impact on unemployment rates and the number of uninsured and underinsured patients, the
increased burden of copayments to be made by patients with insurance coverage and business
practices related to collection efforts. These factors continuously change and can have an impact on
collection trends and the estimation process used by the Corporation.

Other Operating Revenue _ : AT

7

{w)

Other operating revenue includes reverue from nonpafient care scrvices, cliffical space-tental
revenues, and contributions both unrestricted in nature and those released from restriction (other than
the Southwest affiliation contribution) to support operating activities.

Excess of Revenues over Expenses
Excess of revenues over expenses includés resiilts from the Coiporation’s operatingand-investing~ -
activities. Changes in unrestricted net assets not included in excess of revenues over expenscs
include net assets released from restriction for the purchase of property, changes in the Corporation’s

interest in the net assets of noncontrolled foundations, certain changes in funded status of
postretirement benefit plans, and other.

Federal and State Income Taxes

The Corporation has received determination letters from the Internal Revenue Service stating that it
is exempt from federal income tax under Section 501(c)(3) of the Internal Revenue Code except for
tax on unrelated business income. It is management’s belief that none of its activities have produced
material unrelated business income.

The Corporation recognizes the effect of income tax positions only if those positions are more likely
than not of being sustained. Recognized income tax positions are measured at the largest amount that
exceeds a 50% probability of being realized. Changes in recognition or measurement are reflected in
the period in which the change in estimate occurs.

Recently Adopted or Issued Accounting Standards

In 2010, the Financial Accounting Standards Board (FASB) issued Accounting Standards Update
(ASU) No. 2010-24, Health Care Entities — Presentation of Insurance Claims and Related Insurance
Recoveries, which clarifies that insurance recoverics should not be netted apainst a related claim
liability. The claim liability amount should be calculated without consideration of insurance
recoveries. This standard is effective for the 2012 fiscal year and permits retrospective application
but it is not required. The adoption of this standard resulted in an increase in other payables and
corresponding increase in other long-term receivables of $5,587 in the accompanying consolidated
balance sheet as of June 30, 2012, Management determined that the amount related to 2011, was not
significant and, thercfore, has not applied the standard to the balances as of June 30, 2011.

in 2010, the FASB issued ASU No. 2010-23, Health Care Eniities — Measuring Charity Care for
Disclosure, which requires a standardized process be used by healthcare entities that provide charity
care to determine the measurement basis. Cost will be used as the measurement basis for disclosure
purposes and should include both the direct and indirect costs for providing charify care. This

14 {Continued)



")

)

T T 7 T 7 77T T {Inthousands of dollars)

PEACEHEALTH
Notes to Consolidated Financial Statements
June 30, 2012 and 2011

standard is effective for the 2012 fiscal year. The adoption of this standard resulted in a change in
presentation of balances reported as of June 30, 2011 within note 5 from $139,925 of charges
foregone to $70,058 of estimated costs related to providing charity care.

In 2011, the FASB issued ASU No. 2011-07, Presentation and Disclosure of Puatient Service
Revenue, Provision for Bad Debts, and the Allowance for Doubtful Accounts for Certain Heglth
Care Entities, which provides financial statement users with greater transparency about a healthcare
entity’s net patient service revenue and the related allowance for doubtful accounts. This update
provides information to assist financial statement users in assessing an enlity’s sources of net patient
service revenue and related changes in its allowance for doubtful accounts. The amendments require
healthcare entities that recognize significant amounts of patient service revenue at the time the
services are rendered even though they do not assess the patient’s ability to pay, to present the
provision for bad debts related to patient service revernue as a deduction from patient service revenue
{(net of contractual allowances and discounts) on their statement of operations, This standard is
effective for the 2013 fiscal year. The adoption of this standard is not expected to have a material
impact on the Corporation’s consolidated financial statements.

Healthcare Reform

As enacted, the Health Reform Law will change how healthcare services are covered, delivered and
reimbursed through expanded coverage of uninsured individuals, reduced growth in Medicare
program spending, reductions in Medicare and Medicaid Disproportionate Share Hospital payments,
and the establishment of programs in which reimbursement is tied to quality and integration, In
addition, the law reforms certain aspects of health insurance, expands existing efforts to tie Medicare
and Medicaid payments to performance and quality, and contains provisions intended to strengthen
fraud and abuse enforcement. Further, it provides for a value-based purchasing program, the
establishment of Accountable Carc Organizations (ACO’s) and bundled payment pilot programs,
which may create sources of additional revenue. On June 28, 2012, the United States Supreme Court
upheld the constitutionality of the individual mandaic provisions of the Health Reformn Law but
struck down the provisions that would have allowed Health and Human Services to penalize states
that do not implement the Medicaid expansion provisions with the loss of existing federal Medicaid
funding. States that choose not to implement the Medicaid ex