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INDEPENDENT AUDITOR’S REPORT

To the Board of Trustees of
Chattanooga-Hamilton County Hospital Authority
(d/b/a Erlanger Health System):

Report on the Combined Financial Statements

We have audited the accompanying combined financial statements of the business type activities
of Chattanooga-Hamilton County Hospital Authority d/b/a Erlanger Health System (the Primary
Health System) and its discretely presented component units, as of and for the years ended June
30, 2014 and 2013 and the related notes to the combined financial statements, which collectively
comprise the Primary Health System’s basic combined financial statements as listed in the table
of contents.

Management's Responsibility for the Combined Financial Statements

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

Auditor’s Responsibility

Our responsibility is to express an opinion on these combined financial statements based on our
audits, We conducted our audits inn accordance with auditing standards generally accepted in the
United States of America and the standards applicable to financial audits contained in
Government Auditing Standards, issued by the Comptroller General of the United States. Those
standards require that we plan and perform the audits to obtain reasonable assurance about
whether the combined financial statements are free from material misstatement.

An audit involves performing procedures to obtain sudit evidence about the amounts and
disclosures in the combined financial statements. The procedures selected depend on the
auditor’s judgment, including the assessment of the risks of material misstatement of the
combined financial statements, whether due to fraud or error. In making those risk assessments,
the auditor considers internal control relevant to the Primary Health System’s preparation and
fair presentation of the combined 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 Primary Health System’s internal control. Accordingly, we express no such
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opinion. An andit 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 combined financial statements.

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

Opinions

In our opinion, the combined financial statements referred to above present fairly, in all material
respects, the financial position of the business-type activities and the apgregate discretely
presented component units of the Primary Health System as of June 30, 2014 and 2013, and the
changes in financial position and, where applicable, cash flows for the years then ended, in
conformity with accounting principles generally accepted in the United States of America.

Emphasis of Matter

As discussed in Note A to the combined financial statements, during the year ended June 30,
2014, the Primary Health System adopted a pewly issued accounting standard that requires
retreactive adjustments to amounts previously reported as of and for the year ended June 30,
2013, with a cumulative effect adjustment to net position as of June 30, 2012. Qur opinion is not
modified with respect to this matter.

Other Matters

Required Supplementary Information: Accounting principles generally accepted in the United
States of America require that Management’s Discussion and Analysis on pages 5 to 13 be
presented to supplement the basic combined financjal statements. Such information, although not
a part of the basic combined financial statements, is required by the Governmental Accounting
Standards Board who considers it to be an essential part of financial reporting for placing the
basic combined financial statements in an appropriate operational, economic, or historical
context. We have applied certain limited procedures to the required supplementary information
in accordance with auditing standards generally accepted in the United States of America, which
consisted of inquiries of management about the methods of preparing the information and
comparimg the information for consistency with management’s respenses to our inquiries, the
basic combined financial statements, and other knowledge we obtained during our audit of the
basic combined financial statements. We do not express an opinion or provide any assurance on
the information because the limited procedures do not provide us with sufficient evidence to
express an opinion or provide any assurance.

Other Information: Our audits were conducted for the purpose of forming opinions on the
combined financial statements as a whole, The accompanying Schedule of Expenditures of
Federal Awards, as required by the U.S, Office of Management and Budget Circular A-133,
Audits of States, Local Governments, and Non-Profit Organizations, and the Schedule of
Expenditures of State and Other Financial Assistance are presented for purposes of additional
analysis and are not a required part of the combined financial statements.



The Schedule of Expenditures of Federal Awards and Schedule of Expenditures of State and
Other Financial Assistance is the responsibility of management and was derived from and relates
directly te the underlying accounting and other records used to prepare the basic combined
financial statements. Such information has been subjected to the auditing procedures applied in
the audit of the basic combined financial statements and certain additional procedures, including
comparing and reconciling such information directly to the underlying accounting and other
records used to prepare the basic combined financial statements or to the basic combined
financial statements themselves, and other additional procedures in accordance with auditing
standards generally accepted in the United States of America. In our opinion, the Schedules of
Expenditures of Federal Awards and State and Other Financial Assistance are fairly stated in all
material respects in relation to the basic combined financial statements as a whole.

Other Reporting Required by Government Auditing Standards

In accordance with Governmert Auditing Standords, we have also issued our report dated
September 17, 2014 on our consideration of the Primary Health System’s internal control over
financial reporting and on our tests of its compliance with certain provisions of laws, regulations,
contracts and grant agreements, and other matters. The purpose of that report is to describe the
scope of our testing of internal control over financial reporting and compliance and the results of
that testing, and oot to provide an opinion on the internal control over financial reporting or on
compliance, That report is an integral part of an audit performed in accordance with Government
Auditing Stamdards in considering the Primary Health System’s internal control over financial

reporting and compliance.
ks ffoth *6onat =

Knoxville, Tennessee

September 17, 2014, except for our report
on Other Information which is dated
December 16, 2014.
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CHATTANOOGA-HAMILTON COUNTY HOSPITAL AUTHORITY
(d/b/a Erlanger Health System)

Management’s Discussion and Analysis

Years Ended June 30, 2014 and 2013
MANAGEMENT’S DISCUSSION AND ANALYSIS

The discussion and analysis of Chattancoga-Hamilton County Hospital Authority d/b/a Erlanger
Health System’s financial performance provides an overview of financial activities for the fiscal
years ended June 30, 2014 and 2013.

Erlanger Health System (the Primary Health System) is the largest healthcare provider in
Southeast Tennessee. The Primary Health System maintains a number of very specialized
clinical services such as Level I trauma, Level III neonatal, kidney transplantation, a Regional
Cancer Unit, a full service children’s hospital, and open heart surgery, all of which are primarily
serviced by four “Life Force” helicopters and supported by subspecialty physicians (residents,
faculty and private attending physicians) located on its campuses.

OVERVIEW OF THE COMBINED FINANCIAL STATEMENTS

The combined financial statements consist of two parts: Management’s Discussion and Analysis
and the combined financial statements. The combined financial statements also include notes
that explain in more detail some of the information in the combined financial statements.

The combined financial statements of the Primary Health System offer short-term and long-term
financial information about its activities. The combined statements of net position include all of
the Primary Health System’s assets and liabilities and provide information about the nature and
amounts of investrnents in resources (assets) and the obligations to the Primary Health System’s
creditors (liabilities). The assets and liabilities are presented in a classified format, which
distinguishes between current and long-term assets and liabilities. It also provides the basis for
computing rate of return, evaluating the capital structure of the Primary Health System and
assessing the liquidity and financial flexibility of the Primary Health System,

All of the fiscal year’s revenues and expenses are accounted for in the combined statements of
revenue, expenses, and changes in net position. These statements measure the success of the
Primary Health System’s operations and can be used to determine whether the Primary Health
System has successfully recovered all of its costs through the services provided, as well as its
profitability and credit worthiness.

The final required financial statement is the combined statements of cash flows. The primary
purpose of these statements is to provide information about the Primary Health System’s cash
receipts, cash payments and net changes in cash resulting from operating, investing, non-capital
financing and financing activities. The statements also provide answers to such questions as
where did cash come from, what was cash used for, and what was the change in the cash balance
during the reporting period?




CHATTANOOGA-HAMILTON COUNTY HOSPITAL AUTHORITY
(d/b/a Erlanger Health System)

Management’s Discussion and Analysis - Continued

Years Ended June 30, 2014 and 2013

The analyses of the combined financial statemoents of the Primary Health System begins on the
next page. One of the most important questions asked about the Primary Health System’s
finances is “Is the financial condition of the Primary Health System as a whole better or worse as
a result of the fiscal year’s activities?” The combined statements of net position and the
combined statements of revenue, expenses and changes in net position report information about
the Primary Health System’s activities in a way that will help answer this question. These two
statements report the net position of the Primary Health System and changes in the net position.
One can think of the Primary Health System’s net position — the difference between assets and
liabilities — as one way to measure financial health or financial position. Over time, increases or
decreases in the Primary Health System’s net position is one indicator of whether its financial
health is improving or deteriorating. However, one will need to consider other non-financial
factors such as changes in economic conditions, regulations and new or changed government
legislation.

REPORTING ENTITY

The Chattanooga-Hamilton County Hospital Authority d/b/a Erlanger Health System (the
Primary Health System) was created by a private act passed by the General Assembly of the
State of Tennessee on March 11, 1976, and adopted by a mgjority of the qualified voters of
Hamilton County, Tennessee on August 5, 1976. The Primary Health System is considered the
primary governmental unit for financial reporting purposes. As required by generally accepted
accounting principles, these financial statements present the Primary Health System and its
component units. The component units discussed below are included in the Primary Health
System’s reporting entity because of the significance of their operational, financial or other
relationships with the Primary Health Systern.

ContinuCare HealthServices, Inc., Plaza Surgery, G.P., Cyberknife of Chattanooga, LLC
(Cyberknife), UT-Erlanger Medical Group, Inc. (the Medical Group) and Erlanger Health Plan
Trust are legally separate organizations for which the Primary Health System is either financially
accountable or owns a majority interest. Accordingly, these organizations represent component
units of the Primary Health System. The financial statements of Erlanger Health Plan Trust are
blended with the financial statements of the Primary Health System, as the Board of Erlanger
Health Plan Trust is substantially the same as that of the Primary Health System and the Primary
Health System has operational responsibility.

During 2012, the Primary Health System acquired 100% ownership in Plaza Surgery, G.P. Asa
result, Plaza Surgery, G.P.’s operations are no longer distinct from the Primary Health System.
During fiscal year 2011, Cyberknife was capitalized by contributions from the Primary Health
System and certain other minority partners. Cyberknife provides radiation therapy services,
specifically robotic stereotactic radiosurgical services through the use of a Cyberknife
stereotactic radiosurgery system on the Primnary Health System’s carmapus. At June 30, 2014,
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CHATTANOOGA-HAMILTON COUNTY HOSPITAL AUTHORITY
(d/b/a Erlanger Health System)

Management’s Discussion and Analysis - Continued

Years Ended June 30, 2014 and 2013

2013 and 2012, the Primary Health System owned 51% of Cyberknife’s outstanding membership
units. The Medical Group was formed on June 30, 2011 and will provide professional healthcare
and related services to the public through its employed and contracted licensed physicians and
other supporting healthcare providers. The Medical Group has no members; however, the
Primary Health System may access the Medical Group’s services. The Medical Group is
currently not active,

KEY FINANCIAL INDICATORS

The following key financial indicators are for Erlanger Health System as a whole. They are
inclusive of the Primary Health System, ContinuCare HealthServices, Inc.,, and the 51%
controlling share of Cyberknife of Chattanooga, LL.C.

»  Excess revenues over expenses from operations for Erlanger Health System for the fiscal
year 2014 is $18.0 million compared to excess expenses over revenues of $7.9 million for
the fiscal year 2013 and excess expenses over revenues of $9.5 million for the fiscal year
2012.

. Total cash and investment reserves at June 30, 2014 are $139 million (excluding $31
million of funds held by Trustees or restricted by donors or others).

. Net days in accounts receivable for Erlanger Health System (utilizing a three month
rolling average of net revenue) is SO days at June 30, 2014 compared to SO days at June
30,2013 and 53 days at June 30, 2012,

»  For fiscal year 2014, Erlanger Health System recognized $19.6 million in public hospital
supplemental payments from the State of Tennessee.

»  For fiscal year 2014, Erlanger Health System recognized $12.8 million in essential access
payments from the State of Tennessee compare to $10.6 million in fiscal year 2013 and
$11.4 million in fiscal year 2012,

*  For fiscal year 2014, Erlanger Health System did not recognize disproportionate share
payments from the State of Tennessee compared to $8.5 million in fiscal year 2013 and
$9.2 million in fiscal year 2012.

s  For fiscal year 2014, Erlanger Health System recognized $0.9 million in trauma fund
payments from the State of Tennessee compared to $1.1 million in fiscal year 2013 and
$1.0 million in fiscal year 2012.




CHATTANOOGA-HAMILTON COUNTY HOSPITAL AUTHORITY
(d/b/a Erlanger Health System)

Management’s Discussion and Analysis - Continued

Years Ended June 30, 2014 and 2013

»  For fiscal year 2012, Erlanger Health System recognized $3.3 million in a Medicare rural
floor budget neutrality settlement payment.

The required bond covenants ratios for fiscal year 2014 compared to bond requirements are as
follows:

Master Bond Insurer Requirements

June 30, Trust 98 00 04
2014  Indenture Series Series Serles
Debt service coverage ratio 2.40 1.10 1.10 1.35 1.35
Cushion ratio 7.30 N/A. 1.50 N/A N/A
Current ratio 2.57 N/A 1.50 1.50 1.50
Days cash on hand 87 N/A N/A 65days 65 days
Indebtedness ratio 48% N/A N/A N/A 65%
Operating cash flow margin 8% N/A N/A 5% 5%

The trust indentures and related documents underlying the bonds contain certain covenants and
restrictions. For fiscal year 2014, Erlanger Health System met all required debt covenants. For
fiscal year 2013, Erlanger Health System failed to satisfy the debt service coverage ratio required
by one of the bond insurers. As a result of the non-compliance, the Primary Health System
obtained a waiver from the bond insurer,

NET POSITION

Erlanger Health System’s net position for the combined Primary Health System and Aggregate
Discretely Presented Component Units increased by approximately $14 million in fiscal year
2014. Our analysis focuses on the net position (Table 1) and changes in net position (Table 2) of
the Primary Health System’s operating activities. Discussion focuses on the Primary Health
System and its blended component units.

Net position for the Primary Health System increased from $182 million as of June 30, 2013 to
$195 million as of June 30, 2014. The current ratio (current assets divided by current liabilities)
increased from 2.25 in 2013 to 2.52 in 2014 for the Primary Health System.




CHATTANOCOGA-HAMILTON COUNTY HOSPITAL AUTHORITY
(d/b/a Erlanger Health System)

Management's Discussion and Analysis - Continued

Years Ended June 30, 2014 and 2013

Table 1- Net Position (in Millions)

Sune 30, 2012

(before GASB

June 30, 2014 June 30, 2013 65 adoption)
Discretely Discretely Discretely

Primary Presented Primary Presented Primary Presented
Health Component Heaith Component Health Component

System Units Spstem Units System Units

Current and ather assets $ 333 § 12 3 309 % 12 & 328 % 12
Capital assets 149 9 161 1¢ 158 i0
Tots] assets 480 21 470 22 486 22

Defemred ouflows of resources 1 - 1 - - -
& 481 $§ 21 % 471 § 2 3 486 § 22
Long-term debt outstanding $ 159 § 3 3 17¢ § 3 9% 177 § 4
Cther iiabilities 123 3 114 4 109 4
Total liabilities 282 [ 284 ] 286 8
Deferred inflows of resources 4 - 4 - . -
5 256 § 5 § 28¢ § 5 3 286 § §

Net position

Net investment in caplinl asseis 5 1 s 55 0§ 6 3 - % 3
Restrioted, expendeble 2 - 2 - 2 ~
Unrestzicted 191 9 170 £ 198 9
Total net position  § 134 § 14 $ 182 % 14 3 200 § 14

Days in cash increased from 73 days as of June 30, 2013 to 88 days as of June 30, 2014 for the
Primary Health System resulting from increased operating marging combined with a $19.6
million public hospital supplemental payment received from the State of Tennessee in fiscal year
2014. Days in cash decreased from 81 days as of June 30, 2012 to 73 days as of June 30, 2013
for the Primary Health System due to decreased operating margins combined with a $8 million
receivable for funds drawn on a line of credit extended to Hutcheson Medical Center, Inc. in
fiscal year 2013.

Days in pet accounts receivable were 51 days as of June 30, 2014 and June 30, 2013. Days in
net accounts receivable decreased from 55 days as of June 30, 2012 to 51 days as of June 30,
2013.

Capital assets for the Primary Health System were $149 million as of June 30, 2014. Additions
for fiscal year 2014 totaled $14 million while $5 million of assets were retired. Depreciation
expense was $26 million for the Primary Health System. Retirement of assets reduced
accumulated depreciation by $5 million in fiscal year 2014. Construction in progress was
$5 million as of June 30, 2014. Included in construction in progress are Erlanger East
development costs of $2.5 million.




CHATTANOOGA-HAMILTON COUNTY HOSPITAL AUTHORITY
(d/b/a Erlanger Health System)

Management’s Discussion and Analysis - Continued

Years Ended June 30, 2014 and 2013

Capital assets for the Primary Health System were $161 million as of June 30, 2013, Additions
for fiscal year 2013 totaled $30 million while $4 million of assets were retired. Depreciation
expense was 327 million for the Primary Health System. Retirement of assets reduced
accumulated depreciation by $4 million in fiscal year 2013. Construction in progress was
$9 million as of June 30, 2013. Included in construction in progress at June 30, 2013 are surgical
suite expansion projects totaling $3.2 million

Primary Health System
2014 2013 2012

Land and improvements 3 26 % 26 % 25
Buildings 234 231 224
Equipment 377 367 351

Total 637 624 600
Less accumulated depreciation (493) (472) (449)
Construction in progress 5 9 7

Net property, plant and equipment 3 149 § 161 § 158

Long-term debt outstanding amounted to $159 million as of June 30, 2014 compared to $169
million as of June 30, 2013. The decrease in long-term debt reflects normal scheduled principal
payments. Long-term debt outstanding amoumted to $169 million as of June 30, 2013 compared
to $177 million as of June 30, 2012. The decrease in long-term debt reflects normal scheduled
principal payments.

Other liabilities for the Primary Health Systern were $123 million as of June 30, 2014, $119
million at June 30, 2013, compared to $108 million as of June 30, 2012.

CHANGES IN NET POSITION

The focus for Erlanger Health System’s management team during fiscal year 2014 and 2013 was
to increase the Primary Health System’s volumes in a number of key product lines in a
downturned economy, improve relationships with stakeholders, and improve operating
efficiencies.
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CHATTANOOGA-HAMILTON COUNTY HOSPITAL AUTHORITY
(d/b/a Erlanger Health System)

Management’s Discussion and Analysis - Continued

Years Ended June 30, 2014 and 2013

Table 2- Changes in Net Position (in Millions)

June 30, 2014 June 30, 2013 June 30, 2012
Discretely Discrately Discretely
Primary Presented Primary Prexented Primary Fresenied
Health Component Health Component Health Component

System ity System Units System Units
Net patient revenue 5 5711 8 11 3 526 % 12§ 514 % 12
Other revenue 21 17 19 16 22 16
Total revenue 592 28 545 28 536 28
Expenses:
Salaries 305 14 298 13 300 13
Supplies and other expenses 126 10 113 11 116 1t
Purchased services 17 3 114 3 104 3
Deprecistion and amortization 26 1 27 1 26 1
Total expenses 574 28 552 28 546 28
Operating income revenues in
excess of (less than) expenses 18 1 N - ()
Nonopersting gains 2 - - - 4
Interest expense and other (L)) - N - (i)
Operating/capital contributions 1 - - - -
Change in net position 8 12 & 1 8 (14) § - & G0 §

Net patient service revenue for the Primary Health System increased from $526 million in fiscal
year 2013 to $571 million in fiscal year 2014. Admissions for fiscal year 2014 increased by
4,8% when compared to fiscal year 2013, while surgical mix increased over the prior year by
1.8%. The Erlanger East emergency room generated 15,900 additional emergency room vigits
compared to prior year.

Net patient service revenue for the Primary Health System increased from $514 million in fiscal
year 2012 to $526 million in fiscal year 2013. Admissions for fiscal year 2013 were comparable
to fiscal year 2012, however, case mix increased over the prior year by 1.6%. The Erlanger East
emergency room opened in March 2013 generating 6,100 additional emergency room visits
compared to prior yeat.

Salaries for the Primary Health System increased from $298 million in fiscal year 2013 to $305
million in fiscal year 2014. Staffing was in concert with the increased volumes. Paid FTE’s per
adjusted occupied bed decreased from 5.40 in fiscal year 2013 to 5.13 in fiscal year 2014,
however, salary cost for fiscal year 2014 per hour increased by 2.2 % over the prior year.
Inclement weather in January 2014 and February 2014 resulted in increased overtime wages.
Salaries for the Primary Health System decreased from $300 million in fiscal year 2012 to $298
million in fiscal year 2013. Paid FTE’s per adjusted occupied bed decreased from 5.60 in fiscal
year 2012 to 5.40 in fiscal year 2013.
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CHATTANOQOGA-HAMILTON COUNTY HOSPITAL AUTHORITY
(d/b/a Erlanger Health System)

Management’s Discussion and Analysis - Continued

Years Ended June 30, 2014 and 2013

Supplies and other expenses increased from $113 million for fiscal year 2013 to $126 million in
fiscal year 2014. Supplies and drug costs trended with the volume increases. Supplies and drugs
per adjusted admission for the Primary Health System decreased from $1,587 in fiscal year 2013
to $1,555 in fiscal year 2014. Supplies and other expenses decreased from $116 million for
fiscal year 2012 to $113 million for fiscal year 2013. Supplies and drugs per adjusted admission
for the Primary Health System decreased from $1,675 in fiscal year 2012 to $1,587 in fiscal year
2013.

Purchased Services increased from $114 million in fiscal year 2013 to $117 million in fiscal year
2014 due primarily to the outsourcing of food and environmental services. Purchased Services
increased from $104 million in fiscal year 2012 to $114 million in fiscal year 2013 due to
contracted service expenditures assurned with the purchase of Plaza Surgery’s minority interest,
fees associated with the third party operational assessment and implementation, and an increase
in rent expense resulting from the sale of the Erlanger East POB.

Depreciation and amortization expense decreased from $27 million in fiscal year 2013 to $26
million in fiscal year 2014 due to decreased capital spending. Depreciation and amortization
expense increased from $26 million in fiscal year 2012 to $27 million in fiscal year 2013 due, in
part, to the addition of the Erlanger East emergency room.

Interest expense, including gain (or loss) on mark-to-market of interest rate swaps, increased
from $7 million in fiscal year 2013 to $9 million in fiscal year 2014, The market value of the
liability for the mark-to-market of interest rate swaps increased by $.9 million in fiscal year 2014
compared to an increase of $2.3 million in fiscal year 2013. Interest expense, including gain (or
loss) on mark-to-market of interest rate swaps, decreased from 311 million in fiscal year 2012 to
$7 million in fiscal year 2013, The market value of the liability for the mark-to-market of
interest rate swaps increased by $2.3 million in fiscal year 2013 compared to a decrease of $1.1
million in fiscal year 2012.

OUTLOOK

The State of Tennessee continues to review the TennCare program (the State’s Medicaid
program). For fiscal years 2012 and 2013, the State passed a Hospital Coverage Fee to offset
shortfalls in the State’s budget for TennCare. The fee remained intact and TennCare rates were
stable in fiscal year 2014. There could be possible TennCare rate changes in fiscal year 2015 as
a result of rate variation initiatives. Out-of-state Medicaid and TennCare changes would affect
the Primary Health System’s bottom line with TennCare and Medicaid patients representing
approximately 22% of the payer mix. Self Pay patients represent approximately 10% of the
charge utilization. Healthcare reform and future changes in Medicare regulations could also
have an adverse effect on the Primary Health System’s future operations since Medicare
represents approximately 33% of the payer mix.

12



CHATTANOOGA-HAMILTON COUNTY HOSPITAL AUTHORITY
(d/b/a Erlanger Health System)

Management’s Discussion and Analysis - Continued

Years Ended June 30, 2014 and 20613

During fiscal year 2014, the Primary Health was added as a participant to the Public Hospital
Supplemental Payment Pool for public hospitals in Tennessee through a collaborative effort with
local Mayors, State Senators and Representatives, Hamilton County Medical Society, Board
members, physicians and hospital leadership. The inclusion of the Primary Health System in the
pool netted $19.6 million of additional federal funding for fiscal year 2014, The Primary Health
System will receive this funding annually as long as the current TennCare waiver is intact.

The Primary Health System also secured a 5-year partnership agreement with BlueCross
BlueShield of Tennessee (BCBST) to be the exclusive provider for new members under the
health insurance exchange. BCBST is Tennessee’s largest insurer and Chattanooga’s largest
provider. In addition to the exclusivity, the partnership included a $1M innovation grant and a
combined marketing effort specifically aimed at major Chattanooga employers. The partnership
provides for a more predictable, longer-term stable relationship with BCBST.

The Primary Health System recognized Essential Access payvments totaling $12.8 million from
the State of Tennessee for fiscal year 2014, an increase of $2.2 million from fiscal year 2013.
Disproportionate share payments were not approved by Federal govermment for fiscal year 2014.
The Primary Health System received Disproportionate Share Payments of $8.5 million in fiscal
year 2013. The Primary Health System recognized Essential Access and Disproportionate Share
payments totaling $19.1 million from the State of Tennessee for fiscal year 2013, a decrease of
$1.5 million from fiscal year 2012.  Additionally, the Primary Health System recognized trauma
funding of $.9 million in fiscal year 2014 compared to $1.1 million in fiscal year 2013 and $1.0
million in fiscal year 2012. Payments from the State of Tenmessee for the fiscal year 2015 are
expected to be consistent with the fiscal year 2014. Due to the 1966 Hamilton County Sales Tax
Agreement expiring in May 2011, the Hamilton County appropriations to the Primary Health
System have been reduced from $3 million to $1.5 million for fiscal years 2014 and 2013.

Several initiatives continue to be underway to increase the Primary Health System’s profitable
position for the upcoming fiscal year. Operating improvements are being implemented to
continue to reduce expenses and grow surgical volumes. Increased surgery volumes are essential
to the financial health of the Primary Health System.
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CHATTANOOGA-HAMILTON COUNTY HOSPITAL AUTHORITY

(d/b/a Erlanger Hezlth System)
Combined Statements of Net Position
June 36, 2014
Primary Discretely
Healih Presented
System Component Units
CURRENT ASSETS:
Cash and cash equivalents 44,202,064 § 765,461
Temporary investments 1,384,865 5,564,277
Assets limited as to use available for current liabilities 7 -
Patient accounts receivable, net 79,428,961 1,950,898
Estimated amounts due from third party payers 11,408,963 -
Prue from other governments 126,882 369,250
Inventories 11,612,639 1,133,754
Receivable from Hutcheson Medical Center 20,550,600 -
Other current agscts 14,091,719 1,391,485
TOTAL CURRENT ASSETS 182,806,100 11,175,115
NET PROPERTY, PLANT AND EQUIPMENT 148,545204 9,005,633
LONG-TERM INVESTMENTS, for working capital 326,139 ~
ASSETS LIMITED AS TO USE 131,928,433 -
OTHER ASSETS:
Prepsid bond infurance 2,093,412 -
Equity in discretely presented component units and other 14,124 270 -
Other aszets 437,820 946,676
TOTAL OTHER ASSETS 16,655,502 946,676
TOTAL ASSETS 480,261,378 21,127,424
DEFERRED OUTELOWS OF RESOURCES
Deferved amounts from debt refunding 723,313 -
ASSETS AND DEFERRED QUTFLOWS OF RESOURCES 480,984,691 $ 21,127,424
CURRENT LIABILITIES:
Accounts payable and accrued expenses 41,948,260 § 1,461,825
Accrued sslaries and related liabilities 14,805,150 BS6,123
Estimated amounts due te third party payers - 109,881
Due to other goveruments 369,250 126,882
Current portion of long-term debt and capital Jeaze obligations 10,809,288 616,369
Other current liabilites 4,648,355 175,587
TOTAL CURRENT LIABILITIES 72,580,303 3,346,667
LONG-TERM DEBT AND CAPITAL LEASE OBLIGATIONS 159,321,067 3,143,710
PENSION AND POST-EMPLOYMENT BENEFIT OBLIGATIONS 26,680,336 -
OTHER LONG-TERM LIABILITIES 23,913,836 -
TOTAL LIABILITIES 282,495 542 6,490,377
DEFERRED INFLOWS OF RESOURCES
Deferred gain from sale-leaseback 3,935,725 -
NET POSITION:
Unrestricted 190,840,242 9,316,184
Net investinent in capital assets 1,234,111 5,320,863
Restricted expendable 2,479,071 -
TOTAL WNET POSITION 194,553,424 14,637,047
LIABILITES, DEFERRED OUTFLOWS OF RESOURCES
AND NET POSITION 480,984,691 8% 21,127,424
See notes to combined financial statements. 14



CHATTANOOGA-HAMILTON COUNTY HOSPITAL AUTHORITY

(d/b/a Erlanger Health System)

Combined Statements of Net Position - Continued

June 30, 2613 (Restated)
Primary Biscretely
Health Presented
System Cemponent Units
CURRENT ASSETS:
Cash and cash equivalents 17,250,905 § 930,587
Terporary investments 13,797,542 2,938,131
Assets limited as to use available for current liabilities 28,275 ~
Patient accounts receivable, net 73,561,665 2,408,177
Estimated amounts due from third party payers 3,116,389 -
Due from other governments 528,032 177,239
Inventories 11,861,728 L1.141,097
Recetyabie from Hutcheson Medical Center 20,550,000 -
Other current assets 20,129,320 1,917,719
TOTAL CURRENT ASSETS 160,823,860 9,732,950
NET PROPERTY, PLANT AND RQUIPMENT 160,973,575 9,643,816
LONG-TERM INVESTMENTS, for working capital 1,790,946 1,599,946
ASSETS LIMITED AS TO USE 130,231,028 -
OTHER ASSETS:
Prepaid bond insurance 2,367,769 -
Equity in discretely presented comporent units and other 13,639,860 -
Other assets 437,820 858,972
TOTAL OTHER ASSETS 16,445,449 858,972
TOTAL ASSETS 470,264,858 21,835,684
DEFERRED OUTFLOWS OF RESCURCES
Deferred amounts from debt refindmg 809,251 -
ASSETS AND DEFERRED OQUTFLOWS OF RESOURCES 471,674,109 § 21,835,684
CURRENT LIABILITIES:
Accounts payable and accrued expenses 46,945,723 § 1,425,315
Accrued salaries and related liabilities 14,015,721 910,318
Estimated amounts due to third party payers - 93,625
Due to other governments 377,239 528,032
Current portion of long-term debt and capital lease obligations 8,058,625 556,698
Other current lisbilities 2,194,117 838,223
TOTAL CURRENT LIABILITTES 71,591,425 4,352,211
LONG-TERM DEBT AND CAPITAIL LEASE QBLIGATIONS 170,179,424 3445959
PENSION AND POST-EMPLOYMENT BENEFIT OBLIGATIONS 17,406,052 -
OTHER LONG-TERM LIABILITIES 25,100,226 -
TOTAL LIABILITIES 284,277,127 7,798,170
DEFERRED INFLOWS OF RESOURCES
Defemed gain from sale-leaseback 4,400,481 -
NET POSITION:
Unrestricted 170,051,734 8,321,046
Net mvestment in capital asscty 10,125,742 5716468
Restricted expendable 2,219,023 -
TOTAL NET POSITION 182,396,501 14,037,514
LIABILITES, DEFERRED QUTFLOWS OF RESQURCES
AND NET POSITION 471,074,109 § 21,835,684
See notes to combined financial statements. 15



CHATTANOOGA-HAMILTON COUNTY HOSPITAL AUTHORITY

(d/b/a Erlanger Health System)

Combined Statements af Revenue, Expenses and Changes in Net Position

Year Ended June 30, 2014
Primary Discrerely
Health Presented
System Component Units
OPERATING REVENUE:
Charges for services;
Net patient service revenue 571,264,197 § 11,231,722
Other revenue 20,718,399 17,098,407
TOTAL OPERATING REVENUE 591,982,596 28,330,129
OPERATING EXPENSES:
Salaries, wages and benefits 305,113,185 13,638,588
Supplies and other expenses 122,623,180 10,246,727
Purchased services 117,156,784 2,573,864
Ipsurance and taxes 2,988,771 379,274
Depreciation 26,182,683 1,109,747
TOTAL OPERATING EXPENSES 574,064,603 27,948,200
QPERATING INCOME 17,917,993 381,929
NONOPERATING REVENUE (EXPENSES):
Gain on disposat of assets 371,296 18,496
Interest and investment income, net of fees 245,537 397,461
Net gain from discretely presented component units and other 484,410 -
Interest expense (8,559,590) (181,803)
Provision for income taxes - (16,550)
Change in mark-to-market of interest rate swaps 873,783 -
NET NONOPERATING REVENUE (EXPENSES) {6,584,564) 217,604
INCOME BEFORE CONTRIBUTIONS 11,333,429 599,533
Operating contributions 382,825 -
Capital contributions 440,669 -
CHANGE IN NET POSITION 12,156,923 599,533
NET POSITION AT BEGINNING OF YEAR 182,396,501 14,037,514
NET POSITION AT END OF YEAR 194,553,424 § 14,637,047

See notes fo combined financial statements.
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CHATTANOOGA-HAMILTON COUNTY HOSPITAL AUTHORITY

(d/b/a Erlanger Health System)

Combined Statements of Revenue, Expenses and Changes in Net Position - Continued

Year Ended June 30, 2013

(Restated)
Primary Discretely
Health Presented
System Component Unils
OFERATING REVENUE:
Charges for services:
Net patient service revenue 526,139,300 $ 11,345,856
Qther revenue 18,969,187 16,241,907
TOTAL OPERATING REVENUE 545,108,487 27,587,763
OFERATING EXFENSES:
Salaries, wages and henefits 297,831,739 13,607 440
Supplies and other expenses 110,970,317 10,199,559
Purchased services 114,011,044 2,981,048
Insurance and taxes 2,476,434 295,336
Depreciation 26,856,073 1,045,235
TOTAL OPERATING EXPENSES 552,145,607 28,128,618
OPERATING LOSS {7,037,120) (540,855)
NONOPERATING REVENUE (EXPENSES):
Gain on disposal of assets 244,660 590,326
Interest and investment incomne, net of fees 24,827 104,642
Net loss from discretely presented component units and other (261,887) (175,000)
Interest expense (9,190,977 (208,669}
Provision for income taxes - (8,663}
Change in mark-to-market of interest rate swaps 2,256,035 -
NET NONOPERATING REVENUE (EXPENSES) (6,927,342) 302,636
LOSS BEFORE CONTRIBUTIONS {13,964,462) (238,219)
Operating distributions 7,248 ~
Capital contributions/other, net 220,977 -
CHANGE IN NET POSITION (13,736,237 (238,219)
NET FOSITION AT BEGINNING OF YEAR,
as previously reported 199,949,930 14,275,733
CUMULATIVE EFFECT OF CHANGE
IN ACCOUNTING PRINCIPLE (3,817,152) -
NET POSITION AT BEGINNING OF YEAR 196,132,738 14,275,733
NET POSITION AT END OF YEAR 182,396,501 § 14,037,514
See notes to combined financial statements. 7



CHATTANOOGA-HAMILTON COUNTY HOSPITAL AUTHORITY

(d/b/a Erlanger Health System)

Combined Statements of Cash Flows

Primary Health System
Year Ended June 30,

2014

2013

CASH FLOWS FROM OPERATING ACTIVITIES:
Receipts from third-party payers and patients
Payments to vendors and others for supplies, purchased

$ 561,765,342 § 527,371,215

services, and other expenses (245,573,098)  (217,039,131)
Payments to and on behalf of employees (295,049,472)  (297,118,972)
Other receipts 22,685,770 23,375,977
NET CASH PROVIDED BY OPERATING ACTIVITIES 43,828,542 36,589,089
CASH FLOWS FROM NONCAPITAL FINANCING
ACTIVITIES:
Contributions 382,825 7,248
CASH FLOWS FROM CAPITAL AND RELATED
FINANCING ACTIVITIES:
Acquisition and construction of capital assets, net (13,929,432) (30,339,955)
Principal paid on bonds, capital lease obligations and other (8,048,272) (7,900,842)
Proceeds from sale of assets 81,660 473,130
Interest payments on long-term debt (8,258,717 (8,971,728)
Capital contributions 440,669 220,977
NET CASH USED IN CAPITAL AND
RELATED FINANCING ACTIVITIES (29,714,092) (46,518,418)
CASH FLOWS FROM INVESTING ACTIVITIES:
Interest, dividends, and net realized gains (losses) on 245,537 2,468,950
investments
Change in temporary and long-term investments
for working capital 13,877,484 (815,435)
Advances under note agreeements - (8,050,000}
Net cash provided by (transferred to) assets limited as to use (1,669,137) 5,749,002
NET CASH (USED IN) PROVIDED BY
INVESTING ACTIVITIES 12,453,884 (647,483)
INCREASE (DECREASE) IN CASH
AND CASH EQUIVALENTS 26,951,159 (10,569,564)
CASH AND CASH EQUIVALENTS
AT BEGINNING OF YEAR 17,250,905 27,820,469
CASH AND CASH EQUIVALENTS
ATEND OF YEAR 44,202,064 17,250,905
See notes to combined finamcial statements. 18



CHATTANOOGA-HAMILTON COUNTY HOSPITAL AUTHORITY
(d/b/a Erlanger Health System)

Combined Statements of Cash Flows - Continued

Primary Health System
Year Ended June 30,
2014 2013
RECONCILIATION OF OPERATING INCOME
(LOSS) TO NET CASH PROVIDED BY
OPERATING ACTIVITIES:
Operating income (loss) $ 17,917,993 § (7,037,120)
Adjustments to reconcile operating loss to net
cash provided by operating activities:
Depreciation 26,182,683 26,856,073
Amortization of other liabilities (393,607 (620,506)
Changes in assets and liabilities:
Patient accounts receivable, net (5,867,292) 3,079,769
Estimated amounts due from third
party payers, net (8,292,574) (3,497,287)
Inventories and other assets 6,687,840 6,261,212
Accounts payable and accrued expenses (4,916,463) 10,187,021
Accrued salaries and related liabilities 789,429 (135,013)
Other current and long-term liabilities 11,720,533 1,494,940

NET CASH PROVIDED BY OPERATING ACTIVITIES § 43,828,542 § 36,589,089

SUPPLEMENTAL INFORMATION:

During the year ended June 30, 2013, The Primary Health System received a commitment from a
third party to reimburse the Primary Health System for $1,900,000 in renovations performed at
Erlanger East. The Primary Health System also recorded a liability in the amount of $1,900,000
that will be amortized (and recognized as operating revenue) over the lease term of 20 years.

See notes to combined financial statements. 19



CHATTANOOGA-HAMILTON COUNTY HOSPITAL AUTHORITY
(d/b/a Erlanger Health System)

Notes to Combined Financial Statements

Years Ended June 30, 2014 and 2013
NOTE A--SIGNIFICANT ACCOUNTING POLICIES

Reporting Entity: The Chattanooga-Hamilton County Hospital Authority d/b/a Erlanger Health
Systern (the Primary Health System) was created by a private act passed by the General
Assembly of the State of Tennessee on March 11, 1976, and adopted by a majority of the
qualified voters of Hamilton County, Tennessee on August 5, 1976. The Chattanooga-Hamilton
County Hospital Authority consists of the Primary Health System and its aggregate discretely
presented component units as disclosed below.

The Primary Health System provides comprehensive healthcare services throughout Hamilton
and Bledsoe counties, as well as outlying areas in southeastern Tennessee and north Georgia.
These services are provided primarily through the hospital and other facilities located on the
Baroness campus of Erlanger Medical Center. The Primary Health System also operates other
hospitals and clinics throughout the area. The Primary Health System is considered the primary
governmental unit for financial reporting purposes. As required by accounting principles
generally accepted in the United States of America, these combined financial statements present
the Primary Health System and its component units. The component units discussed below are
included in the Primary Health System’s reporting entity because of the significance of their
operational or financial relationships with the Primary Health System.

The primary mission of the Primary Health System and its component units is to provide
healthcare services to the citizens of Chattanooga, Hamilton County and the surrounding area.
Ounly those activities directly associated with this purpose are considered to be operating
activities. Other activities that result in gains or losses unrelated to the Primary Health System’s
primary mission are considered to be nonoperating.

Erlanger Health Plan Trust, Plaza Surgery, G.P., ContinuCare HealthServices, Inc., Cyberknife
of Chattanooga, LLC, and UT-Erlanger Medical Group, Inc. are legally separate organizations
which the Primary Health System has determined are component units of the Primary Health
System,

Blended Component Units: The financial statements of Erlanger Health Plan Trust include assets
limited as to use totaling $1,627,033 and $1,619,834 as of June 30, 2014 and 2013, respectively,
and net investment income totaling $7,199 and $9,987 for the years ended June 30, 2014 and
2013, respectively, that are blended in the combined financial statements of the Primary Health
System. The board of the Erlanger Health Plan Trust is substantially the same as that of the
Primary Health System and the Primary Health System has operational responsibility.

Plaza Surgery, G.P. (Plaza) was a joint venture which operated an ambulatory surgery center on
the Primary Health System’s campus. In 2012, the Primary Health System purchased all the
remaining outstanding units of Plaza and its operations were transferred to the Primary Health
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CHATTANOOGA-HAMILTON COUNTY HOSPITAL AUTHORITY
(d/b/a Erlanger Health System)

Notes to Combined Financlal Statermnents - Continued

Years Ended June 30, 2014 and 2013

System, although Plaza remains a separate legal entity. Plaza had no assets, [abilities or
operations in 2014 or 2013,

Discretely Presented Component Units: The discretely presented component units column in the
combined financial statements includes the financial data of the Primary Health System’s other
component units. They are reported in a separate column fo emphasize that they are legally
separate from the Primary Health System. See the combined, condensed financial information in
Note Q.

1. ContinuCare HealthServices, Inc. and subsidiary (ContinuCare) provide health and
supportive services to individuals in their homes in the Hamilton County and north
Georgia areas. ContinuCare also provides retail pharmacy goods and services at four
locations in Hamilton County. The Primary Health Systern owns 100% of the stock of
ContinuCare. Separately andited financial statements for ContinuCare HealthServices,
Inc. may be obtained by mailing a request to 1501 Riverside Drive, Suite 140,
Chattanooga, Tennessee 37406.

2. Cyberknife of Chattanooga, LLC (Cyberknife) provides radiation therapy services,
specifically robotic stereotactic radiosurgical services, through the use of a cyberknife
stereotactic radiosurgery system on the Primary Health System’s campus. At June 30,
2014 and 2013 the Primary Health System owns 51% of Cyberkmfe’s outstanding
membership units and Cyberknife is fiscally dependent on the Primary Health System.

A condition of admission a5 a Member of Cyberknife, is to deliver limited guaranties,
guaranteeing prorata repayment of indebtedness of Cyberkmnife incurred to finance its
equipment costs and its working capital needs. As of June 30, 2014 and 2013, total
debt outstanding was $3,679,502 and $3,916,667, respectively, with payments due
through 2016, Management believes that the Primary Health System will not be
required to make any payments related to the guarantee of this indebtedness.

3. UT-Erlanger Medical Group, Inc. (the Medical Group) was formed on June 30, 2011
and will provide professional healthcare and related services to the public through
employed and contracted licensed physicians and other supporting healthcare providers.
The Medical Group has no members; however, the Primary Health System may access
the Medical Group’s services. The Primary Health System is not entitled to aoy
potential eamings of the Medical Group except for eompensation for services rendered
to the Medical group on its behalf. However, based upon the significance of the
Medical Group’s potential operation to the Primary Health System, management
believes its exclusion would be misleading and as such, includes the Medical Group as
a component unit. The Medical Group is currently not active.
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CHATTANOOGA-HAMILTON COUNTY HOSPITAL AUTHORITY
(d/b/a Erlanger Health System)

Notes to Combined Financial Statements - Continued

Years Ended June 30, 2014 and 2013

Erianger Health System Foundations (the Foundation): The Foundation assists the Primary
Health Systern to promote and develop charitable and educational opportunities as they relate to
healthcare services provided by the Primary Health System. The Primary Health System 1s not
financially accountable for the Foundation and as a result the Foundation has not been included
in the combined financial statements.

Contributions from the Foundation totaling approximately $1,170,000 and $920,000 for the
years ended June 30, 2014 and 2013, respectively, were recognized as contribution revenue by
the Primary Health System. The Primary Health System provided support to the Foundation of
$730,000 in 20)4 and $347,000 in 2013.

Use of Estimates: The preparation of the combined financial statements in conformity with
accounting principles generaily accepted In the United States of America requires management
to make estimates and agsumptions that affect the reported amounts of assets and liabilities and
disclosure of contingent assets and liabilities as of the date of the combined financial statements
and the reported amounts of revenue and expenses during the reporting period. Actual results
could differ from those estimates.

Enterprise Fund Accounting: The Primary Health System and its blended component units
utilize the enterprise fund method of accounting whereby revenue and expenses are recognized
on the accrual basis using the economic resources measurement focus.

Recently Issued or Effective Accounting Pronowncements: In June 2011, the Governmental
Accounting Standards Board (GASB) issued Statement No. 63, Financial Reporting of Deferred
Outflows of Resources, Deferred Inflows of Resources, and Net Position. This Statement amends
the net asset reporting requirements of GASB Statement No. 34 and other pronouncements by
incorporating deferred outflows and inflows of resources into the definitions of the required
components of the residual measure and renaming that measure as net position, rather than net
assets. The requirements of this Statement were adopted by the Primary Health System in fiscal
year 2013 and the adoption did not have a material impact on the combined financial statements.

In March 2012, the GASB issued Statement No. 65, Items Previously Reported as Assets and
Liabilities. Statement No. 65 establishes reporting standards that reclassify iterms previously
repotted as assets or liabilities as deferred inflows or outflows and was adopted by the Primary
Health System in 2014. GASB Statement No. 65 further requires that costs associated with the
issuance of long-term debt, other than insurance costs, be expensed in the period incurred, rather
than deferred and amortized over the term of the related debt. As a resuit of the retroactive
application of this guidance, certain amounts previously reported as of and for the year ended
June 30, 2013, have been restated and a cumulative effect adjustment has been recorded to the
net position as of June 30, 2012. The effect of this application on previously reported combined
financial statement amounts for the Primary Health System reduced deferred financing cost
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CHATTANOOGA-HAMILTON COUNTY HOSPITAL AUTHORITY
(d/b/a Erlanger Health System)

Notes to Combined Financial Statements - Continued

Years Ended June 30, 2014 and 2013

reported at June 30, 2013 by $3,466,006 and reduced interest expense for the year ended June 30,
2013 by $351,186.

Further, GASB 65 requires certain amounts previously reported as assets or liabilities be
reclassified as deferred outflows or inflows. Such items include the unrecognized gain on a sale-
leaseback transaction and losses on previously refunded debt. The 2013 combined financial
staternents have been reclassified to conform with these provisions of Statement No. 65.

In June 2012, the GASB issued Statement No. 68, Accownfing and Financial Reporting for
Pensions. Statement No. 68 provides guidance for improved accounting and financial reporting
by state and local government entities related to pensions. It also replaces the requirements of
GASB Statement No. 27 and Staterent No. 50, as they relate {o pensions that are provided
through pension plans administered as trusts or equivalent arrangements that meet certain
criteria. Additionally, the GASB issued Statement No. 71, Pension Transition for Contributions
Made Subsequent to the Management Date, which is effective concurrent with Statement No. 68.
Among other requirements, the Primary Health System will have to record a net pension liability
that is based on fiduciary plan net position rather than on plan funding an provide explanatory
disclosures in the notes to the financial statements, These Statements are required for fiscal years
begioning after June 15, 2014 with early adoption encouraged. These Statements will be
effective for the Primary Health System in 2015 and management and its actuaries are currently
evaluating its impact on the combined financial statements.

Net Patient Service Revenue/Receivables: Net patient service revenue is reported on the accrual
basiz in the period in which services are provided at rates which reflect the amount expected to
be collected. Net patient service revenue includes amounts estimated by management to be
reimbursable by third-party payer programs under payment formulas in effect. Net patient
revenue also includes an estimated provision for bad debts based upon management's evaluation
of collectability based upon the age of the receivables and other criteria, such as payer
classification and management’s assumptions about conditions it expects to exist and courses of
action it expects to take. The Primary Health System’s policies do not require collateral or other
security for accounts receivable, although the Primary Health System routinely accepts
assignment or is otherwise entitled to receive patient benefits payable under health insurance
programs, plans or policies. Supplemental payments from the State of Tennessee are recognized
when determinable (see Note B).

Charity Care: The Primary Health System accepts patients regardless of their ability to pay. A
patient is classified as a charity patient by reference to certain policies established by the County
Auditor with regard to the Hamilton County indigent program or by the Primary Health System
for other patients. Essentially, these policies define charity services as those services for which
minimal payment is anticipated. In assessing a patient’s inability to pay, the County and the
Primary Health System utilize the generally recognized poverty income levels, but also include
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CHATTANOOGA-HAMILTON COUNTY HOSPITAL AUTHORITY
(d/b/a Erlanger Health System)

Notes to Combined Financial Statements - Continued

Years Ended June 30, 2014 and 2013

certain cases where incurred charges are significant when compared to the income of the patient.
These charges are not included in net patient service revenue.

Cash Equivalents: The Primary Health Systemn considers all highly liquid investments with
maturities of three months or less when purchased, excluding amounts whose use is limited by
board designation, held by trustees under indenture agreement, or otherwise restricted as to use,
to be cash equivalents.

Dnventories:  Inventories consist principally of medical and surgical supplies, general store
supplies, and pharmacy items and are stated at lower of cost (first-in, first-out) or fair market
value.

Investmenis: The Primary Health System’s investments (including assets limited as to use) are
reported at fair rarket value based on quoted market prices. Assets limited as to use include
funds designated by the Board, funds held by trustees under trust indentures, and funds restricted
by donors or grantors for specific purposes. The Primary Hesalth System considers those
investments with maturities of more than three months when purchased, maturing in more than
one year and whose use is not limited by board designation, held by trustees under indenture
agreement, or otherwise restricted as to use, to be long-term investments. Investrnents, including
assets limited as to use, consist of United States government, government agency and municipal
bonds, corporate debt and other short-term investments.

Temporary Investments: The Primary Health System considers all highly liquid investments
with maturities of more than three months when purchased and maturing in less than one year,
excluding amounts whose use is limited by board designation, held by trustees under indenture
agreement, or otherwise restricted as to use, fo be temporary investments. Teroporary
investments consist primarily of United States government agency bonds, municipal bonds and
commercial paper.

Derivative Instruments: The Primary Health System records all derivatives as assets or liabilities
on the combined statements of net position at estimated fair value and includes credit value
adjustrnents. The Primary Health System’s derivative holdings consist of interest rate swap
agreements. Since these derivatives have not been determined to be effective, the gain or loss
resulting from changes in the fair value of the derivatives is recognized in the accompanying
combined statements of revenue, expenses and changes in net position. The Primary Health
System’s objectives in using derivatives are to take advantage of the differences between taxable
and tax-exempt debt, and manage exposure to interest rate risks associated with various debt
instruments (see Note N).

Net Property, Plant and Equipment: Property, plant and equipment is recorded on the basis of
cost. Donated assets are recorded at their fair market value at the date of donation. Leases that
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CHATTANOOGA-HAMILTON COUNTY HGSPITAL AUTHORITY
(d/b/a Erlanger Health System)

Notes to Combined Financial Statemenis - Continued

Years Ended June 30, 2014 and 2013

are substantially installment purchases of property are recorded as assets and amortized over
their estrmated useful lives ranging from three to thirty years; related amortization is included in
depreciation expense. Depreciation expense is computed over estimated service lives of the
respective classes of assets using the straight-line method. The Primary Health System has
established a capitalization threshold for property, plant and equipment of $2,500 except for
computer equipment, which has a threshold of $1,000. Interest expense and interest income on
borrowed funds related to construction projects are capitalized during the construction period, if
material. Costs of maintenance and repairs are charged to expense as incurred.

The Primary Health System reviews the carrying value of capital assets if facts and
circumstances indicate that recoverability may be impaired. A capital asset is considered
impaired when its service utility has declined significantly and unexpectedly. The Primary
Health System did not experience any prominent events or changes in circumstances affecting
capital assets which would require determination as to whether impairment of a capital asset has
occurred during the years ended June 30, 2014 and 2013.

Compensated Absences: The Primary Health System recogunizes an expense and accrues a
liability for employees’ paid annual leave and short-term disability in the period in which the
employees’ right to such compensated absences are earned. Liabilities expected to be paid
within one year are included as accrued salaries and related liabilities in the accompanying
combined statements of net position.

Prepaid Bond Insurance: Deferred financing costs consist of insurance costs associated with
bond issues and are being amortized, generally, over the terms of the respective debt issues by
the effective interest method.

Income Taxes: The Primary Health System is exempt from income taxes under Section 501(a)
as an organization described in Section 501(c)(3) of the Internal Revenue Code (IRC). In
addition, 1t qualifies for exemption from federal income taxes pursuant to [RC Section 115 as an
instrumentality of the State of Tennessee. Therefore, no provision for income taxes has been
recogunized in the accornpanying combined financial statements for the Primary Health System.
Certain tax retiuns that are required for-the years ended June 30, 2010 through 2013 are subject
to examination by taxing authorities.

As a for-profit entity, ContinuCare 1s subject to state and federal income taxes. ContinuCare
HealthServices, Inc. and its subsidiary file consolidated federal income tax returns separately
from the Pnmary Health System. At June 30, 2014 and 2013, ContinuCare had no significant
uncertain tax positions. Tax returns for the years ended June 30, 2008 through 2013 are subject
to examination by taxing authorities.
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CHATTANOOGA-HAMILTON COUNTY HOSPITAL AUTHORITY
(d/b/a Erlanger Health System)

Notes to Combined Financial Statements - Continued

Years Ended June 30, 2014 and 2013

As a Limited Liability Corporation, Cyberknife, a discretely presented component unit, is subject
to State of Tennessee income taxes. At June 30, 2014 and 2013, Cyberknife had no significant
uncertain tax positions. Tax returns for the years ended June 30, 2010 through 2013 are subject
to examination by taxing authorities.

Contributed Resources: Resources restricted by donors for specific operating purposes are held
as restricted funds and are recognized as operating or capital contributions in the accompanying
combined financial statements. When expended for the intended purpose, they are reported as
operating distributions and are recognized as other operating revenue. Confributed resources
consist of amounts restricted by donors for specific purposes. Fundraising expenses are netted
against contributions recognized.

Net Position: The net position of the Primary Health System is classified into three components.
Net investment in capital assets consists of capital and other assets net of accumulated
depreciation and reduced by the current balances of any outstanding borrowings used to finance
the purchase or construction of those assets. The restricted expendable net position consists of
assets that must be used for a particular purpose that are either externally imposed by creditors,

grantors, contributors or laws or regulations of other governments or imposed by law through
constitutional provisions or enabling legislation. The wnrestricted net position is remaining
assets that do not meet the definition of nef investment in capital assets or restricted expendable.

Fair Value of Financial Instruments: The carrying amounts reported in the combined statements
of met position for cash, accounts receivable, investments, accounts payable and accrued
expenses approximate fair value.

The carrying value of long-term debt and capital lease obligations (including the current portion)
was $170,130,355 as of June 30, 2014 and $178,238,049 as of June 30, 2013. The estimated fair
value of long-term debt and capital lease obligations (including current portion) was
$175,879,323 and $186,227,537 as of June 30, 2014 and 2013, respectively. The fair value of
long-term debt related to fixed interest long-term debt and capital lease obligations was
estimated using discounted cash flows, based on the Primary Health System’s incremental
borrowing rates or from quotes obtained from investment advisors. The fair value of long-term
debt related to variable rate debt approximates its carrying value.

Subsequent Events: The Primary Health System evaluated all events or transactions that
occurred after June 30, 2014 through September 17, 2014 | the date the combined financial
statements were available to be issued.

Reclassifications: In addition to the adoption of GASB Statement 65, discussed previously,
certain reclassifications have been made to the 2013 combined financial statements to conform
with the 2014 combined financial statement presentation.
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NOTE B--NET PATIENT SERVICE REVENUE

A reconciliation of the amount of services provided to patients at established rates by the
Primary Health System to net patient service revenue as presented in the combined statements of
revenue, expenses and changes in net position for the years ended June 30, 2014 and 2013 is as
follows:

Primary Health System

2014 2013
Inpatient service charges $ 1,053,446,232 § 986,725,639
Outpatient service charges 810,507,858 706,628,068
Gross patient service charges 1,863,954,090 1,693,353,707
Less: Contractual adjustments and other discounts 1,099,744,626 001,945,605
Charity care 109,777,939 101,729,252
Estimated provision for bad debts 83,167,328 73,539,550
1,292,689,893 1,167,214,407
Net patient service revenue $ 571,264,197 § 526,139,300

Charity Care and Commumnity Benefit. The Private Act of the State of Tennessee establishing the
Primary Health System obligates the Primary Health System to make its facilities and patient
care programs available to the indigent residents of Hamilton County to the extent of funds
appropriated by Hamilton County and adjusted operating profits, as defined. The annual
appropriation from Hamilton County totaled $1,500,000 for fiscal year 2014 and 2013. Total
charity care charges for services provided to the certified indigent residents of Hamilton County
(net of the appropriation) were approximately $19,336,000 and $23,757,000 for the years ended
June 30, 2014 and 2013 for the Primary Health System.

In addition to charity care provided to specific patients within the hospital setting, the Primary
Health System also provides unreimbursed services to the community which includes free and
low cost health screenings. The Primary Health System also bosts health fairs and helps sponsor
many other events that are free to the public and are spread throughout the year in various
community locations.

The Primary Health System’s Community Relations department, which conducts health,
wellness, safety education classes and health screenings, includes Erlanger HealthLink Plus, a
free adult membership program with over 15,000 members in the Chattanooga Statistical
Metropolitan Service Area. The program provides over 16 classes and/or screenings and fitness
opportunities per month that are free or at a low cost to members and to the community. These
classes and screenings are held in two primary locations with additional classes at satellite
locations in the region. As part of Community Relations, Safe & Sound, an injury prevention
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service of Children’s Hospital, offers free educatioval events regarding childhood injury
prevention, including free car seat inspection and installation worckshops, The Community
Relations program utilizes the services of physicians, nurses, volunteers, educators, registered
dietitians, social workers, secretaries and management personnel of the Primary Health System.

The Primary Health System’s consumer call center, Erlanger HealthLink (423-778-LINK) is a
free call center staffed by RN’s to answer health questions, offer free physician referrals and to
register participants in the programs offered by Community Relations, Women’s & Infant
Services and other departments and divisions of the Primary Health System.

Uncompensated Care Costs: The following table summarizes the estimated total uncompensated
care costs provided by Erlanger Medical Center as defined by the State of Tennessee for the
years ended June 30, 2014 and 2013:

2014 2013
Uncompensated cost of TennCare/Medicaid ¥ 27,610,055 % 28,228,719
Traditional charity uncompensated costs 33,421,647 33,423,115
Bad debt cost 25,128,811 23,429,117
Total estimated uncompensated care costs § 86,160,513 § 85,080,951

The uncompensated cost of TennCare/Medicaid is estimated by taking the estimated cost of
providing care to the TennCare/Medicaid patients less payments from the TemnCare and
Medicaid programs. The payments exclude revenues from essential access and other, one-time
supplemental payments from TennCare of approximately $12,756,000 and $10,615,000 for the
years ended June 30, 2014 and 2013, respectively, as such payments are not guaranteed for
future periods.

Revenue from Significant Payers: Gross patient service charges related to the Medicare program
accounted for approximately 32.7% and 29.6% of the Primary Health System’s patient service
charges for the years ended June 30, 2014 and 2013, respectively. Gross patient service charges
related to the TennCare/Medicaid programs accounted for approximately 21.6% and 24.1% of
the Primary Health System’s patient service charges for the years ending June 30, 2014 and
2013, respectively. TennCare typically reimburses providers at an amount less than their cost of
providing services to TennCare patients. At June 30, 2014 and 2013, the Primary Health Systam
has & credit concentration related to the Medicare and TennCare programs.

During 2014 and 2013, the Primary Health System recognized revenue from these programs
related to disproportionate share payments and traumsa fund payments of approximately $926,000
and $9,622,000, respectively. Such amounts are subject to audit and future distributions under
these programs are not guaranteed. Additionally, in 2014 the Primary Health System received a
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net payment of 319,587,000 from the Public Hospital Supplemental Payment Pool. Such
amounts are expected to be received as long as the current TennCare waiver ig intact.

Laws and regulations governing the Medicare and TennCare/Medicaid programs are complex
and subject to interpretation. As a result, there is at least a reasonable possibility that recorded
estimates, as they relate to revenue recognized from these programs, will change by a material
amount in the near term. The estimated reimbursement amounts are adjusted in subsequent
periods as cost reports are prepared and filed and as final settlements are determined. Final
determination of amounts earned under prospective payment and cost reimbursement activities is
subject to review by appropriate governmental authorities or their agents. Management believes
that adequate provisions have been made for adjustments that may result from final
determination of amounts eamed under Medicare and Medicaid programs. The effect of prior
year cost report seftlements, or changes in estimates, increased net patient service revenue by
approximately $2,310,000 in 2014 and by approximately $2,163,000 in 2013.

The Primary Health System has also entered into reimbursement agreements with certain
commercial insurance companies, health maintenance orgavizations and prefemed provider
organizations. The basis for reimbursement under these agreements includes prospectively
determined rates, per diems and discounts from established charges.

NOTE C--CASH AND CASH EQUIVALENTS

Cash and cash equivalents reported on the combined statements of net position include cash on
hand and deposits with financial institutions including demand deposits and certificates of
deposit.

The carrying amount of cash and cash equivalents consists of the following at June 30:

Primary Heolth System

2014 2013
Demand deposits $ 42,001,383 § 15,087,535
Cash on hand 9,979 9,904
Cash equivalents 2,190,702 2,153,466

$ 44202,064 § 17,250,905

Cash equivalents include money market accounts that are held in investment accounts and meet
the definition of a cash equivalent.

Bank balances consist of the following at June 30:
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Primary Health System
2014 2013
Insured (FDIC) $ 583,952 § 622,493
Coliateralized under the State of Tennessee Bank
Collateral Poo!l 42,479,795 21,221,755
Other - 272,275

$ 43,063,747 § 22,116,523

The Primary Health System’s deposits would be exposed to custodial credit risk if they are not
covered by depository insurance and the deposits are uncollateralized or are collateralized with
securities held by the pledging financial institution’s trust department or agent but not in the
depositor government’s name. The risk is that, in the event of the failure of a depository
financial institution, the Primary Health System will not be able to recover deposits or will not be
able to recover collateral securities that are in the possession of an outside party.

NOTE D--DISAGGREGATION OF RECEIVABLE AND PAYABLE BALANCES

Patient Accounts Receivable, Nei: Patient accounts receivable and related allowances are as
follows at June 30:

Primary Health System
2014 2013
Gross patient accounts receivable $ 302,865,848 3 270,824,481
Estimated allowances for contractual adjusiments and
uncollectible accounts {223,436,887) (197,262,812)
Net patient accounts receivable $ 79428961 $ 73,561,669

Other Current Assets: Other current assets consist of the following at June 30:

Primary Health System

2014 2013
Prepaid expenses ) 5,662,522 § 5,205,938
Other receivables 8,429,197 14,923,382
Total other current assets $ 14,091,719 § 20,129,320
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Accounts Payable and Accrued Expenses: Accounts payable and accrued expenses consist of the

following at June 30:

Due to vendors
Other

Total accounts payable and accrued expenses

Primary Health System
2014 2013
$ 39,008,464 § 44847075
2,939,796 2,098,648
$ 41948260 $  46,945.723

Other Long-Term Liabilities: Other long-term liabilities, and the related activity, consist of the

following at June 30:

Balance at Unearned
Beginning af  Unearned Revenue Change in Balance of
Year Revenue Recognized Egtimate Other End of Year
2014
Compensated abscaccs $ 10638408 § - 3 - 8 - 8 - § 10,638,408
Medical malpractice 4,985,000 - - 81,000 - 5,066,000
Job injury program 1,253,139 - - . - 1,253,139
Toterest rale swaps 4,856,429 - - {873,783) 3,982,646
Other 3,367,250 - {393,607) - - 2,973,643
Total other long-term liabilities § 25,100226 § - 5 (393607) 8 81,000 % (873,783) § 23,913,836
2013
Compensated absences 3 10638408 3§ - 8 - § - § - § 10,638,408
Medical malpractice 5,462,500 - - (477,500) - 4,985,000
Job imjury program 216,104 - 337,035 - 1,253,130
Interest rale swaps 7,112,464 - - - {2.256,035) 4,856,429
Other 623,000 2,900,000 {155,750) - - 3,367,250
Total other long-term Liabilities § 24,752476 § 2,900,000 § (155,750) $ (14G.465) § (2,256,035) § 25,100,226

NOTE E-NET PROPERTY, PLANT AND EQUIPMENT

Net property, plant and equipment activity for the Primary Health System for the years ended

June 30, 2014 and 2013 consisted of the following:

Bolance Ralance Balonce
at June Reductions/ a June Reductions/ wf June
3k, 2012 Additlons Trangfers 30, 2413 Additions Transfers 38, 2014
Capital asgets;
Land and improvernents § 25355906 § 298962 % - 8§ 25654868 § 312049 § - 3§ 25966917
Buildings 223,875,935 6,845,958 230,723,793 2,500,701 - 233,622,404
Equipment 350,516,661 20,581,177 (4.240,082) 366,857,756 14,813,614 (4.980,876) 176,690,494
599,748,502 27,725,997 (4,240,082) 623,234,417 18,026,364 (4,980,876) 636,279,905
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Balance Bolance Balance

af June Reductions/ o June Reductiony/ ot June
38, 2612 Additions Transfers 30, 2013 Additions Transfers 30, 2014
Accumulated depreciation :
Land and improvements {11,225230) (398,356) - (11,623,586) (449,132) - {12,072,718)
Buildings (161,792,780) {7,808,629) 319,543 (165,281,866) {6,812,804) - {176,094,670)
Equipment {275,787.226) (18,649,088} 3,692,669  (290,744,245)  (18,920,746) 4,805,755 (304,859,236}
_ (448,805236) (26,856,073) 4,011,612 (471,649,697) (26,182,682) 4,805,755  (493,026,624)
Capital sssets net of
accumulated depreciation 150,943,266 869,924 (228,470) 151,584,720 (8,156,318) (175,121) 143,253,281
Construction in progress 6,774,897 24935626  (22,321,658) $,388,855 10852113  (14,949,045) 5291923

§ 157,718,163 § 25,805,550 §{22.550,138) § 160,973,575 § 2,695,795 $(15,124,166) § 148,545,204

Depreciation expense totaled $26,182,683 and $26,856,073 for the years ended June 30, 2014
and 2013, respectively. Construction in progress at June 30, 2014 consists of various projects for
additions and renovations to the Primary Health System’s facilities. The estimated cost to
complete construction projects is approximately $10,320,000.

During 2012, the Primary Health System entered into an agreement to sell certain professional
office buildings (POBs) and concurrently entered into agreements to lease space from the
purchaser. The sales price of the POBs was approximately $13,333,000, and a gain of
approximately $6,695,000 was realized. Since the Primary Health System is leasing back certain
space, a portion of the gain has been deferred and is being recoguized over the terms of the
leases. Amortization of the deferred gain is included in non-operating revenue (expenses) for the
years ended June 30, 2014 and 2013.

The leases entered inta (or committed to) under this sale/leaseback agreement include certain
leases which meet the criteria for capitalization and are included in Note M.

NOTE F--INVESTMENTS AND ASSETS LIMITED AS TO USE

The Primary Health System invests in United States government and agency bonds, municipal
bonds, corporate debt, certificates of deposit and short-term money market investments that are
in accordance with the Primary Health System’s investment policy. Temporary investments at
June 30, 2014 consist primarily of cash equivalents, government bonds and commercial paper.

The carrying and estimated fair values for long-term investments, and assets limited as to use, by
type, at June 30 are as follows:
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Primary Health System
2014 2013

U.S. Government and agency bonds, including municipal $ 108,694,164 $ 111,569,814
bonds, mutual funds, and other

Corporate bonds and commercial paper 7,004,219 4,348,798
Short-term investments and cash equivalents 16,556,196 16,131,637
Total investments and assets limited as to use $ 132,254,579 $ 132,050,249

Asséts limited as to use are classified as foliows:

Primary Health System
2014 2013
Capital investment funds $ 101,463,961 § 99,572,404
Under bond indentures - held by trustees 20,879,910 20,901,235
Self-insurance trust 6,098,629 6,318,010
Restricted by donors and other 3,485,940 3,467,654
131,928,440 130,259,303
Less current portion {7 {28,275)
Total assets whose use is limited $ 131,928,433 $ 130,231,028

Assets limited as to use for capital improvements are to be used for the replacement of property
and equipment or for any other purposes so designated.

Funds held by trustees under bond indenture at June 30 are as follows:

Primary Health System

2014 2013
Debt service reserve funds $ 20725843 § 20,718,915
Principal and interest funds 7 28,275
Other funds 154,060 154,045
Total funds held by trustees under bond indenture $ 20,879910 § 20,901,235

These funds held by trustees consist primarily of United States government agency obligations,
state and local government obligations, corporate debt, and other short-term investments and
cash equivalents. The debt service reserve fund is to be used only to make up any deficiencies in
other funds related to the Hospital Revenue and Refunding Bonds Series 1997A, Series 1998A,
Series 2000 and Series 2004. The principal and interest funds are to be used only to pay
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principal and interest, respectively, on the Series 1997A, Series 1998A, Series 2000 and Series
2004 bonds.

The Primary Health System’s investment policy specifies the types of investments which can be
included mm board-designated assets limited as to use, as well as collateral or other security
requirements. The investment policy also specifies the maximum maturity of the portfolio of
board-designated assets, Assets limited as fo use and held by trustees are invested as permitted
by the bond indenture.

Custodial Credit Risk: The Primary Health System’s investment securities are exposed to
custodial credit risk if the securities are uninsured, are not registered in the name of the Primary
Health System, and are held by either the counterparty or the counterparty’s trust department ar
agent but not in the Primary Health System’s name. The risk is that, in the event of the failure of
the counterparty to a transaction, the Primary Health System will not be able to recover the value
of the investment or collateral securities that are in the possession of au outside party.

As of June 30, 2014 and 2013, the Primary Health System’s investmnents, including assets limited
as to use, were comprised of various short-term investments, U.S. government and government
agency bonds, municipal obligations, corporate bonds, commercial paper, and other U.S.
Treasury obligations. Substantially all of the Primary Health System’s investments, including
assets limited as to use, are uninsured or unregistered. Securities are held by the counterparty, or
by its trust department or agent, in the Primary Health System's name.

Concentration of Credit Risk: This is the risk associated with the amount of investments the
Primary Health System has with any one issuer that exceeds 5% or more of its total investments.
[nvestments issued or explicitly guaranteed by the U.S. Govemment and investments in onrtual
funds, extemal investment pools, and other pooled investments are excluded from this
requirement. The Primary Health System’s investrnent policy does not restrict the amount that
may be held for any single issuer. At June 30, 2014, none of the Primary Health System’s
investments with any one issuer exceed 5% of its total investments except certain U.S.
Government agencies.

Credit Risk: This is the risk that an issuer or other counterparty to an investment will not fulfill
its obligations. GASB No. 40 requires that disclosure be made as to the credit rating of all debt
security investments except for obligations of the U.S. Government or obligations explicitly
guaranteed by the U.S. Government. The Primary Health System’s investment policy provides
guidelines for its fund managers and lists specific allowable investments.

The credit risk profile of the Primary Health System’s investments, including assets limited as to
use (excluding U.S. Government securities), as of June 30, 2014, is as follows:
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Balance as Rating
of June 30,
Investment Type 2014 AAA A4 A BEB NA
U.S Government
agency bonds § 46,375,721 $44,799453 § 1,576268 § - 8 - 8
Mumicipal bonds 7,226,430 2,259,170 3,958,340 1,008,920
Bond mutual funds
and other 5,575,435 5,575,435 - - -
Corporate bonds and
commercial paper 1,428,784 - - 1,428,784 - -
Cash equivalents 16,556,196 - - - - 16,356,196
Total nvestments § 77,162,566 § 52,634,058 3 5,534,608 § 2,437,704 § - $ 16,556,196

Investment Rate Risk: This is the risk that changes in interest rates will adversely affect the fair
value of an investment. The Primary Health System’s tnvestment policy authorizes a strategic
asset allocation that is designed to provide an optimal retum over the Primary Health System’s
investment horizon and within specified risk tolerance and cash requirements.

The distribution of the Primary Health System’s investments, including assets limited as to use,
and excluding the self-insurance trust, by maturity as of June 30, 2014, is as follows:

Remaining Maturity
Balance as 12
of June 30, monihs 13-24 25-60 Dhver 60
Investment Type 2014 or less Months Months Monihs N4
U.8. Goveroment bonds
snd agency funds $ 101,467,734 $ 15624278 § 34,072,420 § 14,086,664 §$ 37,684,372 § -
Municipal bonds 7,226,430 3,032,240 3,192,400 1,001,790 - -
Corporate bonds and
commercial paper 1,428,784 1,428,784 - - - -
Cash equivalonts 16,033,002 16,033,002 - - -
Total investraents $ 126,155,950 $ 36,118304 $ 37,264,820 §$ 15,088,454 $ 37684372 $

Additionally, the distribution of the Primary Health System’s investments held under the seif-
insurance trust as of June 30, 2014, is as follows:

Bemaining Maturity
Balance as 24
aof June 30, months 25-80 61-120 Over 120
Investment Type 2014 or less Moniks Months Months N/A
Bond Mutual Funds $ 5575435 8 - $ - 8 - 8 - % 5575435
Cash equivalenfs 523,194 523,194 - - - -
Total investments $ 6093629 % 523,194 % - 8 - f - § 5575435
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NOTE G—-LONG-TERM DEBT

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

Primary Health System
2014 2013

Revenue and Refunding Bonds, Series 2004, net of bond

discount of $443,199 in 2014 and $532,793 in 2013

and including bond issue premium of $1,302,656

in 2014 and $1,443,483 in 2013 $ 66,859,457 § 71,955,690
Hospital Revenue Refunding Bonds, Series 2000,

including bond issue premium of $258,296 in 2014

and $281,255 in 2013 32,558,296 34,581,255
Hospital Revenue Bonds, Seties 1998A, net of bond
discount of $265,846 in 2014 and $280,615 in 2013 18,159,154 18,329,385
Hospital Revenue Bonds, Taxable Series 1997A 41,000,000 41,000,000
Total bonds payable 158,576,907 165,866,330
Other Loans and Notes Payable 4,978,158 5,630,515
Capital Jeases - Note M 6,575,290 6,741,204
170,130,355 178,238,049
Less: current portion (10,809,288) (8,058,625)

$ 159,321,067 § 170,179,424

During fiscal year 2011, the Primary Health System entered into a term loan (the Loan) with a
financial institution in the maximum amount of $7,000,000 to finance the acquisition of the
Lifestyle Center property. The rate of interest on the loan is a fixed rate equal to 5.45%.
Monthly payments of principal and interest are payable on the first day of each month for a 10
year term beginning Decerber 1, 2010, with a final payment equal to the unpaid principal plus
accrued and unpaid interest due at maturity. The loan contains certain covenants and restrictions.
Management believes the Primary Health System was in compliance with all such covenants at
June 30, 2014,

During fiscal year 2010, the Primary Health System remarketed the Series 2004 Hospital
Revenue Refimding Bonds (Series 2004) and the Series 2000 Hospital Revenue Refunding
Bonds (Series 2000), as described below, and converted such bonds from a variable auction rate
to a fixed rate,

On January 1, 2004, the Primary Health Systern issued $85,000,000 insured Series 2004 bonds
for the purpose of refunding $80,925,000 of the total outstanding Series 1993 bonds (described
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below). The Primary Health System also utilized the proceeds to pay certain issuance costs and
contributed a portion of the bond proceeds in the amount of $1,633,658 to establish a debt
service fund.

The Series 2004 bonds were issued on parity, with respect to collateral, with other outstanding
bonds, described below. The Series 2004 bonds are also secured by a mortgage on 2 portion of
the Primary Health System’s main campus. The Series 2004 bonds mature annually on October
1 beginning in 2010 through 2023 in varying amounts. The Series 2004 bonds maturing after
October 1, 2019 (excluding those maturing on October 1, 2023) may be redeemed by the
Primary Health System after October 1, 2019 at a redemption price equal to the principal amount
plus accrued interest. The bonds maturing on October 1, 2023 may be redeemed prior to
maturity pursuant to the extraordinsry optional redemption and redemption upon damage or
condemnation provisions as described in the Remarketing Memorandum by the Primary Health
Systern after October 1, 2014 at a redemption price equal to 100% of the principal amount plus
accrued interest. Interest rates for the outstanding Series 2004 bonds range from 3.0% to 5.0%.

In August 2000, the Pnnmary Health System issued $47,300,000 insured Series 2000 bonds for
the purpose of refunding $40,000,000 of then outstanding Series 1987 bonds and funding a debt
service reserve fund in an original amount of $4,407,377 and to pay issuance costs. The Series
2000 bonds were issued on parity with other outstanding bond issues. The Series 2000 bonds
consist of term bonds maturing on October 1, 2023 and serial bonds maturing on QOctober ]
annually beginning in 2010 through 2025. The bonds maturing on October 1, 2023 are subject to
mandatory sinking fund redemption prior to maturity and without premium at the principal
amount thereof on October 1. The Series 2000 bonds maturing after October 1, 2014 may be
redeemed by the Primary Health Systern after October 1, 2014 at a redemption price equal to the
principal amount plus accrued interest.

Interest rates for the Series 2000 outstanding bonds are as follows:

Series Bonds - 3.75%to 5.0%
Term Bonds - 5.0%

The Primary Health System’s 1997A and 1998A Hospital Revenue Bonds (Series 1997A and
Series 1998A, respectively) were issued to fund capital improvements for Erlanger Medical
Center and establish a debt service reserve fund (1998A only) in an original amount of
$2,174,125.

The Series 1997A bonds are taxable and are secured on a parity under a Master Trust Indenture
with other outstanding bond issues. The 1997A bonds mature beginning in fiscal year 2015
through fiscal year 2028. The 1997A bonds are subject to optional redemption at 100% plus
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accrued interest and interest i3 payable at a variable auction rate for a 35-day period, which was
0.42% at June 30, 2014 and 0.49% at June 30, 2013.

The Series 1998A insured bonds are tax-exempt and consisted of $6,080,000 serial bonds
maturing annually on October 1 of each year through 2013 in varying amounts; and term bonds
maturing on October 1, 2018 and 2028 ($5,825,000 and $17,095,000, respectively). Such bonds
are secured on parity with other outstanding bonds. The bonds maturing after October 1, 2008
may be redeemed by the Primary Health System after Apri] 1, 2008 at amounts ranging from
100% to 101% of par value plus accrued interest.

Interest rates for the outstanding Series 1998A bonds are as follows:

$ 6,080,000 Serial Bonds - 4.75%to 5.00%
$ 5,825,000 Term Bonds - 5.0%
$17,095,000 Term Bonds - 5.0%

During fiscal year 2002, the Primary Health System defeased $5,320,000 of the 1998A bond
issuance because IRS regulations do not permit tax-exempt debenture proceeds to be used to
fund for-profit endeavors. These funds were used in the construction of an Ambulatory Surgery
Center. The Primary Health System contributed to an escrow account funds generated from its
operations sufficient to fund all principal and interest payments for approximately $5,320,000 of
debentures until maturity. The Primary Health System was released from being the primary
obligor and caonot be held liable for the defeased obligation, of which approximately $4,140,000
remains outstanding at June 30, 2014.

The trust indentures and related documents underlying the bonds contain certain covenants and
restrictions. As of June 30, 2014, management believes the Primary Health Systerm is in
compliance with all such covenants.

The Primary Health System’s scheduled principal and interest payments (estimated for variable
rate debt based on rates at June 30, 2014) on bonds payable and other long-term debt (excluding
capital leases) are as follows for the years ending June 30:
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Principal Interest Total
2015 $ 10,613,005 § 5,868,787 § 16,481,792
2016 11,637,069 5,391,616 17,028,685
2017 11,723,446 4,945,072 16,668,518
2018 12,674,484 4,515,962 17,190,446
2019 13,242,765 4,001,214 17,243,979
2020-2024 71,002,389 12,068,476 83,070,865
2025-2029 31,810,000 1,748,790 33,558,790

TOTAL § 162,703,158 § 38,539,917 § 201,243,075

Long-term debt activity for the Primary Health System for the years ended June 30, 2014 and
2013 consisted of the following:

Balance Balynce Balance

at June Additions/ Reductions/ o Jupe Additions/ Reductions/ af June

348, 2012 Amortizations  Accretions 30, 2013 Amaortizations  Accretions 55, 2014

Boods Payabic

Series 2004 $ 76,754,321 § 152,197 % 4950828 8 71955690 § 89594 § 5185827 § 46359457
Series 2000 35,404,215 1,822,960 34,581,285 - 2,022,959 32,558,296
Serics 199RA 18,859,616 14,769 545,000 18,329,385 14,769 185,000 18,159,154
Seriea 1997A 41,000,000 - - 41,806,000 - 41,000,000
Tatal bonds peyable 173,018,152 166,966 7318,788 165,866,330 104,353 7393786 158,576,507
Term Loan 6,282,894 - 652,379 5,630,515 652,357 4,978,158
Capital leases 6,834,667 53,463 6,741,204 - 165,514 6,575.290
Total long-term debt  § 186,135,713 § 166,966 & 8,084,630 § 178,238,499 § 104,363 $ 8,212,057 $170,130,355

NOTE H--PENSION PLAN

The Primary Health System sponsors a single-eraployer, non-contributory defined benefit
pension plan covering substantially all employees meeting certain age and service requirements.
In addition to normal retirernent benefits, the plan also provides for early retirement, delayed
retirement, disability and death benefits. The Primary Heaith System funds the plan as
contributions are approved by the Board of Trustees. The Primary Health System has the right to
amend, in whole or in part, any or all of the provisions of the plan. Effective July 1, 2009, the
plan was amended to be closed to new employees or rehires, and to further clarify the maximum
years of service to be 30. During June 2014, the plan was amended to freeze the accrual of
additional benefits going forward. The actuarial computations below do not include the impact
of this amendment.

The plan issues a publicly available financial report that includes a financial statement and
required supplementary information for the plan. That report may be obtained by writing to
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Erlanger Health System, Attention; Human Resources Department, 975 East Third Street,
Chaftanooga, Tennessee 37403 or by calling 423-778-7000.

The annual pension cost and net pension obligation for the years ended June 30, 2014 and 2013
are as follows:

Primary Health System
2014 2013
Annual required contribution $ 12,832,292 § 11,165,100
Interest on net pension obligation 782,963 791,073
Adjustment to annual required contribution (1,024,034) {899,189
Annual pension cost 12,591,221 11,056,984
Contributions made - {11,165,100)
Change in net pengion obligation 12,591,221 (108,116}
Net pension obligation at beginning of year 10,439,507 10,547,623
Net pension obligation at end of year $ 23,030,728 $§ 10,439,507

The annual expected contribution for the years ended June 30, 2014 and 2013, waz detenmined as
part of the January 1, 2014 and 2013 actuarial valuations, respectively, using the projected unit
credit cost method. The following actuarial assumptions were utilized:

2014 2013
Investment rate of return 7.5% 7.5%
Projected salary increases 4.0% 4.0%
Inflation 2.5% 2.5%
Increase in Social Security taxable wage base 3.5% 3.5%

Annual penston costs, contribution information and the net pension obligation for the last three
fiscal years follows:

Three-Year Trend Information

Annual Pension Percentage of Net Pension
Fiscal Year Ending Cost (APC) APC Contributed Obligation
June 310, 2012 $ 10,264,968 101% $ 10,547,623
June 30, 2013 11,056,984 101% 10,439,507
June 30, 2014 12,591,22] 0% 23,030,728
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The schedule of funding progress shown below presents multi-year trend information about
whether the actuarial value of plan assets is increasing or decreasing over time relative to the
actuarial accrued liability for benefits. The actuarial asset values are determined using prior year
valuations with the addition of cutrent year contributions and expected investment return on
market value of assets based on an assumed rate of 7.5%, and deducting benefit payments and
administrative expenses for the year. The actuarial value of assets was determined using
techniques that smooth the effects of short-term volatility in the market value of investments
using an average of cost and market value. The plan will reset the amortization base each year
equal to the unfunded actuarial accrued liability to be amortized over a closed 20 year period
and using a level dollar amount as the amortization factor.

Schedule of Funding Progress
Actuarial Total UAAL as a
Actuarial  Actuarial Accrued Unfunded Annual Percentage
Valudation Value Liability AAL Funded Covered af Covered
Date of Assets (AAL) (UAAL) Ratio % Payroll Payroil
1/1/11 $125,335,932 § 150,926,741 $25,590,809 83.0% 35 147,947,134 17.3%
1/1/12 124,520,999 160,704,688 36,183,689 71.5% 138,807,819 26.1%
1/1/13 121,700,323 170,980,311 49,279,988 71.2% 121,093,695 40.7%

NOTE I-OTHER RETIREMENT PLANS

The Primary Health System maintains defined conimbution plans under Section 403(b) and
401(a) of the IRC which provides for voluntary contributions by employees. The Plans are for
the benefit of all employees 25 years of age or older with at least 12 months of employment.

The Primary Health System matches 50% of each participant’s contribution up to 2% of the
parficipant’s earnings. Additionally, for eligible employees hired on after July 1, 2009 the
Primary Health System will make profit sharing contributions equal to 3% of their earnings,
regardless if the employee is making contributions. Employer contributions to the plan were
approximately $1,770,000 and $1,830,000 for the years ended June 30, 2014 and 2013,
respectively.

NOTE J-POST-EMPLOYMENT BENEFITS OTHER THAN PENSIONS

The Primary Health System sponsors three post-employment benefit plans other than pensions
(OPEB) for full-time employees who have reached retirement age, as deficed. The respective
plans provide medical, dental, prescription drug and life insurance benefits, along with a limited
lump-sum cash payment for a percent of the hours in the participant’s short-term disability at
retirement. The postretirement health, dental and prescription drug plan is contributory and
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contains other cost-sharing features, such as deductibles and coinsurance. The life insurance
plan and the short-term disability are noncontributory.

During 2014, the postretirement heafth, dental and prescription drug plan was amended to
increase the amount of required participant contributions. Additionally, eligibility for the short-
termn disability was limited to employees that had attained age 55 and completed 10 years of
service as of January 1, 2014 or attained age 65 with at least 5 years of service as of this date.
The lump-sum payout for the short-term disability was also reduced from 50% to 20% of the
amount accumulated.

Begimming in 2018, under the Patient Protection and Affordable Care Act (the Act), a 40% excise
tax will be imposed on the excess benefit provided to an employee or retiree in any month under
any employer-sponsored health plan. In the case of a self-insured plan, the plan administrator
must pay the tax. Because of the significant uncertainties regarding the excise tax on high cost
plans, management of the Primary Health System is evaluating the impact of this Act but does
not anticipate a material impact on the accrued liability at this time; however, actual results could
differ from these estimates.

The following table shows the plans, funded status as of June 30:

2014 2013
Actuarial accrued lability g 16,773,895 $ 30,500,450
Market value of assets - -
Unfunded actuarial accrued liability 3 16,773,895 & 30,500,450

The following is a summary of the components of the annual OPEB cost recognized by the
Primary Health Systern for the years ended June 30:

2014 2013
Annual required coniribution 3 2,032983 § 2,945,355
Interest on the net obligation 153,565 228,288
Adjustment for plan arnendment (3,127,421) -
Amortization of net obligation (152,570) (226,809)
OPERB cost (benefit) recognized 3 (1,093,443) % 2,946,834
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A reconciliation of the net OPEB obligation for the fiscal years ended June 30 is as follows:

2014 2013
Net OPEB obligation beginning of the year $ 6,966,545 § 5,707,193
OPEB cost (benefit) recognized (1,093,443) 2,946,834
Actual contributions (2,223,494) (1,687,482)
Net OPEB obligation end of the year 3 3,645,608 3 6,566,545
Trend Information

Annual Percentage of Net OPEB
OPEBR Cost Annual OPEB Cost Obligation at the

Fiscal Year Ending (Benefit) Contributed End of Year
July 1, 2012 § 2,666,393 39.6% $ 5,707,193
July 1, 2013 2,946,834 57.3% 6,966,545
July [, 2014 {1,093,443) N/A 3,649,608

Schedule of Funding Progress
Unfunded Unfunded Actuarial
Actuarial Actuarial Actuarial Actuarial Annual Accrued Liability as o

Valuation Value Accrued Acerued Covered Percent of Covered Funded

Date of Assets Liability Liability Payrolf Payroil Ratio

July 1,2012 % - § 28,788,147 § 28,788,147 $138,807,819 20.7% 0%

July 1, 2013 - 30,500,450 30,500,450 155,727,806 19.6% 0%

July 1, 2014 - 16,773,845 16,773,895 167,104,474 10.0% 0%

The actuarial calculations reflect a long-term perspective, Accordingly, the actuarial valuation
involves estimates of the value of reported amounts and assumptions about the probability of
events far into the future, and actuarially determined amounts are subject to continual revision as
actual results are compared to past expectations and new estimates are made about the future,

The schedule of funding progress presents multi-year trend information about whether the
actuarial value of plan assets is increasing or decreasing over time relative to the actuarial
accrued liability. The calculations are based on the benefits currently provided under the terms
of the plan as of the date of each valuation and on the sharing of cost between employer and plan
members at that point.

The actuariai cost method utilized is the unit credit actuarial cost method. The 2014 and 2013
postretiremient benefit cost assumed an average weighted annual rate increase in per capita cost
of covered health benefits of 7.4%, decreasing gradually to an ultimate rate of 4.8%.
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The amortizafion method used is the level percent of payroll method over a thirty-year
amortization. Other assumptions include a 4% discount rate and assumed salary increases of
4.0% aupually unti] age 65.

The Primary Health Systern also has a job injury program to provide benefits to workers injured
in employment-related accidents. This program provides medical and indemnity benefits to
employees injured in the course of employment for a period up to 24 months from the date of
injury. The Primary Health System has recorded a projected liability that is included in other
long-term liabilities in the combined statements of net position. The projected liability was
discounted using s 4% rate of return at June 30, 2014 and 2013.

NOTE K-MEDICAL MAILPRACTICE AND GENERAL LIABILITY CLAIMS

As of January 1, 1976, the Primary Health System adopted a self-insurance plan to provide for
malpractice and general liability claims and expenses arising from services rendered subsequent
to that date. In 1980, the Primary Health System’s Self-Insurance Trust Agreement (the
Agreement) was amended to include all coverages that a general public liability insurance policy
would cover. In 1988, the Agreement was amended and restated to comply with amendments to
the Tennessee Governmental Tort Liability Act and to formally include any claims and expenses
related to acts of employees of the Primary Health System. The Primary Health System is
funding actuarial estimated liabilities through a revocable trust fund with a bank. The trust assets
are included as a part of assets limited as to use in the accompanying corabined stateraents of net
position. Such amounts in the trust can be withdrawn by the Primary Health System only to the
extent there is an actuarially determined excess. The annual deposit to the self-insurance trust
fund is determined by management based on known and threatened claims, consultation with
legal counsel, and a report of an independent actuary. Losses against the Primary Health System
are generally limited by the Tennessee Governmental Tort Liability Act to $300,000 for injury or
death to any one person in any one occlurence or $700,000 in the aggregate. However, claims
against healthcare practitioners are not subject to the foregoing limits applicable to the Primary
Health System. Any such individuals employed by the Primary Health System, excluding
employed physicians for which the Primary Health System has purchased insurance coverage,
are covered by the Trust to the limits set forth therein.

In the opinion of management, the revocable trust fund assets are adequate at June 30, 2014, to
cover potential liability and malpractice claims and expenses that may have been inourred to that
date.

The Primary Health Systern provides for claims and expenses in the period in which the
incidence related to such claims cccur based on historical experience and consultation with legal
counsel. It is the opinicn of management that the reserve for estimated Josses and loss
adjustment expense (LAE) at June 30, 2014 is adequate to cover potential liability and
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malpractice claims which may have been incorred but not reported (IBNR) to the Primary Health
System. Such reserve for IBNR claims reflects a discount rate of 5.5% based on the Primary
Health System’s expected investment return during the payout period.

NOTE L-COMMITMENTS AND CONTINGENCIES

Litigation: The Primary Health System is subject to claims and suits which arise in the ordinary
course of business. In the opinion of management, the ultimate resolution of such pending legal
proceedings has been adequately provided for in its combined financial staternents, and will not
have a material effect on the Primary Health System’s results of operations or financial position.

The prior Chief Executive Officer (CEQ) resigned from Erlanger on December 31, 2011, after an
interim CEO (the Executive Vice President) was established December 1, 2011. The interim
CEO was replaced by the current CEO, hired on April 1, 2013. The Executive Vice President's
employment at Erlanger ended when her leave expired in June, 2013. She has filed a wrongful
termination lawsuit against Erlanger for $25 million, which Erlanger, in conjunction with its
Directors and Officers insurance catrier, is currently defending. The ultimate outcome of this
lawsuit is uncertain.

Regulatory Compliance. The healthcare industry is subject to numerous law and regulations of
federal, state and local governments. These laws and regulations include, but are not necessarily
limited to, matters such as licensure, accreditation, government healthcare program participation
requirements, reimbursement for patient services, Medicare fraud and abuse, and most recently
under the Provision of Health Insurance Portability and Accountability Act of 1996, matters
related to patient records, privacy and security. Recently, government activity has increased with
respect to investigations and allegations concerning possible violations of fraud and abuse
statutes and regulations by healthcare providers, such as the Medicare Recovery Audit
Contractor Program. Violations of these laws and regulations could result in expulsion from
government healthcare programs together with the imposition of significant fines and penalties,
as well as significant repayments for patient services previously billed. Complhiatce with such
laws and regulations can be subject to future government review and interpretation as well as
regulatory actions unknown or un-asserted at this time.

In the normal course of business, the Primary Health System continuously monitors and
investigates potential issues through its compliance program. Currently several investigations
related to potential non-compliance are underway and the Primary Health System recognizes a
liability when it is determined to exist and the amount can be reasonably estimated.
Management currently believes that the Primary Health System is in compliance with applicable
laws and regulations or has reported any amounts payable related known violations, including
amounts identified through the Medicare Recovery Audit Contractor program, or similar
initiatives, and any settlements will not have a significant impact on the combined financial
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statements. However, due to the uncertainties involved and the status of ongoing investigations,
management’s estimate could change in the near future and the amount of the change could be
significant.

Health Care Reform: In March 2010, Congress adopted comprehensive healthcare insurance
legislation, Patient Care Protection and Affordable Care Act and Health Care and Education
Reconciliation Act. The legislation, among other matters, is designated to expand access to
coverage to substantively all citizens by 2019 through a combination of public program
expansion and private industry health insurance. Changes to existing TennCare and Medicaid
coverage and payments are also expected to occur as a result of this legislation. Implementing
regulations are generally required for these legislative acts, which are to be adopted over a period
of years and, accordingly, the specific impact of any future regulations is not determinable.

NOTE M--LEASES

Capital: As discussed in Note E, during 2012, the Primary Health System entered into a
sale/leaseback arrangement, under which certain leases of office space meet the criteria as capital
leases. Interest on these leases has been estimated at 7% per annum.

During 2011, the Primary Health System acquired a parcel of land from the Industrial
Development Board of the City of Chattanooga, Tennessee for a nominal amount. The Primary
Health System also entered into a project development agreement with a developer to facilitate
final design, financing and construction of a medical office building for the benefit of
Volkswagen Group of America Chattanooga Operations, LLC (Volkswagen) on this land. The
Primary Health System has entered into a forty-year ground lease, with the option of two ten-
year renewal terms, of the parcel to the developer. Additionally, in 2012, the Primary Health
System has entered into a twenty year lease with the developer for certain space in the medical
office building for a wellness center and other operations under a capital lease agreement.

The following is an analysis of the property under capital leases by major classes at June 30:

Primary Health System
2014 2013
Buildings $ 6,601,812 § 6,601,812
Equipment 494,905 494,905
7,096,717 7,096,717
Less: accumulated amortization (1,177,444) (593,019)

$ 5,919,273 § 6,503,698
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The following is a schedule of future minimum lease payments under capital leases:

Year Ending June 30,

2015 h 773,890

2016 739,815

2017 729,999

2018 744,453

2019 759,311

2020-2024 3,779,120

2025-2029 4,055,430

2030-2034 1,848,126

Total minimum lease payrents 13,430,144
Less: amount representing interest (6,854,854)

Present value of minimum lease payments

(including current portion of $196,283) $ 6575290

Operating: The Primary Health System rents office space and office equipment under non-
cancelable operating leases through 2033, containing various lease terms. The leases have other
various provisions, including sharing of certain executory costs. Rent expense under operating
leases was approximately $7,840,000 and $7,450.000 in 2014 and 2013, respectively. Future
minimum lease commitments at June 30, 2014 for all non-cancelable leases with terms in excess
of one year are as follows:

Year Ending June 30,
2015 $ 6,200,885
2016 3,539,847
2017 3,434,456
2018 2,666,047
2019 2,436,867
Thereafter 19,823,183

~$ 38,101,285

Rental Revenues: The Primary Health System leases office space to physicians and others under
various lease agreements with terms in excess of one year. Rental revenue recognized for the
years ended June 30, 2014 and 2013 totaled approximately $3,688,000 and $4,261,000,
respectively. The following is a scheduie of future minimurm lease payments to be received for
the years ending June 30:
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Year Ending June 30,
2015 $ 1915427
2016 1,140,038
2017 748,170
2018 533,963
2019 413,203
Thereafter 1,302,421

$ 6,053,222

NOTE N-DERIVATIVE FINANCIAL INSTRUMENTS

Simultaneous with the issuance of the $85,000,000 Series 2004 bonds discussed in Note G, the
Primary Health System entered into interest rate swap agreements. In an effort to take advantage
of the differences between taxable and tax-exempt debt, and manage exposure to interest rate
risks associated with various debt instruments, the Primary Health System is currently a party to
two distinct interest rate swap agreements with a third party.

With respect to the 1997A Series bonds, the Primary Health System executed a swap agreement
whereby the Primary Health System receives a variable rate equal to the one-month LIBOR-
BBA rate and pays a fixed rate equal to 5.087% on a notional amount of $41,000,000. Unless
terminated at an earlier date (at the Primary Health System’s option), this agreement terminates
on October 1, 2027,

With respect to the 1998A Series bonds, the Primary Health System executed a swap agreement
whereby the Primary Health System receives a fixed rate of 3.932% and pays a variable rate
equal to the Securities Industry and Financial Markets Association (SIFMA) Municipal Swap
Index on a notional amount of $16,305,000, Unless terminated at an earlier date (at the Primary
Health System’s option), this agreement terminates on October 1, 2027,

Although these swap instruments are intended to manage exposure to interest rate risks
associated with the various debt instruments referred to above, none of these swap agreements
have been determined to be effective hedges. Accordingly, the interest rate swaps are reflected
in the accompanying combined statements of net position at their aggregate fair value (a net
liability of $3,982,646 and $4,856,429 at June 30, 2014 and 2013, respectively) and the chanpes
in the value of the swaps are reflected as a component of non-operating revenues in the
combined statements of revenue, expenses and changes in net position.

Management has considered the effects of any credit value adjustment and while management
believes the estimated fair value of the interest rate swap agreements is reasonable, the estimate
is subject to change in the near term.
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NOTE O-MANAGEMENT AGREEMENT

On April 13, 2011, the Primary Health System's Board of Trustees approved a resolution
authorizing a management agreement (the Agreement) between the Primary Health System,
Hutcheson Medical Center, Inc. and affiliates (collectively, Hutcheson) and the Hospital
Authority of Walker, Dade and Catoosa Counties in Georgia (the Hospital Authority).

Under the terms of the Agreement, the Primary Health System proposed general operating
policies and directives for Hutcheson; was responsible for the day-to-day management of
Hutcheson and provided oversight of ancillary aspects of Hutcheson, such as physician practices,
education, research, and cligical services. The Agreement's initial term was to be through March
31, 2021 with the Primary Health System to have the option to extend the agreement for two
additional five year terms. The Primary Health System was authorized to ferminate the
Agreement, without cause, upon written notice at any point subsequent to May 25, 2013. Upon
such termination, Hutcheson was to be obligated to make a Termination Payment to the Primary
Health System consisting of all expenses then owed by Hutcheson and any outstanding advances
under a Line of Credit Agreement, discussed beiow. Hutcheson could also terminate the
agreement without cause at any point subsequent to May 25, 2013 by paying the Termination
Payment, as well as the lesser of a) $1,000,000 per year for each year the Agreement has been in
place, or b) $1,000,000 less any management fees paid in each Agreement year.

In addition to the Agreement, the Primary Health System agreed to extend a Line of Credit (the
Line) to the Hospital Authority. The maximum amount available under the initial Line was
$20,000,000. Dunng the year ending June 30, 2013, the Agreement was amended to increase the
maximum amount to $20,550,000. At June 30, 2014, the draws on the Line totaled $20,550,000.

The Line called for interest only payments each month on the outstanding balance, based on the
London InterBank Offered Rate plus 4% or a rate of 5%, whichever is greater. However, any
unpaid interest through March 31, 2013 was deferred and to be paid over a twelve-month period
commencing on that date. All outstanding draws were due at the maturity date, which is
consistent with the Agreement termination dates, discussed above.

The Line is secured by a Security Agreement on the primary Hutcheson medical campus.
Further, the Coumties of Walker and Catoosa, Georgia (collectively, the Counties) have provided
additional security in the form of guarantees under an Intergovemnmental Agreement. Under the
Intergovernmental Agreement, the Counties have each agreed to a maximum liability of
$10,000,000 to secure the line. The form of such guarantee was to be at the option of the
Counties and were to become enforceable upon & notice of default delivered by the Primary
Health System. The form of the guarantee selected by the Counties can include 2) a psyment of
50% by each County of the amounts owing under the Line, b) payments as they become due up
to the respective $10,000,000 limits or c) after non-Judicial foreclosure under the Security
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Agreement, each County could elect to pay 50% of any deficiency between the amount
outstanding under the Line and the then fair market value. Both Counties previously agreed to
levy annual property taxes, if needed to honor these guarantees.

In June 2013, the Agreement was modified to allow Hutcheson to issue requests for proposals for
the lease or sale of Hutcheson properties without creating a breach of the Agreement. As part of
the Agreement, Hutcheson committed to obtain alternative financing and repay the line of credit
upon the earlier of the replacement financing being obtained by Hutcheson, or June 1, 2014.

In August of 2013, however, Hutcheson terminated the Agreement. In response thereto, the
Primary Health Systern declared Hutcheson to be in default under the Agreement and made
formal demand of Hutcheson as to all amounts then due and payable. In February 2014, the
Primary Heaith System filed suit against Hutcheson in order to collect the moneys, including
principal, interest and penalties, then due. In response to such filing, Hutcheson has asserted
multiple counter claims against the Primary Health System alleging mismanagement and other
failures under the Agreement. Additionally, another senior creditor has filed a separate lawsuit
against the Primary Health System alleging priority over the Primary Health System’s security
interest aud, presumably, the County guarantees relating to Hutcheson. The litigation is
currently pending in the United States District Court in the Northern District of Georgia, Rome
Division

NOTE P--OTHER REVENUE

The American Recovery and Reinvestment Act of 2009 and the Health Information Technology
for Economic and Clinical Health (HITECH) Act established incentive payments under the
Medicare and Medicaid programs for certain healthcare providers that use certified Electronic
Health Record (EHR) technology. To qualify for incentive payments, healthcare providers must
meet designated EHR meaningful use criteria as defined by the Centers for Medicare &
Medicaid Services (CMS). Incentive payments are awarded to healthcare providers who have
attested to CMS that applicable meaningful use cnteria have been met. Compliance with
meaningful use criteria 8 subject to audit by the federa! government or its designee and incentive
payments are subject to adjustment in a future period.

The Primary Health System recognizes revenue for EHR incentive payments when substantially
all contingencies have been met. During 2014 and 2013, the Primary Health System recognized
approximately $4,220,000 and $2,670,000, respectively, of other revenue related to EHR
incentive payments.
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NOTE Q--CONDENSED FINANCIAL INFORMATION

The following is condensed, financial information related to the discretely presented component
nnits as of and for the years ended June 30, 2014 and 2013:

ContinuCare Cyberknife

As of June 30, 2014

Due from other governments $ 192,950 § 176,300
Other current assets 10,345,848 460,017
Total Current Assets 10,538,798 636,317
Net property, plant and equipment 4,885,489 4,120,144
Other assets 882,663 64,013
Total Assets § 16,306,950 $ 4,820,474
Due to other governments 3 126,882 % -
Other current liabilities 2,564,259 655,526
Total Current Liabilities 2,691,141 655,526
Long-term debt and capital lease obligations 51,653 3,092,057
Total Liabilities 2,742,794 3,747,583
Net position
Unrestricted 8,759,244 556,940
Net investment in capital assets 4,804,912 515,951
Total Net Position 13,564,156 1,072,891
Total Liabulities and Net Position  $ 16,306,950 $ 4,820,474
Year Ended June 30, 2014
Net patient and operating revenue $ 26429529 $ 1,900,600
Operating expenses:
Salaries, wages and benefits 13,407,246 231,342
Supplies and other expenses 12,497,767 702,098
Depreciation 549,539 560,208
Total Operating Expenses 26,454,552 1,493,648
Operating Income (Loss) (25,023) 406,952
Nonoperating revenue (expenses) 389,611 (172,007)
Change in Net Position 364,588 234,945
Net Position at Beginning of Period 13,199,568 837,946

Net Position at End of Period §$ 13,564,156 § 1,072,891
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CHATTANOOGA-HAMILTON COUNTY HOSPITAL AUTHORITY

(d/b/a Erlanger Health System)
Notes to Combined Financial Statements - Continued

Years Ended June 30, 2014 and 2013

ContinuCare Cyberknife
As of June 30, 2013
Due from other governments $ 248239 % 129,000
Other current assets 8,865,703 490,008
Total Current Assets 9,113,942 619,008
Net property, plant and equipment 5,174,936 4,468,880
Other assets 2,383,609 75,309
Total Assets § 16,672,487 % 5,163,197
Due to other governments h) 408,032 §% 120,000
Other current liabilities 3,035,595 788,584
Total Current Liabilities 3,443,627 008,584
Long-term debt and capital lease obligations 29,292 3,416,667
Total Liabilities 3,472,919 4,325,251
Net position
Unrestricted ‘8,110,622 210,424
Net investment in capital assets 5,088,946 627,522
Total Net Position 13,199,568 837,946
Total Liabilities and Net Positton § 16,672,487 § 5,163,197
Year Ended June 30, 2013
Net patient and operating revenue $ 26,026,863 § 1,560,900
Operating expenses:
Salaries, wages and benefits 13,395,486 211,954
Supplies and other expenses 12,897,677 578,266
Depreciation 517,483 521,752
Total Operating Expenses 26,810,646 1,317,972
Operating [ncome (Loss) (783,783) 242,928
Nonoperating revenue {expenses) 497,259 (194,623)
Change in Net Position (286,524) 48,305
Net Position at Beginning of Period 13,486,092 789,641
Net Position at End of Period § 13,199,568 $ 837,946
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CHATTANOOGA-HAMILTON COUNTY HOSPITAL AUTHORITY
(d/b/a Erlanger Health System)

Notes to Combined Financial Statemenis - Continued

Years Ended June 30, 2014 and 2013

ContinuCare owes the Primary Health System for various services, supplies, and rents provided,
or expenses paid on its behalf, Actual expenses incurred related to these services were
$1,925,245 and $2,119.466 in 2014 and 2013, respectively. In addition, ContinuCare provides
staffing, contract nurse visits, and administrative services to the Primary Health System.
Revenues from such services were $372,554 and $617,427 for the years ended 2014 and 2013,
respectively. Amounts due at June 30, 2014 and 2013 are included in amounts due to/from other
governments in the accompanying combined financial statements.

As of June 30, 2014 and 2013, Cyberknife owes the Primary Health System for various services,
supplies and rents provided, or expenses paid on its behalf. The Primary Health System owes
Cyberknife for radiation services provided by Cyberknife to the Primary Health System’s
patients. Revenues related to those services provided to the Primary Health System were
$1,900,600 and $1,560,900 in 2014 and 2013, respectively. Amounts due at June 30, 2014 and
2013 are included in amounts due to/from other governments in the accompanying cormbined
statements of net position.
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Certified Public Accountants

REPORT ON AL CONTROL OVER FINANCIAL REPORTING
AND ON COMPLIANCE AND OTHER MATTERS BASED ON AN AUDIT
OF FINANCIAL STATEMENTS PERFORMED IN ACCORDANCE
WITH GOVERNMENT AUDITING STANDARDS

To the Board of Trustees of
Chattancoga-Hamilton County Hospital Authority
{d/b/a Erlanger Health System):

We have audited, in accordance with auditing standards generally accepted in the United States
of America and the standards applicable to financial audits contained in Government Auditing
Standards, issued by the Comptroller General of the United States the combined financial
statements of the business-type activities and the aggregate discretely presented component units
of Chattanooga-Hamilton County Hospital Authority d/b/a Erlanger Health System (the Primary
Health System) and its discretely presented component units as of and for the year ended June
30, 2014, and the related notes to the combined financial statements, which collectively comprise
the Primary Health System’s basic combined financial statements, and have issued our report
thereon dated September 17, 2014,

Internal Control Over Financial Reporting

In planning and performing our audit of the combined financial statements, we considered the
Primary Health System’s internal control over financial reporting (internal control) to determine
the audit procedures that are appropriate in the circumstances for the purpose of expressing our
opinion on the combined financial statements, but not for the purpose of expressing an opinion
on the effectiveness of the Primary Health System’s internal control. Accordingly, we do not
express an opinion on the effectiveness of the Primary Health System’s internal control.

A deficiency in imternal control exists when the design or operation of a control does not allow
management or employees in the normal course of performing their assigned functions, to
prevent, or detect and correct misstatements on a timely basis. A material weaknessy is a
deficiency, or combination of deficiencies, in internal control, such that there is a reasonable
possibility that a material misstatement of the financial statements will not be prevented, or
detected and comrected on a timely basis. A significamt deficiency i3 a deficiency, or a
combination of deficiencies, in internal control that is less severe than a material weakness, yet
important enough to merit attention to those charged with governance.

Our consideration of intemnal control over financial reporting was for the limited purpose
described in the first paragraph of this section and was not designed to identify all deficiencies in
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internal control over financial reporting that might be material weaknesses or significant
deficiencies. Given these limitations, during our audit we did not identify any deficiencies in
internal control over financial reporting that we consider to be material weaknesses, However,
material weaknesses may exist that have not been identified.

Compliance and Other Matters

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

Purpose of this Report

The purpose of this report is solely to describe the scope of our testing of intemal control and
compliance and the results of that testing, and not to provide an opinion on the effectiveness of
the Primary Health System’s internal control or on compliance. This report is an integral part of

an audit performed in accordance with Goverrment Auditing Standards in considering the
Primary Health System’s internal confrol and compliance. Accordingly, this communication is

not suitable for any other purpose.
Futms M ' (Dpustd

Knoxville, Tennessee
September 17, 2014
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CHATTANOOGA-HAMILTON COUNTY HOSPITAL AUTHORITY

{d/b/a Erlanger Health System)

Schedule of Expenditures of Federal Awards

Year Ended Tune 30, 2014
Pass-Through CFDA Grant Number Federal
Grantor Grantor Agency Program Name Number {Grent Period) Expenditures
1.5, Departrient of Chattznooga-Hamilton  Special Supplemental  10.557 GG-13-34148-00 s 19,503
Agriculture County Health Nutrition Program for (101112 - 9530/13)
Department Woraen, Infasits, and GG-13-34148-00 48.463
Children (LO/1/13 - 9/30/14)
Total U.8. Department of Agriculture 67,966
U.8. Department of /e Community 93224 HE0CS00091-12 1,119,574
Health and Humain Health Centers (12/1/12 - 11/30A13)
Services HEOCS00091-13 1,287,874
(1271113 - 13730114)
2,407,448
U.8. Department of MeHarry Medical Cincer Centers 93,397  (91214MEH358-03 51,470
Health and Human College Bupport CNP (9/1/12-8/31/13)
Services Program 091214MKH358-03 39,037
(9/1/13-813114)
90,507
U.8. Department of McHiry Medical Improving Diabetes 93.779 110520KP 114 25,170
Health and Humen Collegn Management in (9/30/12-9/25/13)
Services African Americany 11G520KP1 14 28,285
{9/30/13-9/29/14)
53455
1.8, Department of State of Tennessee High Risk 93.778 GG-11-31792-03 381,783
Health and Humnan Departroent of Health Perinatal Program (7/1/13-6/30/14)
Services Buoreay of TennCare
11.8. Departroent of Stats of Tennesses Maternal snd Child ~ 93.994 (G-14-37680-00 249249
Health and Human Depertment of Health  Health Services Block (7/1/13-6/30/14)
Services Grant to the States GG-14-37233-00 23,407
(11/13-6/30/14)
272,656
U.S. Department of State of Tonnessca Bioterrorism Hospital ~ 93.889 GR-14-39025-00 122,500
Health end Huroan Departmesti of Health Preparedness (7/1/13-6/30/14)
Services (GR-14-38999-00 47,600
(7113-6/30/14)
GR-13-35567-00 20,000
(/1/13-6/30/14)
GR-13-35646-00 20,000
{7/1/13-6/30/14}
210,110
Total U.S. Department of Health and Human Sesvices 3415949

Tots] Expenditures of Federal Awards § 3,483,915

See notes to schedules of expenditures of federal awards and state and other financial
assistarice.
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CHATTANOOGA-HAMILTON COUNTY HOSPITAL AUTHORITY

(d/b/a Erlanger Health System)

Schedule of Expenditures of State and Other Financial Assistance

Year Ended June 36, 2014
Grant
Contract Number  Beginning Cash Expenditures  Ending
Grantor Program Name {Coniract Period) Balance Received {Adjustments)  Balance
State of Tennessee Departrment High Risk GG-11-3179202 $ 93241 § 98241 § - 3 -
of Health, Bureau of TennCare Perinatal Program (7/1/12 - 6/30/13)
GG-11-31792-03 - 283,139 381,783 98,644
(7/1/13-6£30/14)
State of Tennessee Departoment Maternal and Child Health ~ GG-10-28785-00 30,775 43,349 27,424 14,850
of Health Services Block Grant fo (7/1/09 - 6/30/14)
the States
GG-13-39394-00 34,073 34,073 - -
(7/1/12 - 6/30/13)
GG-14-37680-00 - 38,079 51,051 12,972
(71/13-6/30/14)
GG-13-33477-00 2,585 2,585 - -
(7/1/12 - 6/30/13)
GG-14-37233-00 - 3,873 8,657 4,784
(71/13-6/30/14)
State of Georgia Department Life Porce Air Ambulance Grant 12002G - 600,000 600,000 -
of Community Health {7/1/013 - 6/30/14)
TOTAL STATE AND OTHER FINANCIAL ASSISTANCE § 165,674 § 1,103,339 % 1,068,915 $ 131,250
See notes to schedules of expenditures of federal awards and state and other financial assistance. 37



CHATTANOOGA-HAMILTON COUNTY HOSPITAL AUTHORITY
(d/b/a Erlanger Health System)

Notes to Schedules of Expenditures of Federal Awards and State and Other Financial
Assistance

Year Ended June 30, 2014
NOTE A-BASIS OF PRESENTATION

The accompanying schedule of expenditures of federal awards and the schedule of expenditures
of state and other financial assistance includes the grant activity of Chattanooga-Hamilton
County Hospital Authority d/b/a Erlanger Health System (the Primary Health System) and is
presented on the accrual basis of accounting. The information in these schedules is presented in
accordance with the requirements of OMB Circular A-133, Audits of States, Local Gavernments,
and Non-Profit Organizations and the Tennessee Comptroller of the Treasury, respectively.
Therefore, some amounts presented in these schedules may differ from amounts presented in, or
used in the preparation of, the basic combined financial statements.

NOTE B--CONTINGENCIES

The Primary Health System’s federal programs are subject to financial and compliance audits by
grantor agencies which, if instances of material noncompliance are found, may result in
disallowed expenditures and affect the Primary Health System’s continued participation in
specific programs. The amount, if any, of expenditures whick may be disallowed by the grantor
agencies cannot be determined at this time, although the Primary Health System expects such
amounts, if any, to be immaterial.

NOTE C--BIOTERRORISM HOSPITAL PREPAREDNESS AWARDS

The following is a reconciliation of the Bicterrorism Hospital Preparedness Awards of the
Primary Health System:

Receivable/ Receivable/

(Unexpended) Awards Earned (Unexpended)

Balance at by Expenditures  Balance at
Grant June 30, 2013 Receipts {Adjustments)  June 30, 2014
GR-14-39025-00 3 - $ 122,500 % 122,500 % -
(GR-14-389069-00 - 47,600 47,600 -
GE-13-35567-00 . 20,000 20,000 -
GE-13-35646-00 - 20,000 20,000 -

Total § - § 210,100 § 210,100 §
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CHATTANOOGA-HAMILTON COUNTY HOSPITAL AUTHORITY
(d/b/a Erlanger Health System)

Schedule of Findings and Questioned Costs

Year Ended June 30, 2014

Section I - Summary of Auditor’s Results

FINANCIAL STATEMENTS

The auditor’s report expressed an unmodified opinion on the combined financial statements of
Chattanocoga-Hamilton County Hospital Authority.

Internal control over financial reporting:

Material weakness(es) identified? Yes [ ] Ne [X]
Significant deficiency identified not considered to be material None Reported
weaknesses?
Noncompliance material to combined financial statements noted? Yes [ ] No [X]
FEDERAL AWARDS

The auditor’s report on compliance for the major federal award programs for Chattanooga-
Hamilton County Hospital Authority expresses an unmodified opinion on its major federal

programs.

Internal control over major programs:

Material weakness(es) identified? Yes [ ] No [X]
Significant deficiency identified not considered to be material None Reported
weaknesses?

Any audit findings disclosed that are required to be reported in accordance Yes [ ] No [X]
with Section 510(a) of Circular A-133?

Identification of Major Programs:;

CFDA Number(s) Name of Federal Program or Cluster
93.224 U.S. Department of Health and Human Services - Community
Health Centers
93.778 U.S. Department of Health and Human Services — High Risk
Perinatal Program
Dollar threshold used to distinguish between Type A and Type B programs: $ 300,000
Auditee qualified as low-risk auditee? Yes [X] No[]
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CHATTANOQOGA-HAMILTON COUNTY HOSPITAL AUTHORITY
(d/b/a Erlanger Health System)

Schedule of Findings and Questioned Costs - Continued

Year Ended June 30, 2014

Section Il - Financial Statement Findings

This section identifies the significant deficiencies, material weaknesses, fraud, illegal acts,
violations of provisions of contracts and grant agreements, and abuse related to the financial
statements for which Governmemt Auditing Standards require reporting in a Circular A-133
audit.

Not applicable, no financial statement findings.

Section IlI - Federal Award Findings and Questioned Costs

This section identifies the audit findings required to be reported by Section 510(a) of Circular A-
133 (for example, significant deficiencies, material weaknesses, and material instances of
noncompliance, including questioned costs), as well as any abuse findings involving federal
awards that are material to a major program.

Not applicable, no findings or questioned costs.
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CHATTANOOGA-HAMILTON COUNTY HOSPITAL AUTHQRITY
(d/b/a Erlanger Health System)

Schedule of Prior Audit Findings

Year Ended June 30, 2014

There were no prior audit findings.
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REPORT ON COMPLIANCE FOR EACH MAJOR FEDERAL PROGRAM
AND REPORT ON INTERNAL CONTROL OVER COMPLIANCE IN
ACCORDANCE WITH OMB CIRCULAR A-133

To the Board of Trustees of
Chattanooga-Hamilton County Hospital Authority
{d/b/a Erlanger Health System):

Report on Compliance for Each Major Federal Program

We have audited Chattanooga-Hamilton County Hospital Authority's d/b/a Erlanger Health
System (the Primary Health System) compliance with the types of compliance requirements
described in the U.S. Office of Management and Budget (OMB) Circular A-133 Compliance
Supplement that could have a direct and material effect on each of its major federal programs for
the year ended June 30, 2014. The Primary Health System’s major federal programs are
identified in the summary of auditor’s results section of the accompanying schedule of findings
and questioned costs.

Management’s Responsibility

Management is responsible for compliance with the requirements of laws, regulations, contracts,
and grants applicable to each of its major federal prograrns.

Auditor’s Responsibility

Our responsibility is to express an opinjon on compliance for each of the Primary Health
Systern’s major programs. We conducted our audit of complisnce in accordance with auditing
standards generally accepted in the United States of America; the standards applicable to
financial audits contained in Government Auditing Standards, issued by the Comptroller General
of the United States; and OMB Circular A-133, Audits of States, Local Governments, and Non-
Profit Organizations. Those standards and OMB Circular A-133 require that we plan and
perform the compliance audit to obtain reasonable assurance about whether noncompliance with
the types of compliance requirements referred to above that could have a direct and material
effect on a major federal program occurred. An audit includes examining, on a test basis,
evidence about the Primary Health System’s compliance with those requirements and performing
such other procedures as we considered necessary in the circumstances.
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We believe that our audit provides a reasonable basis for our opinion on compliance for each
major federal program. However, our audit does not provide a legal determination of the
Primary Health System’s compliance.

Opinion on Each Major Federal Programs

In our opinion, the Primary Health System complied, in all material respects, with the
compliance requirements referred to above that could have a direct and material effect on each of
its major federal programs for the year ended June 30, 2014.

Report on Internal Control Over Compliance

The management of the Primary Health System is responsible for establishing and maintaining
effective internal control over compliance with the types of compliance requirements referred to
above. In planning and performing our audit of compliance, we considered the Primary Health
System’s internal control over compliance with the types of requirements that could have a direct
and matenal effect on each major federal program in order to determine our auditing procedures
that are appropriate in the circumstances for the purpose of expressing our opinion on
compliance and to test and report on internal control over compliance in accordance with OMB
Circular A-133, but aot for the purpose of expressing an opinion on the effectiveness of internal
control over compliance. Accordingly, we do not express an opinion on the effectiveness of the
Primary Health System’s internal control over compliance.

A deficiency in internal control over compliance exists when the design or operation of a control
over compliance does not allow management or employees, in the normal course of performing
their assigned functions, to prevent, or detect and cormect noncompliance with a type of
compliance requirement of a federal program on a timely basis. A material weakness in internal
control over compliance s a deficiency, or combination of deficiencies, in intemnal control over
compliance, such that there is a reasonable possibility that material noncompliance with a type of
compliance requirement of a federal program will not be prevented, or detected and comrected on
a timely basis. A significant deficiency in intermal control over compliance is a deficiency, or &
combination of deficiencies, in internal control over compliance with a type of compliance
requirement of a federal program that is less severe than a material weakness in intemal control
over compliance, yet important enough to merit attention by those charged with governance,

Our consideration of internal control over compliance was for the limited purpose described
the first paragraph of this section and was not designed to identify all deficiencies in internal
control over compliance that might be material weaknesses or significant deficiencies. We did
not identify any deficiencies in internal confrol over corapliance that we consider to be material
weaknesses. However, material weaknesses may exist that have not been identified.
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The purpose of this report on internal control over compliance is solely to describe the scope of
our testing of internal control over compliance and the results of that testing based on
requirements of OMB Circular A-133. Accordingly, this report is not suitable for any other

%WW e

Knoxville, Tennessee
December 16, 2014
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