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INDEPENDENT AUDITORS® REPORT

The Board of Trustees
Southwest Louisiana Health Care System, Inc.

We have audited the accompanying consolidated balance sheets of Southwest Louisiana Health Care System,
Inc. and its affiliates (the System) as of December 31, 2010 and 2009, and the related consolidated staternents
of operations, changes in net assets and cash flows for the years then ended. These financial statements are the
responsibility of the System’s management. Our responsibility is to express an opinion on these financial
statements based on our audits.

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

In our opinion, the financial statements referred to above present fairly, in all material respects, the
consolidated financial position of Southwest Louisiana Health Care System, Inc. and its affiliates as of
December 31, 2010 and 2009, and the resuits of their operations and their cash flows for the years then ended
in conformity with accounting principles generally accepted in the United States of America.

In accordance with Government duditing Standards, we have also issued our report dated April 8, 2011, on
our consideration of the System’s internal control over financial reporting and on our tests of ils compliance
with certain provisions of laws, regulations, contracts, and grants. The purpose of that report is to describe the
scope of our testing of internal control over financial reporting and compliance and the results of that testing,
and not to provide an opinion on the internal control over financial reporting or on compliance. That report is
an integral part of an audit performed in accordance with Government Auditing Standards and should be read
in conjunction with this report in considering the results of our audits.

Footletnits | /\fmwéfe

Baton Rouge, Louisiana
April 8, 2011

8550 United Plaza Blvd, Svite 1001 » Baton Rouge, LA 70809 « Tel: 225.922.4600 » Fax: 225.922.4611
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SOUTHWEST LOUISJANA HEALTH CARE SYSTEM, INC.

CONSOLIDATED BALANCE SHEETS
DECEMBER 31, 201¢ AND 2009

ASSETS
{in thousands) 2010 2009
CURRENT ASSETS
Cash and cash equivalents 13 16,979 $ 16,843
Investment in Louisiana Hospital Investment Pool : 1.179 7,102

Patient accounts receivable, net of allowances for contractual
adjustments and doubtful accounts of
approximately $82,231 and $56,651 at

Dcecember 31, 2010 and 2009, respectively 32,007 27,491
Assets limited as to use - current portion 844 8§99
Inventory 3,196 3,227
Other current assets 2,969 2,832

Total current assets 63,174 58,394

ASSETS LIMITED AS TO USE
Held by trustee in accordance with bond indentures 9,830 9,884
Internally designated for malpractice claims 1,488 1,411
Internally designated for the Foundation 500 500

Total assets whose use is limited 11,818 11,795
Less: amounts required to meet current liabilities (R44) (899)

Noncurrent assets limited as to use 10,974 10,896

PROPERTY AND EQUIPMENT, net 73,905 76,883

Total property and equipment, net 73,905 76,883

OTHER ASSETS _
Deferred financing costs 2,266 2,438
Other 345 319
Total other assets 2,611 2,757
TOTAL ASSETS b 150,664 - 8 148,930

. St LA

The accompanying notes are an integral part of these statements.



LIABILITIES AND NET ASSETS

{in thousands) 2010 2009
CURRENT LIABILITIES
Current portion of long-term debt 5 4,359 $ 4,396
Acerued interest payable 473 486
Accounts payable 6,738 5,170
Accrued compensation and benefits 8,037 6,755
Estimated third-party payor settlements 3,104 2,858
Other accrued expenses 4,260 4,918
Credit balances in patient accounts receivable 2,043 393
Total current liabilities 29,014 24,976
LONG-TERM DEBT, aet of current portion 92,484 96,733
Total long-term debt, net of current portion 92,484 96,733
Total liabilities 121,498 121,709
TOTAL NET ASSETS
Noncontrolling interest 274 184
Controlling interest 28,892 27,037
Total net assets 29,166 27,221
TOTAL LIABILITIES AND NET ASSETS $ 150.664 $ 148,930




SOUTHWEST LOUISIANA HEALTH CARFE SYSTEM, INC.

CONSOLIDATED STATEMENTS OF OPERATIONS
YEARS ENDED DECEMBER 31, 2010 AND 2009

(in thousands}
2010 2009
OPERATING REVENUES
Net patient service revenue $ 216,552 $ 211,356
Other operating revenues 6,748 6,601
Total operating revenues 223,300 217,957
OPERATING EXPENSES
Salaries and wages 82,006 80,533
Employee benefits 18,508 17,580
Contract {abor 5,284 5,935
Supplies 45,547 43,437
Professional fees 2,857 2,954
Service contracts 2,794 2,850
Purchased services - 15,102 14,768
Management fees 1,007 1,892
Depreciation and amortization 11,591 ’ 11,162
Interest expense 6,217 6,446
Provision for doubtful accounts 18,921 15,374
Insurance 4332 3,954
Other 10,029 10,097
Total operating expenses 224,195 216,982
INCOME (LOSS) FROM OPERATIONS (895) 975
NONOPERATING REVENUES (EXPENSES)
Contributions 362 100
Other revenues - net 2,880 2,577
3,242 2,677
REVENUES OVER (UNDER) EXPENSES 2,347 3,652
Change in fair value of investments 26 104
INCREASE IN NET ASSETS 2,373 3,756
Increase in net assels - noncontrolling interest 518 679
Increase in net assets - controlling interest 3 1,855 S 3,077

The accompanying notes are an integral part of these staternents.
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SOUTHWEST LOUISI LT RE SYSTEM. INC.

CONSOLIDATED STATEMENTS OF CHANGES IN NET ASSETS
YEARS ENDED DECEMBER 31, 2010 AND 2009

Controlling Noncontrolling Total
{in thousands) : Interest Interest Net Assets
Balance at December 31, 2008 3 23,960 3 (76) % 23,884
Cash paid to minority shareholders - (419) (419)
Increase in net assets for the
year ended December 31, 2009 3,077 679 3,756
Balance at December 31, 2009 27,037 184 27,221
Cash paid to minority shareholders - (428) {428)
Increase in net assets for the
year ended December 31, 2010 1,855 518 2,373
Balance at December 31, 2010 s 28,892 ] 274 3 29166

The accompanying notes are an integral part of these statements.
-5.



SOUTHWEST LOUISIANA HEALTH CARE SYSTEM, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS
YEARS ENDED DECEMBER 31, 2010 AND 2009

(in thousands)

CASH FLOWS FROM OPERATING ACTEIVITIES
Change in net assets
Adjustments to reconcile the changes in net assets
to net cash provided by operating activities:
Depreciation and amortization '
Net unrealized losses {gains) on investments
Provision for doubtful accounts
Changes in operating assets and liabilities:
Patient accounts receivable
Inventories and other current assets
Other assets
Accounts payable and accrued expenses
Third party payor settlements
Net cash provided by operating activities

CASH FLOWS FROM INVESTING ACTIVITIES
Acquisitions of property and equipment
Sale of investments
Purchase of investments
Net cash invested in assets whose use is limited
Net cash used in investing activities

CASH FIL.OWS FROM FINANCING ACTIVITIES
Principal payments on revenue bonds, notes, and leases
Cash paid to minority shareholders

Net cash used in financing activities

NET INCREASE IN CASH AND
CASH EQUIVALENTS

Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of year

SUPPLEMENTAL DISCLOSURE OF CASH FLOW
INFOR ON

Cash paid during the year for interest

Equipment acquired with capital leases

The accompanying notes are an integral part of these statements.
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2010 2009
2,373 3,756
11,591 11,162
(26) (104)
18,921 15,374
(21,787) (18,250)
(106) (901)
(20) 241
2,179 (65)
246 1,628
13371 12,801
(8,125) (1,170)
- 3,871
(1) -
(23) 670
(8,199) (2.629)
(4,608) (3.691)
(428) (419)
(5,036) (4,110)
136 6,062
16,843 10,781
16,979 16,343
6,230 6,457
322 1,015




SOUTHWEST LOUISIANA HEALTH CARE SYSTEM, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Summary of significant accovnting policies

Southwest Louisiana Health Care System, Inc. (the System) is organized as a Louisiana not-for-profit corporation
for the purpose of conducting charitable, scientific, and educational activities. The System is legally designated as
the “sole member” of its affiliates and, through the actions of its Board of Trustees, has the power to change or
elect the Board of Trustees, approve certain corporate actions, and amend the articles of incorporation of its
affiliates, thereby functioning in the capacity of sole shareholder.

The accounting and reporting policies of the System conform to accounting principles generally accepted in the
United States of America and the prevailing practices within the healthcare industry. The significant accounting
policies nsed by the System in preparing and presenting its financial statements are summarized as follows:

Principles of consolidation

The consolidated financial statements include the Southwest Louisiana Hospital Association, d/b/a Lake
Charles Memorial Hospital (the Hospital), the major operating unit in the System. The Hospital provides
a wide range of inpatient and cutpatient services through a 362-bed acute care facility, a 29 bed long term
acute facility and satellite locations. Also included in the consolidated financial statements are the Lake
Charles Memorial Heart and Vascular Center, a tax paying Louisiana corporation operating cardiology
clinics, which was originally incorporated as a not-for-profit organization; SWLHS Oncology, Inc., a tax
paying Louisiana corporation operating ancology clinics, which was originally incorporated as a not-for-
profit organization; and SWLHS, Inc., a wholly-owned corporation formed for the purpose of entering
into for-profit healthcare ventures. Through these entities, the System provides integrated healthcare
services in southwest Louisiana and southeast Texas.

The System is also a 51% owner in an MRI joint venture, which began operations in January of 2006.
The joint venture has a capital lease for equipment in the original amount of approximatcly $2,100,000
(See Note 6) and is consolidated in the accompanying financial statements due to the System’s ownership
percentage exceeding 50%.

During 2009, the System established the Southwest Louisiana Hospital Association Foundation, Inc. The
Foundation is organized as a nonprofit corporation established to operate exclusively for the charitable,
benevolent, educational and scientific purposes of Lake Charles Memorial Hospital. The Foundation has
received exemption from federal income tax under section 501(c)(3) of the Internal Revenue Code.

The accompanying consolidated financial statements include the accounts of the System and its
controlled affiliates. All significant intercompany balances and transactions have been eliminated in the
consolidated financial statements. Where the ownership interest is less than 100%, the noncontrolling
ownership interests are reported in the consolidated balance sheets within net assets. The noncontrolling
ownership interest of the change in net assets is classified as “Increase in net assets — noncontrolling
interest” in the consolidated statements of operations.
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SOUTHWEST LOUISIANA HEALTH CARE SYSTEM, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Summary of significant accounting policies {continued)

Use of estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the
United States of America requires management to make estimates and assumptions that affect the
reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of
the financial statements and the reported amounts of revenues and expenses during the reporting period.
Actual results could differ from these estimates.

Cash and cash egquivalents

Cash and cash equivalents includes all checking accounts and certain investments in highly liquid debt
instruments which had maturities of three months or less at the time of purchase.

Short term investments

Short term investments include all savings accounts, money market funds, and Louisiana Hospital
Investment Pool investments (See Note 4).

Investments and investment income

The System follows the provisions of the accounting guidance contained in the Accounting Standards
Codification (ASC) for investments in equity sccurities with readily determinable fair values and all
investments in debt securities which requires them to be measured at fair value in the balance sheets.

Investment income or loss (including realized gains and losses on investments, interest, and dividends) is
recorded as an increase in unrestricted net assets, unless the use is restricted by the donor or law.
Investment income on proceeds of borrowings that are held by a trustee, to the extent not capitalized, are
reported as other operating revenues. Unrealized gains and losses on investments are excfuded from the
excess of revenues over expenses unless the investments are trading securities.

Donated investments are recorded at their market value at the date of receipt, which is then treated as cost.
Realized gains and losses on dispositions are based on the net proceeds and the adjusted cost basis of the
securities sold, using the specific identification method. These realized gains and losses flow through the
System's yearly activities.

Assets limited as to use

Assets limited as to use primarily include assets held by trustees under indenture agreements and
designated assets set aside by the Board of Trustees, over which the Board retains control and may at its
discretion subsequently use for other purposes. Amounts required to meet current liabilities of the System
have been reclassified in the consolidated balance sheets.
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SOUTHWEST LOUISIANA HEALTH CARE SYSTEM, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Summary of significant accounting policies {continued)

atient 11} ivable

The System provides credit in the normal course of operations to patients located primarily in
southwestern Louisiana and southeastern Texas and to third party payors conducting operations in these
areas.

The System maintains allowances for contractual adjustments, doubtful accounts, and charity care based
on management's assessment of collectability, current economic conditions, and prior experience. The
System determines if patient accounts receivable are past-due based on the discharge date; however, the
System does not charge interest on past-due accounts. The System charpes off patient accounts receivable
if management considers the collection of the outstanding balances to be doubtful.

During 2010, they System entered into a contract with a third party servicing company to collect self pay
patient accounts receivable.

Inventories

Inventories consist primarily of drugs, medical supplies, and general supplies and are stated at the lower
of cost (using the first-in, first-out method) or market.

Property and equipment

Property and equipment are stated at historical cost. Donated property is recorded at its estimated fair
value on the date of receipt, which is then treated as cost. Additions, renewals, and betterments that
extend the lives or increase the value of assets are capitalized. Maintenance and repair expenditures are
expensed as incurred, :

Depreciation has been provided using the straight-line method over the estimated useful lives of the
related assets, which range from 2 to 40 years, Equipment under capital lease obligations is amortized on
the straight-line method over the shorter period of the lease term or the estimated useful life of the
equipment.

When assets are retired or otherwise disposed of, the costs and related accumulated depreciation are
removed from the accounts, and any resulling gains and losses are recognized in the System's yearly
operations,

Other assets

Other assets consist primarily of investments in affiliated entities, including Lake Charles Pharmaceutical
and Medical Supply Company, LLC (50% ownership) and Louisiana Pet Imaging of Lake Charles, LLC
(24.5% ownership). The System actounts for investments in affiliated entities of which it owns more
than 20% but not more than 50%, using the equity method.



SOUTHWEST LOUISIANA HEALTH CARE SYSTEM, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Summary of significant accounting policics (continued)

Costs of horrowing

Interest costs incurred on borrowed funds during the period of construction of capital assets are
capitalized as a component of the cost of acquiring those assets. Financing costs are amortized on a
straight-line basis over the period that the related obligation is outstanding,

Temporarily and permanently restricted net assets

Temporarily restricted net assets are those whose use by the System has been limited by donors to a
specific time period or purpose. Permanently restricted net assets have been restricted by donors to be
maintained by the System in perpetuity. The System did not have any temporarily restricted or
permanently restricted net assets at December 31, 2010 or 2009.

Income (loss) from operations

The statements of operations include the line item entitled income (loss) from operations. Operating
revenues include, but are not limited to, patient revenues, investment income from unrestricted assets,
cafeteria revenues, and insurance proceeds. Changes in unrestricted net assets which are excluded from
income (loss) from operations include contributions, rental revenues, and other non-operating activities.

Net patient service revenue

The System has agreements with third-party payors that provide for payments to the System at amounts
different from its established rates. Payment arrangements include prospectively determined rates per
discharge, reimbursed costs, discounted charges, and per diem payments. Net patient service revenue is
reported at the estimated net realizable amounts from patients, third-party payors, and others for services
rendered, including estimated retroactive adjustments under reimbursement agreements with third-party
payors. Retroactive adjustments are accrued on an estimated basis in the period that the related services
are rendered and adjusted in firture periods as final settlements are determined or as years are no longer
subject to examination. Laws and regulations governing the Medicare and Medicaid programs are
extremely complex and subject to interpretation. Consequently, there is at lcast a reasonable possibility
that recorded estimates could change by a material amount.

Charity carc

The System provides care to patients who meet certain criteria established under its charity care policy
without expected reimbursements or at reimbursement rates substantially lower than its prevailing rates.
The related amounts are not reported as net revenues because the System does not pursue collection of
amounts determined to qualify as charity care.

-~ 10 -



SOUTHWEST LOUISIANA HEALTH CARE SYSTEM. INC.
NOTES TQ CONSOLIDATED FINANCIAL STATEMENTS

Summary of significant accounting policies (continued)

Donor-restricted gifts

Unconditional promises o give cash and other assets to the Systemn are reported at their fair values at the
date the promises are received. Conditional promises to give and indications of intentions to give are
reported at their fair values at the date the gifis are received. The gifts are reported as either temporarily
or permanently restricted support if they are received with donor stipulations that limit the use of the
donated assets. When a donor restriction expires, that is, when a stipulated time restriction ends or
purpose restriction is accomplished, temporarity restricted net assets are reclassified as unrestricted net
assets and reported in the statements of operations as net assets released from restrictions. Donor-
restricted contributions whose restrictions are met within the same year as received are reported as
unrestricted contributions in the accompanying financial statements.

Professional liability claims

The provision for estimated malpractice claims includes estimates of the ultimate cost for both reported
claims and claims incurred but not reported. The System has not experienced material losses from
professional liability claims in the past,

Income Taxes

The Hospital and certain other affiliates are not-for-profit organizations as described in Section 501(c)3)
of the Internal Revenue Code and are exempt from federal and state income taxes on related income
pursuant to Section 501(a) of the Internal Revenue Code. Certain other affiliates are either not-for-profit
entities or for-profit tax paying entities. Federal income tax liabilities generated by the System’s taxable
activities, if any, are insignificant, Accordingly, no provision for income taxes on related income has
been included in the consolidated financial statements.

The System has evaluated its position regarding the accounting for uncertain income tax positions. The
System recognizes the effect of income tax positions only if the positions are more fikely than not of
being sustained. Recognized income tax positions are recorded at the largest amount that is greater than
50% likely of being realized. Changes in the recognition or measurement are reflected in the period in
which the change in judgment occurs.

With few exceptions, the System and its subsidiaries are not subject to examination by tax authorities for
years before 2007,

-11 -



SOUTHWEST LOUISIANA HEALTH CARE SYSTEM. INC.

NOTES TG CONSOLIDATED FINANCIAL STATEMENTS

Summary of significant accounting policies (continued)
Reclassifications

Certain reclassifications have been made to the 2009 financial statements to conform with the 2010
presentation. '

Current operating environment

During the year ended December 31, 2010, the reductions in Medicaid reimbursements were estimated to be
approximately 53 million. Although not effective until 2014 or later, as enacted, the Affordable Care Act will
change how health carc services are covered, delivered and reimbursed. The Affordable Care Act provides for
significant reductions in the growth of Medicare spending and reductions in Medicare and Medicaid
disproportionate share hospital payments. Any shortfails, now or in the future, whether as a result of the economic
downturn, the expansion of Medicaid coverage under the Affordable Care Act or otherwise, could result in
additional reductions to Medicaid payments. Due to the uncertainty in future rate cuts, the System is planning to
participate in Upper Payment Limit funding agreements in 2011 to help offset cuts in Medicaid reimbursement.

Net patient service revenue

The System has agreements with governmental and other third-party payors that provide for payments to the
System at amounts different from its established rates. Contractual adjustments under third-party reimbursement
programs represent the diffcrences between the System's billings at established rates for services and amounts
reimbursed by third-party payors. A summary of the basis of reimbursement with third-party payors follows:

® Medicare - inpatient acute and sub acute care services, psychiatric services, outpatient services, and
home health services rendered to Medicare program beneficiaries are paid at prospectively
determined rates. These rates vary according 1o a patient classification system that is based on
clinical, diagnostic, and other factors. Certain costs (Graduate Meadical Education costs and for
Medicare beneficiaries’ bad debt) related to Medicare beneficiaries are paid based on a cost
reimbursement methodology. The System is paid for cost reimbursable items ata tentative rate with
final settlement determined after submission of annual cost reports by the System and audits
thereof by the Medicare fiscal intermediary.

*  Medicaid - inpatient services rendered to Medicaid program beneficiaries are reimbursed at a
prospectively determined rate-per-diem. These rates vary according to a patient classification
system that is based on clinical, diagnostic, and other factors. Certain extraordinary inpatient costs
for children under the age of one are eligible for additional reimbursement. Some outpatient
services are reimbursed at a prospectively determined fee schedule. Where no fee schedule has
been developed, outpatient services are paid based on a cost reimbursement methodology. The
System is paid for cost reimbursable items ai a tentative rate with final settlement determined after
submission of annual cost reports by the System and audits thereof by the Medicaid fiscal
intermediary.

-12-



SOUTHWEST LOTUISIANA HEALTH CARE SYSTEM, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

3. Net patient service revenue (continued)

. Commercial and HMQO - the System has entered into agreements with certain commercial insurance
carriers, health maintenance organizations, and preferred provider organizations. Payment
methodologies under these agreements include prospectively determined rates per discharge,
discounts from established charges, and prospectively determined daily rates.

Revenue from the Medicare and Medicaid programs accounted for approximately 43% and 17%, respectively, of
the Hospital’s net patient revenue for the year ended 2010, and 41% and 18%, respectively, of the Hospital’s net
patient revenue, for the year ended 2009. Amounts receivable or payable under reimbursement agreements with the
Medicare and Medicaid programs ar¢ subject to examination and retroactive adjustments. Provisions for estimated
retroactive adjustments under such programs are provided for in the period the related services are rendered and
adjusted in future periods as final scttlements are determined. The settlements payable were approximately
$3,104,000 and $2,858,000 at December 31, 2010 and 2009, respectively. The 2010 and 2009 net patient service
revenue increased approximately $1,827,000 and $492,000 due to prior-year retroactive adjustments in excess of -
amounts previously estimated. As of December 31, 2010, final settlements had been made by the Medicaid
program for all years ended through December 31, 2006, and final settlements had been made by the Medicare
program for all years ended through December 31, 2006. Since the laws and regulations governing the Medicare
and Medicaid programs are extremely complex and subject to mterpretatmn, there is at Ieast a reasonable
possibility that recorded estimates will change by a material amount in the near term.

Presented below is a summary of net patient service revenue for the years ended December 31, 2010 and 2009 {in
thousands):

2010 2009
Gross paticnt service revenuc $ 714340 §$ 676,238
Less: contractual adjustments and '
other deductions { 497.788) 464,882)
Net patient service revenue h) 216552 3 211,356

-13-



SOUTHWEST LOUISIANA HEALTH CARE SYSTEM, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

4.  Investments/Assects limited as to use

The composition of assets limited as to use at December 31, 2010 and 2009, is set forth in the following table.
Investments are stated at fair value (in thousands).

2010 2009
Assets held by the trustee in accordance with
bond indenture agreements:
Cash and cash equivalents $ 1,428 § 3,140
U. S. Government agencies : 1,734 76
Investment agreements 6.668 6.668
9,830 9,884
Less: amount classified as current ( 844) ( 899)
3 8§98 § 8.985
Assets internally designated by the Board of
Trustees for professional liability claims
and other matters:
Cash and cash cquivalents $ 576 % 568
U.S. Government agencies 1412 1,343
$ 1988 & 1911
Total non-current assets limited as to use b 10974 £ 10,896

Use of the bond trust funds is generally limited to payment of debt service, maintenance of reserve funds, and
security for bondholders. Use of the professional liability fund is limited by the Board of Trustees for the payment
of professional liability claims and related expenses.

Other short-term investments, which represent the Louisiana Hospital Investment Pool, totaled approximatcly
$7,179,000 and $7,102,000 at December 31, 2010 and 2009, and are comprised of U.S. Government agencies,
mutual funds, and limited equity investments.

The System recognized investment revenues of approximately $661,000 and $634,000 during the years ended

December 31, 2010 and 2009, respectively. These amounts are classified as other operating revenues in the
statements of operations.

-14 -
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SOUTHWEST LOUISIANA HEALTH CARE SYSTEM, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Property and equipment

Property and equipment at December 31, 2010 and 2009 consisted of the following (in thousands):

AY

2010 2009
Land and land improvements $ 14913  § 14,673
Buildings and improvements 130,712 129,884
Equipment, furniture, and fixtures 113.618 109,220
259,243 253,771
Less: accumulated depreciation ( 187,591) ( 177,667)
71,652 76,110
Construction-in-progress 2.253 773
Property and equipment, net 3 73905 & 76,883

Depreciation expense amounted to approximately $11,425,000 and $11,103,000 during the years ended December

31, 2010 and 2009, respectively.

Approval was obtained from the board te begin a $6.5 million dollar, three year renovation of the Hospital’s
surgery department and a $1.6 million dollar renovation of the Hospital’s cafeteria. The first phase of the surgery
renovation had been completed at year end at a cost of over $812,000. The second phase of this project is
underway with over $392,200 being accumulated in construction in progress accounts throuph the end of

December 2010. The project is still on track to be completed by the end of 2012,

The cafeteria renovation project was substantially complete at the end of 2010 and over $1,060,600 had been
accumulated in construction in progress accounts at the end of the year. This project is anticipated to be fully

completed by the end of the first quarter in 2011.

-15-
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SOUTHWEST LOUISIANA HEAL.TH CARE SYSTEM, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Lonp-term debt

A summary of long-term debt at December 31, 2010 and 2009 is as follows (in thousands):

2010 2009

Hospital Revenue Bonds (Series 1992); term bonds

due at various dates through December 1, 2018,

at rates ranging from 6.375% to 6.5%. $ 13915 % 15,2135
Hospital Revenue Bonds {Series 1993); serial bonds

due annually on November 30" through November

30, 2018, at rates ranging from 5.0% to 5.6%. - 8850 9,560
Hospital Revenue Bonds (Series 2007); term

bonds due annually on December 1¥ through

December 1, 2034, at rates ranging from 6.25% to 6.375%. 67,610 68,270
Lease duc in monthly installments through Qctober

of 2013 at 4.09% (IMRT). 2,027 2,558
Lease due in monthly installments through August

of 2011 at 4.49% (CT SCAN). 571 876
Lease due in monthly installments through February

of 2011 at 6.69% (AMRI). 87 586
Lease due in month installments through May

of 2013 at 9.06% (Ultrasound). 32 43
Lease due in monthly installments through November

of 2014 at 6.01% (Toshiba Cath Lab). 778 838
Lease due in monthly installments through October

of 2014 at 6.69% (GE Cath Lab). 93 116
Lease due in monthly installments through October

of 2010 at 7.00% (McKesson). - 307
Lease due in monthly installments through January

of 2015 at 7.54% (Toshiba Cath Lab improvement) 251 -
Term loan due in monthly installments through

April of 2022, at a fixed rate

through July 2017 at 7.94%,;

secured by real estate. 2,585 2,711

96,799 101,080

Less: current portion of long-term debt ’ ( 435%) ( 4,396)
Add: unamortized bond discounts and premiums, net 44 49

Long-term debt, net £ 02484 3 96733

-16-



SOUTHWEST LOUISIANA HEALTH CARE SYSTEM, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Long-term debt (continued)

Subsequent to year end, the Hospital obtained a line of credit in the amount of $3,600,000 and used a portion of

these funds to pay off the term loan which had a balance due of approximately $2,585,000 at December 31,
2010

Under the terms of the revenue bond indentures, the restricted group was originally comprised of Southwest
Louisiana Health Care System, Inc. and the Hospital. At the end of 2004, the System designated several new
members to the restricted group. The restricted group currently consists of the System, the Hospital, SWLHS,
Inc. and Lake Charles Medical Services, Inc.

The restricted group is required to maintain certain deposits with the Trustee, and such deposits are included with
assets limited as to use. The revenue bond indentures also place limits on the incurrence of additional
borrowings, place limits on the amount of assets that can be disposed of ouvtside the normal course of business,
and require the restricted group to satisfy measures of financial performance as long as the bonds are outstanding,

The long-term debt and capitat lease obligations are scheduled to mature as follows (in thousands):

Year ending Bonds & Notes Capital
December 3ist, Payable I eases Tolal
2011 $ 2975 % 1,518 $ 4,493
2012 3,170 951 4,131
2013 3,380 1,249 4,629
2014 3,605 451 4,056
2015 ' 3,765 7 3,772
Therecafter 76.065 - 76.065
. 92,960 4,186 97,146
Less: interest - { 347) { 347)
Add: unamortized bond
discount and
premiums, net 44 - 44
Total long-term debt $ 93004 § 3,839 § 96843

All capital leases are secured by equipment.
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SOUTHWEST LOUISIANA HEALTH CARE SYSTEM. INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Lonp-term debt (continued)

Hospital Revenue Bonds (Series 1992):

The Series 1992 tax-exempt bonds were issued by the Memorial Hospital Service District of the Parish of
Calcasieu, Louisiana on behalf of the System. The payments to the bopdholders are funded and guaranteed by
the System under loan agreements with the trustees of the respective bond issues. The loan agreements are
collateralized by the Hospital’s gross receipts.

The Series 1992 bonds were issued to establish an irrevocable escrow to advance refund certain previous
bonds, to provide funds for the System’s additions and improvements, and to retire existing equipment notes.
Payments of principal and interest on these bonds are insured under a municipal bond insurance policy.
Approximately $17,330,000 of these bonds were defeased by the 2007 bond serigs, and are no longer
outstanding at December 31, 2010.

Hospital Revenue Bonds (Series 1993):

The Series 1993 tax-exempt bonds were issued by the Memorial Hospital Service District of the Parish of
Calcasieu, Louisiana on behalf of the System. The payments to the bondholders are funded and guaranteed by
the System under loan agreements with the trustees of the respective bond issues. The loan agreements are
collateralized by the Hospital’s gross receipts.

The net proceeds from the Series 1993 bonds were used to advance refund previous bond issues and to provide
funds for new capital improvements.

Hospital Revenue Bonds (Series 2000

The Series 2000 tax-exempt bonds were issued by the Louisiana Public Facilities Authority. The payments to
the bondholders were funded and guaranteed by the System under loan agreements with the trustees of the
respective bond issues.

The net proceeds from the Series 2000 bonds were used to provide funds for new capital improvements. A
portion of these funds was used by the System to acquire equipment for the Hospital, to construct the new
healthcare facility (the Women’s facility), and to acquire equipment for the new facility. These bonds were
defeased in total with the 2007 bond series and are no longer included in the consolidated balance sheets. The
unpaid principal balance as of December 31, 2009 was approximately $40,900,000. The remaining unpaid
principal balance was called during 2010 and is no longer outstanding as of December 31, 2010,
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SOUTHWEST LOUISIANA HEALTH CARE SYSTEM, INC.,

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Long-term debt (continued)

Hospital Revenuc Bonds (Series 2007);

During November of 2007, the Hospital completed an offering of $69,775,000 of hospital revenue and
refunding bonds. The Series 2007 bonds are fixed rate term bonds with rates ranging from 6.25% t0 6.375%
and are scheduled to mature at various times through December 1, 2034. The loan agreement is collateralized
by the Hospital’s gross receipts.

The proceeds of the Series 2007 Bonds were used, along with other available funds, to advance refund
previous bond issues and to provide funds for new capital improvements.

Insurance programs

Any exposure under $100,000 per claim for professional liability is covered by the System. Additional
professional liability coverage is provided by the Louisiana Patient's Compensation Fund up to the present
statutory maximum of $500,000 per claim {exclusive of additional amounts for future medical expense
provided by law). The preceding policies are on an occurrence basis. The System has employed mdependent
actuaries to estimate the ultimate costs, if any, of the settlement of such claims.

The System is self insured for group health insurance and pays all claims up to $200,000 per person. A stop
loss policy pays claims in excess of this amount. The System is also scif insured for workers' compensation
liability up to the deductible of its excess workers' compensation policy of $250,000 per claim.

The System has reflected its estimate of the ultimate liability for known and incurred, but not reported, claims
in the accompanying financial statements.

Retirement plans

The Hospital has a defined contribution plan under Code Section 401(a) that covers substantially all fuil-time
employees who are over the age of twenty-one and who have met eligibility requirements. Discrctionary
contributions by the Hospital include matching contributions from the employee 403(b) plan up to certain
limits of compensation and additional contributions made to all eligible employees. Total contributions were
approximately $1,525,000 and $1,416,000 for the years ended December 31, 2010, and 2009, respectively.

The Hospital also maintains a pretax retirement plan under code Section 403(b) in which substantially all of
the employees of the Hospital can participate. All contributions to the 403(b) are made by employees through
tax deferred contributions and the employees are 100% vested in these amounts.

Business and credit concentrations

Financial instruments which potentially subject the System to concentrations of credit risk consist principally
of unsecured accounts receivable and temporary cash investments,
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SOUTHWEST LOUISIANA HEALTH CARE SYSTEM, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Business and credit concentrations {continued)

The System maintains its cash investments with several financial institutions operating primarily in southern
Louisiana. The balances, at times, may exceed federally insured limits. Management believes the credit risk
associated with these deposits is minimal.

The System grants credit to patients, substantially all of whom are regional residents. The System generally
does not require collateral or other security in extending credit to patients; however, it routinely obtains
assignment of (or is otherwise entitled to reccive) patients' benefits payable under their health insurance
programs, plans, or policies (e.g., Medicare, Medicaid, and commercial insurance policies).

The mix of receivables from patients ang third-party payors at December 31, 2010 and 2009, was as follows:

2010 2009

Medicare 31.58% 36.35%
Medicaid 16.88% 19.29%
Commercial insurance and managed

care organizations 33.88% 30.17%
Self-pay patients and other 17.66% 14.19%

—100.00% _ 100.00%
Leases

The Hospital leases various pieces of equipment and operating facilities under operating leases which expire at
various dates through the year cnding December 31, 2014. Total rental expenses under these Jeases totaled
approximately $770,000 and $885,000 during the years ended December 31, 2010 and 2009, respectively.

The following is a schedule by year of future minimum lease payments required under all of these operating
leases which have initial or remaining non-cancelable lease terms in excess of one year:

Year cnding

December 31* Amount
2011 3 462,806
2012 284,074
2013 234,684
2014 39.114

§ 1000678
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SOUTHWEST LOUISIANA HEALTH CARE SYSTEM, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Classification of expenses

The following table approximates the classification of expenses incurred during the years ended December 31,
2010 and 2009 (in thousands): :

2010 2009
Patient related services $ 144,048 % 139,414
General and administrative expenses 80,147 71,568
Total operating expenses b 224,195 § 216982

Disclosures about the fair value of financial instruments

In Accordance with the Fair Value Measurements and Disclosure topic of Financial Accounting Standards
Board (FASB) ASC, disclosure of fair value information about financial instruments, whether or not
recognized in the balance sheets is required. Fair value of a financial instrument is the price that would be
received to sell an asset or paid to transfer a liability in an orderly transaction between market participants at
the measurement date. Fair value is best determined based upon quoted market prices. In cases where quated
market prices are not available, fair values are based on estimates using present value or other valuation
techniques. Those techniques are significantly affected by the assumptions used, including the discount rate
and estimates of future cash flows. Accordingly, the fair value estimates may not be realized in an immediate
settlement of the instruments. Therefore, the aggregate fair value amounts presented do not represent the
underlying value of the System.

The recent fair value guidance provides a consistent definition of fair value, which focuses on exit price in an
orderly transaction (that is, not a forced liquidation or distressed sale) between market participants at the
measurement date under current market conditions. If there has been a significant decrease in the volume and
level of activity for the asset or liability, a change in valuvation technique or the use of multiple valuation
techniques may be appropriate. In such instances, determining the price at which willing market participants
would transact at the measurement date under current market conditions depends on the facts and
circumstances and requires use of significant judgment. The fair valuc is a reasonable point within the range
that is most representative of fair value under current market conditions.

Fair Value Hierarchy

In accordance with this guidance, the System groups its financial assets and financial liabilities generally
measured at fair value in three Jevels, based on the markets in which the assets and liabilities are traded and the
reliability of the assumptions used to determine fair value.

Level 1 — Valuation is based on quoted prices in active markets for identical assets or liabilities that the
reporting entity has the ability 1o access at the measurement date. Level 1 assets and liabilities generally
include debt and equity securities that are traded in an active exchanpe market, Valuations are obtained from
readily available pricing sources for market transactions involving identical assets or liabilities.
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SOUTHWEST LOUISIANA HEALTH CARE SYSTEM, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

12. Disclosures about the fair value of financial instruments (continued)

Fair Value Hierarchy (continued)

Level 2 - Valuation is based on inputs other than quoted prices included within level 1 that are observable for
the asset or liability, either directly or indircctly. The valuation may be based on quoted prices for similar
assets or liabilities; quoted prices in markets that are not active; or other inputs that are observable or can be
corroborated by observable market data for substantially the full term of the asset or liability.

Level 3 - Valuation is based on unobservable inputs that are supported by little or no market activity and that
are significant to the fair value of the assets or liabilities. Level 3 assets and liabilitics include financial
instruments whose value is determined using pricing models, discounted cash flow methodologies, or similar
techniques, as well as instruments for which determination of fair value requires significant management
judgment or estimation.

A financial instrument’s categorization within the valuation hierarchy is based upon the lowest level of input
that is significant to the fair value measurement.

The following methods and assumptions were used by the System in estimating its fair value disclosures for
financial instruments:

Cash and cash equivalents, accounts payable, accrued interest payable, other accrued expenses, and
estimated third-party payor settlements - the carrying amounts approximate fair values becausc of the short
maturity of these instruments.

Assets limited as to use and short- term investments - the carrying amounts reported on the balance sheets are
fair values based on quoted market prices. The guaranteed investment contracts are deposits in an entity with
guaranteed interest rates over the life of the respective bond issues and have no secondary market. Therefore,
cash flow projections are used to measure fair value and are substantially the same as cost.

. Long-term debt - the fair value of the Ilospital's revenue bonds are estimated based on current traded value.
The fair value of the hospital’s remaining fong term debt is estimated using discounted cash flow analyses,
based on the hospital’s current incremental borrowing rates for similar types of borrowing arrangements.

The Hospital's financial instruments whose estimated fair value differs from its camrying amount are
summarized as follows at December 31%:

2010 2009
Camrying Estimated Carrying Estimated
Amount Fair Value Amount Fair Value
Long-term debt
(in thousands) 8 96843 $ 92420 § 101,129 § 92195
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SOUTHWEST LOUISIANA HEALTH CARE SYSTEM, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

12. Disclosures about the fair value of financial instruments {continued)

Limitations - fair value estimates are made at a specific point in time, based on relevant market information
about the financial instruments. These estimates are subjective in nature and involve uncertainties and matters
of significant judgment and, theretore, cannot be determined with precision. Changes in assumptions could
significantly affect the estimates.

"The following table presents for each fair-value hierarchy level the System’s financial assets and liabilities that
are measured at fair value on a recurring basis at December 31, 2010 and 2009 {in thousands).

Level 1 Level 2 Level3
December 31, 2010
Guaranteed Investment Contract $ - $ - $ 6,663
Mortgage Backed Securities - 1,734 -
Cash and Cash Equivalents 2,004 - -
Fixed Income 1,412 - -
Louisiana Hospital Investment Pool - 1179 -
Total b 3416 % 8913 § 6,668

Leve] | Level 2 Level3
December 31, 2009
Guaranteed Investment Contract $ - $ - $ 6,668
Mortgage Backed Securities - 76 -
Cash and Cash Equivalents 3,708 - -
Fixed Income 1,343 - -
Louisiana Hospital Investment Pool - 7.102 -
Total b 5051 3§ 7178 % 6,668

13. Related party transactions

Certain members of the Board of Trustees are affiliated with organizations that provide services to the System
and its affiliates. The System has a policy of periodically obtaining independent reviews of its insurance
program, maintaining banking relationships with multiple financial institutions, and obtaining formal bids on
all significant construction projects.
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SOQUTHWEST LOUISIANA HEALTH CARE SYSTEM, INC,

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Commitments and contingencies

The System is involved in various legal actions and claims that arose as a result of events that occusred in the
normal course of operations. The ultimate resolution of these matters is not ascertainable at this time; however,
management is of the opinion that any liability or loss in excess of insurance coverage resulting from such
litigation will not have a material effect upon the financial position of the System.

The hospital has been named in a pending proposed class action lawsuit by plaintiffs alleging unfair trade
practices with respect to the Hospital’s lien filing process, as to patients covered by Blue Cross and possibly
other insurers. Hospital management intends o vigorously defend this matter. It is much too early to
determine any potential exposure or the scope of insurance coverage related to this matter; however, the
Hospital’s insurer is providing a defense with a reservation of rights as to some alternative claims made in the
lawsuit.

The System completed the second of the business and clinical information system conversion during the third
quarter of 2010. The remaining upgrades to the overall system as well as conversion of related entities have a
cost of approximately three million dollars and are expected to be completed by the end of 2011.

Subsequent events

Management has evaluated subsequent events through the date that the financial statements were available to
be issued April 8, 2011 and determined that there were no additional events that require disclosure. No events
occurring after this date have been evaluated for inclusion in these financial statements.

Community service (unaudited)

As a non-profit, community based health system, the Hospital provides significant programs and health-related
services for the indigent and medically underserved in southwest Louisiana, which represents the Hospital’s
financial commitment to those in our community with inadequate resources or who are uninsured or
underinsured. In addition, the Hospital operates an emergency room which is open to the public, 24 hours a
day and seven days a week.

Charity care represents the unpaid costs of free or discounted health related services for those who cannot
afford to pay for services and who meet the Hospital’s criteria for financial assistance. Under the Hospital’s
criteria for determining assistance, the Hospital provides full charity care funding for those whose income level
is at or below 150% of the Federal Poverty Guidelines. Charity care services provided to these patients are not
reported as revenue in the consolidated statements of operations as (here is minimal or no expectation of
payment. In addition, unreimbursed costs of providing services to beneficiaries of Medicaid and other public
programs for the indigent represent the amount of imputed costs that exceed state funding for these services.
The Hospital also provides some services at a reduced rate that does not cover the costs. For example, the
Hospital provides free or significantly discounted vaccinations for children and elderly patients. The Hospital
also supplements professional medical staffing at community clinics.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

16. Community service (unaudited) (continued)

The Hospital is also involved in providing services for the community at large through the provision of support
group, community health education classes, staffing support at McNeese State University School of Nursing,
investigational review board activities, and cash donations to local non-profit organizations. In addition, the
Hospital provides the clinical and financial resources for the Memorial/LSUHSC Family Practice Residency
Program, in affiliation with the academic resources of Louisiana State University Health Sciences Center-New
Orleans, to train 24 family practicc residents; the Hospital also provides the clinical and financial resources for
a Radiology Technelogy and Medical Technology program in affiliation with other state universities.

The following is a summary of the Hospital’s estimated costs of community benefits for 2010 and 2009:

Programs for the Poor and Underserved: 2010 2009
Charity Care $ 3,963,424 § 2,410,882
Unreimbursed Mcdicaid 12,654,197 13,629,853

Community services for the community at large _

Education and research 2,287,997 2,046,167
Other 192,778 283,756
Total 319,098,396 $ 18,370,658
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REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING AND ON
COMPLIANCE AND OTHER MATTERS BASED ON AN AUDIT OF FINANCIAL
STATEMENTS PERFORMED IN ACCORDANCE WITH GOVERNMENT AUDITING
STANDARDS

The Board of Trustees
Southwest Louisiana Health Care System, Inc.

We have audited the financial statements of the Southwest Louisiana Health Care System, Inc.
(the System) as of and for the year ended December 31, 2010, and have issued our report thereon
dated April 8, 2011. We conducted our audit in accordance with auditing standards generally
accepted in the United States of America and the standards applicable to financial audits
contained in Government Auditing Standards, issued by the Comptroller General of the United
States.

Internal Control Over Financial Reporting

In planning and performing our audit, we considered the System’s intcrnal control over financial
reporting as a basis for designing our auditing procedures for the purpose of expressing our
opinion on the financial statements, but not for the purpose of expressing an opinion on the
effectiveness of the System’s internal control over financial reporting. Accordingly, we do not
express an opinion on the effectiveness of the System’s internal control.

A deficiency in internal 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 weakness is a
deficiency, or combination of deficiencics, in internal coatrol, such that there is a reasonable

possibility that a matenial misstatement of the entity’s financial statements will not be prevented,
or detected and corrected on a timely basis.

Our consideration of internal control was for the limited purpose described in the first paragraph
of this section and was not designed to identify all deficiencies in internal control that might be

deficiencies, significant deficiencies or material weaknesses. We did not identify any
deficiencies in internal control that we consider to be material weaknesses, as defined above.
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Compliance and Other Matters

As part of obtaining reasonable assurance about whether the financial statements of the System
are free of material misstatement, we performed tests of its compliance with certain provisions of
laws, regulations, contracts, and grant agreements, noncompliance with which could have a direct
and material effect on the determination of financial 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
Stundards.

This report is intended solely for the information and use of the Board of Trustees, federal and
state awarding agencies, and the Louisiana Legislative Auditor and is not intended to be and
should not be used by anyone other than these specified parties. However, under Louisiana
Revised Statute 24:513, this report is distributed by the Legislative Auditor as a public document.

:;:) . - ,/\///f .
Baton Rouge, Louisiana
April 8, 2011
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