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Report of Independent Auditors

The Board of Directors
Western Connecticut Health Network, Inc.

We have audited the accompanying consolidated financial statements of The Norwalk Hospital
Association and Subsidiaries, which comprise the consolidated balance sheets as of
September 30, 2015 and 2014, and the related consolidated statements of operations and changes
in net assets and cash flows for the year ended September 30, 2015, the period from January 1,
2014 to September 30, 2014, and the period from October 1, 2013 to December 31, 2013, and the
related notes to the consolidated financial statements. :

Manragement’s Responsibility for the Financial Statements

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

Auditor’s Responsibility

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

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

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

A membar im af Ernst & Yaung Glebal Limited
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Opinion

It our opinion, the financial statements referred to above present fairly, in all material respects,
the consolidated financial position of The Norwalk Hospital Association and Subsidiaries at
September 30, 2015 and 2014, and the consolidated results of their operations and changes in net
assets and their cash flows for the year ended September 30, 2015, the period from January 1,
2014 to September 30, 2014, and the period from October [, 2013 to December 31, 2013, in
conformity with U.S. generally accepted accounting principles.

Supplementary Information

QOur audits were conducted for the purpose of forming an opinion on the consolidated financial
statements as a whole. The accompanying consolidating balance sheet and statement of
operations are presented for purposes of additional analysis and are not a required part of the
consolidated financial statements, Such information is the responsibility of management and was
derived from and relates directly to the underlying accounting and other records used to prepare
the consolidated financial statements, The information has been subjected to the auditing
procedures applied in the audits of the consolidated financial statements and certain additional
procedures, including comparing and reconciling such information directly to the underlying
accounting and other records used to prepare the consolidated financial statements or to the
consolidated financial statements themseives, and other additional procedures in accordance with
auditing standards generally accepted in the United States. In our opinion, the information is
fairly stated, in all material respects, in relation to the consolidated financial statements as a
whole.

St ¥ LLP

January 28, 2016

A mamber Hrm of Ernst & Younyg Giebal Eirdted




The Norwalk Hospital Association and Subsidiaries

" Consolidated Balance Sheets
(In Thousands)

Assetls

Current assets:
Cash and cash equivalents
Investments, current portion

Patient accounts receivable, less allowance for uncollectible accounts
of approximately $22,773 in 2015 and $23,903 in 2014

Due from related parties
Pledges receivable, current portion
Inventories
Prepaid expenses and other
Total current assets

Assets limited as to use:
Funds restricted by donor
Board designated funds
Beneficial interest in charitable remainder trust
Construction funds
Total assets limited as to use

Investments

Other assets

Investment in joint venture
Interest rate swap

Property, plant, and equipment:
Land and land improvements
Buildings and building improvements
Equipment and other

Construction-in-progress (estimated cost to complete at

September 30, 2015: $21,721)

Less accumulated depreciation
Total property, plant, and equipment

Pledges receivable, less current portion
Bond issuance costs, net
Total assets

September 30

2015 2014
(As Adjusted)
50,659 % 80,871
13,983 13,898
45,628 42,686
40 87
23,303 2,575
3,004 2,061
4,375 4,211
140,992 146,389
33,857 35,342
28,493 -
7,556 8,008
8,743 23,405
78,649 66,755
120,411 117,398
29,615 35,596
1,640 1,640
- 2,510
27,942 27,918
229,740 209,966
277,546 260,589
86,191 78,197
621,419 576,670
350,789 330,345
270,630 246,325
1,746 1,428
285 —
643,968 % 618,041




September 30
2015 2014

{As Adjusted)
Liabilities and net assets
Current liabilities:
Accounts payable

o

26,775 $ 33,949

Payroll-related accruals 15,167 21,918
Due to third-party payors 27,894 36,053
Due to related parties 7,988 1,051
Interest payable 652 782
Current portion of long-term debt 7,647 7,039
Other accrued expenses 17 72
Total current labilities 86,140 100,864
Accrued pension liability and other 65,271 46,164
Interest rate swap 418 —
Medical malpractice claims reserves 28,829 34,725
Long-term debt, less current portion 111,689 121,951
Total liabilities 292,347 303,704
Net assets:
Unrestricted 280,297 264,980
Unvestricted attributable fo noncontrolling interest 2,035 2,005
Temporarily restricted 59,821 37,890
Permanently restricted 9,468 9,462
Total net assets 351,621 314,337
Total liabilities and net asssts Y 643,968 $ 618,041

See accomparnying noles.




The Norwalk Hospital Association and Subsidiaries

Consolidated Statements of Operations and Changes in Net Assets
(In Thousands)

Unrestricted revemies:
Net patient service revenue
Provision for uncoliectible accounts
Net patient service revenue, less provision for uncollectible
accounts
Net assels released from restrictions
Other operating revenus

Expenses;
Salaries, benefits, and fecs
Supplies and other
Insurance
Depreciation and antortization
Interest
State of Conneclicut Hospital Tax

Income from operations before gain on extinguishment of long-
term debt

Gain on extinguishment of long-term debt
Income from operations

Nonoperating gains (losses):
Contributions
Investment income, net
Change in unrealized gains and losses on investments
Operating expenses of Norwalk Hospital Foundation, Inc.
Loss on equiprent disposal

Interest ratc swap activity:
Interest cost on interest rate swap
Change in value of interest rate swap

Excess of revenues over expenses, before nencontrofling interest

in joint venture

1.ess: net income aftributable (o nonconirolling interest in joint
venture

Excess of rovenues over expenses

Continued on next page

Year Ended

Period IFrom

Predecessor

Company

Teriod From

January 1,2014 October 1, 2013

September 30, to September 30, to December 31,
2015 2014 2013
(As Adjnsted} {As Adjusted)
3 387,757 % 290,938 1% 96,958
13,942 22,340 4,056
373,315 268,598 92,902
1,753 1,439 517
14,004 10,489 2,799
389,572 280,526 26,218
213,329 153,895 50,984
111,176 81,481 24,854
7,362 5,047 455
20,786 14,615 4,535
2,068 1,770 622
14,644 9,282 3,473
369,865 266,090 84,923
19,707 14,436 11,295
2,625 — -~
22,332 14,436 11,295
31,165 4,574 257
3,893 1,593 670
(6,535) 2,157 4,183
{2,086) (1,186) (412)
- - {669) (5)
(356) (162) (56)
(2,928) (2,502} 459
(3,284) (2,664} 403
23,153 3,805 5,096
45,485 18,241 16,391
{1,968) (4,117 (529)
43,517 17,124 15,862




The Norwalk Hospital Association and Subsidiaries

Consolidated Statements of Operations and Changes in Net Assets (continued)

(In Thousands)
Predecessor
Company

Period From Period From
Vear Ended  January 1, 2014  Qctober 1, 2013
September 30, te September 30, to December 31,

2015 2014 2013
(As Adjusted) (As Adjusted)

Unrestricted net assets:

Excess of revenues over expenses (continued} h 43,517 § 17,124 1% 15,362

Net assets released from restrictions used for property, plant

and equipment 10 3,444 -

Change in pension obligations (28,544) (36,140) 14,343

Transter from Western Connecticut Health Network, Ine. 270 28,507 -

Net unresteicted other changes in joint venture (1,874} (599) (430)

Net income atiributable to noncontrolling intcrest 1,968 07 529
Increase In unrestricted net assets 15,347 13,453 30,304
Temporarity restricted net assets:

Contributions 25,310 849 676

Investment income, net 557 663 277

Change in unrealized gains and losses on investments (1,721) 949 1,609

Transfer from Western Connecticut Health Network, Inc. - 8,008 —

Change in beneficial interest in charitable trust (452) - -

Net assets released from restrictions used for property, plant

and equipment (10} (3,444) -

Net assets released from restrictions {1,753 (1,439 (517
Increase in temporarily restricled net assets 21,931 5,586 2,045
Permanently restricted net assets:

Contributions 6 - 6

Increase in permanently restricted net assets 6 — G

fncrease in net assets 37,284 19,039 32,355
Wet assets at beginning of period 314,337 295,298 246 491
Net assets at end of period g 351,621 § 314,337 | § 278,846

See gecompanying notes.




The Norwalk Hospital Association and Subsidiaries

Consolidated Statements of Cash Flows
(I Thousands)

Predecessoyr
Company
Peviod From  Period From
Year Ended  January 1, 2014 Getober 1, 2013
Septemnber 30, to September 30, to December 31,
2015 2014 2013
(As Adjusted) | (As Adjusted)

Operating activifies

Titcrease in nef assets 3 37,284 § 19,039 | $ 32,355

Adjustments to reconcile change in net assets to net cash
provided by operating actlvities:

Depreciation and amortization 20,786 14,615 4,535
Change in unrealized gains and losses on investments 8,256 (3,106) {5,792)
Loss on disposal of equipment - 669 5
Change in pension obligations 28,544 36,140 (14,343)
Provision for uncollectible accounts 13,942 22,340 4,056
Gain on extinguishment of long-term debt (2,025) - —
Change in value of interest rate swap 2,928 2,502 {459)
Transfer from Western Connecticul Health Network, Inc. - (35,819) -
Restricted confributions and investment income (25,873) (1,512) (959}
Change i beneficial interest in charitable remainder trust 452 - —
Changes in operating assets and liabilities {see Note 14) (63,959) (30,505) (7,919)
MNet cash provided by operating activities ' 19,735 24,363 11,479
Investing activities
Net decrease in assets whose use is limited 14,662 27,463 8,340
Purchases and sales of investments, net (38,362) (2,666) (386)
Additions to property, plant, and equipment, net (45,091} (48,865) (12,787
Net cash used in investing activities (68,791) (24,068) (4,333)

¥Finpneing activities

Proceeds from long-term debt - 3,021 —
Restrieted contributions and investment income 25,873 1,512 959
Payments of long-term debt (7,629) (4,367) {3,843)
Net cash provided by (used in} financing activities 18,844 166 {2,884
MNet {decrease) increase in cash and cash equivalents (30,212) 461 4,262
Cash and cash equivalents at beginning of period 80,871 80,410 76,148
Cash and cash equivalents at end of period 8 50,659 $ 80,871 |$ 30,410

See accompanying nofes.




The Norwalk Hospital Association and Subsidiaries

Notes to Consolidated Financial Statements
(Dollars in Thousands)

September 30, 2015

1. Organization and Significant Accounting Policies
Organization and Basis of Presentation

The Norwalk Hospital Association (NHA), a not-for-profit organization incorporated under the
General Statutes of the State of Connecticut, was a wholly owned subsidiary of Norwalk Health

Services Corporation (NHSC) through October 1, 2014,

Affiliation

On January 1, 2014 (the Transaction Date), Western Connecticut Health Network, Inc. (WCHN)
became the sole corporate member of NHSC, and a corporate affiliation was completed. All
assets and liabilities were revalued to fair value as of January 1, 2014. NHA became a
consolidated subsidiary within WCHN’s financial statements effective Janwvary 1, 2014.

In connection with the affiliation, the assets acquired and liabilities assumed were matked to fair
value at the Transaction Date. The increase to NHA’s net assefs at the Transaction Date was
$16,452 when reported at fair value, as compared to the historical value of the net assets as
reported by the predecessor company of $278,846. The $16,452 increase in NHA’s net assets
comprised the following (impacting unrestricted net assets).

Property, plant, and equipment 41,246
Goodwill (13,843)
Intangible assets (5,760}
Investment in joint venture (628)
Bond issuance costs, net (1,256)
Medical malpractice claims reserves 652
Long-term debt (3,959)
3 16,452

NHA clected to apply pushdown accounting, use of the acquirer’s basis of accounting in the
preparation of the acquiree’s separate financial statements, consistent with Accounting Standards
Update (ASU) 2014-17, Business Combinations (Topic 805): Pushdown Accounting, a
consensus of the FASB Emerging Issues Task Force.




The Norwalk Hospital Association and Subsidiaries

Notes to Consolidated Financial Statements (continued)
(Dollars in Thousands)

1. Organization and Significant Accounting Policies (continued)

The accompanying consolidated financial statements present the results of operations for the
period prior to the Transaction Date, which is reported as the predecessor company based upon
historieal value, and the financial position and results of operations subsequent to the affiliation,
which ate reported using fair values as the initial basis established at the Transaction Date.

The accompanying consolidated statements of operations and changes in net assets and cash
flows disclose activity related to the year ended September 30, 2015, and for the periods from
January 1, 2014 to September 30, 2014 and October 1, 2013 to December 31, 2013, and are
hereafter referred to collectively as the “Periods under Audit.”

On September 30, 2014, a grant agreement was entered into between NHSC and NHA under
which all of NHSC’s cash, investments, and rcal estate assets were transferred to NHA through
WCHN, NHSC's liabilities were also transferred to NHA through WCHN, The transfer consisted
of the following:

Cash and cash equivalents $ 696
[nvestments 26,978
Beneficial interest in trust 8,008
Property, plant, and equipment 1,075
Accounts payable ‘ (242)

$ 36,515

The transfer was reported as follows in the consolidated statement of operations and changes in
net assets for the nine-month period ended September 30, 2014

Unrestricted net assets $ 28,507
Temporarily restricted net assets 8,008
$ 36,515

On October 1, 2014, NHSC merged into WCHN. At that time, WCHN became the sole corporate
member of NHA. As a result of this transaction, two subsidiaries of NHSC, Norwalk Hospital
Foundation, Inc. (NHF) and Norwalk Hospital Physicians & Surgeons, Inc. (NHP&S) were
merged into NHA (collectively referred to as the Hospital) as of October 1, 2014. Effective
September 30, 2015, NHP&S was dissolved and all remaining assets were transferred to NHA on

that date,




The Norwalk Hospital Association and Subsidiaries

Notes to Consolidated Financial Statements (continued)
(Dollars in Thousands)

1. Organization and Significant Accounting Policies (continued)

NHP&S is a not-for-profit organization established under the General Statutes of the State of
Connecticut and provides physician services to patients primarily in the greater Norwalk area.
NHP&S also provides physician support to NHA. NHF is a 501(c)(3) organization whose tax-
exempt status is based upon its support of WCHN and the health care providers affiliated with if,
including NHA and other health care organizations from time to time associated with WCHN
which qualify as exempt organizations under Section 501(c)(3) of the Internal Revenue Code.
The Board of NHA is appointed by WCHN.

In accordance with Accounting Standards Codification Topic 805, this transaction was accounted
for similar to a pooling of interests with retrospective adjustment in prior period financial
statements for the periods in which the entities were under common control. Therefore, the
accompanying consolidated financial statements as of September 30, 2015 and 2014 and for the
Periods under Audit reflect the financial position, operations, changes in net assets and cash
flows of the Hospital, including NHF and NHP&S, as if the merger has been completed on
October 1, 2013; all relevant disclosures have been adjusted.

The following table presents selected financial statement amounts as of September 30, 2014 (in
thousands):

September 30,

2014

Total assets: _

The Norwalk Hospital Association (as Previously Reported) § 614,395

Norwalk Hospital Physicians & Surgeons, Inc. 3,711

Norwalk Hospital Foundation, Inc. 48,294

Intercompany eliminations (48,359)
As Adjusted $ 618,041
Total net assets:

The Norwalk Hospital Association (as Previously Reported) $ 314,953

Norwalk Hospital Physicians & Surgeons, Inc. {776)

Norwalk Hospital Foundation, Inc, 47,997

Intercompany eliminations (47,837)
As Adjusted $ 314,337

10




The Norwall Hospital Association and Subsidiaries

Notes to Consolidated ¥inancial Statements (continued)
(Dollars in Thousands)

1. Organization and Significant Accounting Policies (continued)

The following table presents selected financial statement amounts for the period from January 1,
2014 to September 30, 2014 and the period from October 1, 2013 to December 31, 2013:

Predecessor

Company
Period from  Period from
January I,  October 1,

2014 to 2013 to
September 30, December 31,
2014 2013
Total untestricted revenues:
The Norwalk Hospital Association (as Previously
Reported) $ 260,238 3% 89,251
Reclassification 9,282 3,473
The Norwalk Hospital Physicians & Surgeons, Inc. 22,700 7,119
Norwalk Hospital Foundation, [nc. 278 128
Intercompany eliminations (11,972) (3,753)
As Adjusted $ 280526 § 96,218
Excess {deficiency) of revenues over expenses:
The Norwalk Hospital Association (as Previously
Reported) $ 23,111 % 17,378
The Norwalk Hospital Physicians & Surgeons, Inc. (6,163) (1,335)
Norwalk Hospital Foundation, Inc. 3,306 (181)
Intercompany eliminations (3,125) —
As Adjusted b 17,124 § 15,862

Principles of Consolidation

The Hospital’s consolidated financial statements include the accounts of NHA, NHP&S and
NHF, and its majority interest in Norwalk Surgery Center, LLC. All material intercompany
fransactions have been eliminated.

11




The Norwalk Hospital Association and Subsidiaries

Notes to Consolidated Financial Statements (continued)
(Dollars in Thousands)

1. Organization and Significant Accounting Policies (continued)
Use of Estimates

The preparation of financial statements in conformity with U.S. generally accepted accounting
principles (GAAP) requires management to make estimates and assumptions that affect the
amounts reported in the financial statements and accompanying notes. Therc is at least a
reasonable possibility that certain estimates will change by material amounts in the near term.
Actual results could differ from those estimates. Significant estimates reflected in the
consolidated financial statements include contractual allowances and allowance for uncollectible
accounts for patient service revenue and the related patient accounts receivable, estimated
revenue settlements due to or from third parties, the asset retirement obligation, fair value
accounting associated with the affiliation, reserves for malpractice, workers’ compensation and
other self-insured liabilities, and benefit plan assumptions.

Regulatory Matters

The Hospital is required to file annual operating information with the State of Connecticut Office
of Health Care Access.

Cash and Cash Equivalents

Cash and cash equivalents include highly liquid investments with maturities of thrce months or
less at date of purchase, other than amounts held in the investment portfolio and assets limited as
to use. The carrying value of cash equivalents approximates its fair value. Cash and cash
equivalents are maintained with domestic financial institutions with deposits that exceed
federally insured limits. It is the Hospital’s policy to monitor the financial strength of these
institutions.

Investments

The Hospital’s investment portfolio reported in the accompanying consolidated balance sheets is
designated as trading. Investients in equity securities with readily determinable fair values and
all investments in debt securities are recorded at fair value, based upon quoted market prices.
Investment income or loss {including realized and unrealized gains and losses on investments,
interest and dividends) is included in the excess of revenues over expenses, unless the income or
loss is resiricted by donor or law,

12




The Norwalk Hospital Association and Subsidiaries

Notes to Consolidated Financial Statements (continued)
(Dollars in Thousands)

1. Organization and Significant Accounting Policies (continued)

Alternative investments (nontraditional, not-readily-marketable assets), some of which are
structured such that the Hospital holds limited partnership interests, are reported based upon net
asset value and derived from the application of the equity method of accounting. Individual
investment holdings within the alternative investments may, in turn, include investments in both
nonmarketable and market-traded securities. Valuations of these investments and, therefore, the
Hospital’s holdings, may be determined by the investment manager or general pariner, and for
“fund of funds” investments are primarily based on financial data supplied by the underlying
investee funds. Values may be based on historical cost, appraisals, or other estimates that require
varying degrees of judgment. The Hospital accounts for these invesiments using the equity
method of accounting, except for investments held by the defined benefit pension plan, and
reports its share of the increase or decrease in the funds® value as investment gain or loss.
Alternative investments held by the defined benefit pension plan are reported at fair value as
estimated in an unquoted market. The financial statements of the investees are audited annuatly
by independent auditors, although the timing for reporting the results of such audits does not
coincide with the Hospital’s annual consolidated financial statement reporting.

Tair Value of Financial Instruments

The carrying values of financial instruments classified as current assets and current liabilities as
of September 30, 2015 and 2014, approximates fair value based on current market conditions.
The fair values of other financial instruments are disclosed in the respective notes and/or in
Note 4.

Assets Limited as to Use

Assets limited as to use represent investments with donor restrictions; unrestricted assets set
aside by the Board of Directors for the purpose of providing for future improvement, expansion
and replacement of property, plant and equipment; assets held by trustees under bond indenture
agreements; and beneficial interest in charitable remainder trust. Assets limited as to use are
reported at fair value based upon quoted market prices.

13




The Norwalk Hospital Association and Subsidiaries

Notes to Consolidated Financial Statements (continued)
(Dollars in Thousands)

1. Organization and Significant Accounting Policies (continued)
Patient Accounts Receivable

Patient accounts receivable result from the health care services provided by the Hospital,
Additions to the allowance for uncollectible accounts result from the provision for uncollectible
accounts, Accounts written off as uncollectible are deducted from the allowance for uncollectible

accounts.

The Hospital’s estimation of the allowance for uncollectible aceounts is based primarily upon the
type and age of the patient accounts receivable and the effectiveness of the Hospital’s collection
efforts. The Hospital’s policy is to reserve a partion of all self-pay receivables, including
amounts due from the uninsured and amounts related to co-payments and deductibles, as these
charges are recorded. On a monthly basis, the Hospital reviews its accounts receivable balances
and various analytics to support the basis for its estimates. These efforts primarily consist of
reviewing the following:

+ Historical write-off and collection experience using a hindsight or look-back approach;

+  Revenue and volume trends by payor, particufatly the self-pay components;

+  Changes in the aging and payor mix of accounts receivable, including increased focus on
accounts due from the uninsured and accounts that represent co-payments and

deductibles due from patients;

+ Cash collections as a percentage of net patient revenuc less the provision for uncollectible
accounts; and

+ Trending of days revenue in accounts receivable
The Hospital regularly performs hindsight procedures to evaluate historical write-off and
collection experience throughout the year to assist in determining the reasonableness of ifs

process for estimating the allowance for uncollectible accounts.

The Hospital’s primary concentration of credit risk is patient accounts receivable, which consists
of amounts owed by various governmental agencies, insurance companies and private patients.

14




The Norwalk Hospital Association and Subsidiaries

Notes to Consolidated Financial Statements (continued)
(Dollars in Thousands)

1. Organization and Significant Accounting Policies (continued)
Beneficial Interest in Charttable Remainder Trust

The Hospital has been named sole or participating beneficiary in a remainder trust. Under the
terms of this trust, the Hospital has the irrevocable right to receive the remaining principal and
income earned on the trust assets. The Hospital has recorded the fair value of the Hospital’s
proportionate interest in the assets held in the remainder trust. In 2015, no distributions were
received from this trust.

Inventories

The Hospital uses the first-in, first-out method, in the valuation of its inventory.

Investments in Joint Yentures

The Hospital has invested in a joint venture that is accounted for under the equity method of
accounting. The Hospital has a 50% noncontrolling interest in Reef Road Associaies, II, LLC
{the Joint Venture), which represents property, on which the Joint Venture plans to construct a
medical office building.

Property, Plant, and Equipment

Property, plant, and equipment purchased subsequent to the Transaction Date are stated at cost,
fess accumulated depreciation, Property, plant and equipment cxisting at the Transaction Date
were recorded at fair value based upon an independent valuation. Property, plant and equipment
received as a donation are recorded at the fair value on the date received. The Hospital provides
for depreciation of property, plant, and equipment using the straight-line method in amounts
sufficient to depreciate the cost of the assets over their estimated useful lives. The useful lives
range from 3 to 40 years.

Excess of Revenues over Expenses
The accompanying consolidated statements of operations and changes in net assets includes the

excess of revenues over expenses as the performance indicator. Changes in unrestricted net
assets, which are excluded from excess of revenues over expenses, include net asscts released

15




The Norwalk Hospital Association and Subsidiaries

Notes to Consolidated Financial Statements (continued)
(Dollars in Thousands)

1. Organization and Significant Accounting Policies (continued)

from restrictions used for property, plant and equipment, changes in pension obligations, the
permancnt transfer of assets to and from affiliates for other than goods and services, net income
attributable to noncontrolling interest, and net unrestricted other changes in joint venture.

Transactions deemed by management to be ongoing, major, or central to the provision of health
care services are reported within income from operations.

Other Operating Revenue

Other operating revenue consists primarily of the rental income, grants, cafeteria revenues, EHR
incentive payments and administrative services (see Note 16).

Nonopevating Gains (Losses)

Activities other than in connection with providing health care services are considered to be
nonoperating. Nonoperating gains (losses) primarily consist of contributions; investment income,
net; changes in unrealized gains and losses on investments; operating cxpense of NHF; loss on
equipment disposal; and interest rate swap activity.

Temporarily and Permanently Restricted Net Assets

Temporarily restricted net assets are those whose use by the Hospital has been limited by donors
to a specific time frame or purpose. Temporarily restricted net assets primarily consist of
contributions restricted for health care services and beneficial interest in charitable remainder
trust. Permanently restricted net assets consist of endowment gifts that have been restricted by
donors and are to be maintained in perpetuity.

Income Taxes

NHA, NHP&S and NHF are not-for-profit corporations, as described in Section 501{c)(3) of the
Internal Revenue Code (the Code) and are exempt from federal income taxes on related income
pursuant to Section 501(a) of the Code. NHA, NHP&S and NHF are also exempt from state and
local taxes. Narwalk Surgery Center, LLC is a limited liability corporation and is treated as a
partnership for income tax purposes.

16




The Norwalk Hospital Association and Subsidiaries

Notes to Consolidated Financial Statements (continued)
(Dollars in Thousands)

I. Organization and Significant Accounting Policies (continued)

The Hospital has net operating loss carryforwards from unrelated business activities of
approximately $4,434 and $3,267 at September 30, 2015 and 2014, respectively, which will
begin expiring in 2022, These losses generate a potential deferred tax asset of approximately
$1,773 and $1,307 at September 30, 2015 and 2014, respectively, which is offset by a
corresponding valuation allowance of the same amount due to the uncertainty of utilizing the
deferred tax asset in future periods.

Asset Retirement Obligation

The Hospital records a liability for legal obligations associated with the retivement of tangible
fong-lived assets when the timing and/or method of settlement of the obligation is conditional on
a future event. The fair value of a liability for a conditional asset retirement obligation is
recognized in the period in which the obligation is incurred if a reasonable estimate of faiv value
can be made. As of September 30, 2015 and 2014, $9,034 and $8,907, respectively, is included
in accrued pension liability and other relating to such obligations. During the Periods under
Audit, the Hospital recorded accretion expense of $440, $324 and $108, respectively, which is
recorded on the consolidated statements of operations within supplies and other. During the
Periods under Audit, retirement obligations settled were $313, $305 and $209, respectively.

Electronic Health Record Incentive Program

The American Recovery and Reinvestment Act of 2009 provides for Medicare and Medicaid
incentive payments beginning in calendar year 2011 for eligible hospitals and professionals that
implement and achieve meaningful use of certified electronic health record (EHR) technology.
The Hospital utilizes a grant accounting model to recognized EHR incentive revenues. Under
this accounting policy, EHR incentive payments are recognized as revenues when attestation that
the BHR meaningful use criteria for the required period of time was demonstrated, Accordingty,
the Hospital recognized $616 and $1,562 of EHR revenue for the year ended September 30, 2015
and the period from Januvary 1, 2014 to September 30, 2014, respectively. The EHR revenue
recognized for the year ended September 30, 2015 consisted of $616 of Medicare revenue, and
the EHR revenue recognized for the period from January 1, 2014 to September 30, 2014
consisted of $1,191 and $371 of Medicare and Medicaid revenue, respectively. No EHR revenue
was recognized for the period from October 1, 2013 to December 31, 2013, EHR revenues are
included in other operating revenue in the accompanying consolidated statements of operations
and changes in net assets.
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The Norwalk Hospital Association and Subsidiaries

Notes to Consolidated Financial Statements (continned)
(Dollars in Thousands)

1. Organization and Significant Accounting Policies (continued)

The Hospital’s attestation of compliance with the meavingful use criteria is subject to audit by
the federal government or its designee. Additionally, Medicare EHR incentive payments
received are subject to retrospective adjustment upon final settlement of the applicable cost
report from which payments were calculated.

State of Connecticut Hospital Tax

Pursuant to Connecticut General Statutes, the State of Connecticut Hospital Tax is based on a
percentage of the Hospital’s net patient service revenue. Inpatient and outpatient service revenue
was taxed at 6.0% and 5.5%, and 6.0% and 3.8%, respectively, for the period July I, 2015
through September 30, 2015 and October 1, 2013 through June 30, 2015, respectively.

Reclassifications

Certain reclassifications have been made to the amounts previously reported for the period from
January 1, 2014 to September 30, 2014 and the period from October 1, 2013 to December 31,
2013 in the consolidated balance sheets and consolidated statements of operations and changes in
net assets in order to conform with the year ended September 30, 2015 presentation. State of
Connecticut Hospital Tax in the amount of $9,282 and $3,473, respectively, was reclassified
from net patient service revenue to an operating expense. In addition, physician fees in the
amount of $7,676 and $2,130, respectively, were reclassified from supplies and other expense to
salaries, benefits, and fees expense.

New Accounting Pronouncement

In May 2014, the Financial Accounting Standards Board issued ASU 2014-09, Revenue from
Contracts with Customers (Topic 606}, which requires an entity to recognize revenue to depict
the transfer of promised goods or services to customers in an amount that reflects the
consideration to which the entity expects to be entitled in exchange for those goods or services.
The adoption of ASU 2014-09, as amended by ASU 2015-14, is required on October 1, 2018,
and management is cutrently evalnating the effect of this guidance on its consolidated financial
statements.
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Notes to Consolidated Financial Statements (continued)
(Dollars in Thousands)

2. Net Patient Service Revenue and Charity Care

The Hospital has agreements with third-party payors that provide for payments to the Hospital at
amounts different from its established rates. The difference is accounted for as allowances.
Payment arrangements include prospectively determined rates per discharge, reimbursed costs,
fee-for-service, discounted charges, and per diem payments. Net patient service revenue is
affected by the State of Connecticut Disproportionate Share program and is reported at the
estimated net realizable amounts due from patients, third-patty payors, and others for services
rendered and includes estimated retroactive revenue adjustments due to ongoing and future
audits, reviews, and investigations. Retroactive adjustments are considered in the recognition of
revenue on an estimated basis in the period the related services are rendered, and such amounts
are adjusted in future periods as adjustments become known or as years are no longer subject to
such audits, reviews, and investigations.

The Hospital has established estimates based on information presently available of amounts due
to or from Medicare, Medicaid, and third-party payors for adjustments to current and prior year
payment rates, based on industry-wide and Hospital-specific data. Such amounts are included in
the accompanying consolidated balance sheets. Additionally, certain payors’ payment rates for
various years have been appealed by the Hospital. If the appeals are successful, additional
income applicable to those years might be realized.

For the Periods under Audit, approximately 28%, 28%, and 26% and 11%, 10% and 10% and
61%, 62% and 64% respectively, of net patient service revenue was received from Medicare,
Medicaid and non-governmental payors, respectively. Laws and regulations governing the
Medicare and Medicaid programs are complex and subject to interpretation. As a result, there is
at least a reasonable possibility that recorded estimates will change by material amounts in the

hear term.

The Hospital manages the receivables by regularly reviewing its patient accounts and contracts,
and by providing appropriate allowances for uncollectible amounts. Significant concentrations of
gross patient accounts receivable include 27%, 9%, and 64% and 27%, 9%, and 64% for
Medicare, Medicaid and non-government payors, respectively, at September 30, 2015 and 2014,
respectively.

The Hospital believes it is in compliance with all applicable laws and regulations. Compliance
with such laws and regulations can be subject to future government review and interpretation as
well as significant reguiatory action including fines, penalties, and exclusion from the Medicare
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Notes to Consolidated Financial Statements (continued)
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2. Net Patient Service Revenue and Charity Care {continued)

and Medicaid programs. Changes in the Medicare and Medicaid programs and the reduction of
funding levels could have an adverse impact on the Hospital. Cost repotts for the Hospital, which
serve as the basis for final settlement with government payors, have been settled by final
sctilement through 2012 for Medicare and 1994 for Medicaid. Other years remain open for

settlement,

During the Periods under Audit, the Hospital recorded an increase of $10,170 and decreases in
net patient service revenue of approximately $550 and $1,100, respectively, related to changes in
previously estimated third-party payor settlerments.

The following summarizes het patient service revenue:

Gross paticnt service revenue

Deductions:
Allowances
Charity care (at charges)

Net patient service revenue

Provision for uncollectible accounts

Net patient service tevenue less
provision for uncellectible accounts

Predecessor
Company

Period From Period From
Jannary I,  Oectober 1,

Year Iinded 2014 to 2013 to
September 30, September 30, December 31,
2015 2014 2013

(As Adjusted) | (As Adjusted)

$ 999,315 § 726,199 |§ 240,875

595,838 422,820 139,556
15,720 12,441 4,361
611,558 435,261 143,917
387,757 290,938 96,958
13,942 22,340 4,056

$ 373815 $ 268598 |§ 92,902
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The Norwalk Hospital Association and Subsidiaries

Notes to Consolidated Financial Statements (continued)
(Dollars in Thousands)

2. Net Patient Service Revenue and Charity Care (continued)

Patient service reverue, net of contractual allowances and charity care and before the provision
for uncollectible accounts, recognized in the period from major payor sources is as follows:

Predecessor
Company

Period From Period From
January 1,  QOctober 1,

Year Ended 2014 to 2013 to
September 30, September 30, December 31,
2015 2014 2013
(As Adjusted) | (As Adjusted)
Third-party payors $ 371,548 % 278511 |§ 91,977
Self-pay patients 16,209 12,427 4,981

$ 387,757 & 290,938 |§ 96,958

The Hospital accepts all patients regardless of their ability to pay. A patient is classified as a
charity care patient by reference to established policies of the Hospital. Essentially, these policies
define charity services as those services for which no payment is anticipated. In assessing a
patient’s inability to pay, the Hospital utilizes the generally recognized federal poverty income
guidelines, but also includes certain cases where incurred charges ate significant when compared
to a responsible party’s income, Those charges are not included in net patient service revenue for
financial reporting purposes.

For the Periods under Audit the estimated cost of charity care provided was approximately

$5,641, $4,277 and $1,457, respectively. The estimated cost of charity care is based on the ratio
of cost to charges, as determined by hospital-specific data.
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Notes to Consolidated Financial Statements (continued)
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3, Investments and Assets Limifed as to Use

The composition of investments and assets limited as to use is set forth in the following table:

Cash and cash equivalents
Money market funds
Common collective funds
Mutual funds

Alternative investments (at equity method)

Also included within assets {imited as to use is

Septembes 30

2015 2014
(As Adjusted)

$ 13,983 % 13,897
8,744 23,405

1,444 -

174,535 152,379

6,781 362

3 205487 % 190,043

a beneficial interest in a charitable remainder trust

of $7,556 and $8,008 at September 30, 2015 and 2014, respectively.

Investment income, net, included in non-ope
consists of:

rating gains (losses) for the Periods under Audit

Predecessor
Conmpany
Period From Period From
January 1,  October |,
Year Ended 2014 to 2013 to

September 30, September 30, December 31,

2015 2014 2013
Interest and dividend income ) 3,893 % 1,593 |§ 670
3 3,803 § 1,593 % 670
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Notes to Consolidated Financial Statements (continued)
(Dollars in Thousands)

4. Fair Values of Financial Instruments

For assets and liabilities required to be measured at fair value, the Hospital measutes fair value
based on 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
measurements are applied based on the unit of account from the Hospital’s perspective. The unit
of account determines what is being measured by reference to the level at which the asset ot
liability is aggregated (or disaggregated) for purposes of applying other accounting
pronouncernents.

The Hospital follows a valuation hierarchy that is based upon the transparency of inputs to the
valuation of an asset or liability as of the measurement date, The three levels are defined as
follows:

Level 1: Quoted prices (unadjusted) in active markets that are accessible at the measurement
date for identical assets or liabilities. The fair value hierarchy gives the highest priority to
Level 1 inputs.

Level 2: Observable inputs that are based on inputs not quoted in active markets, but
corroborated by market data,

Level 3: Unobservable inputs that are used when little or no market data is available. The fair
value hierarchy gives the lowest priorvity to Level 3 inputs.

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. In determining fair value, the
Hospital uses valuation techniques that maximize the use of observable inputs and minimize the
use of unobservable inputs to the extent possible and considers nonperformance risk in its
assessment of fair value,
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Notes to Consolidated Financial Statements (continued)
(Dollars in Thousands)

4. Fair Values of Financial Instruments (continued)

Financial assets catried at fair value in the accompanying consolidated balance sheets are
classified in the tables below in one of the three categories described above:

September 30, 2015

Level 1 Level 2 Level 3 Total
Cash and cash equivalents $ 56,659 3 - 8§ - § 50,659
Investments and assets limited as to use:
Cash and cash equivalents 13,983 - - 13,983
Money market funds 8,744 - - 8,744
Mutual funds:
Domestic equity 30,293 - - 80,293
International equity 30,857 - - 30,857
Fixed income 63,385 - - 63,385
Common collective funds:
International equity — 1,444 = 1,444
§ 247,921 3 1,444 § - 8 249,365
Septembey 30, 2014
Levei 1 Tevel 2 Level 3 Total
(As Adfusted)
Cash and cash equivalents $ 80,871 § - 3 - ¥ 80,871
Investments and assets Himited as to use:
Cash and cash equivalents 13,897 - - 13,897
Money market funds 23,405 - - 23,405
Mutual funds:
Domestic equity 72,066 - - 72,066
International equity 29,188 - — 29,188
Fixed income 51,125 — — 51,125
$ 270,552 % - $ - 3 270,552

The amounts reported in the tables above do not include alternative investments totaling $6,781
and $362 at September 30, 2015 and 2014, respectively, which are accounted for under the
equity method of accounting. The Hospital has unfunded commitments to alternative investments
of approximately $3,186 as of September 30, 2015,
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Notes to Consolidated Financial Statements (continued)
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4. Fair Values of Financial Instruments (continued)

Financial assets carried at fair value included in the defined benefit pension plan of NHA (see
Note 6) are classified in the table below in one of the three categories described above:

September 30, 2015
Level 1 Level 2 Level 3 Ifair Value
Cash and cash equivalents  § 445 3 - 3 - 3 445
Mutual funds:

Domestic equity 81,353 - — 81,353

International equity 33,075 - — 33,075

Fixed income 63,046 - - 63,046
Common collective funds:

International equity - 1,685 — 1,685
Alternative investments — - 15,980 15,980
Unallocated immediate

participation group annuity

contract - 148 — 148

$ 177919 § 1,833 § 15,980 3 195,732
September 30, 2014
Level 1 Level 2 Level 3 Fair Value
Cash and cash equivalents  § 1,413 8 - 3 - 3§ 1,413
Mutual funds:

Domestic equity 96,660 - - 96,660

International equity 31,719 - — 31,719

Fixed equity 66,348 — - 66,348
Alternative investments - — 5,012 5,012
Unallocated immediate

participation group annuity

contract - 156 — 156

$ 196,140 § 156 § 5012 § 201,308
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Notes to Consolidated Financial Statements {continued)
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4. Fair Values of Financial Instruments (continued)

Fair value for Level 1 is based upon quoted market prices. Fair value for Level 2 is based upon
model-based valuation techniques for which all significant assumptions are observable in the
market or can be corroborated by observable market data for substantially the full term of the
assets. Inputs are obtained from various sources including matket participants, dealers, and
brokers. Level 3 assets consist of altemative investments held by the defined benefit plan, the
valuation for which is described in Note 1. Many of the investments categorized in Level 2
consist of shares or units in investment funds, as opposed to direct interests in the funds’
underlying holdings, which may be marketable. Fair value for alternative investments is
determined by the Tlospital’s management for each investment using net assct value as a
practical expedient, as permitted by generally accepted accounting principles, rather than using
another valuation method to independently estimate fair value. The classification of the
alternative investments in Level 2 or 3 is based, in part, on the Hospital’s ability to redeem its
interest at or near the measurement date, If the interest can be redeemed in the near term, the
investment is classified in Level 2. The methods described above may produce a fair value that
may not be indicative of net realizable value or reflective of future fair values. Further, while the
Hospital believes its valuation methods are appropriate and consistent with other market
patticipants, the use of different methodologies or assumptions to determine the fair value of
certain financial instruments could result in a different estimate of fair value at the repoiting date.

The changes in the fair value of assets measured using significant unobservable inputs (level 3)
comprised of the following:

September 30

2015 2014
Beginning balance at October 1 3 5012 % -
Purchases 11,045 5,000
Change in unrealized gains and losses 7 12
Ending balance at September 30 3 15,980 3 5,012
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5. Pledges Receivable
Pledges receivable include the following unconditional promises to give:

September 30

2015 2014
Due within one year S 23,465 3 2,767
Due within two to five years 1,846 1,543
25,311 4,310
Allowance and discount for uncollectible pledges (262) (307)
Present value of pledges receivable $ 25,049 $ 4,003

The allowance recognizes the estimated uncollectible portion of pledges and the discount of
pledges to net present value, Pledges are discounted using an average rate of ,.87% and .85% as
of September 30, 2015 and 2014, respectively.

6. Long-Term Debt and Credit Facilify

Long-term debt consisted of the following:

September 30

2015 2014

The Norwalk Hospital revenue bonds financed with CHEFA:
Series G S - 3 22,104
Series H - 7.585
Series 1 - 8,904
Series J - 84,696
Intercompany debt with Western Connecticut Health Network, Ine. 115,287 -
The Norwalk Hospital — Connecticut Hospital Association Trust — i33
Norwalk Hospital — CHEFA loan 1,845 2,898
Norwalk Surgery Center — term loan 1,947 2,670
Norwalk Surgery Center — note payable 257 -
119,336 128,990
Less current portion 7,647 7,039

$ 111,689 $121,951
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6. Long-Term Debt and Credit Facility (continued)

The following is a summary of the combined aggregate amount of maturities and sinking fund
requirements of the aforementioned obligations at September 30, 2015, according to their long-
term amortization schedule and excluding the unamortized fair value adjustment recorded at the
Transaction Date:

Norwalk
Norwalk Surgery
Hospital  Center, LLC Total

2016 $ 6,769 § 878 § 7,647
2017 6,666 820 7,586
2018 6,180 406 6,586
2019 6,420 - 6,420
2020 6,655 - 6,655
Thereafier 83,355 — 83,355

$ 116,045 § 2,204 3 118,249

The fair value of the Hospital’s long-term debt as determined by the Hospital’s investment
advisor using a discounted cash flow analysis was approximately $118,606 and $128,868 at
September 30, 2015 and 2014, respectively. These fair values are categorized as Level 2 in the
fair value hierarchy described in Note 4.

Duting the Periods under Audit, the Hospital paid interest of $3,905, $3,108 and $1,663,
respectively, The Hospital capitalized interest of approximately $1,466 and $2,126 for the years
ended September 30, 2015 and 2014, respectively.

In 2015, Norwalk Surgery Center, LLC issued a note payable in connection with the repurchase
of five shares of stock. The note is payable in 36 monthly installments of $11, with interest at
3.25%.

On Matrch 18, 2014, Norwalk Surgery Center, LLC obtained a $3,020 four-year term loan from
Siemens Financial Services, The loan bears interest at a fixed rate of 4,23%. Monthly payments
of principal and interest are required based upon a four-year amortization schedule. The loan is
secured by a first lien on all business assets of Norwalk Surgery Center, LLC. The proceeds of
the loan were used to pay off the then-outstanding balance of a prior tern loan with the Bank of
Fairfield.
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6. Long-Term Debt and Credit Facility (continued)

On December 7, 2012, the Hospital financed a portion of the construction of an outpatient
pavilion and other equipment through the issuance of the State of Connecticut Health and
Educationa! Facilities Authority (CHEFA) Revenue Bonds, Series J (Series J Bonds), in the
original principal amount of $82,000. Interest-only payments were required for the first two
years of the Series J Bonds. In May 2015, the Hospital amended the loan agreement associated
with the Series J Bonds (with principal then outstanding of $80,935), primarily to reduce the
interest rate and amend certain financial covenants. The amended loan terms qualified as an
extinguishment of the debt under applicable accounting requirements. The Hospital recorded a
gain on the extinguishment of long-term debt of $2,625 in the consolidated statements of
operations in 2015, The Series J Bonds are subject to mandatory tender on December 1, 2024
and bear interest at a rate per annum equal to 70% of the sum of the one-month LIBOR Rate plus
125 basis points. The interest rate on the Series J Bonds is reset monthly.

In connection with the loan amendment, the WCHN Obligated Group, as defined below, was
expanded to include NHA and NHF, through the execution of Supplemental Master Trust
Indenture No. 12., supplementing the Master Trust Indenture dated as of September I, 1991 (the
“WCHN Master Trust Indenture”). The WCHN Obligated Group consists of WCHN, DH,
Western Connecticut Health Network Foundation, Inc. (WCHNTF), Western Connecticut Medical
Group, Inc., NHA and NHF (collectively, the WCHN Obligated Group). All members of the
WCHN Obligated Group are jointly and severally liable under the WCHN Master Trust
Indenture to make all payments requived with respect to obligations under the WCHN Master
Trust Indenture. As a result of these changes to the WCHN Obligated Group, the CHEF A series
G, H, I and J revenue bonds are an obligation of the Obligated Group and the Hospital reflected
its obligation to WCHN in its debt disclosures.

On December 7, 2012, NHA entered into an interest rate swap agreement to reduce interest rate
volatility on the Series J Bonds. The swap confirmation has a notional amount of $82,000. Under
the terms of the confirmation, NIHA pays a fixed rate of 1.2343% to the counterparty, and the
countetparty pays a variable rate of 70% of one-month LIBOR to NHA. The payments under the
swap confirmation are based on the outstanding notional amount; the notional amount will
amortize at the same rate as the Series | Bonds. The payments under the swap confirmation
effectively produce a synthetic fixed rate of 2.1093%, effective with the refinancing, on the
Serics J Bonds through December 1, 2024. The fair value of the interest rate swap at
September 30, 2015 and 2014, based on the present value of future cash flows based on the mid-
market gross value for similar financial instruments, was $418 (liability) and $2,510 (asset),
respectively, categorized as Level 2 in the fair value hierarchy.
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6. Long-Term Debt and Credit Facility (continned)

in 2011, the Hospital financed the construction of the parking garage and other equipment
through a private placement of CHEFA Revenue Bonds, Series G, H, and I, in the aggregate
principal amount of $46,840. As of May 8, 2015, the repayment of the Series G, H and | Bonds
are secured by the Gross Receipts pledged by the WCHN Obligated Group under the WCHN
Master Trust Indenture, The WCHN Master Trust Indenture also establishes a debt service
coverage ratio requirement and restricts the incwrrence of certain indebtedness by the WCHN
Obligated Group. No violations of financial covenants under the WCHN Master Trust Indenture
existed as of September 30, 2015,

The Series G Bonds initially totaling $25,000 mature serially through 2025 with interest at an
annual rate of 5.12%. Interest on the bonds is payable semiannvally each June | and
December 1,

The Series H Bonds initially totaling $10,040 mature serially through 2020 with interest at an
annual rate of 3.49%. Interest on the bonds is payable semiannually each Junel and
December 1.

The Series 1 Bonds initially totaling $11,800 mature serially through 2020 with inferest at an
annual rate of 3.4%. Interest on the bonds is payable semiannually each June 1 and December 1.

In 2007, the Hospital financed cettain equipment related to an energy project through CHEFA,
which issued $9,066 in debt under a Master Financing Agreement (the Agreement), dated as of
April 1, 2007, with Bank of America Public Capital Corp. as the lender (the Lender). The loan is
payable in 120 equal installments of $93 beginning June 3, 2007, with interest of 4.38%. The
Hospital has granted a collateral interest to the Lender in the equipment financed.

In connection with this borrowing, the Hospital applied to the Department of Public Utility
Control (DPUC) for a capital grant for customer-side distributed resources. Pursuant to the
application, DPUC approved a rate reduction subsidy with regard to certain of the equipment
financed under this Agreement. Effective July 3, 2010, the rate reduoction subsidy of $1 per
month is remitted by the Connecticut Light and Power Company directly to the Lender and is
recorded as a reduction to interest expense.
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6. Long-Term Debt and Credit Facility (continued)

In 2007, the Hospital entered into an agreement with the Connecticut Hospital Association Trust
(the Trust) to borrow up to $2,000 from the energy conservation and loan management loan
fund. The loan, which is interest-free, will enable the Hospital to convert electrical energy and to
manage its electrical energy needs. The loan is payable in 84 equal monthly installments of $22,
beginning April 1, 2008. The loan was paid in full in fiscal year 2015,

In connection with the affiliation described in Note 1, long-term debt was adjusted to fair value
at the Transaction Date, and the existing unamortized bond discount was written off. The fair
value adjustment included a decrease in the carrying value of $724, $200, $234, $2,696, and
$105 related to the Series G, H, I, and J Bonds and the CHEFA loan, respectively, that is being
amortized as interest expense using the effective-interest method over the remaining life of the
bonds. Approximately $1,256 of unamortized bond issuance costs was written off,

7. Pension Plans

The Hospital has a defined benefit pension plan (the Plan) covering all eligible employees. The
benefits ate based on years of service and the employee’s average compensation (as defined in
the Plan document). The Hospital’s funding policy is to contribute, at a minimum, for each plan
year, an amount necessary to satisfy the Employee Retirement Income Security Act (ERISA)
minimum funding requirements.

Effective September 30, 2013, the Plan was frozen for all purposes (except as provided below) for
those participants who are not covered by the collective bargaining agreement between the Hospital
and the Connecticut Health Care Associates, National Union of Hospital and Health Care
Employees, AFSCME, AFL-CIO Nurses’ Union (Non-Union Paiicipants). Subsequent to
September 30, 2013, no Non-Union Participants shall accrue benefits under the Plan and no
compensation or service after that date shall be taken into account in determining such participants’
accrued benefits under the Plan, provided, however, that interest credits shall continue to be credited
as required by applicable law. Plan participants who are members of the Connecticut Health Care
Associates, National Union of Hospital and Health Care Employees, AFSCME, and AFL-
CIO Nurses’ Union, and who were employed by the Hospital on or before December 31, 2006
(when the Plan was frozen for all new hires), shall continue to accrue benefits under the Plan.
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7. Pension Plans (continued)

Effective December 31, 2006, the Plan was amended to provide that no employees hired on or
after January 1, 2007, would be eligible to participate in the Plan. Employees hired before that
date, who satisfied the Plan’s eligibility requirements, participated and earned benefits under the
Plan until it was frozen as described above.,

The following tables set forth the changes in benefit obligations, changes in Plan asscts and
components of net periodic benefit cost for the Plan:

September 30, September 30, December 31,

2015 2014 2013

Change in benefit obligation
Benefit obligations at beginning of period § 222,292 § 187,980 § 198,076
Service cost 2,029 1,284 457
Interest cost 16,127 7,303 2,380
Actuarial loss (gain) 10,398 32,701 (10,524)
Benetits paid (9,555) (6,976) (2,409)
Benefit obligations at end of period 235,291 222,292 187,980
Change in plan assets
Fair value of plan assets at beginning of

period 201,308 194,441 185,015
Actuarial return on plan assets (3,021) 8,968 10,210
Employer contributions 7,000 4,875 1,625
Benefits paid (9,555) (6,976) (2,409)
Fair value of plan assets, end of period 195,732 201,308 194 441
(Unfunded) funded status b (39,559) §  (20,984) § 6,461
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7. Pension Plans (continued)

January 1, October 1,

Year Ended 2014 to 2013 to
September 30, September 30, December 31,
2015 2014 2013
Components of net periodic benefit
cost

Service cost 3 2,029 § 1,284 § 457
Interest cost 10,127 7,303 2,380
Expected return on plan assets (15,076) (10,896) (3,529)
Amortization of net loss 932 — 790
Net periodic benefit {income) cost S (1,988) § (2,309) % 98

The actuarial loss in 2015 primarily relates to changes in the discount rate and moitality table
used to measure the benefit obligation.

As a result of the affiliation described in Note 1, the funded status of the Plan was adjusted to fair
value on the Transaction Date.

Assumptions

Weighted-average assumptions used to determine benefit obligations

2015 2014
Discount rate 4.49% 4.64%
Rate of increase in compensation 3.50 3.50
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7. Pension Plans (continued)
Weighted-average assumptions used to determine net periodic benefit (income) cost

January 1, October 1,

Year Ended 2014 to 2013 to
September 30, September 30, December 31,
2015 2014 2013
Discount rate 4.64% 5.29% 4.90%
Expected long-term return on plan assets 7.50 7.50 8.00
Rate of increase in compensation 350 3.50 3.50

The Hospital’s expected long-term rate of refurn on assets assumption is derived from a review
of anticipated future long-term performance of individual asset classes and consideration of the
appropriate asset allocation strategy given the anticipated requirements of the Plan to determine
the average rate of earnings expected on the funds invested to provide for the pension plan
benefits. While the review gives appropriate consideration to recent fund performance and
historical returns, the assumption is primarily a long-term, prospective rate.

Amounts recorded in unrestricted net assets and not yet amottized as components of net periodic
benefit costs total $62,192 and $34,628 as of September 30, 2015 and 2014, respectively, and
represent unrecognized actuarial losses. The amortization of these components expected to be
recognized in net periodic costs for the year ended September 30, 2016 is $3,268.

The accumulated benefit obligation was $229,204, $216,483 and $192,676 at September 30,
2015, September 30, 2014 and December 31, 2013, respectively. The Plan’s measurement date is
Septenmiber 30.

Plan Assets

The Hospital maintains target allocation percentages among various asset classes based on an
invesiment policy established for the Plan which is designed to achieve long-term objectives of
veturn, while mitigating against downside risk and considering expected cash flows, The current
weighted-average target asset allocation is 50% in equities, 25% in fixed income securities and
25% in alternative investments. The investment policy is reviewed from time to time to ensure
consistency with the long-terin objective of funding the Plan to a level sufficient to pay benefits
as they become due.
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The Norwalk Hospital Association and Subsidiaries

Notes to Consolidated Financial Statements (continued)
(Dotlars in Thousands)

7. Pension Plans (continned)

As discussed in Note 4, the Hospital follows a thrce-level hierarchy to categorize assets
measured at fair value. In accordance with the hierarchy, as of September 30, 2015 and 2014,
91%, 3% and 6% and 97%, 3% and 0%, respectively of the Plan’s assets which are measured
at fair value on a recurring basis were calegorized as Level 1, Level 2 and Level 3

investments, respectively.
Contributions
Management expects to contribute $7,000 to the Plan during fiscal year 2016.

Fstimated Fufure Benefit Payments

The following benefit payments, which reflect expected future service, as appropriate, are
expected to be paid:

Benefit
_ Payments

Fiscal years:

2016 $ 8,600
2017 8,930
2018 9,300
2019 9,800
2020 10,470
2021 to 2025 62,500

The Hospital also sponsors a defined contiibution savings plan covering substantially all of its
employees. Pension expense related to the Hospital’'s defined contiibution plan was
approximately $5,214, $5,330 and $1,402 for the Periods under Andit, respectively.
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Notes to Consolidated Financial Statements (continued)
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8. Professional Liability Self-Insurance

From October 1, 2005 through February 28, 2014, the Hospital was insured for general liability
and professional liability claims by Maple Street Indemnity Company, Ltd. (MSI) on a claims-
made basis. MSI, previously structured as a wholly owned subsidiary of NHSC, was a captive
insurance company, incorporated under the laws of the Bermuda Monetary Authority. The
Hospital had professional liability coverage through MSI of $35,000 pet claim and $48,000 in
the aggregate. MSI purchased $30,000 of excess reinsurance coverage above a self-insured
retention of $5,000 per claim and $18,000 in the aggregate.

Effective March 1, 2014, MSI merged with Western Connecticut Health Network Insurance Co.,
Ltd. (WCHNIC), a wholly owned subsidiary of DH. All ¢laims prior to March 1, 2014, that were
previously insured by MSI wete assumed by WCHNIC through a loss portfolio transfer, and all
risk was transferred.

Coverage for medical malpractice insurance with WCHNIC is on a claims-made basis. Effective
March 1, 2014, the Hospital has professional liability coverage through WCHNIC of $45,000 per
claim and $70,000 in the aggregate., WCHNIC purchased 340,000 of excess reinsurance
coverage above a self-insured retention of $5,000 per claim and $30,000 in the aggregate. The
Hospital has recorded a liability of $2,573 and $3,618 at September 30, 2015 and 2014,
respectively, based on a discount rate of 3.5% for incurred-but-not-reported claims, which is
incfuded in accrued pension liability and other on the accompanying consolidated balance sheets.
In addition, medical malpractice insurance recoveries and the related claim liabilities of $28,829
and $34,725 are included in other assets and medical malpractice claims reserves, respectively,
as of September 30, 2015 and 2014, respectively.

9. Temporarily and Permanently Restricted Net Assets

Temporatily restricted net assets of 359,821 and $37,890 as of September 30, 2015 and 2014,
respectively, include beneficial interest in a charitable remainder trust, the income of which Is
expendable to support health care services. Permanently restricted net assets of $9,468 and
$9,462 as of September 30, 2015 and 2014, respectively, represent investments to be held in
perpetuity, the income from which is expendable to support health care services.
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(Dollars in Thousands)

10. Endowments

The NHF endowment funds consist of donor-restricted funds to be invested in perpetuity to
provide a permanent source of income. The net assets associated with endowment funds are
classified and reported based on the existence or absence of donor-imposed restrictions.

NHF classifies net assets of donor-restricted endowment funds for organizations subject to an
enacted Uniform Prudent Management of Institutional Funds Act (UPMIFA). Connecticut
enacted its UPMIFA statute effective October 1, 2007, This standard requires not-for-profit
organizations subject to an enacted version of UPMIFA to classify the poition of the endowment
fund that is not classified as permanently restricted net assets as temporarily restricted net assets
(time restricted) until appropriated for expenditure by the organization. The portion to be
classified as temporarily restricted consists of accumulated unspent income and appreciation.

Leadership of NHF has interpreted the Connecticut UPMIFA statute as rcquiring the
preservation of the original gift as of the gift date of the donor-restricted endowment funds
absent explicit donor stipulations to the contrary. As a result of this interpretation, NHF classifies
as permanently restricted net assets, (a) the original value of gifts donated to the permanent
endowment, (b) the original value of subsequent gifts to the permanent endowment, and
(¢) accumulations to the permanent endowment made in accordance with the direction of the
applicable donor gift instrument at the time the accumulation is added to the fund. The remaining
pottion of the donor-restricted endowment fund that is not classified as permanently restricted
net assets is classified as temporarily restricted net assets until those amounts are appropriated
for expenditure in a manner consistent with the standard of prudence prescribed by UPMIFA. In
accordance with UPMIFA, NHF considers the following factors in making a delermination to
appropriate or accumulate endowment funds:

(1) The duration and preservation of the fund

(2) The purposes of NHF and the donot-restricted endowment fund

(3) General econoinic conditions

(4) The possible effect of inflation and deflation

(5) The expected total return from income and the appreciation of investments
(6) Other resources of NHF

(7) The investment policies of NHF
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10, Endowments (continued(

NHF has adopted investment and spending policies for endowment assets that attempt to provide
a predictable stream of funding to programs supported by its endowment while secking fo
maintain purchasing power of the endowment assets. Endowment assets include those assets of
donor-restricted funds that NHF must hold in perpetuity or for a donor-specific period(s) as well
as board-designated funds. Under this policy, as approved by NHF’s Board of Directors, the
endowment assets are invested in a manner that is intended to produce a real return, net of
inflation and investment management costs, of at least 5% over the long term. Actual retutns in
any given year may vaty from this amount.

To satisfy its long-term rate-of-return objectives, NHF relies on a total return strategy in which
investment returns are achieved through both capital appreciation (realized and unrealized) and
current yield (interest and dividends). NHF targets a diversified asset allocation to achieve its
long-term objective within prudent risk constraints. Each year, the NHF Board of Directors will
approve an endowment and similar fund spending rate. The objectives of the portfolio are the
enhancement of capital and real purchasing power while limiting exposure to risk of loss. The
endowiment spending rate will be calculated on the 13 quarter trailing average market value of
cach portfolio as of the prior May 31. The computed value may be adjusted for large
contributions, withdrawals, or market value swings as necessary. A default spending cap on
appreciation of seven percent in any given year is currently in effect. The NHE Board of
Directors abides by these regulations and will adjust this rate accordingly.

Prior to the enactment of UPMIFA, NHF followed the provisions of the Uniform Management of
Institutional Funds Act.

Endowment net assel composition by type of fund as of September 30, 2015 consisted of the
following:

Temporarily Permanently

Unrestricted Restricted  Restricted Total
Donor-restricted endowrment
funds $ - 3 2,594 § 9,468 § 12,062
Board designated endowment
funds 9,725 — 9,728

Endowment funds at end of year $ 9,725 % 2,594 § 9,468 $ 21,787
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Notes to Consolidated Financial Statements (continued)
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10. Endowments (continned)
Changes in endowment net assets for the year ended September 30, 2013:

Temporarily Permanently

Unrestricted Restricted  Restricted Total
Endowment funds beginning of
year $ - % 3,905 § 9,462 3 13,367
Investiment return:
Investment income, net 43 239 - 282
Change in unrealized gains
and losses (318) (1,301) o (1,619)
Total investment return (275) (1,062) - (1,337)
Contributions 10,604 - 6 10,006
Appropriation of endowment
assets for expenditures ~ {24%) - {249)

Endowment funds end of year 3 9,725 § 2,594 § 09,468 3§ 21,787

Endowment net asset composition by type of fund as of September 30, 2014:

Temporarily Permanently
Resiricted Restricted Total

Donor-restricted endowment funds $ 3,905 $ 9,462 $ 13,367
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10, Endowments (continued})
Changes in endowment net assets for the year ended September 30, 2014:

Temporarily Permanently

Restricted Restricted Tofal
Endowment funds beginning of year $ 3,194 3§ 9,455 $ 12,649
Investment return:

Investment income 286 - 286
Net realized and unrealized gains and

foss 542 — 342

Total investment return 8§28 — 828

Contributions - 7 7
Appropriation of endowment assets for

expenditures {117) — 1K)
Endowment funds end of year $ 3905 % 9,462 $ 13,367

From time to time, the fair value of assets associated with individual donor-restricted
endowments funds may fall below the level fund of the corpus that UPMIFA requires NHF to
retain as a fund of perpetual duration. These deficiencies result from unfavorable market
fluctuations that occurred shortly after the investment of new permanently restricted
contributions and continued appropriation for certain programs that was deemed prudent by the
Board of Directors. There were no deficiencies of this nature which were reported in unrestricted

net assets tor 2015 or 2014,
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Notes to Consolidated Financial Statements (continued)
(Dollars in Thousands)

11. Related-Party Transactions
The Hospital has recorded amounts due from (to) related parties as follows:

September 30

2015 2014

(As Adjusted)
Western Connecticut Health Network Affiliates, Inc. S 9 3 9
Norwalk Health Care, Inc. - 38
SWC Corporation (246) 40
The Danbury Hospital (5,191) (576)
Western Connecticut Health Network, Foundation, Inc, 31 (124)
Western Connecticut Health Network, Inc. (218) -
Western Connecticut Medical Group, Inc. (2,333) (351)

3 (7,948) § (964)

The Hospital earned income from related parties for the Periods under Audit as follows:

January 1, October 1,

Year Ended 2014 to 2013 to0
September 30, September 30, December 31,
2015 2014 2013

(As Adjusted)  (As Adjusted)

Western Connecticut Medical Group,

Inc. $ 823 § - % -
SWC Caorporation 201 151 50
by 1,024 § 151 8 50
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Notes to Consolidated Financial Statements (continued)
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11. Related Party Transacetions (continued)
The Hospital paid expenses to related parties for the Periods under Audit as follows:

Januwary 1,  October i,

Year Ended 2014 to 2013 to
September 30, September 30, December 31,
2015 2014 2013
{As Adjusted)  (As Adjusted)
SWC Corporation ) 3576 § 2,694 % 954
Maple Street Indemnity Company, Ltd. - 731 1,096
Western Connecticut Health Network
Insurance Co. 8,027 - -
The Danbury Hospital 447 - —
Western Connecticut Medical Group,
Inc. 16,027 351

3 28,077 § 3,776 $ 2,050

12, Norwalk Surgery Center, LL.C

On May 31, 2012, the Hospital transferred assets associated with its off-site ambulatory surgery
business to Norwalk Surgery Center, LL.C. The Hospital owns 63.21% and 64.11% of Norwalk
Surgety Center, LLC at September 30, 2015 and 2014, respectively. The Hospital has
consolidated noncontrolling interests relating to its investment in Norwalk Surgery Center, LLC.
These noncontrolling interests represent the portion of the Norwalk Surgery Center, LLC not
controlled by the Hospital, but are required to be presented on the Hospital’s consolidated
balance sheet under GAAP. These interests were approximately $2,035 and 32,005 as of
September 30, 2015 and 2014, respectively.
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Notes to Consolidated Financial Statements (continued)
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12. Norwalk Surgery Center, LLC (continued)

Changes in consolidated unrestricted net assets attributable to the noncontrolling interest are as
follows:

Noncontrolling
Interest
Balance at September 30, 2013 (Predecessor Company) $ 1,388
Excess of revenues over expenses (from continuing operations) 529
Distributions (430)
Balance at December 31, 2013 (Predecessor Company) 1,487
Excess of revenues over expenses (from continuing operations} 1,117
Distributions (574)
Other changes (25)
Balance at September 36, 2014 2,005
Excess of revenues over expenses (from continuing operations) 1,968
Distributions (2,088)
Other changes 150
Balance at September 30, 2015 3 2,035

13. Commitments and Contingencies

Various lawsuits and claims arvising in the normal course of operations are pending or are in
progress against the Hospital. While the outcomes of the lawsuits and claims cannot be
determined at this time, management believes that any loss that may arise from these lawsuits
and claims will not have a material adverse effect on the financial position or on the net assets of
the Hospital.

The Hospital has received requests for information from governmental authorities relating to,
among other things, patient billings. These requests relate to compliance with certain laws and
regulations, Management is cooperating with these governmental authorities in their information
requests and ongoing investigations. While management does not believe that any of these
inquities or investigations will result in a material future loss, the ultimate results of these
inquiries and investigations, including the impact on the Hospital, cannot be determined at this
time.
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Notes to Consolidated Financial Statements (continued)
(Dollars in Thousands)

13. Commitments and Contingencies (continued)
Workers’ Compensation Insurance

The Hospital is self-insured for workers’ compensation benefits, Estimated liabilities of $2,725
and $2,337, using a discount rate of 3,5%, have been accrued as of September 30, 2015 and
2014, respectively, based on expected future payments pertaining to such years and ate included
in accrued pension liability and other in the accompanying consolidated balance sheets.

Operating Leases

The Hospitat leases property and equipment under noncancelable operating leases that expire in
various years through 2028, Certain leases may be renewed at the end of their term,

Future minimum payments under noncancelable operating leases, and future receipts under
noncancelable subleases where the Hospital is receiving rental receipts, with initial terms of one
year or more consisted of the following at September 30, 2015:

Operating Sublease
Lease Rental

Payments Receipts
2016 $ 8,252 $ 2,993
2017 8,102 3,067
2018 8,236 2,836
2019 8,004 2,108
2020 8,047 1,838
Thereafter 41,475 2,870

$ 82,176 § 15,712

Reatal expense for the Periods under Audit was approximately $8,432, $6,551 and $2,111
respectively, and is included within supplies and other in the accompanying consolidated
statements of operations. Rental revenue for the Periods under Audit was approximately $4,978,
$3.118 and $999, respectively, and is included within other operating revenue in the
accompanying consolidated staternents of operations.
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14, Change in Components of Operating Assets and Liabilities

Predecessor

Company
Period From

Period From Gctober 1,

Year Ended January 1, 2014 2013 to
September 30, to September 30, December 31,
2015 2014 2013

(As Adjusted) | (ds Adjusted)

{Increase) decrease in operating assets:

Patient accounts receivable 3 (16,884) $ (33,030) 1% (7,468)
Due from related parties 47 1,893 {1,349)
Prepaid expenses and other 5,532 12,724 {368}
Inventories (943) 394 {150)
Pledges receivable {21,046) 2,218 1,470
{33,294) (15,801) (7,865)
Increase {decrease) in operating liabilities:
Accounts payable (7,174) 2,997 3,630
Payroll-related accruals (6,751) 4,207 (7,823)
Due to third-paity payors (8,159 (195) 5,762
Due to related parties 6,937 (1,238) 1,678
Interest payable (130) 425 (461)
Accrued pension liability and other {15,388) {20,900) {2,840}
(30,665) (14,704 {54)

Change in working capital other than cash
and cash equivalents § (63,959) % (30,505) |3 (7,919)

45




The Norwalk Hospital Association and Subsidiaries
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(Dollars in Thousands)

15, Functional Expenses

The Hospital provides general health care services to residents within its geographic location.
Expenses related to providing these services for the Periods under Audit are as follows:

Predecessor
Company
Period From
Period From October 1,
Year Ended January 1, 2014 2013 to
September 30, to September 30, December 31,

Rental income
Grants
Cafeteria

EHR incentive paymenis

Patient services

Administrative services

Other

September 30, to September 30, December 3%,

2015 2014 2013
(ds Adjusted) | (As Adiusted)
Health care services 3 242,224 § 160,360 |$ 53,094
General and administrative 127,641 99,730 31,829
Fundraising 2,086 1,186 412
§ 371,951 % 267,276 |3 85,335
16. Other Opevating Revenue
Other operating revenue consisted of the following for the Periods under Audit:
Predecessor
. Company
Period From
Period From October 1,
Year Ended  January I, 2014 2013 to

2018 2014 2013
(s Adjusted) | (ds Adjusted)
3 4,978 3 3,118 |3 999
1,877 1,534 487
1,885 1216 388
616 1,562 -
1,256 013 295
9207 693 240
2,485 1,453 390
3 14,004 § 10,489 |3 2,799
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17. Subseguent Events

The Hospital has performed an evaluation of subsequent events through January 28, 2016, the
date the consolidated financial statements were issued, and noted the following subsequent

events.

In September 2015, the Board approved the merger of the Retirement Plan for Employees of The
Norwalk Hospital into the WCHN Pension Plan effective December 31, 2015. All plan assets
and benefit obligations were transferred to WCHN as of the effective date.

In November 2015, Western Connecticut Health Network Investments, LLC (WCHN
Investments), a wholly owned subsidiary of WCHN, was formed for the purpose of pooling the
long-term investments of NIIA, NHF, DH, and WCHNF. On December 31, 2015, the long term
investments of NHA and NHF were contributed to WCHN Investments. In exchange, NIHA and
NHF received a pro rata share of the combined investments and investment returns of WCHN
Investments. WCHN Investments became a member of the WCHN Obligated Group.

No other events have occutred that require disclosure in or adjustment to the accompanying
consolidated financial statements.
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About EY

£Y is a global leader in assurance, tax, transaction and advisory services,
The insights and quallty services we defiver help build {rust and cendidence in
{he capital markets and in economies the world over, We develop culstanding
leaders who team to deliver on our promises to all of our stakeholders. in so
doing, we play a critical role in building a better working world for our people,
for our clients and for cur communities. -

EY refers to the global organization and may refer to one or more of the
member firms of Ernst & Young Glebal Limited, esch of which is a separate
legal entliy. £rnst & Young Global Limited, a UK company [imited by guarantee,
does not provide services to clients. For mere information about our
organizatlon, please visit ey.com.
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