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Report of Independent Auditors

The Board of Trustees
Inova Health System

We have audited the accompanying consolidated financial statements of Inova Health System (IHS), which
comprise the consolidated balance sheets as of December 31, 2012 and 2011, and the related consolidated
statements of operations, changes in net assets, and cash flows for the years then ended, and the related notes
to the consolidated financial statements.

Management’s Responsibility for the Financial Statements

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

Auditor’s Responsibility

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

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

Opinion

In our opinion, the financial statements referred to above present fairly, in all material respects, the
consolidated financial position of Inova Health System at December 31, 2012 and 2011, and the consolidated
results of its operations and changes in net assets, and its cash flows for the years then ended in conformity

with U.S. generally accepted accounting principles.
évww;t < MLLP

March 14, 2013

A member firm of Ernst & Young Global Limited



ASSETS

Current Assets
Cash and cash equivalents
Assets whose use is limited

Inova Health System
Consolidated Balance Sheets
December 31, 2012 and 2011

(In thousands)

By board for plant replacement and expansion
Patient accounts receivable (less allowance for doubtful

accounts: 2012 - $77,160 ; 2011 - $73,865)
Third-party settlements
Other current assets

Total Current Assets

Property, Equipment and Leasehold Interests, net (Note 5)

Assets Whose Use Is Limited (Note 6, 7, 13)
Held by bond trustee
By board for plant replacement and expansion
By board for construction projects
By donor
For professional liability
For health plan liability

Less amounts required to meet current obligations

Total Assets Whose Use Is Limited

Other Assets
Unrestricted long-term investments (Note 6)
Investments in and receivables from affiliates
Prepaid pension asset
Goodwill and other intangible assets
Other long-term assets
Total Other Assets
TOTAL ASSETS

LIABILITIES AND NET ASSETS
Current Liabilities
Accounts payable and accrued expenses
Accrued salaries, wages and related items
Third-party settlements
Notes payable and other liabilities
Current portion of long-term debt
Total Current Liabilities

Non-current Liabilities
Long-term debt, less current portion (Note 8)
Post employment health care benefits (Note 12)
Interest rate swap liability (Note 9)
Estimated professional liability (Note 13)
Other non-current obligations
Total Non-current Liabilities

Net Assets
Unrestricted
Temporarily restricted
Permanently restricted
Total Net Assets

TOTAL LIABILITIES AND NET ASSETS

See notes to consolidated financial statements.

2012 2011
$ 216,672 $ 253,546
250,010 181,900
273,386 284,667
3,646 5,525
89,469 68,787
833,183 794,425
1,305,524 1,155,052
408,546 96,473
2,449,979 2,554,220
490,043 -
80,435 75,531
74,321 65,677
11,994 -
3,515,318 2,791,901
(250,010) (181,900)
3,265,308 2,610,001
116,707 97,118
10,368 9,630
22,688 -
73,268 4,710
22,860 11,427
245,891 122,885
$ 5,649,906 $ 4,682,363
$ 190,998 $ 171,705
120,291 109,197
53,711 56,117
120,711 107,118
279,056 207,435
764,767 651,572
1,140,331 798,178
10,661 11,094
62,390 73,303
35,597 36,410
43,300 34,114
1,292,279 953,099
3,501,970 2,996,415
55,666 48,701
35,224 32,576
3,592,860 3,077,692
$ 5,649,906 $ 4,682,363




Inova Health System
Consolidated Statements of Operations and Changes in Net Assets

For the Years Ended December 31, 2012 and 2011
(In thousands)

2012 2011
Operating Revenues
Net patient service revenue $ 2,366,520 $ 2,309,698
Provision for bad debts (93,059) (82,992)
Net Patient Service Revenue less Provision for bad debts 2,273,461 2,226,706
Other operating revenue 88,056 81,577
Total Operating Revenues 2,361,517 2,308,283
Operating Expenses
Salaries and benefits 1,141,195 1,135,075
Other operating expenses 833,724 781,450
Depreciation and amortization 141,030 140,217
Interest 32,659 35,409
Loss on extinguishment of debt and swap termination 7,216 544
Total Operating Expenses 2,155,824 2,092,695
Operating Income 205,693 215,588
Investment income and other, net (including other-than-temporary
impairment losses: 2012 - $20,658 ; 2011 - $67,501) 157,209 129,229
Excess of revenues over expenses 362,902 344,817

Continued on page 4



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

For the Years Ended December 31, 2012 and 2011

(In thousands)

Unrestricted Net Assets
Excess of revenues over expenses (from page 3)
Other Changes in Unrestricted Net Assets
Unrealized gain (loss) on investments, net

Change in fair value of effective hedging interest rate swaps
Net assets released from restriction for purchase of equipment and land rights
Change in plan assets and benefit obligations of pension and retiree health plans

Other
Increase in Unrestricted Net Assets

Temporarily Restricted Net Assets
Gifts and bequests
Restricted investment income
Unrealized gain on investments, net
Net assets released from restriction
Other
Increase in Temporarily Restricted Net Assets

Permanently Restricted Net Assets
Gifts and bequests
Restricted investment (loss) income
Unrealized gain (loss) on investments, net
Other
Increase (Decrease) in Permanently Restricted Net Assets

Increase in Net Assets
Net Assets, Beginning of Year

NET ASSETS, END OF YEAR

See notes to consolidated financial statements.

2012 2011
$ 362,902 $ 344,817
137,292 (143,009)
(991) (11,601)

681 568

6,834 (14,370)
(1,163) (81)
505,555 176,324
12,804 14,227
780 715

71 121
(7,076) (6,432)
386 (102)

6,965 8,529

66 60

(272) 340
2,961 (2,857)
(107) 74
2,648 (2,383)
515,168 182,470
3,077,692 2,895,222
$ 3,592,860 $ 3,077,692




Inova Health System
Consolidated Statements of Cash Flows
For the Years Ended December 31, 2012 and 2011

(In thousands)

2012 2011

Operating Activities
Change in net assets $ 515,168 $ 182,470
Adjustments to reconcile change in net assets to net cash provided
by operating activities

Depreciation and amortization 141,030 140,217
Change in plan assets and benefit obligations of pension and
retiree health plans (6,834) 14,370
Loss on extinguishment of debt 1,427 170
Net realized and unrealized gains on investments (256,496) (21,515)
Other than temporary declines in fair market value of investments 20,658 67,501
Change in fair value of interest rate swaps (1,968) 36,489
Equity investment earnings (3,835) (2,965)
Gain on sale of long-lived assets (1,950) (5,570)
Increase (decrease) in accounts receivable and third-party settlements, net 13,158 (34,234)
Increase in accounts payable and other current liabilities 16,920 22,230
Increase in accrued salaries, wages and related items 10,503 6,869
Increase in pension asset-long term (22,688) -
Increase (decrease) in post employment health care benefits liability 6,401 (26,269)
Increase in estimated professional liability and other deferred
liability items 8,149 8,856
Restricted contributions received (12,870) (14,287)
Restricted interest and dividend income (508) (1,055)
Other (14,304) (4,403)
Net Cash Provided by Operating Activities 411,961 368,874
Investing Activities
Capital expenditures (287,923) (206,593)
Proceeds from sale of fixed assets 341 9,127
Investments in and advances to joint ventures and affiliates 3,099 1,561
Acquisition of Amerigroup Virginia, LLC (82,087) -
Purchases of marketable securities (3,088,098) (4,326,312)
Proceeds from sale of marketable securities 2,591,884 4,175,325
Net Cash Used in Investing Activities (862,784) (346,892)
Financing Activities
Restricted contributions received 12,870 14,287
Restricted interest and dividend income 508 1,055
Principal payments on long-term debt (25,647) (26,498)
Proceeds from issuance of long-term debt 609,542 59,490
Refunding of long-term debt (170,040) (54,490)
Swap termination payments and modification (8,945) (3,547)
Other (4,339) 82
Net Cash Provided by (Used in) Financing Activities 413,949 (9,621)
Net (Decrease) Increase in Cash and Cash Equivalents (36,874) 12,361
Cash and cash equivalents at beginning of year 253,546 241,185
CASH AND CASH EQUIVALENTS AT END OF YEAR $ 216,672 $ 253,546

See notes to consolidated financial statements.



Inova Health System
Notes To Consolidated Financial Statements
December 31, 2012 and 2011

1. Nature of Operations

Organization: Inova Health System (“IHS”) is an integrated, fartprofit health care delivery system that owns,
operates and manages clinical, educational, reseand hospital facilities located in Northern Vingi, serving
Northern Virginia, the Washington, D.C. metropalitarea and contiguous counties in Virginia and Néarg. The
principal line of business for IHS is the delivesl acute care hospital services at five hospitatated in Northern
Virginia. IHS also operates an integrated netwdrkemalth services including ambulatory care, homalth care, senior
services, assisted living and other health relagzdices.

2. Summary of Significant Accounting Policies

Basis of Presentation: The financial statements have been prepareddardance with accounting principles generally
accepted in the United States (GAAP). The prepamadf financial statements requires managementakenestimates
and assumptions that affect the amounts reportatieirfinancial statements and accompanying notetua results
could differ from those estimates.

Principles of Consolidation: The IHS consolidated financial statements incltideaccounts of the Inova Health System
Foundation (the “Foundation”); Inova Health Carev@=s (“IHCS”); Inova Alexandria Health Service®i@oration
(“AHSC"); Loudoun Healthcare, Inc. (“LHI"); Inova &hlth System Services (“IHSS”); Inova Holdings,.IftHI");

and their majority-owned subsidiaries and contrblifiliates. All material intercompany accountsdatnansactions
have been eliminated in consolidation.

The Foundation is a tax-exempt, non-stock corpamnativhich controls its affiliated corporations thgh its authority to
appoint the governing boards of the tax-exempt,-stook affiliates or its stock ownership. The Foatioh also
supports and maintains the programs, services fawilities of IHS’ health care delivery system iarpthrough the
solicitation, receipt, administration, and disttion of philanthropic gifts on behalf of its taxempt affiliates.
Amerigroup Virginia, LLC, a wholly-owned subsidiaof the Foundation, is a Medicaid HMO licensed anthorized
to do business in Virginia.

IHCS is a tax-exempt, non-stock corporation thates the health care needs of the community bybksiéng,

maintaining and operating hospital and health daodities, programs, and other shared and integrdtealth care
delivery arrangements. IHCS operates the followawdlities, among others: Inova Fairfax HospitaF4irfax”); Inova

Mount Vernon Hospital (“Mount Vernon”) and InovaiF®aks Hospital (“Fair Oaks”).

AHSC is a tax-exempt, non-stock corporation orgasizo promote the health and well being of the Afakia,
Virginia community through the coordination and gi®n of Inova Alexandria Hospital (“Alexandriagnd other
related health care entities.

LHI is a tax-exempt, non-stock corporation thatvesrthe health care needs of Loudoun County, Magiand
surrounding areas. LHI operates Loudoun Hospitaht€e Loudoun Nursing and Rehabilitation Centerudaun
Healthcare Foundation and other health care aatkrkfacilities.

IHSS is a tax-exempt, non-stock corporation thaviges and manages the tax-exempt, clinical, napitel activities
of IHS within its own facilities and through thecflities and programs of its subsidiaries and aated affiliates. Those
services include senior services and assistedgliféwilities, addiction treatment services for aslidnd adolescents,
outpatient rehabilitation services, urgent care ethér outpatient health care services.

IHI is a wholly owned subsidiary of the Foundatemd is the parent holding company for various téxehtities within
IHS including Technical Dynamics Inc., biomedicajuggment maintenance and engineering company. hdil i&s
subsidiaries operate facilities providing a variefyhealth care and support services to patientstaraffiliated health
care providers.

Effective January 1, 2013, following a legal rearigation, the IHS consolidated statements will benprised of the
Foundation, IHCS and Loudoun Hospital Corporat®HSC and IHSS will be merged into IHCS and no langést as



Inova Health System
Notes To Consolidated Financial Statements
December 31, 2012 and 2011

2. Summary of Significant Accounting Policiegcontinued)

separate legal entities. In addition, IHCS will be® the owner of IHSS’ interest in McLean Assisténg and the
other affiliates of IHSS will become operating dieins within IHCS. The reorganization will not haary material
impact on the consolidated financial position @utes of operations for IHS.

Cash and Cash Equivalents: Cash equivalents include investments in highdpiti debt instruments with an original
maturity of three months or less. Cash equivalargsvalued at cost, which approximates fair value.

Patient Accounts Receivable: Patient accounts receivable include charges fooumts due from all patients less
allowances for the excess of established charges tne payments to be received on behalf of patieotvered by
Medicare, Medicaid and other insurers. IHS hadfarssured discount policy whereby uninsured pasemceive a 35%
discount for services rendered. Discounts to umgdsipatients are classified as a deduction froramag. The provision
for bad debts is recognized when providing an aloee for uncollectible accounts.

All operating entities of IHS treat emergency patseregardless of their ability to pay. Non-emememedically
necessary care is provided virtually without resion at all IHS tax-exempt operating entities. &ipnt is classified as
a charity patient based upon established IHS @slithat consider patient income levels and availabsets. Since IHS
does not pursue collection of amounts that qualgfcharity care, they are deducted from gross texebhe provision
for bad debts includes unpaid accounts of patiehis fail to provide required income and asset damitation to IHS.
Guidelines used by IHS in determining charity aaigy differ from guidelines used by certain statéedieral agencies.

Assets Whose Use | s Limited: Assets whose use is limited include board-deseghfunds for the acquisition of property
and equipment, funds restricted by donors for thiale purposes, funds to cover self-insurance aadical claim
liabilities, and trustee-held assets for the raetat of long-term liabilities and the funding oftzén capital projects.

Fair Value Measurements: IHS evaluates assets and liabilities subjecatovalue measurements on a recurring basis to
determine the appropriate level in which to clasgiem for each reporting period. See Note 7.

Property, Equipment and Leasehold | nterests: Property and equipment acquisitions are recoededst. Depreciation is
provided over the estimated useful life of eactszlaf depreciable assets, and is computed usingttheght-line
method. The general range of useful lives is thoetwventy-five years for land improvements, tenfaay years for
buildings, fixed equipment, and leasehold improvetseand three to twenty years for major movablaipgent.
Equipment under capital lease obligations is amedtiusing the straight-line method over the shqréeiod of the lease
term or the estimated useful life of the equipm&uich amortization is included in depreciation angbrtization in the
financial statements. Interest cost incurred orrdweed funds during the period of construction opital assets is
capitalized as a component of the cost of acquitinge assets. Repairs and maintenance are expensedirred.

Gifts of long-lived assets such as land, buildiraysequipment are reported as unrestricted suppdess explicit donor
stipulations specify how the donated assets musisbd. Gifts of long-lived assets with explicittragions that specify
how the assets are to be used and gifts of casther assets that must be used to acquire lond-hgsets are reported
as restricted support. Absent explicit donor stfiohs about how long those long-lived assets rhastnaintained,
expirations of donor restrictions are reported wtiendonated or acquired long-lived assets areeglacservice.

Interest Rate Swap Agreements. IHS has entered into a number of fixed payeragerate swap agreements. Certain of
these swap agreements have been designated aiify @satash flow hedges, and the effectiveneshefhedges is
periodically evaluated. Accordingly, the effectipertion of the change in the fair market valuetaf swaps is reported
on the accompanying statements as a change intuctes net assets, and the ineffective portiorreisorded in
investment income and other, net. Several swapeaggsts which had previously been designated aniifigdas cash
flow hedges, no longer qualified when the undedybonds were refinanced. The change in fair mavkate of the
swaps that are not designated as hedges is recordeastment income and other, net. See Note 9.



Inova Health System
Notes To Consolidated Financial Statements
December 31, 2012 and 2011

2. Summary of Significant Accounting Policiegcontinued)

Temporarily and Permanently Restricted Net Assets: Temporarily restricted net assets are those wheseby IHS has
been limited by donors to a specific time periodparpose. Permanently restricted net assets haam festricted by
donors to be maintained by IHS in perpetuity.

Donor-restricted Gifts: Unconditional promises to give cash and otheetasare reported at fair value at the date the
promise is received. Contributions received arerepl as either temporarily or permanently restdassets if they are
received with donor stipulations that limit the udehe donated assets. When a donor restrictipires that is, when a
stipulated time restriction ends or purpose resricis accomplished, temporarily restricted neseds are reclassified as
unrestricted net assets and reported in the acanyimqgaconsolidated statements of operations andgd®in net assets
as net assets released from restriction. Donorgtst contributions whose restrictions are mehimithe same year as
received and contributions received where no giris were stipulated are reflected as unresttictentributions
reported in the accompanying consolidated finargt@tements as other operating revenue.

Investments in and Receivables from Affiliates: IHS makes investments in corporations and otban$ of businesses.
Investments where less than 20% of the ownershépest is held by IHS, and IHS does not exert §igamt influence

over the investee, are accounted for using theroegihod. Investments where 20% to 50% of the vatmrgmon stock

is owned by IHS as well as certain partnership lémited liability company investments are accounfed using the

equity method. The equity method is also applietht@stments in which IHS owns less than 20% ofdhaership

interest but can exert significant influence ovbke tinvestee. Significant investments in affiliateslude equity

investments in Innovation Health, Potomac Inovaltheare Alliance and Genetics and IVF InstituteSIHolds 50%,

50% and 33% common stock interest in these invagsneespectively.

Goodwill and Other Intangible Assets: Financial Accounting Standard Board (“FASB”) guidanrequires business
combinations to be accounted for using the acdomsinethod of accounting and it also specifiestyipees of acquired

intangible assets that are required to be recodn@e reported separately from goodwill. Goodwépiresents the
excess of cost of acquisition over the fair valdenet assets acquired. Other intangible asset®esept the values
assigned to subscriber bases, provider and hositaiorks, and trademarks related to an acquisitiahwas completed
on December 1, 2012. As discussed in Note 14, aheeg assigned to these intangible assets arenpraty and may be

subject to change as more information is gatheneldtlze purchase price allocation is finalized.

Goodwill and other intangible assets with indeénlives are not amortized but are tested for inmpant at least
annually. IHS could be required to evaluate thevectability of goodwill and other indefinite liveidtangible assets
prior to the annual assessment if there is anycatiin of a potential impairment. Those indicatianay include
experiencing disruptions to business, unexpeciguifgiant declines in operating results, or requigtactions that may
affect operating results. As of December 31, 2ab2re were no indicators of impairment, and IHSI wilaluate
goodwill and indefinite lived intangible assets fimpairment at least annually beginning in 2013.

Income Taxes. The Foundation, IHCS, AHSC, LHI and IHSS, are-fatprofit corporations and have been determined
to be exempt from Federal income tax under theipians of section 501(c)(3) of the Internal ReveQgasle. IHI and

its subsidiaries are taxable organizations. Defeircome taxes are provided for all significant itigh differences
between revenues and expenses reported for finatatament and for tax purposes. Management alymeaiews its
tax positions and has determined that there arenaterial uncertain tax positions that require rediti@n in the
consolidated financial statements.

Risk Factors: IHS’ ability to maintain and/or increase futuevenues could be adversely affected by: (i) thevtiromf
managed care organizations promoting alternativéhods for health care delivery or payment of sawjcsuch as
discounted fee for service networks and capitatsl drrangements; (i) increased competition fromewothospital
facilities and integrated health care delivery syst in IHS’ service areas, including health maiate® organizations
(HMOs) and other entities providing health careviees to the population which IHS presently serv@s; new
statutory, legal or regulatory requirements, oudtiral, operational or payment changes to thetthezre industry,
resulting from the enactment and implementatiorthef Patient Protection and Affordable Care Act aftfier similar
health care reform measures, (iv) proposed andtard changes in the laws, rules, regulations atidips relating to



Inova Health System
Notes To Consolidated Financial Statements
December 31, 2012 and 2011

2. Summary of Significant Accounting Policiegcontinued)

the definition, activities, and/or taxation of nprofit tax-exempt entities; (v) future legislatioregulation or other
actions by federal, state and local governmentstlagid agencies which may impose requirements otirmae the trend
toward more restrictive limitations on reimburseméar health care services; (vi) future legislationadverse trends
affecting the costs related to professional ligpitioverage; (vii) the future of Virginia’s Certifaite of Need (CON)
program, where future deregulation could resuthim entrance of new competitors, or future add#iorgulation may
eliminate IHS’ ability to expand new services; {vithanges in general and local economic conditiwhgch could

influence patients’ ability to pay for services the adequacy of patients’ health insurance coverfigjea potential

shortage of qualified nurses and other skilledthezdre professionals in the local employment maiked (x) changes
in general and local economic conditions which dochuse volatility in capital and debt markets amaly impose

limitations to timely access to debt markets.

Reclassification: Certain prior year balances have been reclasgifib@ consistent with the current year presentation

Subsequent Events: IHS has evaluated subsequent events for recogréind disclosure through March 14, 2013, the
date of issuance.

Recent Accounting Pronouncements:

In May 2011, FASB issued ASU 2011-O%air Value Measurement: Amendments to Achieve ComiFair Value
Measurement and Disclosure Requirements in U.S.FGa#d IFRSs."Some of the amendments clarify the FASB’s
intent about the application of existing fair valomeasurement requirements. Other amendments cleapgeticular
principle or requirement for measuring fair valuefar disclosing information about fair value measuents. Some of
the disclosures required by the amendments inupdate are not required for nonpublic entities. Sehdisclosures
include information about transfers between Levedrid Level 2, Level 3 fair value measurement seftgitand
categorization by level for items not measuredaat falue in the statement of financial positioheTamendments are
effective for annual periods beginning after Decemtb, 2011. Other than expanded disclosure in Nptke adoption
of this guidance did not have an impact on IHS'smiidated financial statements.

In July 2011, the FASB issued ASU 2011-OPyésentation and Disclosure of Patient Service Regg Provision for
Bad Debts, and the Allowance for Doubtful AccodotsCertain Health Care Entities.,ASU 2011-7 requires healthcare
organizations to present their provision for doubtccounts related to patient service revenue dsdaction from
revenue, similar to contractual discounts. In addjtall healthcare organizations will be requitedprovide certain
disclosures designed to help users understand bawactual discounts and bad debts affect recoreeenue in both
interim and annual financial statements. For nolipuntities, the amendments are effective forfttet annual period
ending after December 15, 2012 with early adoppenmitted. Management elected to early adopt ASW120W/
effective January 1, 2012 and reclassify bad debts deduction from operating revenues beginning0Oih2, and
reclassified 2011 balances to conform to the neaggmtation.

In September 2011, the FASB issued ASU 2011-Dfatgibles-Goodwill and Other (Topic 350): Testi@godwill for
Impairment. ASU 2011-08 permits an entity to first assesalijative factors to determine whether it is “mdikely
than not” that the fair value of a reporting umsitléss than its carrying amount as a basis formhateng whether it is
necessary to perform the two-step goodwill impairtnest described in Topic 35Mtangibles-Goodwill and Other
ASU 2011-08 is effective for annual and interim dodl impairment tests performed for fiscal yeaesgimning after
December 15, 2011, with early adoption permittetle doption of ASU 2011-08 did not materially affédS’
financial position or results of operations.

3. Net Patient Service Revenue
Net patient service revenue is reported at estithaéd realizable amounts from patients, third-pgdyers and others

for services rendered. IHS recognizes patient sersvenue associated with services provided tiematwho have
third-party payer coverage on the basis of cortedatates for the services rendered. For uninspagients who do not



Inova Health System
Notes To Consolidated Financial Statements
December 31, 2012 and 2011

3. Net Patient Service Revenugontinued)

qualify for charity care, IHS recognizes revenuetlms basis of discounted (or negotiated) ratesdovices rendered as
provided by policy. On the basis of historical espece, a portion of IHS’s uninsured patients vii# unable or

unwilling to pay for the services provided. ThudSl records a provision for bad debts related tmsured patients in

the period the services are provided. Patient semévenue, net of contractual allowances and digsoand after the
provision for bad debts, is recognized from thesgompayer sources for the years ended Decemb&23P, and 2011

(in thousands) as follows:

2012 2011

Gross Patient Revenue $ 4,616,514 $ 4,430,465
Deductions:

Medicare and Medicaid allowances (1,093,929) (1,045,953)

Other discounts and allowances (895,174) 5,(B1)

Charity care (260,891) (229,165)
Net Patient ServicRevenu 2,366,52! 2,309,69
Less: Provision for Bad Debts (93,059) (82,992)
Total $ 2,273,461 $ 2,226,706

Significant portions of IHS’ services are providedder agreements with the respective patients’tingakurance
carriers. The following summarizes the sourcesrofg revenue for acute care hospital serviceshryears ended
December 31, 2012 and 2011:

2012 2011
Managed care and commercial 51.3% 52.1%
Medicare 30.3 29.7
Medicaid 8.4 8.7
Uninsured 10.0 9.5
Total 100.0% 100.0%

IHS agreements with third-party payers providedayments to IHS at amounts different from its dighbd rates. A
summary of the payment arrangements with majod-party payers follows:

 Managed Care and Commercial Payeunder managed care and commercial insurance,dldBsis typically
reimbursed for services provided under variousreatiial arrangements on a discounted fee, per diecase
rate basis. Patients covered by these types ofaminél arrangements are obligated to pay IHS apgyments
or deductible amounts required pursuant to theigiarns of their managed care plans.

* Medicare Inpatient acute (operating and capital), non-aqpsych, skilled nursing, rehab, and home health)
and outpatient services provided to Medicare beizefes are paid at prospectively determined raiégse
rates vary according to a patient classificatiosteym that is based on clinical, diagnostic and rothetors.
Ultimately, Medicare reimbursement also takes othetors into consideration such as medical edocatosts,
disproportionate share, transplant costs and bdads dehich are reimbursed at tentative rates wittalfi
settlement determined after submission and audhefinnual cost reports. IHS’ classification dfigrats under
the Medicare program and the appropriateness af éldenission may be subject to independent revigva b
peer review organization.
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Inova Health System
Notes To Consolidated Financial Statements
December 31, 2012 and 2011

3. Net Patient Service Revenugontinued)

* Medicaid The Medicaid program is administered by the Depant of Medical Assistance Services (DMAS)
of the Commonwealth of Virginia, pursuant to federnad state laws and regulations. DMAS receiveslifum
for program expenditures from both the federal goreent and the Commonwealth of Virginia. Federal an
state laws or regulations may affect limits on Medll payment. For inpatient Medicaid and otherestat
programs, IHCS, AHSC and LHI are reimbursed on lapayer-diagnostic related groups based prospectiv
payment system. Outpatient reimbursement for Médligatients is paid on a percentage of allowab#tsco

Patient accounts receivable are reduced by an afioa for doubtful accounts. In evaluating the otdlbility of
accounts receivable, IHS analyzes its past histadyidentifies trends for each of its major paymirees of revenue to
estimate the appropriate allowance for doubtfuloaots and provision for bad debts. Management aglyuteviews
data about these major payer sources of reveneainating the sufficiency of the allowance for Htsul accounts. For
receivables associated with services provided tiemta who have third-party coverage, IHS analyzm#ractually due
amounts and provides an allowance for doubtful aetand a provision for bad debts, if necessany.réceivables
associated with self-pay patients (which includeshbpatients without insurance and patients witdudéble and
copayment balances due for which third-party coyeraxists for part of the bill), IHS records a psian for bad debts
in the period of service on the basis of its pagieeience. The difference between the standard fatethe discounted
rates if negotiated) and the amounts actually ctdld after all reasonable collection efforts haeerb exhausted is
charged off against the allowance for doubtful aeds. IHS has not changed its charity care or wmét discount
policies during fiscal years 2012 or 2011.

Net patient service revenue also includes estimegdactive adjustments resulting from future #dieviews and
investigations. Retroactive adjustments are constle recognition of revenue on an estimated hiasibe period the
related services are rendered and such amounsglpugted in future periods as adjustments are rkaden or as years
are no longer subject to such audits, reviews awestigations. Retroactive adjustments in excessrafunts previously
estimated did not have a material effect on neiepatservice revenue for 2012 and 2011. Laws amgilagions

governing the Medicare and Medicaid programs amaptex and subject to interpretation. As a resulere is a
reasonable possibility that recorded estimateschiéinge by a material amount in the near term.

4. Charity Care and Other Community Benefits

IHS provides healthcare services to patients whetroertain criteria under its charity care policghout charge (or at
amounts less than the established rates). Sincedti¢S not pursue collection of amounts that qualgycharity care,
such amounts are not reported as net patient sem@i@nue. The amounts reported as charity careseqm the cost of
rendering such services based on the cost to chatigefor each hospital. Various government praggarovide for the
indigent, including Medicaid recipients. These peogs provide a percentage of reimbursement forifgiraj patients;
however, payment is typically below the cost ofsthaervices.

In addition to charity and uncompensated care, prt&vides benefits to the broader community. Theseices include
health screenings and other health-related servicaiming health professionals, education and @méen services,
family support programs, direct donations, costperforming medical research and costs associatbdovoviding free

clinics and community services. IHS’s estimatedi€a$ providing services to the poor and broadenmanity as of
December 31, 2012 and 2011 are as follows (in tods):

2012 2011
Charity care $ 119,696 $ 108,201
Unpaid cost of state programs to financially disataged persons 64,339 66,099
Community health programs 25,394 24,400
Medical education and research 24,583 18,799
Total community benefits, at cost $ 234,012 $ 217,499
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Inova Health System
Notes To Consolidated Financial Statements
December 31, 2012 and 2011

5. Property, Equipment and Leasehold Interests

The components of property, equipment and leasehtéddests, at cost, and the related accumulatpdediation were
as follows at December 31, 2012 and 2011 (in thudsga

2012 2011
Land and land improvements $ 140,504 $ 126,612
Buildings, fixed equipment and leasehold improvetsen 1,505,061 1,478,478
Major movable equipment 1,022,494 899,495

2,668,059 2,504,585
Less: Allowances for accumulated depreciation andrtization 1,599,339 1,466,249

1,068,720 1,038,336
Construction - in - progress 236,804 116,716
Total $ 1,305,524 $ 1,155,052

6. Investments

Details of investments held as available for saleusties, including Assets Whose Use is Limited &mrestricted
Long-Term Investments, as of December 31, 2012284d are as follows (in thousands):

2012 2011
Cost Fair Value Cost Fair Value

Cash and cash equivalents $ 400,529 $ 400,892 4922 $ 215,820
U.S. government and agency securities 231,429 9221, 229,558 230,814
Corporate and other bonds

- Corporate and other bonds 406,653 412,473 7,234 280,944

- Other government securities 50,758 51,931 , 145 45,974
Equity securities

- Domestic 275,127 359,698 288,495 347,690

- International 236,497 304,841 262,854 282,4
Mutual fund

- Equity 202,294 237,339 179,927 183,758

- Fixed income and other 552,630 573,542 435,8 439,745
Alternative investments

- Hedge fund of funds 264,605 264,605 314,885 314,885

- Inflation hedge 128,826 128,826 70,502 BR,7

- Global debt 254,495 254,495 217,912 216,386

- Private debt 116,378 116,618 50,464 50,891

- Private real estate 286,680 294,843 215,682 218,084
Other - - 825 825
Total $ 3,406,901 $ 3,632,025 $ 2,804,319 $ 2,889,019

IHS records investment values on a trade-date .bAsmunts for sales and purchases of securitiesttied as of the

balance sheet date are included net in the fairevamounts disclosed above in the appropriate aksst. Open sales
totaled $0.5 million and $1.3 million as of Decemi3d, 2012 and 2011, respectively. Open purchastatet $45.2

million and $27.7 million as of December 31, 20021 2011, respectively.
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Inova Health System
Notes To Consolidated Financial Statements
December 31, 2012 and 2011

6. Investments(continued)

Fair values of publicly traded securities and mufuads were determined by year-end closing priggmrted in the
listings of the applicable major exchanges. Altéuainvestments, some of which are structured ghel IHS holds
limited partnership interests, are stated at falug as estimated in an unquoted market. Indivicdwedstment holdings
within the investments may, in turn, include inveshts in both nonmarketable and market-traded #iesurLimited

partnership interests in alternative investmentifuthat exceed 3% of the funds’ value and whoseeostiip interest is
considered to be more than minor are accountedufigier the equity method of accounting. Valuatiofsthese

investments, and therefore, IHS' holdings may btemeined by the investment manager or general @adnd for
“fund of funds” investments are primarily basedfmancial data supplied by the underlying invedte®ds. Values may
be based on historical cost, appraisals, or otstamates that require varying degrees of judgment.

Investments are carried at estimated fair valuali®sd gains and losses from sales of investmemtseflected in
income for the period in which they occur. The ager cost of the investment sold is used to deterthia realized gain
or loss. Interest and dividend income is reportetiaf investment-related expenses of $11.4 milim2012 and $7.5
million in 2011.

Investment returns for the years ended Decembe2®I2 and 2011 are summarized as follows (in thuilsga

2012 2011
Interest and dividend income $ 53,408 $ 51,769
Net realized gair 116,172 167,259
Other than temporary declines in fair value of stweents (20,658) (67,501)
Net unrealized gains (losse 140,324 (145,745)
Total $ 289,246 $5,782
2012 2011
Included in investment income and other, net
- Income from investments, net $ 88,258 $ 122,629
- Income from equity method investments, net 60,156 27,843
Increase (decrease) in unrestricted net assets 137,292 (143,009)
Increase in temporarily restricted net assets 851 836
Increase (decrease) in permanently restrictedssets 2,689 (2,517)
Total $ 289,246 $5,782

Over the past several years, the investment mdrast experienced significant volatility. Managemeaottinually
reviews its investment portfolio and evaluates Wwhetleclines in the fair value of securities shdiddconsidered other-
than-temporary. All investment holdings managedHind-party investment managers with fair valuesldgan cost were
considered other-than-temporarily impaired. IHS tiesintent and ability to hold investments in naittunds whose
fair values may be less than cost, and these siesuare evaluated to determine whether declingbdrfair value of
securities should be considered other-than-tempofauring the years ended December 31, 2012 and,24S
recognized a loss for other-than-temporary declinethe fair market value of investments of appneaiely $20.7
million and $67.5 million, respectively.

13



Inova Health System
Notes To Consolidated Financial Statements
December 31, 2012 and 2011

6. Investments(continued)

As of December 31, 2012, IHS held 105 investmestitjpms with unrealized losses that are considérduk temporary
in nature as summarized in the following tablet(iousands):

Less than Twelve Months Twelve Months or Longer Total
Description of Fair Unrealized Fair Unrealized Fair Unrealized
Securities Value Losses Value Losses Value Losses

U.S. government

securitie $ 12,640 $(5) $ - $ - $ 12,640 5% (
Corporate and

other bond 129,284 (1,149) 27,980 (553) 157,264 (1,702)
Equity securities 24,061 (444) 2,167 (123) 26,228 (567)
Total $ 165,985 $ (1,598) $ 30,147 $(676) $196,132 $(2,274)

As of December 31, 2011, IHS held 127 investmestitjpms with unrealized losses that are considérduk temporary
in nature as summarized in the following tabletfiousands):

Less than Twelve Months Twelve Months or Longer Total
Description of Fair Unrealized Fair Unrealized Fair Unrealized
Securities Value Losses Value Losses Value Losses

U.S. government

securitie $ 21,185 $ (55) $ - $ - $ 21,185 $ (55)
Corporate and

other bond 108,228 (1,512) 35,223 (427) 143,451 (1,939)
Equity securities 48,379 (1,040) 22 (32) 48,401 (2,071)
Total $177,792 $ (2,607) $ 35,245 $ (458) $ 213,037 $ (3,065)

7. Fair Value Measurements

Fair value is the price that would be receivedeib @n asset or paid to transfer a liability, og #xit price, in an orderly
transaction between market participants at the nreawent date. ASC Topic 820 establishes a fairevhierarchy that
prioritizes the inputs to valuation techniques us®aneasure fair value. The hierarchy distinguisbesveen market
participant assumptions based on independent soodeservable inputs classified within Levels 1 &)dand the
reporting entity’s own notions about market pap#it assumptions (unobservable inputs classifidgdimievel 3). IHS
adopted ASU 2010-06,Ithproving Disclosures about Fair Value Measureménihis update requires additional
disclosures about fair value measurements includiagsfers in and out of Levels 1 and 2 and a hideeel of
disaggregation for the different types of finandiastruments. Transfers into and out of all levelsthe fair value
hierarchy are reflected at end-of-period fair vallieere were no transfers of securities in or dltewels 1 or 2 in 2011.
IHS also adopted ASU 2011-04dir Value Measurement: Amendments to Achieve Conifad Value Measurement
and Disclosure Requirements in U.S. GAAP and IFRI38s update clarifies that nonpublic entitieg awot required to
disclose (1) transfers between Level 1 and Lev&iRvalue measurements, and (2) Level 3 fair vaheasurement
sensitivity and categorization by level for itentg measured at fair value in the statement of ir@rmposition.
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Inova Health System
Notes To Consolidated Financial Statements
December 31, 2012 and 2011

7. Fair Value Measurements(continued)

The fair value levels are as follows:
» Level 1 inputs utilize unadjusted quoted pricesadtive markets for identical assets or liabilitibat IHS has

the ability to access at the measurement date.

* Level 2 inputs are other observable inputs forahsets or liabilities, either directly or indirgctlThese may
include quoted prices for similar assets and litd in active markets, interest rates, foreigohenge rates
and yield curves that are observable at commontyeglintervals.

» Level 3 inputs are unobservable inputs for the tasseliabilities, which are typically based on emtity’'s own
assumptions, as there is little, if any, relatedkagactivity.

Fair value level assignment for assets and liddmlits based on the lowest level input that isifgant to the fair value
measurement in its entirety. IHS’ assessment ofitpeificance of a particular input to the fair walmeasurement in its
entirety requires judgment, and considers factpegiic to the assets and liabilities.

The following tables present IHS’ assets and liab# measured at fair value on a recurring basiefaDecember 31,
2012 and 2011, respectively (in thousands). Cemasets such as open purchases and sales do mofalravalues
classified within a level in the valuation hieraycllternative investments which are over 3% of thed’s value and
whose ownership interest is considered to be ni@re minor are accounted for under the equity metfaxtcounting.
As a result, these are excluded from fair valuéetabelow.

December 31,

2012 Level 1 Level 2 Level 3
Assets:
Cash and cash equivalents $ 445,514 $ 445,514 $ - $ -
U.S. government and agency securities 231,922 - 231,922 -
Corporate and other bonds
- Corporate and other bonds 412,473 - 412,473 -
- Other government securities 51,931 - 51,931 -
Equity securities
- Domestic 359,698 356,901 2,797 -
- International 304,841 304,841 - -
Mutual fund
- Equity 237,339 237,339 - -
- Fixed Income and other 573,542 573,542 - -
Alternative investments
- Private debt 24,239 - - 24,239
- Private real estate 98,618 - 98,618 -
Total assets $2,740,117 $ 1,918,137 $ 797,741 $ 24,239
Liabilities:
Interest rate swap liabilities $ (62,390) $ - $ (62,390) $ -
Total liabilities $ (62,390) $ - $ (62,390) -
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Inova Health System
Notes To Consolidated Financial Statements
December 31, 2012 and 2011

7. Fair Value Measurements(continued)

December 31,

2011 Level 1 Level 2 Level 3
Assets:
Cash and cash equivalents $ 242,238 $ 242,238 $ - $ -
U.S. government and agency securities 230,814 - 230,814 -
Corporate and other bonds
- Corporate and other bonds 280,944 - 280,944 -
- Other government securities 45,974 - 45,974 -
Equity securities
- Domestic 347,690 346,082 1,608 -
- International 282,431 282,431 - -
Mutual fund
- Equity 183,758 183,758 - -
- Fixed Income and other 439,745 439,745 - -
Alternative investments
- Inflation hedge 60,772 - 60,772 -
- Global debt 216,386 - 216,386 -
- Private real estate 105,052 - 89,718 15,334
Total assets $ 2,435,804 $ 1,494,254 $ 926,216 $ 15,334
Liabilities:
Interest rate swap liabilities $ (73,303) $ - $ (73,303) $ -
Total liabilities $ (73,303) $ - $ (73,303) $ -

The fair value of IHS’ securities available for esas determined by management using third-partyicemproviders
utilizing various methods dependent upon the sjmesipe of investment. Where quoted prices arelabls in an active
market, securities are classified within Level lthaf valuation hierarchy. Where significant inpunts]uding benchmark
yields, broker-dealer quotes, issuer spreads, bftty;s, the LIBOR curve and measures of volgtilére used by these
third-party dealers or independent pricing servicedetermine fair values, the securities are dladswithin Level 2.

Assets utilizing Level 1 inputs include: cash amdlc equivalents, exchange-traded equity securésity and fixed
income mutual funds.

Assets and liabilities utilizing Level 2 inputs Inde: U.S. government and agency securities, dérés corporate,
convertible, and municipal bonds, collateralizedrtigrage obligations, certain mortgage-backed seesyiasset-backed
securities, and foreign government issued secsriti®rtain assets fair valued using net asset (&Ni®&V”) are also
classified as Level 2 in accordance with ASU 20@9-Fair Value Measurements and Disclosures (Topic 820)
Investments in Certain Entities That Calculate Neset Value per Share (or its Equivalent).”

IHS entered into interest rate swap agreementsoimjuaction with the issuance of variable rate borilse swap
contracts are valued using models based on realodgrvable market parameters for all substantiaidef the contract.
See Note 9 for additional information.

Assets utilizing Level 3 inputs includes certaimited partnership interest in a private debt aliéve investment fund
where IHS’ ownership percentage is currently ur@ir of the fund’s value. The fund invests in distezs debt and
other value oriented investments. Valuation offtied’s exchange-traded holdings is based on quotieds while that
of the over-the-counter securities is based onrégstrted bid and ask prices. llliquid holdingghe fund are priced by
broker quotations, the market approach, discountsth flow or recent transaction price. Managemess tthe fund
manager’s valuation report in assessing the fdirevaNAV is used as a practical expedient in deieing the fair value
of IHS’ interest in the fund. Management validates assessment based on the fund’s audited finatatament, when
they become available.
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Inova Health System
Notes To Consolidated Financial Statements
December 31, 2012 and 2011

7. Fair Value Measurements(continued)

The following table summarizes certain charactessof the alternative investments which are valusihg NAV as of

December 31, 2012 and 2011 (in thousands):

2012 2011 Investment Liquidity
Fund Level 2 Level 3 Level 2 Level 3 Strategy Restrictions
Inflation $ - $ - $ 60,772 $ - Fund seekgrtavide Monthly with 10
hedge consistent returns over the business days notice
long-term in rising inflation
environments by investing in
areas that offer strong relative
performance. Holdings are
primarily in equity, fixed
income, commodity securities
and derivatives.
Global - - 216,386 - Fund investisnarily in Daily liquidity
debt investment grade fixed income
securities located worldwide
(including emerging markets),
but may invest up to 20% in
non-investment grade securities
Private - 24,239 - - The furekks capital Eighteen-month
debt appreciation by investing investment period for
mainly in distressed debt and 50% of the
other value oriented commitment, and a 3-
investments. year investment peric
(starting from closing)
for anything not
withdrawn at the end
of the 18 months
Private - - - 15,334 Fund investgore and value 1 year redemption
real added properties. lockout period; 90
estate days written notice
thereafter
Private 98,618 - 89,718 - Fund invests in imeo Quarterly with 45 day
real producing real property, notice
estate seeking high current income
and capital preservation with a
low risk, low leverage core
approach. The real estate
portfolio consists of multi-
family, industrial, retail and
office properties in targeted
metropolitan areas within the
continental United States.
$ 98,618 $24,23¢ $ 366,876 $ 15,334
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Notes To Consolidated Financial Statements
December 31, 2012 and 2011

7. Fair Value Measurements(continued)

The following table provides a reconciliation oetheginning and ending balances of items measurkdr asalue that

used significant unobservable inputs (Level 3)}ifimusands):

Private Real Private Total Level 3

Estate Debt Investments

Balance at January 1, 2011 $ - $ - $ -
Purchases 15,334 - 15,334
Balance at December 31, 2011 $ 15,334 $ - $ 15,334

Unrealized gains relating to instruments still haidhe

reporting date 774 239 1,013
Purchases 37,323 24,000 61,323
Transfers out of Level 3 (53,431) - (53,431)
Balance at December 31, 2012 $ - $ 24,239 $ 24,239

Unrealized gains related to instruments still hatdthe reporting date are reported in unrealizeoh @®@ss) on
investments, net under unrestricted, temporaristricted and permanently restricted net assethiéenGonsolidated
Statements of Operations and Changes in Net Adst®s.ownership percentage exceeded 3% in the @iveal estate

fund in 2012. It was transferred out of Level 3 du@pplication of the equity method of accounting.
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8. Long-Term Debt December 31,

2017

2011

Long-Term Debt of the IHS Obligated Group:
1988A,B,C,D Variable Rate Demand Obligation ReveBards; maturing 10/1/25; monthly interest at

a variable rate and maximum of 15. $ 37,600 $ 37,600
1993A Hospital Revenue Refunding Bonds; maturiddp&3; semiannual interest at a fixed rate
of 2.75% to 5.25¢ 73,605 78,510
2000 Variable Rate Demand Health Care Revenue Bomatsiring 1/1/30; monthly interest at a
variable rate and maximum of 12.C 49,300 49,300
2005A Health Care Revenue Bonds; maturing 5/1585thly interest at a variable rate and
maximurn of 12.0% 111,420 111,420
2005C Health Care Revenue Bonds; maturing 5/15/@Bithly interest at a variable rate and
maximurmn of 12.0% 51,550 51,550
2009A Health Care Revenue Bonds; maturing 5/1586ii-annual interest at a fixed rate of
3.0% to 5.5% 268,815 347,555
2009C Health Care Revenue Bonds; maturing 5/15&%j-annual interest at a fixed rate of 61,150 64.520
2.0% to 5.0%
2010A-1 Health Care Revenue Bonds; maturing 5/15f8thly interest at a variable rate - 95,000
2010A-2 Health Care Revenue Bonds; maturing 5/151®hthly interest at a variable rate 95,000 95,000
2011 Health Care Revenue Bonds; maturing 8/1/20bnithly interest at a fixed rate of 1.8% 42,381 51,463
2012A Health Care Revenue Bonds; maturing 5/15dgi-annual interest at a fixed rate of
3.0 % t05.0% 290,000 -
2012B Health Care Revenue Bonds; maturing 5/1%d@i-annual interest at a fixed rate of
60,000 -
3.0 % t05.0%
2012C Health Care Revenue Bonds; maturing 5/15ithly interest at a variable rate and
) 145,000 -
maximum of 12.0%
2012D Health Care Revenue Bonds; maturing 5/15@8i-annual interest a fixed rate of 3.0% to 5.0% 70,395 -
Promissory Note Payable to Bank of America; matuB/29/13; monthly interest at a variable 313 1,515
Total long-term debt of the IHS Obligated Group 1,356,529 983,435
Less: Current portion of long-term debt (275,934) (204,160)
Net original issue premium/(discount) 41,083 (2,390)
Net long-term debt of the IHS Obligated Group $1,121,67¢ $776,88!
Long-Term Debt of the Non-Obligated IHS Affiliates:
Promissory Note Payable to GMAC Commercial MortgBgek; maturing 4/1/16; monthly at a fixed
interest rate 0 6.2¢% 12,09t 12,415
Promissory Note Payable to Cardinal Bank; matutiok./12; monthly at a fixed interest rate of 6.0% . 484
Promissory Note Payable to Cardinal Bank; matutitip4/15; monthly at a fixed interest rate of 3489 2,099 2,768
Promissory Note Payable to Cardinal Bank; matuéifig/16; monthly at a fixed interest rate of 3.79% 3,417 4,289
Promissory Note Payable to Cardinal Bank; maturif&$/16; monthly at a fixed interest rate of 3.2% 3,663 4,612
Promissory Note Payable to Cardinal Bank; matu@ifj./15; monthly at a fixed interest rate of 2.75% 313 -
Promissory Note Payable to Cardinal Bank; matuBfi@/15; monthly at a fixed interest rate of 2.25% 188 -
Total long-term debt of the Non- Obligated IHS idtes 21,775 24,568
Less: Current portion of long-term debt (3,122) (3,275)
Net long-term debt of the Non- Obligated IHS Atiies 18,653 21,293
Total Net IHS Long-Term Debt $1,140,331 $798,178
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8. Long-Term Debt (continued)

The preponderance of IHS’ debt is tax-exempt regdmnds issued under a Master Trust Indenture,hndédines the
obligated subsidiaries and affiliates under thedsomhe Members of the IHS Obligated Group incladiestantially all
of the IHS operations exclusive of IHI, Inova VNAohkie Care, Franconia-Springfield Surgery Center, LL®va
Physical Rehabilitation Services, UMC Holdings,.JidcLean Assisted Living, LLC, Alexandria Hospitabundation,
Loudoun Nursing & Rehabilitation Center, Loudounalile Services, Loudoun Services Group, Loudoun Aatbuy
Surgery, LLC, Loudoun Healthcare Foundation, Narth¥irginia Surgery Center, LLC, Inova Woodburn &eny
Center, LLC, Inova Reston MRI Center, LLC, InovayBihian Partners, Inc., and Amerigroup Virginia,@.L

On December 20, 2012, the Industrial Developmenthédity issued $70.4 million of Series 2012D borids the
benefit of the IHS Obligated Group to advance rdfame tranche of the Series 2009A Bonds which adt&75.04
million maturing in 2029. This particular tranches callable in May 2014. The series 2012D werd abla premium
of $10.6 million. A loss of $6.7 million was recdged related to the advance refunding.

On September 10, 2012, the mandatory tender dathddSeries 2010A-2 bonds held by TD Bank, N.As watended
from May 2, 2015 to September 1, 2021.

On August 23, 2012, the Industrial Development Auatly issued $495 million of Series 2012A, B andb@hds for the
benefit of the IHS Obligated Group to finance apmately $400 million of capital projects and tori@ntly refund $95
million of Series 2010A-1 bonds. The Series 201B/nd C bonds are comprised of three series: $2Bi0mof fixed
rate serial and term bonds (Series 2012A), $60anilbf fixed rate 10-year maturity bonds (SeriedZ®) and $145
million of variable rate bonds (Series 2012C). Ehseries of bonds were sold at a premium of $33l®m A loss of
$0.5 million was recognized related to the refinagof the 2010A-1 bonds.

On August 23, 2012, the IHS Obligated Group comee®55.7 million of existing Series 2005A-2 varilhte bonds
that were in a daily interest rate mode with a JRj}do Chase Bank, N.A. Stand-by Bond Purchase Agratm
(“SBPA") to a weekly interest rate mode with an IB&f-liquidity pledge.

On July 29, 2011, the IHS Obligated Group refundgmbrtion of its variable rate demand obligatich&dRDOs”) under
Series 1988, 2000, 2005A and 2005C with mandatedgmptions in years 2012-2017 totaling $54.5 mmllidhese
bonds were refunded to fixed rate serial bondsdirattly purchased by Bank of America. A loss ofZillion was
recognized related to early extinguishment of thletd

Losses recognized for early extinguishment of del#tte to the write-off of unamortized costs aslwieé excess of
amounts transferred to escrow over the principalarhof debt outstanding (representing interest).

IHS Obligated group debts are secured by an irttéresl funds held by the Bond Trustee for purgosédebt service,
construction and equipment acquisition. Each Menafaghe IHS Obligated Group covenants that it witk pledge or
grant a security interest in (except as may beratise provided in the Master Trust Indenture) ahytoproperty. The
Master Trust Indenture for the IHS Obligated Graapuires that certain minimum financial ratios betmHS is in

compliance with the financial ratio requirements.

IHS estimates the December 31, 2012 and 2011 &iirevof its long-term debt, based on year-end mtpgirices for
similar publicly traded securities, to be approxiena $1,485 million and $1,061 million, respectiyetompared with
the face value of approximately $1,419 million a$#,006 million, respectively. The fair value of dihancial
instruments other than investments and debt imastd by management to approximate or equal thported carrying
value.
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8. Long-Term Debt (continued)

The interest rate on the variable rate bonds ramgtdeen 0.03% and 0.38% in 2012 and 0.02% and®iAa12011.
The variable rate bonds include an optional teffelsture that allows the bond holder to tender thredls on any daily or
weekly interest payment date. The 2012C bondshénseven month window VRDB mode are subject to raizmg
tender for purchase 210 days after tender notisesuth, both the variable and seven month window®Ronds are
classified as current liabilities, except for thaespported by certain liquidity arrangements astilesd below.

IHS maintains SBPAs and Letters of Credit (“LOCY support the optional tender features on the VRRxDds
excluding the 2005A-2 bonds. The liquidity provisl@are summarized as follows:

Liquidity Provider Bond Series $000's ExpirationDate
Branch Bank & Trust Company 2000 $ 49,300 12/31/2015
TD Bank 2005A-1 55,710 4/30/2016
JP Morgan 2005C-1 25,775 10/22/2013
Northern Trust 1988 and 2005C-2 63,375 5/2/2015
Total $ 194,160

In the event of a failed remarketing, the banksdiggated to extend credit to purchase the terlbomds. The banks
may subsequently remarket the bonds and if the 9anel not remarketed, they are subject to mandatoigmption in
quarterly installments by IHS.

Certain SBPAs and LOCs include a provision whiclc#es re-payment of advances made by the barkbegin in
the 13th calendar month after the bonds are aatjliiyethe bank. This provision ensures that tendé@tis do not
become an obligation for IHS for at least one yAacordingly, the underlying debt is not classifiesl current liabilities
except for principal amounts due within twelve nmnt

The tender feature of the 2012C Bonds and certaimable rate bonds requires IHS to maintain curassets of $250.0
million and $181.9 million as of December 31, 2GRl 2011, respectively, to provide for redemptibhe tendered
bonds. These assets are included in the curretibpaf assets whose use is limited.

The promissory note payable to GMAC Commercial Igage Bank is secured by a mortgage on the propdrty
McLean Assisted Living, LLC, a joint venture betwd&ISS (60% equity interest) and Sunrise SenioimgyInc. (40%
equity interest). The note is guaranteed by Sufhngea McLean Assisted Living, LLC. The entire amowf the
obligation is consolidated in the accompanying otidated balance sheets.

Costs incurred in the issuance or conversion ajiemm debt are deferred and amortized over theofithe related debt
using the principal balance outstanding method.

All bonds are subject to mandatory sinking funderagtion and to earlier redemption under certaioucirstances as
defined in the respective bond indenture agreemevtsurities of long-term debt for the five yearscseeding
December 31, 2012 are as follows (in thousands):

2013 2014 2015 2016 2017 Thereafter Total
Scheduled Maturities $30,341 $30,809 $31,528 $41,351 $27,004 $ 968,556 $ 1,129,589
Bonds under remarketing
agreement and subject to
mandatory tender 248,715 - - - - - 248,715
Total $279,056 $30,809 $31,528 $41,351 $27,004 $ 968,556 $ 1,378,304

IHS incurred interest expense of $40.0 million &36.6 million in 2012 and 2011, respectively, whagproximates
amounts paid. Interest amounts capitalized waé @ifllion and $1.2 million in 2012 and 2011, resipesly.
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8. Long-Term Debt (continued)

Interest income from the trustee held funds regatim construction projects qualifying for interesipitalization was
offset against related bond interest expense apifatiaed to such projects. Amounts capitalized evapproximately
$0.9 million for 2012 and approximately $0.6 milifor 2011.

In 2012, a portion of the 2009A Health Care RevelBoads which were callable in 2014 with principatsianding in
the amount of $75.04 million, were defeased. Prdsdeom the 2012D bonds were transferred to andaable escrow
account and invested in State and Local Governi8entrrities, the principal and interest from whishsufficient to
retire the bonds on the call date. At December2812, the principal outstanding of these defedsmutls was $75.04
million.

In 2005, bond proceeds were deposited into ando@vle escrow account and invested in U.S. TreaSecyrities and
cash, the principal and interest from which is isight to pay the principal, interest and call prems due on the
Loudoun 2002A bonds as they are retired. At Decerite 2012, there was no balance on these deféms®ts as the
principal outstanding was paid in full during 2012.

In 2002, the 1993B AHSC Medical Facility Revenudureling Bonds, with principal outstanding in theamt of $5.6
million, were defeased. Cash was transferred toirmavocable escrow account and invested in Statk lawcal
Government Securities, the principal and interesifwhich is sufficient to retire the bonds at miayu At December
31, 2012, the principal outstanding of these defédmnds was $1.1 million.

In December 2010, IHS issued $100 million of tagabbmmercial paper (“CP”) under a program authdrifer
borrowings up to $100 million with maturity datesrh one to 270 days. Proceeds from this issuame wsed for a
variety of working capital requirements. IHS mainta self-liquidity program that would be usedépurchase any CP
that is not remarketed. All outstanding CP is ideld in notes payable and other liabilities in tlherent liabilities
section of the accompanying consolidated balaneetsh

IHCS has two unsecured bank lines of credit avllabthe amount of $37.5 million and $50.0 milliaith a variable
interest rate of LIBOR plus 0.50%. No amount wasstunding at either December 31, 2012 or 2011. Haf
outstanding bank letters of credit guaranteeingymt to different beneficiaries amounting to $0iiom at December
31, 2012 and 2011.

9. Derivative Financial Instruments

IHS maintains five interest rate swap agreementEtwhvere entered in order to hedge the variabiitycash flows
related to changes in market interest rates onriyiadg variable rate debt. The swap agreementsdiely convert the
variable rate debt to a fixed rate for the remajniife of the outstanding debt. The majority of theap agreements
initially qualified and were designated as casfliedges, and the effectiveness of the hedgegsisdaelly evaluated.
The effective portion of the change in fair valddgtee swap agreements is reported on the accompgusyatements as a
change in unrestricted net assets, and the inaféegiortion is recorded in investment income andegt net. The
effective hedges’ maturity dates range from ye@&02o 2035.

Beginning in 2008, certain swap agreements no loggalified as cash flow hedges because the unidgrijebt was
refinanced with debt with fixed interest rates. Begng as of the date the hedges were discontintiehges in the fair
value of these swap agreements are recorded istmeat income and other, net, and the accumulatest$ as of the
date the hedges were discontinued but not prewioasbgnized in income will be amortized and reedrds investment
income and other, net, as future interest paymeetsr. During 2013, $0.6 million is expected torbelassified into
earnings.

In 2012, two swap agreements were recouponed terléiwed payer rates. In 2011, several swap agratnveere fully

or partially terminated. A portion of the accumeldtiosses in fair value of the terminated swap exgents had never
been recognized in income because the swap agréehmhqualified as hedges. A loss of $2.7 millielated to
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9. Derivative Financial Instruments(continued)

accumulated losses in fair value of terminated sagreements not previously recognized was recarddte statement
of operations in 2011.

Each of the swap agreements includes a credit supmpovision which requires the posting of collalewith the
counter-party for liability positions in excessggfecified thresholds. At December 31, 2012 and 206a&Xollateral was
held by the counter-parties.

The following table provides a summary of the neéibvolume and fair value positions of derivatimstruments as well
as their reporting location in the consolidatedahaé sheets at December 31, 2012 and 2011 (inahds)s

2012 2011
Balance
Sheet

Interest rate swap agreements: Location Notional Fair Value Notional Fair Value

Non-current
Designated as cash flow hedges Liabilities $ 107,085 $ (21,166) $ 107,465 $ (24,515)

Non-current
Not designated as hees Liabilities 125,000 (41,224) 125,000 (48,788)
Total $ 232,085 $ (62,390) $ 232,465 $ (73,303)

The following table presents gains and lossesénctinsolidated statements of operations and changes assets for
the years ended December 31, 2012 and 2011 (isdinds):

Interest Rate Swaps Designated as Statement of Operations and
Cash Flow Hedges Changes in Net Assets 2012 2011
Unrealized losses - effective portion Change in fair value of effective hedg
interest rate swaps $(1,597) $(14,963)
Unrea_llzed gains (losses) - ineffective Investment income and other, net 4,946 (214)
portion
Realized losses - termination Loss onextinguishment of debt and
swap termination - (370)
Interest Rate Swaps Not Designated
as Hedges
Unrealized gains (losses) Investment income ahdrphet $7,564 $(21,004)
Unrealized losses - amortization of Investment income and other, net
discontinuance of cash flow hedges (606) (612)
Realized losses - termination Investment inconteather, net - (2,379)
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10. Fairfax County Leases

The land upon which the majority of Inova Fairfamdpital and the entirety of Inova Mount Vernon Htalpare located
and the related buildings and equipment are letsdHCS by the Board of Supervisors of Fairfax CyuiVirginia
(“County”), under an agreement that was partiatheaded in 2010 (the “County Lease”). The 2010 ages# included
sale of property whereby a portion of the Inovarfaai Hospital campus land was taken out of the @please and
ownership of that land was conveyed to IHS. Theralso land owned by IHS, off-site of the hospiampus that was
conveyed to Fairfax County. Effective as of Decentte2010, the 2010 agreement extends the Courdagd éor the
residual land for a term of 99 years and, thus,Gbanty Lease now expires December 2109. UndeCthenty Lease,
the property and equipment leased from the Coumtyecorded as leasehold interests at the costnstrtict or acquire.
Upon termination of the County Lease, such propéngluding leasehold improvements and equipmetitrevert to
the County, subject to all related long-term lidgigis of IHCS incurred to finance the constructemd acquisition of
such property, buildings and equipment.

The County Lease also requires IHCS to set asidésfin an amount at least equal to the depreciatipense on the
related leasehold interests. Such funds may benelgoeby IHCS for major repairs or alterations, ¢amdion of or

additions to buildings, or the purchase or replaz@nof equipment. IHCS’ Board of Trustees has alssignated
additional funds for the purpose of plant expansion

The terms of the County Lease outline an indigeme @olicy to assure all individuals in the Couhbve access to
medically necessary care. Patients’ payment olidigatunder the policy are determined using a giidimcome scale
which is based on the federal poverty guidelinesiny the term of the County Lease, IHCS has agteetbtify the
County of any intent to incur additional debt ircegs of $1 million. IHCS has also agreed to ndtify County of any
intent to enter into contractual agreements forrttamagement or operation of Inova Fairfax Hosptalnova Mount
Vernon Hospital by persons other than IHS, or agrit to change hospital rates.

11. Other Leases

IHS leases equipment, office space and certailitfesi Included in the operating expenses of IH&laase expenses of
approximately $20.0 million and $17.2 million in 2D and 2011, respectively. Future minimum paymemtder
noncancellable operating leases with initial or aerimg terms of one year or more consisted of tiewing at
December 31, 2012 (in thousands):

Operating Leases

2013 $ 18,219
2014 15,773
2015 12,485
2016 10,582
2017 9,266
Thereafter 18,209
Total lease payments 84,534
Less: minimum income from noncancellable subleases (28,528)
Total $ 56,006
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12. Retirement Obligations

The IHS Retirement Income Plan (the “IHS Plan"aidefined benefit pension plan that covers sukiatgnall full-time
employees of IHS. The IHS Retiree Medical Plan (iffee Health Plan”) provides benefits to certaitrees and certain
active employees who met age and length of sereigeirements as of September 1, 1993.

The reconciliation of the beginning and ending heés of the projected benefit obligation and thie alue of plan
assets for the years ended December 31, 2012 drid&d@dl the accumulated benefit obligation at Deegrdti, 2012
and 2011 is as follows (in thousands):

2012 2011
Pension Retiree Health Pension Retiree Health
Projected Benefit Obligation
Beginning of year $ 652,586 $10,812 $621,316 $ 11,839
Service cost 24.745 57 26,516 118
Interest cost 23,822 420 29,539 550
Actuarial loss (gain) 45,593 813 33,703 (1,057)
Benefits paid (37,073) (565) (58,488) (638)
End of year $ 709,673 $ 11,537 $ 652,586 $10,812
Pension Retiree Health Pension Retiree Health
Fair Value of plan assets
Beginning of year $ 651,511 $ - $ 609,410 $ -
Actual return on plan assets 75,923 - 46,589 -
Employer contributions 42,000 565 54,000 638
Benefits paid (37,073) (565) (58,488) (638)
End of year $ 732,361 $ - $ 651,511 $ -
Funded status at end of ye: $22,68¢ $ (11,537 $ (1,075 $(10,812
2012 2011
Pension Retiree Health Pension Retiree Health
Amounts recognized in the Consolidated Balana@e&btonsist of:
Noncurrent assets $ 22,688 - $ - $ -
Current liabilities - (876) - (793)
Non-current liabilities - (10,661) (1,075) (10,019)
Amounts recognized in Unrestricted Net Assets &iasif:
Prior service cost (credit) $(1,625) $ (4,195) $ (415) $ (4,744)
Actuarial loss (gain) 62,678 (1,159) 70,910 Bp
Accumulated benefit obligation:
End of year $ 690,754 $ 11,537 $ 630,797 $10,812
Net periodic benefit cost
Service cost 24,745 57 26,517 118
Interest cost 23,822 420 29,539 550
Expected return on plan assets (30,317) - ,868) -
Amortization of prior service cost 1,210 (549) (211) (549)
Recognized actuarial loss (gain) 6,309 (1,246) 9,098 (2,774)
Net periodic benefit cost $ 25,769 $(1,318) $ 31,085 $ (2,655)
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12. Retirement Obligations(continued)

For the year ended December 31, 2012, IHS recogradpeincrease in unrestricted net assets relatéigdetchange in
plan assets and benefit obligations of the penaimhretiree health plans of approximately $6.8iamll The increase
resulted from higher than expected investment agenbn plan assets and a reduction in benefits paidthe year
ended December 31, 2011, IHS recognized a decieaseestricted net assets related to the changéaimassets and
benefit obligations of the pension and retiree theplans of approximately $14.4 million. The deceaesulted from a
reduction in the discount rate used to calculagelitibility value offset by higher than expecteddatment earnings on
plan assets.

The prior service credit and actuarial loss incti@eunrestricted net assets related to the peq@damwhich is expected
to be recognized in net periodic pension cost duthe year ending December 31, 2013 are $0.2 mikind $5.6
million, respectively. The prior service credit aactuarial gain included in unrestricted net asegltsed to the retiree
health plan and expected to be recognized in m&die benefit cost during the year ending Decengfr2013 is $0.5
million and $0.2 million, respectively. No plan etsare expected to be returned to IHS for the gading December
31, 2013.

Additional Information 2012 2011

Retiree Retiree
Pension Health Pension Health

Assumptions;
Weighted-average assumptions used to determine
benefit obligations at December 31:
Discount rate 3.66% 3.54% 3.77% 3.96%
Rate of compensation increase 3.50% - 093.5 -
Weighted-average assumptions used to determine net
periodic benefit costs for years ended December 31:

Discount rate 3.77% 3.96% 4.88% 4.80%
Rate of compensation increase 3.50% - 4.00% -
Expected long-term return on plan assets 4.70% - 5.50% -

The assumed expected long-term return on plansasskased on current and expected future assetttins and long-
term historic and expected future investment resanmd is consistent with assumptions used by ghsinilar size.

2012 2011
Assumed health care cost trend rates at Non- Non-
December 31: Medicare Medicare Medicare Medicare
Eligible Eligible Eligible Eligible
Health care cost trend rate assumed for next year:
Medical 5.5% 5.5% 5.7% 5.7%
Prescription Drugs 5.5% 5.5% 5.7% 5.7%
Rate to which the cost trend rate is assumed tlingec
(the ultimate trend rate) 3.8% 3.8% 3.8% 3.8%
Year that the rate reaches the ultimate trend rate:
Medical 2083 2083 2083 2083
Prescription Drugs 2083 2083 2083 2083
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12. Retirement Obligations(continued)

Assumed health care cost trend rates have a signtfeffect on the amounts reported for the hezltle plans. A one-
percentage point change in assumed health carérendtrates would have the following effects tinusands):

Retiree Health Plar

One Percentage Point One Percentage Point
Increase Decrease
Effect on total of service and interest cost congmis $ 42 $ (38)
Effect on post-retirement benefit obligation $ 1,094 $ (963)

The overall financial objectives for the plans’ etssare (1) to provide funds for the timely paymehtthe plan’s

obligations and (2) to produce an investment ratetorrn that improves the overall funding statfishe Plan consistent
with the first objective. The investment objectigé the plan seeks to strike a balance between higiterns and
controlling funding status volatility. To achievis iobjectives, the plan’s assets were allocated @8%ash and fixed
income investments and 2% to alternative investrsénategies based on market value as of Decemhe2(@2. The

plan’s allocation to fixed income investments isustured in part to match the expected stream tfréubenefit

payments in order to minimize funding volatilityski and to assure a return in excess of the irteresliting rate

forecast for the cash balance portion of the plan.

The following tables present the IHS Plan’s asse¢msured at fair value aggregated by the levehénfair value
hierarchy within which those measurements fallfad3erember 31, 2012 and 2011 (in thousands):

December 31,

2012 Level 1 Level 2 Level 3

Cash and cash equivalents* $(13,727) $ (18,656) $ 4,929 $ -
Common/collective trusts 22,112 - 22,112 -
U.S. government securities 93,271 - 93,271 -
Corporate and other bonds

- Corporate and other bonds 139.,5 - 137,529 -

- Asset-backed securities 68,74 - 68,748 -

- Other government securities 33,925 - 33,925 -
Mutual fund

- Fixed Income 376,229 376,229 - -
Alternative investments

- Hedge funds of funds 10,535 - - 10,535

- Private debt 3,739 - - )
Total $ 732,361 $ 357,573 $ 360,514 $ 14,274

*Cash and cash equivalents included open sale8.@frfillion and open purchases of $34.0 milliomaBecember 31, 2012, causing
the Level 1 balance to be negative. Cash and agaskadents in the retirement portfolio consist ohunercial papers and short-term
US Treasury bills, which are considered Level 2.
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12. Retirement Obligations(continued)

December 31,

2011 Level 1 Level 2 Level 3

Cash and cash equivalents $ 18,435 $ 15,969 $ 2,466 $ -
Common/collective trusts 23,586 - 23,586 -
U.S. government securities 20,450 - 20,450 -
Corporate and other bonds

- Corporate and other bonds 19%,9 - 116,998 -

- Asset-backed securities 13,15 - 13,153 -

- Other government securities 25,442 - 25,442 -
Equity securities

- Domestic 73,337 72,506 831 -

- International 57,758 57,752 6 -
Mutual fund

- Equity 35,390 35,390 - -

- Fixed Income 239,512 239,512 - -
Alternative investments

- Hedge funds of funds 12,409 - - 12,409

- Private debt 5,497 - - 5,497

- Private real estate 9,544 - - 9,544
Total $ 651,511 $421,129 $ 202,932 $ 27,450

Common/collective trusts with fair value of $23.6llion were disclosed as Level 1 in 2011. This ambhas been
reclassified to Level 2 in the above table to pnesige levels appropriately. IHS does not beliéhat this correction was
material to the previously issued 2011 financiatesnents.
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The following table summarizes certain charactessof the alternative investments which are valusohg NAV (in
thousands):

2012 2011 Investment Liquidity
Fund Level 3 Level 3 Strategy Restrictions
Private Debt $3,739 $ 5,497 Mezzanine finance investmentsWinding down; at least

Seek high current return and  quarterly distributions at
long-term capital appreciation, general partner's discretic
emphasizing fundamental credit term ends in 2015
analysis with a bias toward risk

control. Focus on middle-market

transactions which are sourced

from the firm's relationships in

the private equity community.

Hedgefund 10,535 12,409 Hedge fund of funds which Winding down; no regular
of funds seeks to achieve long term, non-liquidity )
market directional returns with
low volatility relative to stocks
by utilizing a variety of
defensive hedge fund strategies.

Private real - 9,544 Combination of fixed returns andrull redemption as of July
estate fund participation in the cash flows 2012
and market value changes of
commercial real estate
investments. Direct equity
investment is less important than
participating mortgage
financing. All property types
considered, but an emphasis on
apartments and industrial

property.

$ 14,274 $ 27,450

WThis fund has suspended redemption since Decen@i®& due to a significant decrease in liquiditylie tinderlying funds in which
it is invested. In September 2009, this fund angedra restructuring plan under which the IHS Plamse to liquidate its holdings.
The fund will wind down over the next 2-4 years.dBmptions occur periodically as excess cash isnaglated. Since the
restructuring began, the IHS Plan has received é€iigtributions totaling $15.0 million as of Mar2013.

The fair value of IHS’ Plan assets is determinedntgnagement using third-party service providerkzintg various
methods dependent upon the specific type of investmWhere quoted prices are available in an aatnegket,
securities are classified within Level 1 of theuadlon hierarchy. Where significant inputs, inchiglbenchmark yields,
broker-dealer quotes, issuer spreads, bids, offlees|IBOR curve and measures of volatility, aredudy these third-
party dealers or independent pricing services terdene fair values, the assets are classifiedimvitlevel 2. Assets
utilizing Level 3 inputs include certain limited paership interest in alternative investment fundeere the valuation is
based on the fund’s underlying investments as tegdsy the funds’ managers. One of the alternativestment funds
met its holding period requirement and was tramstefrom Level 3 to Level 2 in 2011.
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The following table provides a reconciliation oetheginning and ending balances of items measurfr aalue that
used significant unobservable inputs (Level 3)ifimusands):

Hedge Fund of Private Private Total Level 3
Funds Debt Real Estate Investments
Balance at January 1, 2011 $31,714 $9,212 $ 8,639 $ 49,565
Actual return on plan assets
Related to assets still held 2,058 1,134 892 4,084
Related to assets sold during the period - - 4 4
Purchases - - 9 9
Settlements (5,496) (4,849) - (10,345)
Transfers out of Level 3 (15,867) - - (15,867)
Balance at December 31, 2011 $ 12,409 $ 5,497 $ 9,544 $ 27,450
Actual return on plan assets
Related to assets still held 645 1,112 - 1,757
Related to assets sold during the period - - 426 426
Sales - - (9,970) (9,970)
Settlements (2,519) (2,870) - (5,389)
Balance at December 31, 2012 $ 10,535 $ 3,739 $ - $ 14,274

IHS plans to contribute $24 million to the IHS Plar2013.

IHS’ expected future benefit payments, which rdflexpected future service as appropriate, are Hsw® (in
thousands):

Fiscal Year Pension Retiree Health
2013 $ 44,002 $876
2014 38,271 844
2015 40,250 834
2016 41,362 822
2017 42,383 814
2018 to 2022 227,249 3,872

IHS also sponsors the Inova Health System Retiréi@anings Plan (401K Plan) that covers the samapgraovered
under the IHS Plan. Employees may contribute to48&K Plan and IHS may contribute to this plan arying
amounts. Defined contribution benefit expense vdsZmillion and $21.3 million in 2012 and 2011spectively.

13. Malpractice Insurance

IHS maintains coverage for professional and gerlehility through claims-made policies issued mpvaCap, LLC
(“InovaCap”). InovaCap is a wholly owned captivesunance company domiciled in Vermont. Because |Gapais a
wholly owned subsidiary of IHS, its assets, lial#h, revenues and expenses are fully consolidatde accompanying
financial statements.

InovaCap retains risk of $2.05 million per claimda19 million in annual aggregate for professiofiability.
Additional risk is reinsured in umbrella forms thgh Lloyds of London, other European companies,chuNorth
American, and CNA, together providing limits of $&0llion per claim, and $50 million in the aggregain excess of
the InovaCap retention. The consolidated balaneetsrat December 31, 2012 and 2011 include anexttiability of
$35.6 million and $36.4 million, respectively, bdsn actuarial estimates of payments to be maderutgdprofessional
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13. Malpractice Insurance(continued)

liability insurance programs for known claims, aslivas for estimated losses on unfiled claims, Whiglate to events
occurring in 2012 and prior years. The liabilitiee discounted at 1.6% and 2.0% at December 312 aad 2011,
respectively.

Assets held by InovaCap of $74.3 million and $6%ilfion at December 31, 2012 and 2011, respectj\ely restricted
by statute from being transferred to another sudsicr obligated for any other purpose and acewlgiare included as
assets whose use is limited in the consolidateahioal sheets.

14. Acquisition of Amerigroup Virginia, LLC

On December 1, 2012, IHS completed the acquisibAmerigroup Virginia, Inc. (“Amerigroup VA”), a Mdicaid
HMO licensed and authorized to do business in YiegiAmerigroup VA serves approximately 55,000 memabwho
receive Temporary Assistance for Needy Families,ld@n’s Health Insurance and Supplemental Security
Income/Aged, Blind and Disabled benefits throughNtedallion 1l and Family Access to Medical InsuwarSecurity
programs. The acquisition of Amerigroup VA is exjgecto enable IHS to improve care through appropigilization
and care management measures and by enhancing arfchtedicaid patients to IHS' unique wellness drahlth
management programs. Through this transaction,dttfsiired all outstanding common shares of Amerigrdi for a
total purchase price of approximately $88.5 milliortash.

The fair value of assets acquired and liabilitissusmed was based on a preliminary valuation andestimates are
subject to change within the measurement period. grimary areas of the purchase price that argetotinalized are

related to certain intangible assets. Of the $88ilBon total purchase price, the fair value of thesets acquired and
liabilities assumed are as follows (in millions):

Cash and cash equivalents $6.4
Current assets 14.6
Property and equipment 1.3
Assets whose use is limited 11.9
Goodwill and identifiable intangible assets 68.6
Notes payable and other liabilities (14.3)
Net assets acquired $88.5

The operating results of Amerigroup VA have beeduded in the consolidated income statements of #ifge
December 1, 2012, the acquisition date. The revandenet income attributable to Amerigroup VA sifsecember 1,
2012 was $13.9 million and $0.5 million, respediMgrior to intercompany eliminations). The followg unaudited pro
forma condensed consolidated results of operaissame the Amerigroup VA acquisition occurred aruday 1, 2012,
and the comparable prior reporting period (in ilk):

Years Ended December 31,

(unaudited)
2012 2011
Pro forma operating revenues $ 2,509 $2,414
Pro forma operating income 213 221

The 2012 profoma operating income amounts in theveldable have been adjusted to exclude approxiyn&éte6

million of acquisition related expenses. Howeveeré were no 2012 or 2011 pro forma adjustmentseniadeflect
potential operating efficiencies or synergies. Adiagly, the combined pro forma financial infornmati is for

comparative purposes only and is not necessardicative of the results that IHS would have expwrésl if the
Amerigroup VA acquisition had actually occurredamuary 1, 2011 and do not reflect any intercommdinyinations.

IHS recorded approximately $1.6 million of acqudsit related costs that were included in other djgeexpenses in
the Consolidated Statements of Operations and @sang\et Assets during the year ended Decembe2@D.
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15. Other Commitments and Contingencies

IHCS, AHSC, and LHI have entered into several aotf for the acquisition of equipment, IT applioas, and for the
construction of facilities. Future commitments unttese contracts at December 31, 2012 were appately $248.6
million. IHS currently anticipates that these puatgewill be financed with a combination of bond geeds, funds
generated from earnings and donations. These psojeclude expansion of Alexandria, Loudoun, Fa@k® Mt.

Vernon, and Fairfax Hospital facilities, as well @splementation of the Epic Systems Corporatiorigsi@al and

revenue cycle applications.

In June 2012, IHS entered into an agreement witma@®ACO Holdings, Inc (“Aetna”) to establish Inntiea Health, a
jointly owned health plan in which the Foundatiod&etna each has a 50% interest, to offer indaidoommercial
and Medicare Advantage HMO and PPO products in Héont Virginia. These new products are expectedive g
employers and consumers access to more affordeddedinated and integrated health care in the nedgidis new
health plan is expected to become licensed an@ginboffering services in 2013. IHS’ planned cdpitantribution to
this joint venture is approximately $28.5 millidhlS made an initial contribution of $1.5 million dune 2012.

IHS is subject to various legal claims and contimges arising in the ordinary course of its businé#/hile the

outcomes of such matters are uncertain, managebatieives that their ultimate resolution will notvieaa material
adverse effect on IHS’ financial position or on ti@nges in its net assets or cash flows.

16. Functional Expenses

IHS provides various health care services to ptdiewithin its geographic region. Operating expenssated to
providing these services for the years ended Deeefib, 2012 and 2011 are as follows (in thousands):

2012 2011
Health care services $1,817,822 $ 1,924,581
General and administrative 338,002 168,114
Total $ 2,155,824 $ 2,092,695
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Report of Independent Auditors on Other Supplementary Information

The Board of Trustees
Inova Health System

Our audit was conducted for the purpose of forming an opinion on the financial statements as a
whole. The following supplementary information, as described on the table of contents, is
presented for purposes of additional analysis and is not a required part of the 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 financial
statements. The information has been subjected to the auditing procedures applied in the audit of
the financial statements and certain additional procedures, including comparing and reconciling
such information directly to the underlying accounting and other records used to prepare the
financial statements or to the financial statements themselves, 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 financial statements as a

whole.
Samat ¥ MLLP

March 14, 2013

A member firm of Ernst & Young Global Limited



ASSETS

Current Assets

Cash and cash equivalents

Assets whose use is limited
By board for plant replacement and expansion

Patient accounts receivable (less allowances for
doubtful accounts: 2012 - $77,160 ; 2011 - $73,865)

Third-party settlements

Other current assets
Total Current Assets

Property, Equipment and Leasehold Interests
Land and land improvements
Buildings, fixed equipment and
leasehold improvements
Major movable equipment
Less allowances for depreciation
and amortization

Construction-in-progress
Total Property, Equipment and Leasehold Interests

Assets Whose Use Is Limited
Held by bond trustee
By board for plant replacement and expansion
By board for construction projects
By donor
For professional liability
For health plan liability

Less amounts required to meet current obligations
Total Assets Whose Use Is Limited

Other Assets
Unrestricted long-term investments
Investments in and receivables from affiliates
Prepaid pension asset
Goodwill and other intangible assets
Other long-term assets
Total Other Assets

TOTAL ASSETS

Inova Health System

Consolidating Balance Sheets
December 31, 2012 and 2011
(In thousands)

Inova Health Alexandria Health Inova Inova Health Loudoun Eliminations and
Care Services Services Corporation Holdings, Inc. System Services Healthcare, Inc. Foundation System Offices Consolidating Entries Totals
2012 2011 2012 2011 2012 2011 2012 2011 2012 2011 2012 2011 2012 2011 2012 2011 2012 2011
$ 181,700 $ 231,553 $ 5,952 $ 3,903 $ 5 $ 4 $ 8,563 $ 7,447 $ 8,924 $ 8,493 1 1 $ 11,527 $ 2,145 $ - $ - $ 216,672 $ 253,546
250,010 181,900 - - - - - - - - - - - - - - 250,010 181,900
201,881 208,036 35,980 39,627 1,563 1,583 6,170 6,723 28,449 28,698 - - - - (657) - 273,386 284,667
2,696 4,080 543 1,152 - - - - 407 203 - - - - - - 3,646 5525
61,732 56,561 4,617 4,897 2,581 2,556 2,309 1,899 4,927 4,780 3,866 4,350 15,422 721 (5,985) (6,977) 89,469 68,787
698,019 682,130 47,092 49,579 4,149 4,143 17,042 16,069 42,707 42,264 3,867 4,351 26,949 2,866 (6.642) (6.977) 833,183 794,425
43,690 28,274 3,120 2,323 - 1 12,306 12,280 49,507 49,490 2,275 2,276 29,606 31,968 - - 140,504 126,612
954,082 933,076 211,093 207,380 3,659 3,161 87,657 87,641 152,764 152,200 - - 95,806 95,020 - - 1,505,061 1,478,478
790,315 681,551 131,903 124,765 1444 1,200 7,351 7817 87,764 80,662 109 109 6,356 6139 (2.748) (2.748) 1,022,494 899,495
1,788,087 1,642,901 346,116 334,468 5,103 4,362 107,314 107,738 290,035 282,352 2,384 2,385 131,768 133,127 (2,748) (2,748) 2,668,059 2,504,585
1,120,415 1,026,657 215,843 196,871 2,127 1,660 61,377 57,090 150,535 139,817 109 109 50,544, 45,388 (1611) (1,343) 1,599,339 1,466,249
667,672 616,244 130,273 137,597 2,976 2,702 45,937 50,648 139,500 142,535 2,275 2,276 81,224 87,739 (1,137) (1,405) 1,068,720 1,038,336
201,488 108,037 8,517 4929 120 176 499 8 26,179 3,586 - - 1 (20) - - 236,804 116,716
869,160 724,281 138,790 142,526 3,096 2878 46,436 50,656 165,679 146,121 2,275 2,276 81,225 87,719 (1,137) (1,405) 1,305,524 1,155,052
408,546 96,473 - - - - - - - - - - - - - - 408,546 96,473
- - - - - - - - 79,654 91,226 - - 2,370,325 2,462,994 - - 2,449,979 2,554,220
. . . - . - . - - - - - 490,043 - - - 490,043 -
- - 10,633 9,851 - - - - 22,658 25,917 47,144 39,763 - - - - 80,435 75,531
74,321 65,677 - - - - - - - - - - - - - - 74,321 65,677
- - - - - - - - - - - - 11,994 - - - 11,994 -
482,867 162,150 10,633 9,851 - - - - 102,312 117,143 47,144 39,763 2,872,362 2,462,994 - - 3,515,318 2,791,901
(250,010) (181,900) - - - - - - - - - - - - - - (250,010) (181,900)
232,857 (19,750) 10,633 9,851 - - - - 102,312 117,143 47,144 39,763 2,872,362 2,462,994 - - 3,265,308 2,610,001
107,330 87,521 842 618 - - - - - 828 8,535 8,151 - - - - 116,707 97,118
3198 3126 184 212 5,456 6,264 10 10 19 18 - - 1,507 - 6) - 10,368 9,630
22,688 - - - - - - - - - - - - - - - 22,688 -
11,557 12,081 - - - - 104 146 - - - - 68,606 - (6.999) (7.517) 73,268 4,710
1,392,751 1,284,015 232,339 187,045 (4,888) (2613) (33,385) (43,611) 162,441 116,776 1,038 1,757 (1,731,782) (1,529,693) 4,346 (3,005) 22,860 11,427
1,537,524 1,380,128 233,365 187,875 568 3,651 (33.271) (43,601) 162,460 117,622 9,573 9,908 (1,661,669) (1529,693) (2.659) (3.005) 245,891 122,885
$ 3,337,560 $ 2,766,789 $ 429,880 $ 389,831 $ 7,813 $ 10672 $ 30,207 $ 23,124 $ 473,158 $ 423,150 62,859 56,298 $ 1318867 $ 1,023,886 $ (10438) $ (11387) $ 5,649,906 $ 4,682,363




Inova Health System
Consolidating Balance Sheets (continued)
December 31, 2012 and 2011
(In thousands)

Inova Health Alexandria Health Inova Inova Health Loudoun Eliminations and
Care Services Services Corporation Holdings, Inc. System Services Healthcare, Inc. Foundation System Offices Consolidating Entries Totals
2012 2011 2012 2011 2012 2011 2012 2011 2012 2011 2012 2011 2012 2011 2012 2011 2012 2011
LIABILITIES AND NET ASSETS
Current Liabilities
Accounts payable and accrued expenses $ 158348 $ 138285 6530 7248 $ 2667 0§ 1939 $ 8564 855  § 10907 $ 8494 7 s 130§ 6854 2542 $ (3044) $ 4512 $ 190,998  $ 171,705
Accrued salaries, wages and related items 94,203 86,598 11,417 10,993 942 648 2,803 2,443 9,440 7,771 499 566 987 178 - - 120,291 109,197
Third-party settlements 41,136 44,996 7122 6,402 - - - 69 5453 4,650 - - - - - - 53,711 56,117
Notes payable and other liabilities 105,281 103,578 603 368 2,778 2526 475 396 478 148 105 108 11,654 - (663) 6) 120,711 107,118
Current portion of long-term debt 278,751 206,228 - - - - 344 320 1,008 1,873 - - - - (1,047) (986) 279,056 207,435
Total Current Liabilities 677,719 579,685 25,672 25,011 6,387 5113 12,186 11,783 27,286 22,936 776 804 19,495 2,720 (4754 3,520 764,767 651,572
Non-current Liabilities
Long-term debt, less current portion 1,132,107 789,656 - - - - 11,751 12,095 1,404 2412 - - - - (4,931) (5.985) 1,140,331 798,178
Post employment health care benefits 10,661 11,094 - - - - - - - - - - - - - - 10,661 11,094
Interest rate swap liability 62,390 73,303 - - - - - - - - - - - - 62,390 73,303
Estimated professional liability 35,597 36,410 - - - - - - - - - - - - - - 35,597 36,410
Other non-current obligations 31,941 25,844 1371 - 1,018 1,004 559 521 8354 6,607 - - 57 138 - - 43,300 34,114
Total Non-current Liabilities 1,272,696 929,788 1371 - 1,018 1,004 12,310 12,095 9,758 7,201 - - 57 138 (4,931) (5,985) 1,292,279 953,099
Net Assets
Unrestricted 1,387,123 1,250,775 389,724 352,504 408 4,555 5711 (1,275) 411,907 369,599 8,535 8,151 1,299,315 1,021,028 (753) (8.922) 3,501,970 2,996,415
Temporarily restricted 22 22 7,815 7,228 - - - - 4,241 2,593 43,588 38,858 - - - - 55,666 48,701
Permanently restricted - - 5,298 5,088 - - - 19,966 19,003 9,960 8,485 - - - 35,224 32,576
Total Net Assets 1,387,145 1,250,797 402,837 364,820 408 4,555 5711 (1,275) 436,114 391,195 62,083 55,494 1,299,315 1,021,028 (753) (8,922) 3,592,860 3,077,692
TOTAL LIABILITIES AND NET ASSETS $ 3,337,560 $ 2766789 $ 429,880 $ 389831 § 7813 $ 10672 $ 30207 $ 23124  $ 473158  $ 423150 $ 62859 § 56298 $ 131887 $ 1023886 $ (10438) $ (11,387) $ 5649906 $ 4,682,363




Operating Revenues
Net patient service revenue
Provision for bad debts

Other operating revenue
Total Operating Revenues

Operating Expenses
Salaries and benefits
Other operating expenses
Depreciation and amortization
Interest
Loss on extinguishment of debt and swap termination
Total Operating Expenses

Operating Income

Non-operating Revenues (Expenses)
Investment income (loss) and other, net

EXCESS (DEFICIT) OF REVENUES OVER EXPENSES

Inova Health System
Consolidating Statements of Operations

For the Years Ended December 31, 2012 and 2011

(In thousands)
Inova Health Alexandria Health Inova Inova Health Loudoun Eliminations and
Care Services Services Corporation Holdings, Inc. System Services Healthcare, Inc. Foundation System Offices Consolidating Entries Totals

2012 2011 2012 2011 2012 2011 2012 2011 2012 2011 2012 2011 2012 2011 2012 2011 2012 2011
1670694  $ 1642526 $ 337,825 327,367 12,069 4,804 67575 § 63601 $ 279,156 271,456 - - - - $ (799) $  (56) $ 2366520 $ 2,309,698
62,916 58,229 18,223 15,127 443 26 813 419 10,664 9,191 - - - - - - 93,059 82,992
1,607,778 1584297 $ 319,602 312,240 11,626 4718 66,762 63,182 $ 268492 262,265 - - - - $ (799) (56) $ 2273461 $ 2,226,706
53,997 62,512 2,046 2242 26,945 25,567 6,579 5517 2438 2,692 475 533 31,354 17,906 (35.778) (35.392) 88,056 81577
1,661,775 1,646,809 321,648 314,482 38,571 30,345 73,341 68,699 270,930 264,957 475 533 31,354 17,906 (36,577) (35,448) 2,361,517 2,308,283
842,636 826,652 132,137 144,643 15,869 9724 37,294 36,407 108,547 113,304 3432 3599 1,280 746 - - 1,141,195 1,135,075
565,287 555,385 122,89 110,199 29,551 25,625 21,414 17,562 107,302 95,795 2,719 2675 21,740 9,656 (36,578) (35,447) 833,724 781,450
90,609 91,355 24,326 23,159 486 392 5519 5,499 15,077 14,905 10 6 5,788 5,965 (785) (1,064) 141,030 140,217
21,361 24,321 6,233 5832 ) - 1,386 1,410 3,676 3,845 - - 4 1 - - 32,659 35,409
7,216 544 - - - - - - - - - - - - - - 7216 544
1,527,109 1,556,486 284,985 298,960 45,905 35,767 65,613 61,297 234,602 237,040 6,161 6,280 28,812 16,368 (37,363) (36,511) 2,155,824 2,092,695
134,666 148,552 36,663 30,649 (7,334) (5,396) 7,728 7,821 36,328 37,108 (5,686) (5,747) 2,542 1,538 786 1,063 205,693 215,588
(13,588) (30.147) 135 131 3,187 1,840 (763) (558) 3,510 2436 6,736 6,754 150,601 148,765 7391 8 157,209 129,229
121,078 $ 118,405 $ 36,798 30,780 (4,147) (3,556) 6,965 $ 7,263 $ 39,838 39,544 1,050 1,007 153,143 150,303 $ 8,177 $ 1071 $ 362,902 $ 344,817
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Report of Independent Auditors on Compliance for Each Mgjor Federa Program;
Report on Internal Control Over Compliance and Report on Schedul e of
Expenditures of Federal AwardsRequired by OMB Circular A-133

The Board of Trustees
Inova Health System

Report on Compliancefor Each Major Federal Program

We have audited Inova Health System’s (the System) compliance with the types of compliance
requirements described in the U.S. Office of Management and Budget (OMB) Circular A-133
Compliance Supplement that could have a direct and material effect on each of the System’s
major federal programs for the year ended December 31, 2012. The System’s major federal
programs are identified in the summary of auditor's results section of the accompanying
schedule of findings and questioned costs.

Management’s Responsibility

Management is responsible for compliance with the requirements of laws, regulations, contracts
and grants applicableto its federal programs.

Auditor’s Responsibility

Our responsihility is to express an opinion on compliance for each of the System’s major federal
programs based on our audit of the types of compliance requirements referred to above.

We conducted our audit of compliance in accordance with auditing standards generally accepted
in the United States, the standards applicable to financial audits contained in Government
Auditing Standards, issued by the Comptroller General of the United States; and OMB Circular
A-133, Audits of States, Local Governments, and Non-Profit Organizations. Those standards and
OMB Circular A-133 require that we plan and perform the audit to obtain reasonable assurance
about whether noncompliance with the types of compliance requirements referred to above that
could have a direct and material effect on a magjor federa program occurred. An audit includes
examining, on atest basis, evidence about the System’s compliance with those requirements and
performing such other procedures as we considered necessary in the circumstances.

1306-1089714 1
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We believe that our audit provides a reasonable basis for our opinion on compliance for each
major federal program. However, our audit does not provide a legal determination of the
System’ s compliance.

Opinion on Each M ajor Federal Program

In our opinion, the System complied, in al material respects, with the types of compliance
requirements referred to above that could have a direct and material effect on each of its major
federal programsfor the year ended December 31, 2012.

Report on Internal Control Over Compliance

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

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

Our consideration of interna control over compliance was for the limited purpose described in
the first paragraph of this section and was not designed to identify all deficiencies in interna
control over compliance that might be material weaknesses or significant deficiencies. We did
not identify any deficiencies in internal control over compliance that we consider to be material
weaknesses. However, material weaknesses may exist that have not been identified.

1306-1089714 2
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The purpose of this report on internal control over compliance is solely to describe the scope of
our testing of internal control over compliance and the results of that testing based on the
requirements of OMB Circular A-133. Accordingly, this report is not suitable for any
other purpose.

Report on Schedule of Expenditures of Federal Awards Required by OMB Circular A-133

We have audited the financial statements of the System as of and for the year ended
December 31, 2012, and have issued our report thereon dated March 14, 2013, which contained
an unmodified opinion on those financia statements. Our audit was conducted for the purpose of
forming opinions on the financial statements as a whole. The accompanying schedule of
expenditures of federal awards is presented for purposes of additional analysis as required by
OMB Circular A-133 and is not a required part of the financia 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 financial statements. The information has been
subjected to the auditing procedures applied in the audit of the financial statements and certain
additional procedures, including comparing and teconciling such information directly to the
underlying accounting and other records used to prepare the financial statements or to the
financial statements themselves, and other additional procedures in accordance with auditing
standards generally accepted in the United States. In our opinion, the schedule of expenditures of
federal awards is fairly stated, in all material respects, in relation to the financial statements as a

whole.
Ensat ¥ MLL?

July 25, 2013

1306-1089714 3
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Report of Independent Auditors 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
Inova Health System

We have audited, in accordance with auditing standards generally accepted in the United States
and the standards applicable to financial audits contained in Government Auditing Standards
issued by the Comptroller General of the United States, the financial statements of Inova Health
System (the System), which comprise the consolidated balance sheet as of December 31, 2012,
and the related consolidated statements of operations, changes in net assets, and cash flows for
the year then ended, and the related notes to the financial statements, and have issued our report
thereon dated March 14, 2013.

Internal Control over Financial Reporting

In planning and performing our audit of the financial statements we considered the System’s
internal control over financia reporting (internal control) to determine the audit procedures that
are appropriate in the circumstances 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. 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 oper ation of a control does not allow
management or employees, in the norma 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 deficiencies, in internal control, such that there is a reasonable
possibility that a material misstatement of the entity’ s financial statements will not be prevented,
or detected and corrected on a timely basis. A significant deficiency is a deficiency, or a
combination of deficiencies, in internal control that is less severe than a material weakness, yet
important enough to merit attention by those charged with governance.

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
material weaknesses or significant deficiencies. Given these limitations, during our audit we did
not identify any deficiencies in internal control that we consider to be material weaknesses.
However, material weaknesses may exist that have not been identified.

1306-1089714 4
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Compliance and Other Matters

As part of obtaining reasonable assurance about whether the System’s financial statements 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
Sandards.

Purpose of this Report

The purpose of this report is solely to describe the scope of our testing of internal control and
compliance and the result of that testing, and not to provide an opinion on the entity’s internal
control or on compliance. Thisreport is an integral part of an audit performed in accordance with

Government Auditing Standards in considering the entity’s internal control and compliance.
Accordingly, this communication is not suitable for any other purpose.

Gnrat ¥ MLLP

March 14, 2013

1306-1089714 5
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Report of Independent Auditors

The Board of Trustees
Inova Health System

We have audited the accompanying consolidated financial statements of Inova Health System
(the System), which comprise the consolidated balance sheet as of December 31, 2012 and 2011,
and the related consolidated statements of operations, changes in net assets, and cash flows for
the years then ended and the related notes to the financial statements.

Management’s Responsibility for the Financial Statements

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

Auditor’s Responsibility

Our responsibility is to express an opinion on these consolidated financial statements based on
our audit. We conducted our audit in accordance with auditing standards generally accepted in
the United States 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 audit to obtain reasonable assurance about whether the
consolidated financial statements ar e free of material misstatement.

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

1306-1089714 6
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We believe that the audit evidence we have obtained is sufficient and gppropriate to provide a
basis for our audit opinion.

Opinion

In our opinion, the consolidated financial statements referred to above present fairly, in all
material respects, the consolidated financial position of the System as of December 31, 2012 and
2011, and the results of its operations, and the changes in its net assets and its cash flows for the
years then ended in conformity with U.S. generally accepted accounting principles.

Other Reporting Required by Government Auditing Standards

In accordance with Government Auditing Standards we aso have issued our report dated
March 14, 2013, on our consideration of the System’s interna control over financia reporting
and on our tests of its compliance with certain provisions of laws, regulations, contracts, grant
agreements, and other matters. The purpose of that report is to describe the scope of our testing
of interna control over financial reporting and compliance and the results of that testing, and not
to provide an opinion on internal control over financia reporting or on compliance. That report is
an integral part of an audit performed in accordance with Government Auditing Sandards in
considering the System’ sinternal control over financial reporti ng and compliance.

St ¥ MLL'P

March 14, 2013
(except for schedule of expenditures of
federal and state awards for which the
dateis July 25, 2013)
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InovaHealth System

Notes to the Schedule of Expenditures of Federal and State Awards

December 31, 2012

1. Scope of Audit Pursuant to OMB Circular A-133

All federa grant operations of the System are included in the scope of the Office of Management
and Budget (OMB) Circular A-133 audit (the Single Audit).

The total amount of federal funds awarded to sub-recipients was $52,976.
2. Fiscal Period Audited

For program transactions occurring during the fiscal year ended December 31, 2012, the System
isrequired to undergo a Single Audit pursuant to OMB Circular A-133.

3. Summary of Significant Accounting Policies

Basis of Presentation

The accompanying schedule of expenditures of federal and state awards (the Schedule) includes
all federal and state grants to the System that had expenditure activity during fiscal year 2012.

The Schedule has been prepared in accordance with OMB Circular A-133, Audits of Sates,
Local Governments, and Non-Profit Organizations, and on the accrual basis of accounting.

1306-1089714 12



InovaHealth System
Schedule of Findings and Questioned Costs

Y ear Ended December 31, 2012

Part | — Summary of Auditor’s Results
Financial Statement Section

Unqualified Opinion

Type of auditor’sreport issued
Internal control over financia reporting:

Material weakness(es) identified? ____Yes X _No
Significant deficiency(ies) identified? ___Yes X None reported
Noncompliance material to financial

statements noted? Yes X _No

Federal and State Awar ds Section

Internal control over major programs:
Material weakness(es) identified? Yes X _No

Significant deficiency(ies) identified? Yes X None reported

Unmodified Opinion

Type of auditor’s report on compliance for major
programs:
Any audit findings disclosed that are required to
be reported in accordance with Section .510(a) of
OMB Circular A-133? Yes X _No

1306-1089714 13



InovaHealth System

Schedule of Findings and Questioned Costs (continued)

Part | —Summary of Auditor’s Results (continued)
| dentification of major programs:

CFDA number (s) Name of federal program or cluster

93.914 HIV Emergency Relief Project Grants (Part A)

Doallar threshold used to di stinguish between Type A
and Type B programs: $300,000

Auditee qualified as low-risk auditee? X Yes No

Part Il —Financial Statement Findings Section

No significant deficiencies, material weaknesses, fraud, illegal acts, violations of provisions of
contracts, grant agreements, and abuse related to the financial statements for which Government
Auditing Standards require reporting in a Circul ar A-133 audit were identified.

Part 111 —Federal and State Award Findings and Questioned Costs Section
No material weaknesses, significant deficiencies and material instances of noncompliance
including questioned costs as well as any abuse findings involving federal awards that are

material to a major program related to the financial statements required to be reported by
Circular A-133 section .510(a) were identified.

1306-1089714 14



Ernst & Young LLP

Assurance | Tax | Transactions | Advisory

About Ernst & Young

Ernst & Young is a global leader in assurance,

tax, transaction and advisory services.

Worldwide, our 167,000 people are united by

our shared values and an unwavering commitment to
quality. We make a difference by helping our people, our
clients and our wider communities achieve their potential.

For more information, please visit www.ey.com

Ernst & Young refers to the global organization

of member firms of Ernst & Young Global Limited,
each of which is a separate legal entity.

Ernst & Young Global Limited, a UK company
limited by guarantee, does not provide services

to clients. This Report has been prepared by

Ernst & Young LLP, a client serving member firm
located in the United States.
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