



















































































ATTACHMENT D

December 3, 2007

Ms. Cheryl Fama

Executive Director

Peninsula Health Care District
1600 Trousdale Drive, Suite 1210
Burlingame, CA 94010

Dear Cheryl:

I thought I'd send you a brief letter that clarifies our
recommendations regarding financial policy for the Peninsula
Health Care District (PFHCD or the District). As you know, we have
performed several financial analyses that consider a range of
possible financial policies for the management of PHCD resources.
This is an important time to codify these policies, because decisions
made in the short run will have significant implications for the
resources the District will have available over the 50-year term of
the lease with Mills Peninsula Health System (MPHS).

Our recommendations are summarized at the end of this letter.

Balancing Priorities

As one expression of the Board’s Mission Statement and Strategic
Plan, the District’s financial policies will need to balance two
ongoing, competing priorities:

o building a Board Fund so that the District can meet its
responsibilities to preserve Peninsula Hospital both during
the term of the lease and at lease end, and

e making a meaningful impact on improving health status in
the geographic areas served by District.

Effective financial policies can help manage the trade-offs between
building the Board Fund (by saving and investing resources over



time) and providing and supporting community services (by
budgeting and spending District revenue from property tax, rental
income, and investment earnings).

Why Must the Board Fund Grow?

As we've discussed, the Board Fund must grow through time for
several reasons:

e If Sutter/MPHS defaults on its obligations under the lease
{otherwise known as “Paramount Default”), then the District
can purchase the hospital at “Fair Market Value”. If the
District does not have sufficient resources to purchase the
hospital (through the combined balance accumulated in the
Board Fund and through new borrowing), then it will need a
financial partner (another health system or hospital
company) to participate in financing the acquisition of the
hospital from Sutter. By building the Board Fund, the
current and future District Boards will retain all options
for the future operation of the Hospital (including being
the sole owner/operator of the hospital) and can enter into
a transaction to acquire the hospital from a position of
strength, thus assuring the hospital remains a vibrant
community asset.

If the Board Fund is too low during or at the end of the lease
term, the District could lose control of important decisions
about the hospital and its services, because a financial
partner would require a certain amount of oversight of its
investment. The partner could require contract terms that
would remove some of the powers to preserve the
community interest that PHCD wields in the current
agreement. There is no guarantee that a financial partner
would have the same focus on addressing community need
within the District, since decisions within multi-hospital
systems frequently are influenced by the needs of the system
(which may not be well aligned with community need).

For purposes of analysis, it's reasonable to assume that “Fair
Market Value” of the hospital in the short run is roughly the
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amount being spent to rebuild the facility - roughly $540
million. “Fair Market Value” to Sutter Health over the lease
term will fluctuate - and the actual amount will depend on
the valuation method used. Most techniques estimate fair
market value based on the ability of the hospital to generate
cash flow, or on a multiple of revenue or earnings. In any
scenario, the amount of resources needed to pay “Fair
Market Value” is well in excess of the current value of the
District’s Board Fund’.

In our analysis, we have assumed that “Fair Market Value”
will start at $540 million, but will average $220 million over
the lease term® The value declines in large part because the
number of years available to Sutter Health to earn a cash
flow return through the lease also declines as time
progresses.

The lease contemplates that “Fair Market Value” would not
include any “working capital” on the balance sheet of the
hospital at the time a transaction is consummated. Asa
result (and as discussed more fully below), the Disirict
would need more than $220 million in available resources
because if it wants to re-assume operating responsibility for
the hospital the District will need working capital to fund
operating costs until it can generate and collect its own
revenues.

The District will need funds to acquire the hospital assets at
the end of the lease. The lease calls for PHCD to reimburse
MPHS for the book value of PHCD-approved capital
spending during the last 25 years of the lease. Capital
spending will be needed to renovate and potentially replace
buildings, to upgrade equipment, and to invest in
information technologies. The District commissioned and
received an estimate of book value at the end of the lease®.
That estimate was $32.7 million — in 2003 dollars — based on

' $34.2 million at the end of June 2007.
* The $220 million average is based on analysis prepared by Gary Hicks. The 5220
million figure includes the effect of inflation throughout the lsase term.

* Prepared by The Sedway Group.



the capital spending that occurred to maintain the old
Peninsula Hospital buildings and equipment.

The cost of hospital construction and equipment has
escalated rapidly in recent years. Inflation accelerated
because so many hospitals have been building facilities due
to California’s seismic regulations and a worldwide spike in
the cost of steel and other building materials due to rapid
growth in Asia. Applying a conservative, 4 percent annual
inflation rate to the $32.7 million figure and projecting both
future capital spending and depreciation amounts yields a
projected value of $190 million at lease end. At 5 percent
inflation, the value would be almost $300 million.

o The District will need more capital than the amount required
to pay “Fair Market Value” (in the event of default) or “Book
Value” (at lease end), because under the lease agreement, the
hospital’s “working capital” does not belong fo the District.
Working capital (typically defined as the difference between
current assets and current liabilities) is needed because if (or
when) the District assumes responsibility for operations,
several types of expenses will need to be paid before
revenues can be collected from payers or patients. It's
reasonable to assume that the new hospital operator will
need 1-2 months of expenses “in the bank” at the moment a
transfer of operating responsibility occurs, or the hospital
could have difficulty meeting payroll or acquiring the
supplies needed for patient care.

Projecting how much working capital might be needed at
lease end or in the event of paramount default is hazardous.
At the end of its fiscal year 2006, Peninsula Hospital had net
working capital of $30.3 million*. This amount can be
expected to grow as the hospital’s expenses increase over
time. At 4 percent inflation, this amount would be slightly
over $215 million at lease end. At 5 percent inflation, the
amount would be slightly over $340 million.

* See Hospital Financial Data at:
http://www.oshpd.cahwnet.gov/oshpdKEY/FindData.htm
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o Thus, the combined book value and working capital needed
at lease end can reasonably be estimated to be about $400 to

$600 million:
o $215 - $340 million for working capital
o $190 - $300 million for the book value of hospital assets

e The amount needed by the District in the event of
“Paramount Default” ranges from

o Now: $570 million ($540 million plus $30.3 million for
working capital)

o Middle of the Lease: $323 million ($220 million for fair
market value plus $102.6 for working capital based on 5
percent inflation over 25 years)

o End of the Lease: $340 million (for working capital only)

e There are some other consequences of having a Board Fund
that is too low.

o Itislikely that at some point during the lease term,
MPHS will approach the District with a request to
terminate or materially change a “core service”. If the
District has built up the Board Fund, then earnings on
(and perhaps capital dollars from the corpus of) that
resource will be available to continue programs that the
Board may decide truly are needed by the community. If
the Board Fund is too low, then it could prove difficult to
support and thus preserve one or more core services.

o If the District has to use all of its Board Fund resources to
purchase the hospital either during the lease or at lease
end, then it would be difficult or impossible to maintain
District-sponsored direct services and/or grants at that
time.

o Iffwhen a transaction occurs, the District has the option
to pledge its tax revenue (or other revenues) to a bond
issue. If the Board Fund is too low, then the District



could end up with a bond issue that is “too large”. This
would make it difficult for the hospital to operate
successfully. A reasonable target for how much debt
would be prudent is: no more than 50 percent of the
overall capital that the District could commit to a
transaction. That level of borrowing (in relation to
“equity” that would be available in the Board Fund)
would provide the District with financial flexibility after
reassuming full responsibility for the hospital.

If over time the District commits “too much” revenue to building
the Board Fund, the Board would not be as successful in achieving
its mission of improving health awareness and health status in the

area.
What Target Should the Board Consider?

Recommendation: Our best estimate, after considering all lease
terms and the points above, is that the District should set a target of
accumnulating roughly $500 million by the end of the lease.
Prudent financial management suggests that the District plan to
have a “debt to capitalization ratio” that does not exceed 50
percent; in other words, debt of $250 million and a Board Fund of
an equal amount to make up the $500 million needed. These funds
would be used to acquire hospital assets and to fund working
capital either during the lease (in the event of paramount default)

or at lease end.

What Alternative Strategies Can Be Implemented?

Throughout the strategic planning project, we considered several
alternative approaches to building the Board Fund to preserve
Peninsula Hospital while also helping the District achieve its
mission of improving health awareness and health status among
District residents. The options are designed to help guide District
budgeting for operating expenses each year, and thus answer the
question: how much should the District budget for providing and
supporting community services and for its administrative costs?

Three options emerged for assessment — developing a total
operating expense budget based on:
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A defined percent of the prior year-end Board Fund
balance (e.g., 10 percent of the financial and real-estate
assets the Board designates to protect against Paramount
Default), or

A defined percent of revenue from all sources (e.g., 75
percent of the sum of all tax receipts, lease revenue, and
investment earnings), or

Devoting all tax revenue to building the Board Fund, and
using lease revenue and investment earnings (only) for
budgeted operating expenses.

We developed a financial model to analyze each of the options.
That model incorporated numerous assumptions regarding growth
in tax revenue, future inflation rates (which affect lease revenue),
future earnings rates on investment balances, and interest rates that
would govern a future bond issue. The model projects future Bond
Fund balances and operating expenses under each of the
alternative financial policies throughout the 50-year term of the

iease.

The analysis indicates the following:

)

Under Option 1, the District would budget o spend for
operations 10 percent of the prior year-end Board Fund
balance. As aresult, the Board Fund could grow to about
$300 million by year 50 of the lease. Tax revenue at that
time could support a bond issue of roughly $250 million,
for combined resources of $550 million.

The total expense budget for the District for fiscal year
2009 under this option would be about $3.8 million, or 10
percent of the projected $38.1 million Board Fund balance
at June 30, 2008. In fiscal year 2017, the Board’s revenues
could support a total expense budget of about $6.9
million.



2)

3)

This eption communicates that “only if the Board Fund
balance grows can our spending on meeting
communify needs grow”. It communicates the
strongest incentive to building the Board Fund, since
that policy is what drives the ability of the District to
provide and support community services throughout
the lease term.

Under Option 2, the District would budget to spend for
operations 75 percent of revenue from all sources —and
25 percent of revenue would be retained for increasing
the Board Fund. As a result, the Board Fund could grow
to $270 million by year 50 of the lease. That amount
could be supplemented with a $250 million bond issue at
lease end, for total resources of $520 million.

The total expense budget for the District for fiscal year
2009 would be $5.7 million - 75 percent of projected 2009
revenue of $7.6 million. This represents a significant
increase in operating expenses compared to the $3.4
million budgeted for 2008. In fiscal year 2017, the
Board’s revenues could support a total expense budget of
about $7.6 million.

This option is simple to administer and adjust over
time. It communicates that each category of revenue —
property taxes, lease revenue, and investment earnings,
is equivalent and available to increase the Board Fund
or for operating expenses as needed.

If the District devotes all tax revenue to building the
Board Fund and uses lease revenue and investment
earnings for operating expenses, the Board Fund could
grow to over $460 million by year 50 of the lease.
Because tax revenue at that time could support the $250
million bond issue, the District would have financing
capacity of about $710 million.

Under this option, the total expense budget for the
District would be $3.6 million for fiscal year 2009, and
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$3.9 million in property tax funds for that year would be
invested in the Board Fund. In fiscal year 2017, the
Board’s lease revenues and investment income could
support a total expense budget of about $6.1 million.

This option communicates that property tax funds
collected by the District are dedicated to building the
Board Fund and thus to preserving Peninsula Hospital.
The option likely would lead the District to want the
Board Fund invested in income-generating assets,
because current programs would depend on those
earnings (in addition to lease revenue) for support.

Recommendation: In our opinion, Option 1 does the best job of
aligning incentives by communicating the District's strong interest
in building the Board Fund to preserve Peninsula Hospital, while
also committing 10 percent of the Fund'’s prior year balance each
year to providing and supporting services that meet community

needs.

We note that the Board Fund could grow to exceed the targeted
50% of $500 million level under each of the options. Each also
would require periodic re-evaluation to assure that the District is
achieving the desired balance between the two priorities: building
the Board Fund and meeting community needs.

What Would Trigger Paramount Default?

The lease specifies that any of the following situations would
constitute Paramount Default by MPHS/Sutter of their
responsibilities under the lease:

° A payment default by Sutter under the Sutter Health Master
Indenture, yielding a lien on the new Peninsula Hospital

facility

o Sutter Health or MPHS becomes insolvent or files for
dissolution



MPHS expresses in writing its repudiation of its obligation
to operate the facility, or is “unable” to operate the hospital

Sustained closure of substantially all of the facility (other
than due to force majeure events).

The likelihood of any of these events occurring may vary
significantly over the 50-year life of the lease in response to a
variety of local and national health care market forces and federal
and state legislative, regulatory and payment policy initiatives.
The District should monitor the following indicators of the risk of
Paramount Default:

Sutter Health becomes less credit-worthy (e.g., Obligated
Group debt is downgraded)

MPHS is not complying with (any) lease terms (which could
be a leading indicator of financial distress)

MPHS requests (or requires) District support to maintain a
core service {which also could indicate strained finances)

Capital spending at Peninsula Medical Center is greater than
anticipated (either for the current project or in years 25-50 of
the lease)

Capital spending in years just before year 25 of the lease is
unusually low (so that spending is deferred until the year
that the District becomes obligated to reimburse MPHS for
that spending) at lease end

As discussed above, the resources that the District will need to
muster in the case of Paramount Default also vary significantly
over the life of the lease. For these reasons, we recommend that the
District should review annually both the credit-worthiness of Sutter
and MPHS (as the best indicator of the risk of Paramount Default)
and the District’s obligations under the lease (the Fair Market
Value, Net Book Value and working capital requirements discussed
above).

10
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Data sources for the review of Sutter Health and MPHS include:
bond rating agencies (Standard & Poors or Moodys, which publish
ratings for tax exempt healthcare organizations), financial
statements and performance reports provided by MPHS to the
District, and financial reports available through OSHPD that
portray the financial performance of the hospital and of all/any
Sutter Health facility. If those documents indicate that the hospital
or a majority of Sutter Health facilities are incurring sustained
operating losses, risks of defauli increase. Sutter Health also has a
practice of publishing audited financial statements on its corporate
website, so those reports also can be reviewed. Examining Sutter-
wide debt service coverage ratios, margins, investment reserves,
and other metrics would be instructive.

Recommendations Summary

In summary, we recommend that the Board take four actions as
integral elements of its financial policy:

1) Implement one of the three Financial Strategies described
above, toward a target set initially of having $500 million
available (Board Fund + bonds). In particular, we
recommend the strategy of setting the operating budget
for each fiscal year as 10% of the prior year’s Bond Fund
balance.

2) Conduct an annual review of risks associated with
Paramount Default and of projected obligations under
the lease, and adjust the financial policy target and
financial strategy accordingly

3) Assure that investment management expertise is
available on an ongoing basis, as the Board Fund grows
over time. This will be important not only as a matter of
fiduciary responsibility, but also because maintaining
growth in the District’s funds available for investment in
community health improvements increasingly will be
driven by investment earnings.

11



4} Monitor risks of paramount default by reviewing
annually the types of indicators discussed above.

We would be pleased to answer any questions that you or the
Board may have about this analysis of the District's options for
balancing its responsibilities for preserving Peninsula Hospital and
for investing in improvements in health of the residents of the
District. We wish you success in both.

Sincerely,
Keith W. Hearle

President
Keith.Hearle@Veriteconsulting.com

12
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BEFORE THE BOARD OF DIRECTORS OF THE

PENINSULA HEALTH CARE DISTRICT

RESOLUTION TO ESTABLISH SPECIAL BOARD LONG TERM FINANCIAL POLICY TO
IMPLEMENT DISTRICT STRATEGIC PLAN OF 2007 AND ASSURE PRESERVATION OF

PENINSULA HOSPITAL / # 2007 - 01

WHEREAS, following voter adoption of Measure V, in August 2006, and approvall
thereby of construction of the new Peninsula Hospital, the District Board of Directors
began a strategic planning process to address the expanded role of the District as
landlord, as well as its role in hospital services oversight, in real estate development
and management, as a potential provider of health services, and as a coniributor and
partner in local healthcare charitable services; and

WHEREAS, the District Board of Directors’ strategic planning process focused on
the need to identify the healthcare needs of the communities it serves, to determing to
what extent these services were being met, and to determine how the District could best
assure better health for the residents of the District; and

WHEREAS, to ensure broad public input and key stakeholder involvement in the
District’s strategic planning process, the Board held five open strategic planning
meetings over a six month period, aided by the submission to the Board and public by
District consultants of substantial background information, data and findings, and
recommendations addressing the present and future status of the health of the
community and the current provision of health services from private and governmental

sector providers; and

WHEREAS, an integral aspect of the Board’s strategic planning process focused
on the District’s long term role under the Agreements with Mills-Peninsula Health
Services and Sutter Health, as approved by the voters, in assuring the preservation and
on going operations of the Hospital and its emergency and other core services should
the operator default and fail to continue operations; and

WHEREAS, on August 23, 2007, the Board of Directors adopted the 2007 —~ 2010
Strategic Plan, as presented and documented, and thereupon determined the negd ’gq
adopt a strategic long term Financial Policy to balance two ongoing, competing priorities

identified in the Strategic Plan:

B Building a Board Strategic Fund to assure that the District can
meet its responsibilities to preserve Peninsula Hospital and certain core services both
during the term of the lease and at lease end, and



B Making a meaningful current impact on improving the hea_l‘th
status of District residents and meeting critical healthcare needs of the communities
served by the District, and

WHEREAS, after further study and public input, and after exiensive economic
modeling and the receipt of recommendations from the District’s strategic planning and
financial consuliants, the Board has concluded that by building a substantial Board
Strategic Fund the current and future Boards will retain all options for the future
preservation of the Hospital and its core services, thus assuring that the Hospital
remains a viable and effective community health asset.

NOW, THEREFORE, the Board of Directors of the Peninsula Health Care District
hereby resolve:

1. That the District Board establish a target of accumulating approximately
$500 million by the end of the lease, and that the District plan to have a “debt to
capitalization ratio” that does not exceed 50 percent, e.g., debt of $250 million and a
Board Fund of an equal amount be targeted as the amount needed to acquire Hospital
assets and to fund working capital either during the lease (in the event of paramount
default under the Agreements) or at lease end.

2. That to meet the above established target, the Board adopt “Option 1" as
presented by its strategic and financial consultants in conjunction with the Strategic Plan
and thereupon establish a budget policy whereby the Board annually budget for current
operations, including community health services, at a sum representing approximately
10 percent of the prior year-end Board Strategic Fund balance (the financial--i.e., cash
reserves--and real estate assets the Board designates as its Board Strategic Fund
accumulation), with remaining net income devoted to Fund building.

3. That the District conduct an annual (or periodically as deemed prudent)
review of risks associated with operations of the Hospital and its oper_ator’s vnabllzty,.
along with the District's projected obligations under the lease, and adjust the financial

policy target and financial strategy in place accordingly.

4. That the Board and Management assure that investment management
expertise is available on an ongoing basis.
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PASSED AND ADOPTED this 13th day of December, 2007, by the
following votes:

AYES: 4
NQOES: 0
ABSENT: 1

- /‘\ r—j
N ﬁéf ..%’ﬁ@/ﬂ]

Secretary of the Board of D}ﬁcfors of the
Peninsula Health Care District

Chair of #he Board of Directors of the
Peninsula Health Care District

PO120001/615073-1





