HAWAII HEALTH SYSTEM

C O R P O R A T I O N

"Touching Lives Everyday”

January 11, 1999
CF(0-99-003

The Honorable Benjamin J. Cayetano
Governor of Hawaii

Office of the Governor

State of Hawaii

Honolulu, Hawali 96813

Dear Governor Cayetano:

We appreciate the opportunity to submit the annual report of the Hawaii Health Systems
Corporation (HHSC) to the Legislature of the State of Hawaii. Thanks to the hard work of our
employees, medical staff, advisors, Board of Directors, union partners, and many other
stakeholders, coupled with support from our legislators, we have had many successes this past
year, resulting in a FY "98 audited accrual loss of $17.7 million compared to audited losses of
$46 million, $35 million, and $31 million for the previous three respective FYs of "97, %6, and
'95. We are also making major headway reducing our outstanding accounts receivable to levels
that approximate aggressive health care standards. In addition, HHSC has established a world
class telemedicine system, including full motion video, throughout all of our facilities that allows
us access to all other major facilities in Hawaii and also to other nations in the Pacific Rim, the
U.S. Mainland, and beyond. These dramatic operational improvements and leveraging of
technology have been accomplished through partnership in the State of Hawaii Telehealth
Access Network (STAN). Thus, HHSC has actually enhanced services, through improved
quality, access, cost, and customer focus on the care we provide to the communities we serve.

HHSC is a public hospital system and, as such, depends heavily on input and support
from our local communities. Hundreds of community volunteers State-wide donate nearly
100,000 service hours to our facilities. Attached is a by-facility report that details the donations
of time and money from our communities in support of our facilities. In accordance with H.R.S.
Section 323F-22, we are pleased to enclose optional annual reports from all five of our Public
Health Facility Management Advisory Committees (PHFMACs): East Hawaii, West Hawaii,
Maui, Kauai, and Oahu. The continuing advise and support of the PHFMACs and our
Physicians Advisory Group (PAG), which has also submitted an annual report, are tremendously
important to the successful functioning of our system.

In addition to the significant operational improvements that HHSC has achieved in the

fiscal year ending June 30, 1998, we also significantly improved financial management and
accounting throughout the corporation. For the previous fiscal year ending June 30, 1997, the
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system received qualified audit opinions, with a significant number of material weaknesses being
noted. The audit report enclosed, in accordance with H.R.S. Section 323F-22, for the fiscal year
ending June 30, 1998, is an ungualified audit opinion (what can be referred to as a “clean audit”),
with no material weaknesses being reported at the Corporate level or for any of our twelve
individual facilities (with the exception of Year 2000 issues now noted on all governmental
entity audits). The awarding of a corporate-wide audit contract to a single contractor has
standardized the evaluation of our facilities and has resulted in a plainly stated report that clearly
delineates the fiscal status of HHSC and its individual facilities.

Enclosed for your additional reference is An Introduction and Overview of the Hawaii
Health Systems Corporation that discusses the accomplishments of the system over the past year
and describes the challenges still facing us.

If you have any questions, please call me personally at 733-4151.

Most sincerely,

ENA I

THOMAS M. DRISKILL, JR.
President and Chief Executive Officer
Hawaii Health Systems Corporation

Enclosures:

1. HHSC Facility Community Support

2. PHFMAC Reports for East Hawaii, West Hawaii, Maui, Kauai, and Oahu

3. PAG Report :

4. Annual Audit Report: Financial Statements and Supplemental Information for the Year
Ended June 30, 1998 and Independent Auditors’ Reports

5. An Introduction and Overview of the Hawaii Health Systems Corporation
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HHSC FACILITY COMMUNITY SUPPORT

Community support has played an integral role in enhancing the mission of the Hawaii
Health Systems Corporation (HHSC); each community is diligently working together
with HHSC to ensure the continuance of quality heaithcare provided by its respective
facility. Numerous community groups and individuals have generously contributed their
time and expertise to serve the health needs of their respective communities. There are
close to 1,000 active volunteers who contribute nearly 100,000 volunteer service hours

each year for the combined facilities. Community improvement projects include:

EAST HAWAII REGION

Hilo Medical Center

® 200 active volunteers

Nearly 23, 400 volunteered service hours each year
° HMC Auxiliary raises $25,000 annually

o Hilo Medical Center Foundation

Raised, since inception, more than $69,000 via community
contributions and grants

Hale Ho’ola Hamakua

° 23 active volunteers

Nearly 6,150 volunteered service hours each year

Kau Hospital

® 10 active volunteers

Nearly 1,050 volunteered service hours each year

® Sun Deck Project

* Donated materiais and labor - $15,000 est. project cost




WEST HAWAII REGION

Kona Community Hospital

® 24 active volunteers
° Nearly 3,550 volunteered service hours each year
® Birthing Unit Renovation Project
. Community donations — Over $200,000 raised
o Kona Community Health Fair — Over $10,000 raised
® Cable Television Service - $4,000 value donated by Sun Cable
® Adopt-A-Room Renovation Project
¢ Supplies and man-hours donated to repaint over 30 rooms
Kohala Hospital
® 45 active volunteers
° Nearly 3,000 volunteered service hours each year
© Employee Parking Lot Project
. Free labor. donated equipment and materiatl - $6,000
®  Emergency Room Renovation Project
* $3,000 furnishing purchase by Kohala Advisory Committee
® Sidewalk Stripping Project
° Donated time and labor of Kohala Eagle Scouts - $500
®

Auxiliary Medical Equipment Purchases — over $7,500




KAUAI REGION

B  Kauai Veterans Memorial Hospital

® 21 active volunteers

Nearly 1,425 volunteered service hours each year
¢ Auxiliary raised more than $123,800 in 1998
® Auxiliary Gift Shop Project

Donated labor, equipment and material - $6,000

® KVMH Foundation

¢ Nine-member committee formed

= Samuel Mahelona Memorial Medical Center

® 38 active vounteers

Nearly 11,700 volunteered service hours each year
¢ Auxiliary raises more than $15,000 annually
* $4,000 donates from AlohaCare

® Pavilion Awning Project
. Donated materials - $5,000 est. project cost

® Long-Term Care Upgrading and Refurbishing

° Donated materials - $9,.000 est. project cost (on-going)




MAUI REGION
B  Maui Memorial Medical Center
@ 119 active volunteers
* Nearly 18,000 volunteered service hours each year
° Auxiliary raises more than $50,000 annually
. ® MMMC Charitable Foundation
. $1,500 donation for cancer treatment support

- $500 donation from Patterson Maternal & Child Fund

| Kula Hospital
® 48 active volunteers

o Nearly 5,650 volunteered service hours each year

B  Lanai Community Hospital
L 20 active volunteers

. Nearly 750 volunteered service hours each year

OAHU REGION
@  Leahi Hospital
® 345 active volunteers

° Nearly 14,200 volunteered service hours each year




B  Maluhia
@ 62 active volunteers
° Nearly 10,900 volunteered service hours each year

° Gift Shop raises more than $10,000 per year
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Maui Region Public Health Facility Management Advisory Committee
Hawaii Health Systems Corporation
Annual Report to the Hawaii State Legislature
December, 1998

Thank you for the opportunity to provide this report. We have been extremely
impressed with the new Chief Executive Officer of the Hawaii Health Systems
Corporation (HHSC), Thomas Driskill, Jr. Mr. Driskill has been a savior to the
Corporation and the Board of Directors.

The Maui MAC has seen over-all system wide improvements in various areas of
operations. The MAC is now a recognized body to the Board and able to provide
input. The make up of the Board of Directors is now more equitable. The
Physician’s Advisory Group (PAG) was created and has provided positive
networking between the medical staff and HHSC leadership. Currently, the PAG
Board member is appointed by the Executive MAC, this should be re-visited,
appointment should be made by the Physician’s Advisory Group. The
Corporation has done well making the system financially viable. Days in
accounts receivable have improved considering the National average subsidy of
15% and HHSC receiving just 5% subsidy.

There will always be a need for legislative support especially for the long-term
care facilities that cannot generate the income necessary to survive. We ask that
you consider 10% State funding to ensure quality care and services. Act 262
mandates the provision of care to the community without any changes to current

services making it impossible to function, and provide services, without legislative
support.

I have attached a listing of the Capital Improvement Projects needed for the Maui
Region for your consideration. Additionally, we are hopeful that funding will be
provided for the pay raise that was granted prior to the formation of HHSC. T

Respectfully Submitted:

Herbert Sakakihr;zra
Maui Region MAC Chairman




East Hawaii PHFMAC
Hawaii Health Systems Corporation
‘ December, 1998

Annual Report: To the Hawaii State Legislature:

Thank you for the opportunity to say a few words. This past year has continued
to be a learning experience for the volunteer members of the MAC. We are not
only learning what issues we should and should not be involved in, but we are
learning about the process of change that occurs when a government run
agency turns into a private run one.

We see some over-all, system wide improvements in many areas of operation.
Accounts receivable time shortened, contractual matters handled more
efficiently, huge savings in combined purchases and other such matters. At the
same time, we see the difficulty of trying to accomplish this, while continuing
to provide health services, particularly in the rural areas. It is quite a challenge
you have laid before HHSC....that is to be more efficient, while at the same
time, continuing to provide the services as before. Rural areas have become
accustomed to having these services provided in a certain manner, and it will
take much discussion and education on everyone’s part to change the manner
in which it is delivered.

The Legislature needs to understand that there will always be a need for some
subsidy because of the facilities, particularly long term care, that cannot
generate the income necessary to run them at a break even point.

We see the HHSC employees still in a period of transition. They are not fully - *°
private yet and still subject to the “old” State rules and while there is some
betterment’s under the new personnel rules it is understandable that the
employees want the security provided by the State rules.

There are many local, issues that have come up and have been handled in ways,
some of which was fine, and others, needed to be improved. We have chosen
not to get into these in this report. We do feel that progress has been made, but
there are many hurdles yet to cross and overcome.

AUy

Robert E. Cooper, Chair
East Hawaii MAC
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WEST HAWAII PUBLIC HEALTH FACILITY
MANAGEMENT ADVISORY COMMITTEE

REGIONAL INPUT FOR ANNUAL REPORT
TO THE LEGISLATURE
DECEMBER 1998

The West Hawaii Regional MAC is responsible for representing the community in
an advisory capacity to the CEO of the Hawaii Health Systems Corporation (HHSC)
which pertains to the health and safety of the residents and visitors who utilize the Kona
Community Hospital and the Kohala Hospital. This includes the formulation of
operational and CIP budgets, planning, construction, improvement, maintenance and
operation of the public health facilities mentioned above.

We meet every month as a region and are utilizing the videoconference capabilities
of the hospitals, which is working very well and eliminates hours traveling by car between
Kohala and Kona for the meetings.

The chairs of the five regionai MACs meet every month and appreciate the
amendments made to ACT 262 last Legislative Session which included appointment of
the Chair of the Executive MAC te the HHSC corporate board,

It should be noted that the West Hawaii Region is larger than the istands of Kauai,
Oahu and Maui combined and this contributes to the “rural” atmosphete and isolation felt
by the residents. However, their comfort zone is knowing that these two public health
facilities are open and available to them. ST

It 13 our observation that the HHSC is working very hard to live within budget, but
two factors require continued financial support from the legislatare:

1) Aging facilities which must be upgraded and maintained;

2) Civil Service and union employees which involves workman compensation
residuals, retirement benefits, negotiated pay raises and sick leave
allowances.

Because the corporation has no control over these two factors it is our

recommendation that keeping the state facilities open and availabie must be 2 top priority,

provided that the corporation continues to exercise tight fiscal integrity.
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We are also concerned about the impact of Y2K and how that will affect the ability
of the hospitals to function if the federal, state, county and private computer systems are
not ready for the year 2000,

We would like to request that the legislature look at the recent HMSA multi-
million doflar rebate which was given back to employers but got to providers. Since
HMSA is the major financial player for health reimbursement in the state, it would appear
that if the rebate were given to providers, it could lower the cost of care to the public and
also lower the financial support needed for the state hospitals. Are the HMSA. premiums
too high, or the reimbursement to providers too low? How does this affect health care?

The West Hawail MAC has been involved with numerous activities, i.e., Kona
Community Health Fair, sponsored by Kona Community Hospital and Hospital Auxiliary,
which are helping the residents to become more aware that the state facilities need their
support.

We do appreciate the support and compassion of the legisiature for the continued
operation of the state hospital facilities. We would be happy to provide more details
or meet with you at your request.

Alcha a mui loa,

Juie—
Virginia Isbell

Chair, West Hawaii Regional MAC
P.O. Box 926 - Kealakekua, Hi. 96750
Phone 323-2565 FAX 323-2920
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Public Health Facilities Management Advisory Committee Annual Report
1998

At the close of FY 97-98 HHSC is a much different organization than it was at its
inception. A corporate identity and structure is evolving, that we in the PHFMAC Kaua'i
Region believe will allow HHSC, to effectively manage the fifth largest hospital system
in the nation. This system generates approximately 95% of its operating budget. It
provides an acute care medical infrastructure for the residents and visitors of Kaua'i,
Lanai, Maui and Hawai'i, encompassing 85% of the area of the state. PHFMAC Kaua'i
sees the impact of HHSC facilities extending beyond medical services. Indeed the West
Kauai Medical Center / KVMH and Samuel Mahelona Hospital are seen as essential and

not optional parts of the infrastructure necessary for continued economic development in
the communities of Kaua'i.

The PHFMAC Kaua'i is confident, in its judgment, that its facilities have undertaken
and accomplished all the measures necessary to minimize the costs of providing service.
Regionalization accomplished in FY' 97-98, promises to further enhance savings, through
staged consolidation of shared administrative functions. However, there are a number of
labor and other issues, beyond HHSC control, that the legislature will need to resolve or
ametliorate in this next session, in order for HHSC to move quickly on the road to self-
sufficiency. Our communities are well aware of the fiscal constraints faced by the State
of Hawaii. Its also clear that cost cutting and cost shifting alone will not make HESC

self sufficient. Revenue improvement is essential and quality of service cannot be
compromised.

The 1998 legislative session should have made it clear that neighbor island citizens
can be highly motivated and united when the issues, goals and actions needed are clear.
Sensing a real threat to the continuation of services at KVMH and SMMH, community
members created the Coalition to Preserve Rural Health Care, that grew to include
communities statc wide served by HHSC facilities. They were successful in maintaining
legislative oversight of HHSC in the area of change of medical service and in securing R
support for needed HHSC funding. In addition, legislation was accomplished that
allowed the addition of a PHFMAC member and PAC (Physicians Advisory Committee)
member on the HHSC board. The ability to articulate community concerns and priorities
and have physician input on clinical issues will allow HHSC to respond more guickly and
effectively to the needs of the community and changing economics.

In 1996, it became clear to West Side communities that they would have to develop
their own plan of action to turn things around for itself and its hospital. A plan gradually
evolved, initiated by the Community Advisory Board of KVMH. The plan created a
community based physicians group focused on the development and enhancement of
primary care services in the community. Financing for the project was accomplished
with a one-million dollar loan taken by the West Kaua'i Community Development,
secured by its tangible assets and guarantees by HHSC and the USDA. The Ohana
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Physicians Group was selected by the West Kaua'i CDC to provide physician services for
the project. We expect full implementation in the next 12 months.

A needs assessment subsequently revealed that Kaua'i residents wanted more
primary medical services available in their communities. Plans were implemented to
develop a primary care clinic at SMMX, to take advantage of this opportunity. Other
services and alliances with the Kaua'i Region include the St. Francis dialysis unit at the
West Kana'i Medical Center and projects with the Rehabilitation Hospital of the Pacific
and Clinical Laboratories. The acquisition of full time radiology at KVMH has allowed
imaging service development beyond routine plane film to CT scan, mammography and
fluoroscopy. The radiology coverage now includes SMMH. The professional staff and
community continue to seek opportunities to improve and expand services for the
community. Having ones back against the wall is good for innovation.

The business communify of West Kaua'i has become more proactive in its support of
the West Kaua'i Medical Center/KVMH. Key businesses have chosen their cmployee
health coverage provider based not only on the quality of benefits, but also because
KVMH is the preferred provider. Businesses and the community understand that quality
medical services impact economic development as well as health.

The Kaua'i Region of HHSC continues to make strides in the improvement of its
fiscal position while improving the quality of the services it provides. The bottom line
today is not where many would like it. However investment in the groundwork being
laid will soon make that objective a reality. The PHFMAC Kaua'i supports the Kauai
Regions innovative strategies that will make it an even more valued part of HHSC.
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Hawaii Health Systems Carporation
Physician's Advisory Group
Annual Report to Hawaii State Legislature
1998 In Review

This past year, the elected Physician ieaders of the HHSC Physician's Advisory Group

contributed as a medical consultation body for a variety of medical related issues. These
included:

Corporate Strategic Planning.

Standardization of inventory and pharmaceuticals for cost savings.
System-wide immunization requirements for health care workers.
System-wide sharing of emergency anti-HIV medication.

Centralized credentials verification.

Interhospital peer review (which especially benefits our more rurat facilities).
Potential for participation in altemative health care modalities.

Redesign of emergency transport services.

Clinical applications of our telemedicine system.

V0N L AW

1998 saw a major stride by HHSC in increasing the involvement of key stakceholders including
physicians, union employees and the community. There has been an improved understanding by
the legislature of what HHSC stands for and where it is going through strategic planning. For the
first ime, a practicing physician from our medical staff was appointed to the HHSC Board of
Directors. As physicians, we hope that in 1999 the mission, vision and goals of HHSC wiil be
shared not only by our physician leaders, but by all of our 360 plus medical staff membership.

We would like to thank CEO Tom Driskill, his Executive Management Tcam, the Regional

CEOs and their administrative staffs, and the Regional Management Advisory Committees for . - -
heir coilaboration and support in 1998. We look forward to 1999.

Sincerely

T Ml

Anthony Manoukian, M.D.
HHSC Physician's Advisory Group
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HAWAII HEALTH SYSTEMS CORPORATION

INTRODUCTION

PURPOSE OF THE REPORT

The purpose of this report is to present the financial statements of Hawati Health Systems Corporation (HHSC)

as of and for the year ended June 30, 1998 and the independent auditors’ report thereon.

SCOPE OF THE AUDIT

The audit was required to be performed in accordance with generally accepted auditing standards and

Government duditing Standards. Those standards require that the auditors plan and perform the audit to

obtain reasonable assurance about whether the financial statements are free of material misstatement.

ORGANIZATION OF THE REPORT

This report on the financial statements is divided into three sections:

+  The first section presents this introduction.

* The second section presents the financial statements of HHSC as of and for the year ended June 30, 1998
and the independent auditors’ report thereon. This section also presents supplemental financial
information.

*»  The third section presents the independent auditors’ report in accordance with Government Auditing
Standards on HHSC’s internal control structure and compliance with laws and regulations.




INDEPENDENT AUDITORS’ REPORT

Board of Directors of Hawaii Health Systems Corporation:

‘We have audited the accompanying statement of financial position of Hawaii Health Systems
Corporation (HHSC) as of June 30, 1998, and the related statements of operations - unrestricted funds,
changes in fund balances, and cash flows - unrestricted funds for the year then ended. These financial
statements are the responsibility of HHSC’s management. Our responsibility is to express an opinion on
these financial statements based on our audit.

Except as discussed in the following paragraph, we conducted our audit in accordance with generally
accepted auditing standards 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 financial statements
are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audit provides a reasonable basis for our opinion.

Governmental Accounting Standards Board Technical Bulletin 98-1, Disclosures about Year 2000
Issues, requires disclosure of certain matters regarding the year 2000 issue. HHSC has included such
disclosures in Note 9. Because of the unprecedented nature of the year 2000 issue, its effects and the
success of related remediation efforts will not be fully determinable unti] the year 2000 and thereafter.
Accordingly, insufficient audit evidence exists to support HHSC’s disclosures with respect to the year
2000 issue. Further, we do not provide assurance that HHSC is or will be year 2000 ready, that
HHSC’s year 2000 remediation efforts will be successful in whole or in part, or that parties with which
HHSC does business will be year 2000 ready.

In our opinion, except for the effects of such adjustments, if any, as might have been determined to be
necessary had we been able to examine evidence regarding year 2000 disclosures, such financial
statements present fairly, in all material respects, the financial position of HHSC at June 30, 1998 and
the results of its operations and the cash flows of its unrestricted funds for the year then ended in
conformity with generally accepted accounting principles.

As discussed in Note 1, in fiscal 1997, the administration of the facilities that comprise HHSC was
transferred from the State Department of Health — Division of Commuaity Hospitals (State) to HHSC.
As of June 30, 1998, negotiations between the State and HHSC relating to the transfer of assets and
hiabilities (including amounts due to the State) were on-going. Accordingly, the assets, liabilities and
fund balances reflected in the accompanying statement of financial position at June 30, 1998 may be
significantly different from those eventually included in the final settlement.




Our audit was conducted for the purpose of forming an opinion on the basic financial statements taken
as a whole. The supplemental information on pages 18 and 19 is presented for the purposes of
additional analysis and is not a required part of the basic financial statements. The supplemental
combining schedules on pages 20 through 22 are presented for the purpose of additional analysis of the
basic financial statements rather than to present the financial position and results of operations of
individual facilities, and are not a required part of the basic financial statements. This supplemental
information is the responsibility of HHSC’s management. Such information has been subjected to the
auditing procedures applied in our audit of the basic financial statements and, in our opinion, is fairly
stated in all material respects when considered in relation to the basic financial statements taken as a
whole.

In accordance with Government Auditing Standards, we have also issued a report dated November 23,

1998 on our consideration of HHSC’s internal control over financial reporting and our tests of its
compliance with certain provisions of laws, regulations, contracts and grants.

November 23, 1998




HAWAII HEALTH SYSTEMS CORPORATION

STATEMENT OF FINANCIAL POSITION
JUNE 30, 1998

ASSETS

CURRENT ASSETS:
Cash and cash equivalents

On deposit with State of Hawaii
On deposit with banks and on hand

Total cash and cash equivalents

Patient accounts receivable - less allowances of $68,574,063 for contractual
adjustments and doubtful accounts
Supplies and other current assets

Total current assets
PROPERTY, PLANT AND EQUIPMENT - Net (Note 3)
ASSETS LIMITED AS TO USE (Notes 1 and 8)
TOTAL

LIABILITIES AND FUND BALANCES

CURRENT LIABILITIES:

Accounts payable and accrued expenses
Accrued vacation

Accrued workers' compensation liability (Note 7)
Estimated third-party payor settlements

Patients' safekeeping deposits

Capital lease obligations - current portion (Note 4)
Other current liabilities

Total current liabilities
CAPITAL LEASE OBLIGATIONS - Less current portion (Note 4)
DUE TO STATE OF HAWAII

Total liabilities
FUND BALANCES:

Unrestricted:
Board-designated (Note 8)
Other

Total unrestricted

Restricted

Total fund balances

TOTAL

See notes to financial statements.

3,948,952

14,824,070

18,773,022

39,195,319

6,357,801

64,326,142
144,071,470

4,792,454

$213,190,066

$ 17,254,294
16,794,576
20,000,000

7,551,350
421,917
1,702,965

1,419,157

65.144259
2,647,083

20,115,465

87,906,807

3,000,000
120.912.722

123,912,722

1,370,537
125,283,259
$213,190,066




HAWAII HEALTH SYSTEMS CORPORATION

STATEMENT OF OPERATIONS - UNRESTRICTED FUNDS
YEAR ENDED JUNE 30, 1998

OPERATING REVENUES:

Net patient service revenues (Note 5)
Other

Total operating revenues

OPERATING EXPENSES:
Salaries and benefits
Medical supplies and drugs
Purchased services (Note 5)
Professional fees
Depreciation and amortization
Other supplies
Provision for doubtful accounts
Interest
Other

Total operating expenses
LOSS FROM OPERATIONS
NONOPERATING REVENUES (EXPENSES):
Appropriations from the State of Hawaii

Write-off of investment in Hana Medical Center

Subsidy to Hana Medical Center
Other - net

Nonoperating revenues - net

EXCESS OF EXPENSES OVER REVENUES

See notes to financial statements,

$218,936,675

2817224

221,753,899

141,713,737
20,395,242
16,925,228
15,369,996

9,760,293
9,306,298
8,324,675
506,602
17,977.881

240,279,952

(18,526,053)

12,912,012
(1,326,095)
(923,988)

2,115,963

12,777,892 . . -

$ (5,748,161




HAWAII HEALTH SYSTEMS CORPORATION

STATEMENT OF CHANGES IN FUND BALANCES
YEAR ENDED JUNE 30, 1998

UNRESTRICTED FUNDS:
Balance, beginning of year, as previously reported
Prior-period adjustments, primarily workers' compensation liability (Note 10)

Balance at beginning of year, as restated
Excess of expenses over revenues
Property, plant and equipment contributed by State of Hawaii (Note 3)

Balance, end of year
RESTRICTED FUNDS:
Balance, beginning of year
Restricted contributions
Transfers to unrestricted funds

Balance, end of year

See notes to financial statements.

$

127,779,540

(3,896.926)

118,882,614
(5,748,161)

10,778,269

$

$

123,912,722

458,746
1,213,765

(301,974)

8

1,370,537




HAWAII HEALTH SYSTEMS CORPORATION

STATEMENT OF CASH FLOWS - UNRESTRICTED FUNDS
YEAR ENDED JUNE 30, 1998

OPERATING ACTIVITIES:
Loss from operations
Adjustments to reconcile loss from operations to net cash used in operating
activities:
Depreciation and amortization
Provision for doubtful accounts
Loss on sale of property
Change in operating assets and liabilities:
Receivables
Supplies and other current assets
Assets limited as to use

Accounts payable, accrued expenses, and other labilities
Accrued vacation

Accrued workers' compensation liability

Estimated third-party payor settlements
Other

Net cash used in operating activities

NONCAPITAL FINANCING ACTIVITIES:
Appropriations from the State of Hawaii
Subsidy to Hana Medical Center
Other nonoperating revenues - net

Net cash provided by noncapital financing activities

CAPITAL AND RELATED FINANCING ACTIVITIES:
Interest income
Capital expenditures
Repayments on capital lease obligations

Net cash used in capital and related financing activities

NET DECREASE IN CASH AND CASH EQUIVALENTS
CASH AND CASH EQUIVALENTS, BEGINNING OF YEAR

CASH AND CASH EQUIVALENTS, END OF YEAR

SUPPLEMENTAL CASH FLOW INFORMATION:
Interest patd, primarily on capital lease obligations
Non-cash financing and investing activities:
+ Construction completed and in progress contributed by the State of Hawaii
* Interest capitalized on construction projects
* Equipment acquired under capital leases
* Write-off of investment in Hana Medical Center

See notes to financial statements.

$(18,526,053)

5,760,293
8,324,675
113,004

(2,084,296)
(1,709,544)
(3,000,000)

2,526,313
964,924

2,861,165

(6,905,299)
(23.571)

(7,668,389)
12,912,012

(923.988)
1,223,781

13,211,805

509,468
(4,611,504)
(2.280,833)

(6,382,869)
(839,453)
19,612,475

$ 18,773,022

§ 506,602

10,778,269
382,714
449,244

1,326,095




HAWAII HEALTH SYSTEMS CORPORATION

NOTES TO FINANCIAL STATEMENTS
YEAR ENDED JUNE 30, 1998

1. ORGANIZATION

Hawaii Health Systems Corporation (HHSC) is a public body corporate and politic and an & rumentality
and agency of the State of Hawaii (State). HHSC is managed by a chief executive officer under the
control of an 11-member board of directors.

In June 1996, the Legislature of the State passed Act 262, S.B. 2522. The Act transferred all facilities
under the administration of the Department of Health - Division of Community Hospitals to HHSC. The
facilities are as follows:

Hawaii County: Maui County:

Hilo Medical Center Maui Memorial Medical Center

Hale Ho’ola Hamakua Kula Hospital

Ka’u Hospital Lanai Community Hospital

Kohala Hospital

Kona Community Hospital Kauai County:

Kauai Veterans Memorial Hospital

City and County of Honolulu: Samuel Mahelona Memorial Hospital

Leahi Hospital

Maluhia

The Act became effective in fiscal 1997. Act 262 also amended a previous act to exempt all facilities

from the obligation to pay previously allocated central service and departmental administration expenses
by the State. .

HHSC is considered to be administratively attached to the Department of Health of the State of Hawaii, _
and a component unit of the State of Hawaii. The accompanying financial statements relate onlyto =~ ~
HHSC and the facilities and are not intended to present the financial position of the Department of Health,

the results of its operations, or the cash flows of its proprietary fund types in conformity with generally
accepted accounting principles.

Negotiations between HHSC and the State relating to the transfer of assets and assumption of liabilities
(including amounts due to the State) pursuant to Act 262 were continuing as of June 30, 1998.
Accordingly, the assets, liabilities and fund balances of HHSC reflected in the accompanying statement of
financtal position may be significantly different from those eventually inciuded in the final settlement.

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Basis of Accounting - HHSC uses the proprietary fund method of accounting, which recognizes revenues
and expenses on the accrual basis.

Financial Statement Presentation - The accompanying financial statements are presented in accordance
with the pronouncements of the Government Accounting Standards Board (GASB) and the American
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Institute of Certified Public Accountants audit guide for health care organizations. Pursuant to GASB
Statement No. 20, Accounting and Financial Reporting for Proprietary Funds and Other Governmental
Entities that Use Proprietary Fund Accounting, HHSC has elected not to apply the provisions of relevant
pronouncements of the Financial Accounting Standards Board issued after November 30, 1989,

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

Cash and Cash Equivalents - Cash and cash equivalents include short-term investments with original
maturities of three months or less. It also includes amounts held in the State Treasury. The State
Director of Finance is responsible for the safekeeping of all moneys paid into the State Treasury (cash
pool). HHSC’s portion of this cash pool at June 30, 1998 is indicated in the accompanying statement of
financial position as “Cash on deposit with State of Hawaii.” The Hawaii Revised Statutes authorize the
Director of Finance to invest in obligations of, or guaranteed by, the U.S. Government, obligations of the
State, federally-insured savings and checking accounts, time certificates of deposit, and repurchase
agreements with federally-insured financial institutions. Cash and deposits with financial institutions are
collateralized in accordance with State Statutes. All securities pledged as collateral are held either by the
State Treasury or by the State’s fiscal agents in the name of the State.

HHSC also has cash in financial institutions which is in excess of available depository insurance
coverage.

Supplies - Supplies consist principally of medical and other supplies and are valued at the lower of first-
in, first-out cost, or market.

Praperty, Plant and Equipment - Property, plant and equipment are recorded at cost or estimated fair
market value at the date of donation. Donated buildings, equipment and land are considered additions to

the permanent capital of HHSC and, therefore, are credited directly to the unrestricted fand balance.
Equipment under capital leases is recorded at the present value of future payments. Buildings, equipment
and improvements are depreciated by the straight-line method over their estimated useful lives. Gains or =
losses on the sale of property, plant and equipment are reflected in other nonoperating revenues. Normal
repairs and maintenance expenses are charged to operations as incurred.

Depreciation and amortization is provided using the straight-line method over the estimated useful lives of
the assets.

HHSC’s capital improvement projects are managed by the State Department of Accounting and General
Services. The related costs are transferred to HHSC’s property, plant and equipment accounts as a
contribution of capital as costs are incurred.

Assets Limited as to Use - Assets limited as to use are restricted funds, board-designated funds, and
patient trust funds. Patient trust funds represent funds received, or property belonging to the facilities’
patients, that are held by HHSC in a fiduciary capacity as custodian. Receipts and disbursements of these

funds are not reflected in HHSC"s operations. In addition, such assets also include restricted
contributions.




Accrued Vacation and Compensatory Pay - HHSC accrues all vacation and compensatory pay at
current salary rates, including additional amounts for certain salary-related expenses associated with the
payment of compensated absences (such as employer payroll taxes and fringe benefits), in accordance
with GASB Statement No. 16, Accounting for Compensated Absences. Vacation is earned at the rate of
one and three quarters working days for each month of service. Vacation days may be accumulated to a
maximum of 90 days.

Net Patient Service Revenues - Net patient service revenues are recorded on an accrual basis in the
period in which the related services are provided at established rates, less contractnal adjustments.
HHSC, as a safety net provider, provides charity care to certain patients; the specific cost of such care is
not determinable for the year ended June 30, 1998.

HHSC has agreements with third-party payors that provide for payments at amounts different from their
gstablished rates. Payment arrangements include prospectively determined rates per discharge,
reimbursed costs, discounted charges, and per diem payments. Net patient service revenues are reported
at the estimated net realizable amounts from patients, third-party payors, and others for services rendered,
including estimated retroactive adjustments under reimbursement agreements with third-party payors.
Retroactive adjustments are recorded on an estimated basis in the period the related services are rendered
and adjusted in future periods as final settlements are determined.

The estimated third-party payor settlement accrual of $7,551,350 as of June 30, 1998 is based on
estimates, as complete information is not currently available to determine the final settlement amounts for
certain cost report years. Management has used its best efforts, judgment, and certain methodologies to
estimate the anticipated final outcome.

A summary of the payment arrangements with major third-party payors follows:

*  Medicare - Inpatient acute services rendered to Medicare program beneficiaries are paid at
prospectively determined rates per discharge. These rates vary according to a patient classification
system that is based on clinical, diagnostic and other factors. Inpatient non-acute services, outpatient
services and defined capital and medical education costs related to Medicare beneficiaries are paid
based upon a cost reimbursement methodology. HHSC is reimbursed at a tentative rate with final
settlement determined after submission of annual cost reports and audits thereof by the Medicare - ~ =
fiscal intermediary. The appropriateness of admissions are subject to an independent review by peer
review organizations under contract with HHSC. HHSC’s Medicare cost reports have been aundited
by the Medicare fiscal intermediary through fiscal 1996.

»  Medicaid - Inpatient and outpatient services rendered to Medicaid program beneficiaries are
reimbursed under a cost reimbursement methodology. HHSC is reimbursed at a tentative rate with
final settlement determined afier submission of annual cost reports and audits thereof by the Medicaid
fiscal intermediary. HHSC’s Medicaid cost reports have been audited by the Medicaid fiscal
intermediary through fiscal 1996.

»  Hawaii Medical Service Association (HMSA) - Inpatient services rendered to HMSA subscribers
are reimbursed at prospectively determined case rates for hospitalization or procedures performed.
The prospectively determined case rates are not subject to retroactive adjustment. In addition,
outpatient services and certain contracts are reimbursed on a discounted charges method basis.
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HHSC has also entered into payment agreements with certain commercial insurance carriers, health
maintenance organizations, and preferred provider organizations. The basis for payment under these
agreements includes prospectively determined rates per discharge, discounts from established rates, and
prospectively determined daily rates.

Donations - Restricted donations are recorded as additions to restricted funds. Resources restricted for
specific operating purposes are transferred to the unrestricted fund and reflected as other operating
revenues to the extent expended by the unrestricted fund during the year. Funds which are restricted for
property expenditures are transferred from the restricted fund to the unrestricted fund to the extent
expended within the year.

Unrestricted donations are recorded as nonoperating revenues.

Contributed Services - Volunteers have made contributions of their time in furtherance of HHSC’s
mission. The value of such contributed services is not reflected in the accompanying financial statements
since it is not susceptible to objective measurement or valuation.

Bond Interest - HHSC reports as nonoperating expense the interest paid by the State for general
obligation bonds whose proceeds were used for hospital construction. A corresponding contribution from
the State is reported as nonoperating revenues. The bonds are obligations of the State, to be paid by the
State’s general fund, and are not reported as liabilities of HHSC.

Bond interest costs incurred on construction projects funded with State general obligation bonds are
capitalized during the construction period.

Risk Management - HHSC is exposed to various risks of loss from torts; theft of, damage to and
destruction of assets; business interruption; errors and omissions; employee injuries and illnesses; natural
disasters; and employee health, dental and accident benefits. Commercial insurance coverage is
purchased for claims arising from such matters. Settled claims have not exceeded this commercial
coverage in any of the three preceding years. The facilities are self-insured for workers’ compensation
and disability claims and judgments as discussed in Note 7.

Concentration of Credit Risk - Patient accounts receivable consists of amounts due from insurance - - - =
companies and patients for services rendered by facilities. The facilities grant credit without collateral to
their patients, most of whom are local residents and are insured under third-party payor arrangements.

The mix of receivables from patients and third-party payors at June 30, 1998 was as follows:

Medicare 22%
Medicaid 21
HMSA 14
Other third-party payors 22
Patients and other ’ : 21

100%
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3. PROPERTY, PLANT AND EQUIPMENT

At June 30, 1998, property, plant and equipment consisted of the following:

Land and land improvements § 2,807,345
Buildings and improvements 169,014,172
Major moveable equipment 47,894,842
Fixed equipment 17,166,682
Construction in progress 14,192 444
251,075,485
Less accumulated depreciation and amortization (107,004,015)
Property, plant and equipment - net $ 144,071,470

In 1998, the State Department of Accounting and General Services transferred property, plant and
equipment, including construction in progress, aggregating $10,778,269 to HHSC as a contribution of

capital.
4, CAPITAL LEASE OBLIGATIONS

The facilities lease equipment under capital leases which expire on various dates through fiscal 2004,
Future lease payments as of June 30, 1998 were as follows:

Year ended June 30:
1999 $ 1,994,771
2000 1,731,484
2001 675,414
2002 325,961
2003 162,607
Thereafter 8,392
Total future minimum payments 4,898,629
Less amount representing interest (548,581} -
Total capital lease obligations 4.350,048
Current portion (1,702,965)
Noncurrent portion $ 2,647,083

The cost of the leased equipment as of June 30, 1998 approximated $10,735,000, and the related
accumulated depreciation was approximately $6,371,000.

5. FACILITY-BASED TECHNICAL SERVICE AGREEMENTS

HHSC has facility-based technical service agreements relating to certain ancillary services, such as
pathology, laboratory, radiology, nuclear medicine, ultrasound, CT scan, anesthesiology, radiation
therapy and oncology. These arrangements are generally related to administrative services, clinical
personnel, space rental, and clinical services. Reimbursement arrangements vary by contractor and range
from fixed amounts per month to 100% reimbursements of the charges. Amounts charged by the
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contractors are included in operating expenses in purchased services and aggregated approximately $16
million during fiscal 1998.

In compliance with Medicare and Medicaid regulations, HHSC bills third-party payors for the services
provided to patients by the contractors. These billings are included in net patient service revenues.

HHSC charges the contractors for use of the premises, supplies and laundry. These amounts are included
in other operating revenues and aggregated approximately $1,530,000 during fiscal 1998.

EMPLOYEE BENEFITS

Defined Benefit Pension Plans

All full-time employees of HHSC are eligible to participate in the Employees Retirement System of the

State of Hawaii (ERS), a cost sharing, muitiple-employer public employee retirement system covering
eligible employees of the State and counties.

The ERS is composed of a contributory retirement plan and a noncontributory retirement plan. Eligible
employees who were in service and a member of the existing contributory plan on June 30, 1984, were
given an option to remain in the existing plan or join the noncontributory plan, effective January 1, 1985,
All new eligible employees hired afier June 30, 1984, automatically become members of the ‘
noncontributory plan. Both plans provide death and disability benefits and cost of living increases.
Benefits are established by State statute. In the contributory plan, employees may elect normal retirement
at age 55 with 5 years of credited service or elect early retirement at any age with 235 years of credited
service. Such employees are entitled to retirermnent benefits, payable monthly for life, of 2% of their
average final salary, as defined, for each year of credited service. Benefits fully vest on reaching five
years of service; retirement benefits are actuarially reduced for early retirement. Covered contributory
plan employees are required by State statute to contribute 7.8% of their salary to the plan; HHSC is
required by State statute to contribute the remaining amounts necessary to pay contributory plan benefits
when due. In the noncontributory pian, employees may elect normal retirement at age 62 with 10 years of
credited service or at age 55 with 30 years of credited service, or elect early retirement at age 55 with 20
years of credited service. Such employees are entitled to retirement benefits, payable monthly for life, of
1.25% of their average final salary, as defined, for each year of credited service. Benefits fully vest on ~ - =
reaching ten years of service; retirement benefits are actuarially reduced for early retirement. HHSC is

required by State statute to contribute all amounts necessary to pay noncontributory plan benefits when
due.

HHSC’s contributions to the ERS for the years ended June 30, 1998, 1997 and 1996 approximated

£14,552,000, $12,918,000, and $12,755,000, respectively, equal to the required contributions for each
year.

The ERS issues a publicly available financial report that includes financial statements and required
supplementary information. That report may be obtained by writing to the Employee Retirement System,
201 Merchant Street, Suite 1400, Honolulu, Hawaii 96813-2929 or by calling (808) 586-1660.
Post-Retirement Health Care and Life Insurance Benefits

In addition to providing pension benefits, the State of Hawaii Public Employees Health Fund provides

certain health care (medical, prescription drug, vision and dental) and life insurance benefits for retired
employees. Contributions are based upon negotiated collective bargaining agreements and are limited by
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State statute to the actual cost of benefit coverage. HHSC pays for 100% of these benefits for employees
who have at least 10 years of service. HHSC’s share of the cost of these benefits is pro-rated for
employees with less than 10 years of service. HHSC also reimburses Medicare expenses of retirees and
qualified spouses (through the State of Hawaii) who are at least 62 years of age and have at least 10 years

of service. HHSC’s post-retirement benefits expense approximated $6,273,000 for the year ended
June 30, 1998,

Sick Leave

Accumulated sick leave as of June 30, 1998 was approximately $26 million. Sick leave accumulates at
the rate of 14 hours for each month of service, as defined, without limit. Sick pay can be taken only in the
event of illness and is not convertible to pay upon termination of employment. Accordingly, no liability
for sick pay is recorded in the accompanying financial statements.

COMMITMENTS AND CONTINGENCIES
Professional Liability

HHSC maintains professional and general liability insurance with a private insurance carrier with a

$40 million limit per claim. HHSC’s General Counsel advises that, in the unlikely event any judgments
rendered against HHSC exceed HHSC’s professional liability coverage, such amount would likely be paid
from an appropriation from the State’s general fund.

Workers’ Compensation Liability

HHSC is self-insured for workers’ compensation claims. HHSC pays a portion of wages for imjured
workers (as required by law), medical bills, judgments as stipulated by the State’s Department of Labor,
and other costs. HHSC’s facilities also directly provide treatment for injured workers. HHSC has
accrued a liability of $20 million for unpaid claims as of June 30, 1998.

Ceded Lands

The Attorney General of the State of Hawaii reported that an action was filed in 1994 by the Office of . . - -~
Hawaiian Affairs (OHA) against the State of Hawaii claiming the State’s alleged failure to properly
account and pay to OHA monies due to OHA under the provisions of the Hawaii State Constitution and
Chapter 10 of the Hawaii Revised Statutes for use by the State of certain ceded lands. In May 1996, the
Plaintiff filed certain motions for partial summary judgment as to the State’s liability to pay OHA 20% of
monies due from four specific sources, one of which included patient service receipts from three of

HHSC’s facilities. The State opposed Plaintiff’s motions but on Qctober 24, 1996, was denied dismissal
by the First Circuit Court of Hawaii which granted OHA’s motions for partial summary judgment.

The State filed an immediate appeal from the order denying its motion to dismiss to the Hawaii Supreme
Court, and filed a second appeal from both orders after the Circuit Court granted the State permission to
file an interlocutory appeal to the Hawaii Supreme Court. All other proceedings, including the trial
previously scheduled to begin on November 18, 1996, were stayed pending the Hawaii Supreme Court’s
disposition of the two appeals. In April 1998, the Hawaii Supreme Court instructed the State and OHA
to attempt to settle the dispute through negotiations. As of June 30, 1998, the State and OHA had agreed
to enter into such negotiations.
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The State is not able to estimate with reasonable certainty the magnitude of its potential loss, if any, nor
its effect, if any, on HHSC. OHA’s complaint and motions do not specify the State’s alleged failures, nor
do they state the dollar amount of the claims. OHA has not provided complete information for its claims
for the period from 1981 through 1991, and has provided no information as to its claims for the period
from 1991 to the present. The Circuit Court’s October 24, 1996 order granting OHA’s motions for
partial summary judgment did not determine the amounts owing. The basis and methodology for
calculating any such amount are disputed. The amount, if any, of the State’s (or HHSC’s) liability will
not be determined until the Hawaii Supreme Court rules on the State’s interlocutory appeal and, if the
State is unsuccessful, after any subsequent trial and related appeals have been concluded.

At the present time, the State is not able to estimate the magnitude of a potential adverse ruling {or that
portion of the exposure which may ultimately be allocated to claims relating to HHSC and certain of its
facilities). HHSC does not believe that it will suffer any material adverse impact from an adverse ruling
against the State because the claim is against the State and not HHSC. In addition, should any payments

be made to OHA, management believes that the Legisiature would appropriate funds to cover any
amounts allocated to HHSC,

Litigation
HHSC is a party to certain litigation arising in the normal course of business. In management’s opinion,
the outcome of such litigation will not have a material impact on HHSC’s financial statements.

Asbestos Contamination

There is known asbestos contamination of the old hospital building located next to the Hilo Hospital
facility. Present estimates by management to demolish the building and remediate the asbestos

contamination approach $2 million or more. No decision has yet been made by HHSC on how to proceed
on this issue.

The ultimate ownership of the old building is still in negotiation between the State of Hawaii and HHSC,
since Act 262 did not specify which assets and liabilities would transfer to HHSC. In addition, no
decision has been made to demolish the building. As such, a liability for the cost of the remediation has
not been recorded in HHSC’s financial statements.

BOARD-DESIGNATED FUNDS
As of June 30, 1998, HHSC’s Board of Directors had designated cash reserves as follows:

For capital equipment acquisitions and/or equity investments for growth

initiatives $2,500,000
For settlement and extinguishment of residual workers' compensation claims 500,000
Total ' $3,000,000

The designated funds are included in assets limited as to use and in the board-designated find balance.

YEAR 2000 ISSUES (UNAUDITED)
The approach of the year 2000 presents significant issues for HHSC’s financial, information, and

operational systems and for equipment with imbedded microchips, These systems may not be able to
appropriately interpret dates after December 31, 1999, because certain systems allow only two digits to
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indicate the year in a date. As a result, such systems are unable to distinguish January 1, 2000 from
January 1, 1900, which could have adverse consequences on HHSC’s operations and on the integrity of
information processing, causing safety, operational, and financial issues. In addition, equipment with
imbedded chips could malfunction at the turn of the century,

The following are the key components of HHSC’s plan to address the year 2000 issues:

a) Written and Approved Plan - A plan has been developed that outlines HHSC’s procedures for

resolving the year 2000 issues. Such plan has been reviewed with senior management and the Board
of Directors.

b) Personnel and Resources - A project team has been established with a Project Manager and seven
supervisors for each of the project areas: Hardware, Applications, Desktop, Networks, External
Interfaces, Biomedical Devices, and Facilities. In addition, external consultants have been engaged to
support the project team.

¢) Monitoring Progress - A process has been established for monitoring progress against the plan. A
software program has been developed which includes expected completion dates for various phases of
the projects.

d) Comprehensive Inventory - The plan includes a process for preparing a comprehensive inventory of
financial, informational, operational systems, and equipment and services that are reliant on computer
technology. The plan includes procedures to identify those mission critical systems that may be
negatively impacted by year 2000 system deficiencies.

As of the date of this report, the inventory was still in the process of being completed. The expected
completion date is December 1998.

€) Strategy to Fix Critical Systems - HHISC’s plan for fixing critical systems and equipment is either to
upgrade or replace as considered necessary. A detailed schedule for problem resolution or system
replacement is being developed for every critical system or item of equipment with year 2000 issues.

f) Timing of Compliance - HHSC expects all financial systems to be year 2000 compliant by June - - -=
1999, and all other systems, including biomedical devices and facilities, by September 1999, HHSC
is uncertain as to the percentage of critical systems that are currently year 2000 compliant.

g) Testing - HHSC has not yet estimated the processing resources required for renovation and testing,

h) External Business Relationships - HHSC has not yet established procedures to determine that the
systems of key vendors, service providers, and customers are year 2000 compliant. HHSC
anticipates working on this area in January 1999.

i} Litigation/Regulations - HHSC is currently establishing procedures to mitigate its risk of litigation
and noncompliance with government regulations as a result of year 2000 operating problems or
product/service failures. HHSC’s General Counsel is reviewing such procedures.

j) Contingency Plans - HHSC is developing contingency plans in the event that systems or equipment
fail to function appropriately at the turn of the century.
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10.

k) Oversight Responsibility - A chain of command has been established for the year 2000 project. The
reporting responsibility in ascending order is as follows: (1) Year 2000 Project Manager, (2) HHSC
Vice President and Chief Information Officer, (3) Regional Chief Executive Officers’ Information
Systems Steering Committee, (4) HHSC Chief Executive Officer, and (5) HHSC Board of Directors.

) Cost - The estimated cost of the year 2000 project has been included in HHSC’s fiscal 1999 operating
budget. Such cost is estimated to approximate $5,300,000.

PRIOR-PERIOD ADJUSTMENTS

In 1998, management determined that certain facts had been misinterpreted as of June 30, 1997 and,
accordingly, recorded the following adjustments at July 1, 1997 to correct the errors:

Beginning fund balance, as previously reported $127,779,540
Adjustments:
Underaccrnal of accrued workers' compensation (8,784,161)
Other - net (112,765)
Net decrease in unrestricted fund balance at July 1, 1997 (8.896,926)
Beginning fund balance, as restated $118,882,614
ook ok Kk %
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HAWAI] HEALTH SYSTEMS CORPORATION

SCHEDULE 1 - SUPPLEMENTAL SCHEDULE OF RECONCILIATION OF CASH

ON DEPOSIT WITH THE STATE OF HAWAII
JUNE 30, 1998

REPORTED AS CASH ON DEPOSIT WITH STATE OF HAWAII
SPECIAL FUNDS:

TRUST FUNDS:

-18 -

Appropriation

Symboi

S-92-312-H
S-92-354-H
$-93-312-H
5-93-350-H
8-93-353-H
8-93-359-H
5-94-354-H
S-94-355-H
S-94-359-H
S-94-396-H
$-95-396-H
S-96-312-H
S-96-359-H
S-96-396-H
8-67-312-H
S-97-350-H
S-97-351-H
S-97-352-H
S-97-353-H
S-97-354-H
S-97-358-H
$-87-359-H
5-97-365-H
§8-97-371-H
S-97-373-H
S-98-303-H
S-98-312-H
S-98-350-H
S-98-351-H
S-98-352-H
S-98-353-H
S-98-354-H
5-98-355-H
S-98-358-H
$-98-359-H
S-98-365-H
S-98-373-H
S-98-396-H

T-98-609-H
T-98-909-H
T-98-909-H
T-98-914-H

$

485
16,195
544
28334
6.563
14,134
338
2,023
12,905
8,673
19,636
469
23,019
9,040
96,723
3.918
39

17
1,108
33,284
124
5,877
21,899
52,082 - -
4,635
783
523,955
4,754
112,705
623,366
102,454
285,235
57218
275,611
866,650
123,300
352,678
1,371

(273)
6,275
3,531

28,757




HAWAI HEALTH SYSTEMS CORPORATION

SCHEDULE 1 - SUPPLEMENTAL SCHEDULE OF RECONCILIATION OF CASH

ON DEPOSIT WITH THE STATE OF HAWAIl (Continued)
JUNE 30, 1998

RECONCILING ITEMS:

Disbursements recorded by State in June 1998; recorded by
HHSC in July 1998

Held in State Treasury for Hospital improvements
Other

TOTAL

INCLUDED IN ASSETS LIMITED AS TO USE
GIFT FUNDS:

PATIENT TRUST FUNDS:

PLANT IMPROVEMENT FUNDS:

SPECIFIC-PURPOSE FUUNDS
RECONCILING ITEMS:
Cash held by financial institutions
Other

TOTAL
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Appropriation

Symbol

T-97-915-H
T-98-910-H
T-98-911-H
T-98-995-H

T-57-990-H
T-98-920-H
T-68-921-H
T-98-925-H
T-98-926-H
T-98-983-H
T-98-988-H
T-98-989-H
T-98-991-H
T-98-992-H
T-68-996-H
T-98-997-H

S-37-361-M
S-94-361-M

T-97-919-H

$ 165,436
55,447
(2.865)

$3,948,952

$ 21,597
69,928
22,040

2,197

19,275
4,292
6,679

97,471

11,700
5,980

12,004

10,122

2,449. - -

68,984
28,254
73,113

13,375
25,677

1,044

56,255
36,596

$ 585,032
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REPORT ON COMPLIANCE AND ON INTERNAL CONTROL OVER
FINANCIAL REPORTING BASED UPON THE AUDIT PERFORMED
IN ACCORDANCE WITH GOVERNMENT AUDITING STANDARDS

Board of Directors of Hawaii Health Systems Corporation:

We have audited the financial statements of Hawaii Health Systems Corporation (HHSC) as of and for
the year ended June 30, 1998, and have issued our report thereon dated November 23, 1098. We
conducted our audit in accordance with generally accepted auditing standards and the standards
applicable to financial audits contained in Government Auditing Standards, issued by the Comptroller
General of the United States.

Compliance

As part of obtaining reasonable assurance about whether HHSC’s financial statements are free of
material misstatement, we performed tests of its compliance with certain provisions of laws, regulations,
contracts, and granis, 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 that are required to be reported under
Government Auditing Standards.

Internal Control over Financial Reporting

In planning and performing our audit, we considered HHSC’s intemal control over financial reporting in
order to determine our auditing procedures for the purpose of expressing our opinion on the financial
statements and not to provide assurance on the intemnal control over financial reporting. However, we
noted certain matters involving the internal control over financial reporting and its operation that we
consider to be reportable conditions. Reportable conditions involve matters coming to our attention
relating to significant deficiencies in the design or operations of the internal control over financial
reporting that, in our judgment, could adversely affect HHSC's ability to record, process, summarize
and report financial data consistent with the assertions of management in the financial statements.
Reportable conditions are described in a separate letter to management of HHSC dated November 23,
1998 and are summarized as follows:

» Reconciliations of certain accounts, including cash, accounts receivable, and property, are not
performed on a timely basis.

s  Due to limited personnel resources, there is a lack of segregation of cash-related duties, as the same
individuals have the ability to handle, record and reconcile cash.
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¢ Procurement policies and procedures are not consistently followed. Such policies include:

*  Goods and services
» $4,000 - $24,999 - A minimum of two quotes, either written or oral, shonld be obtained.
» $25,000 - $99,999 - At least two written quotes must be obtained.

+ Construction
» $10,000 - $49,999 - At least two oral bids should be obtained.
» $50,000 - $200,000 - At least two written quotes should be obtained.

* Due to limited information systems and resources, budgetary monitoring is inadequate.

A material weakness is a condition in which the design or operation of one or more of the intermal control
components does not reduce to a relatively low level the risk that misstatements in amounts that would
be material in relation to the financial statements being audited may occur and not be detected within a
timely period by employees in the normal course of performing their assigned functions. Our
consideration of the internal control over financial reporting would not necessarily disclose all matters in
the internal control that might be reportable conditions and, accordingly, would not necessarily disclose
all reportable conditions that are also considered to be material weaknesses. However, we believe none
of the reportable conditions described above is a material weakness.

This report is intended for the information of the Board of Directors and management of Hawaii Health
Systems Corporation. However, this report is a matter of public record and its distribution is not
limnited.

November 23, 1998
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