The Brigham and Women's Hospital, Inc.
Statements of Cash Flows
Years Ended September 30, 2006 and 2005

(in thousands) 2006 2005

Cash flows from operating activities

Change in net assets $ (293,397) § 143,688
Adjustments to reconcile change in net assets to net
cash provided by operating activities
Cumulative effect of accounting changes (45,359) -
Depreciation and amortization 79,357 75,288
Provision for bad debts 15,726 17,031
Net realized and change in unrealized (gains) losses on
investments (11,190) (71,400)
Transfers (from) to affiliates, net 429,901 (5,186)
Restricted contributions (19,106) (8,778)
Increase (decrease) in cash resulting from a change in
Patient accounts receivable (33,436) (15,214)
Other current assets 13,189 (20,670)
Pledges receivable and contributions receivable from trusts 10,104 (12,405)
Accounts payable and accrued expenses (5,475) 1,522
Accrued compensation and benefits 6,419 (2,950)
Settlements with third-party payers (11,224) (15,401)
Unexpended funds on research grants 2,402 7,050
Accrued employee benefits and other 3,587 (9,644)
Due to affiliates 5,329 2,312
Net cash provided by operating activities 146,827 85,243
Cash flows from investing activities
Purchase of property and equipment (135,739) (147,958)
Purchase of investments (43,001) (131,573)
Proceeds from sales of investments 28,928 136,127
Decrease in notes receivable from aftiliate 333 643
Decrease (increase) in other assets 549 (192)
Net cash used for investing activities (148,930) (142,953)
Cash flows from financing activities
Payments on long-term obligations (29,248) (22,238)
Proceeds from issuance of long-term debt 81,828 65,059
Transfers from (to) affiliates, net (70,014) 5,186
Restricted contributions 19,106 8,778
Net cash provided by financing activities 1,672 56,785
Net decrease in cash and equivalents 431) (925)
Cash and equivalents at beginning of year 24,454 25,379
Cash and equivalents at end of year $ 24,023 § 24,454

The accompanying notes are an integral part of these financial statements.
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The Brigham and Women's Hospital, Inc.
Notes to Financial Statements
September 30, 2006 and 2005

(in thousands)

1.

Organization and Community Benefit Commitments

The Brigham and Women's Hospital, Inc. (BWH) operates an acute-care general hospital
established to provide healthcare services to patients primarily from the Greater Boston area as
well as New England and beyond. In addition, BWH conducts research and provides education for
physicians and other healthcare professionals. As such, operating revenue includes those generated
from direct patient care and reimbursement of research and educational activities. The Brigham
and Women's/Faulkner Hospitals, Inc. (BW/F) is the sole member of BWH, Faulkner Hospital, Inc.
(FH), Brigham Community Practices, Inc. (BCP), Brigham and Women's Physicians Organization,
Inc. (BWPO), Biosciences Research Foundation, Inc. (BRF) and other affiliates.

Partners HealthCare System, Inc. (PHS) is the sole member of BW/F, The Massachusetts General
Hospital (MGH), The North Shore Medical Center, Inc. (INSMC), Newton- Wellesley Hospital
(NWH), and Partners Continuing Care, Inc. (PCC). PHS appoints the two physicians who are
members of Partners Community HealthCare, Inc. (PCHI). PHS, together with all of its affiliates,
is referred to as "Partners.”

BWH is a tax-exempt organization under Section 501(c)(3) of the Internal Revenue Code.

Community Benefit

BWH is committed to serving the health care needs of persons from diverse communities and
makes a unique commitment to the neighboring residents of Jamaica Plain and Mission Hill. BWH
also commits to meeting the needs of low-income pregnant women and their families from the
communities of Roxbury and Dorchester. As such, BWH engages in several mission-related
activities aimed at maintaining its tax-exempt status. These activities include supporting a broad-
based community benefits program, operating essential clinical services, including an emergency
room and outpatient clinics serving low-income patients, and providing free or discounted care, in
conjunction with a clear charity care policy based on community needs.

The Massachusetts Attorney General's Community Benefits Guidelines require health maintenance
organizations and nonprofit acute care hospitals to prepare annual reports documenting the status of
their community benefit programs and initiatives. These annual reports serve the important
purpose of providing the public with access to useful information about these programs and
initiatives. BWH has a community benefit planning and service delivery structure and has filed its
report separately with the Attorney General.

BWH's community benefit program also includes career and workforce development, encouraging
students to pursue nursing and other clinical careers, asthma education services, and domestic
violence intervention. In addition, several community health centers are licensed or affiliated with
BWH, providing patient access to BWH and other Partners' hospitals. BWH has invested in these
health centers' infrastructure, programming and operation and also helped with relocation,
renovation, and other capital requirements.



The Brigham and Women's Hospital, Inc.
Notes to Financial Statements
September 30, 2006 and 2005

(in thousands)

Uncompensated Care

BWH provides care to all patients regardless of their ability to pay. The cost of providing that care
is reflected in the statements of operations. The cost related to those patients, for which BWH
receives either partial or no reimbursement for healthcare services provided, is summarized as
follows:

State Programs

Free care services are partially reimbursed to acute hospitals through the statewide Uncompensated
Care Pool (UC Pool). A portion of the funding for the UC Pool is paid by hospitals through a
statewide hospital assessment levied each year by the Massachusetts Legislature. All acute care
hospitals in the state are assessed their share of this total statewide hospital assessment amount
($160,000 in 2006 and 2005) based on each hospital's charges for private sector payers. BWH
reports this assessment as a deduction from net patient service revenue.

Hospitals are reimbursed for free care under a prospective, two-tiered reimbursement system
whereby certain hospitals with a high proportion of free care and government funding, are
guaranteed 85% to 88% of their projected free care costs. All other hospitals, including BWH,
received a pro rata share of the remaining funding. In aggregate, BWH's pro rata share of
uncompensated care funding covered 55% of the cost of free care provided in 2006 and 56% of the
cost in 2005, excluding the assessment.

In addition, payments received from Medicaid, reflected in net patient service revenue, do not
cover the estimated cost of care provided.

Years Ended

September 30,
2006 2005
Free Care and Medicaid
Cost of services provided $ 139377 § 129,711
Net assessment payment to UC Pool 15,325 14,093
Net reimbursement from UC Pool and Medicaid (100,737) (92,671)
Net cost of Free Care and losses on Medicaid $ 53965 § 51,133

The Massachusetts Health Care Reform Law enacted in April 2006 makes changes in the UC
Pool's structure, administration and payment methodology, effective October 1, 2007. Services
eligible for payment from the UC Pool may change as well, pending the promulgation of
regulations. These changes include replacement of the current Uncompensated Care Trust Fund
and UC Pool with the Health Safety Net Trust Fund (HSNTF); the establishment of the Health
Safety Net Office, within the Office of Medicaid, to administer the HSNTF; and the replacement of
the current two-tiered prospective "block grant” payment methodology with claims adjudication at
Medicare rates of payment. The planned increases in health care coverage are expected to

significantly reduce the number of uninsured and therefore significantly reduce the demand on the
HSNTF.



The Brigham and Women's Hospital, Inc.
Notes to Financial Statements
September 30, 2006 and 2005

(in thousands)

Bad Debts

In addition to free care and inadequate funding from Medicaid, there are significant losses related
to self-pay patients who fail to make payment for services rendered or insured patients who fail to
remit co-payments and deductibles as required under the applicable health insurance arrangement.
The provision for bad debts represents revenues for services provided that are deemed to be
uncollectible. The estimated cost of providing these services was approximately $5,677 and
$6,024 for 2006 and 2005, respectively.

2. Summary of Significant Accounting Policies

Basis of Accounting

The accompanying financial statements have been prepared on the accrual basis of accounting.
BWH follows the accounting policies and practices of Partners and these statements should be read
in conjunction with the PHS consolidated financial statements.

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally
accepted in the United States of America requires management to make estimates and assumptions
that affect the reported amounts of assets and liabilities and disclosure of contingent assets and
liabilities at the date of the financial statements and the reported amounts of revenues and expenses
during the reporting period. Actual results could differ from those estimates. Significant estimates
are made in the areas of patient accounts receivable, investments, receivables and accruals for
settlements with third-party payers, accrued professional liability, accrued compensation and
employee benefits, and accrued other.

Fair Value of Financial Instruments

The fair value of financial instruments approximates the carrying amount reported in the balance
sheets for cash and equivalents, investments, investments limited as to use, patient accounts
receivable, pledges receivable, contributions receivable, and accounts payable, except for long-term
obligations which is disclosed in Note 7.

Cash and Equivalents
Cash and equivalents represent money market and highly liquid debt instruments with a maturity at
the date of purchase of three months or less.

Investments

BWH holds investments which represent units in a partnership (Note 4) and are recorded on the
equity method of accounting at fair value, with the change in net unrealized gains and losses
included in excess of revenues over expenses. Separately invested investments (marketable
investments) are measured at fair value, generally based on quoted market prices, with the change
in net unrealized gains and losses excluded from excess of revenues over expenses.

Investment income or loss (including realized gains and losses, interest, dividends, and endowment
income distributions) is included in excess of revenues over expenses unless the income or loss is
restricted by donor or law. Investment income or loss is reported net of investment related
expenses.



The Brigham and Women's Hospital, Inc.
Notes to Financial Statements
September 30, 2006 and 2005

(in thousands)

A write down in the cost basis of securities is recorded when the decline in fair value of certain
investments has been judged to be other than temporary. Depending on any donor-imposed
restrictions on the underlying investments, the amount of the write down is reported as a realized
loss in either temporarily restricted net assets or in excess of revenues over expenses, with no
adjustment in the cost basis for subsequent recoveries in fair value.

Partners has an endowment spending policy for pooled endowment funds. A fixed distribution rate
is determined each year for spending which will come from either income and/or net accumulated
gains in market value.

Investments Limited as to Use

Investments limited as to use primarily include assets whose use is contractually limited by

external parties and assets set aside by the Board of Trustees (or management) for identified
purposes, over which the Board (or management) retains control and may, at its discretion,

subsequently use for other purposes.

Patient Accounts Receivable

BWH receives payments for services rendered from federal and state agencies (under the Medicare
and Medicaid programs), managed care payers, commercial insurance companies, and patients.
Patient accounts receivable are reported net of contractual allowances and reserves for denials,
uncompensated care, and doubtful accounts. The level of reserves is based upon management's
assessment of historical and expected net collections, business and economic conditions, trends in
federal and state governmental and private employer health care coverage and other collection
indicators.

Derivative Instruments

Derivatives are recognized as either assets or liabilities in the balance sheet at fair value regardless
of the purpose or intent for holding them. Changes in the fair value of derivatives are either
recognized in excess of revenues over expenses or net assets, depending on certain factors,
including whether the derivative is speculative or being used to hedge changes in fair value or cash
flows.

Property and Equipment

Property and equipment is reported on the basis of cost less accumulated depreciation. Donated
items, exclusive of transfers from related organizations, are recorded at fair market value at the date
of contribution. All research grants received for capital are recorded in the year of expenditure as a
change in net assets. Property and equipment is reviewed for recoverability whenever events or
changes in circumstances indicate that its carrying amount may not be recoverable. Depreciation
of property and equipment is calculated by use of the straight-line method at rates intended to
depreciate the cost of assets over their estimated useful lives, which generally range from three to
forty years. Interest costs incurred on borrowed funds during the period of construction of capital
assets are capitalized, net of any interest earned, as a component of the cost of acquiring those
assets.



The Brigham and Women's Hospital, Inc.
Notes to Financial Statements
September 30, 2006 and 2005

(in thousands)

Asset Retirement Obligations

Asset retirement obligations, reported in accrued other, are legal obligations associated with the
retirement of long-lived assets. These liabilities are initially recorded at fair value and the related
asset retirement costs are capitalized by increasing the carrying amount of the related assets by the
same amount as the liability. Asset retirement costs are subsequently depreciated over the useful
lives of the related assets. Subsequent to initial recognition, BWH records changes in the liability
resulting from the passage of time and revisions to either the timing or the amount of the original
estimate of undiscounted cash flows. BWH reduces these liabilities when the related obligations
are settled.

Other Assets

Other assets consist of long-term receivables and investments in healthcare related limited
partnerships. The carrying value of other assets is reviewed if the facts and circumstances suggest
that it may be impaired.

Compensated Absences

In accordance with formal policies concerning vacation and other compensated absences, accruals
of approximately $37,663 and $34,098 were recorded as of September 30, 2006 and 2005,
respectively.

Unexpended Funds on Research Grants
Research grants received in advance of corresponding grant expenditures are accounted for as a
direct addition to investments limited as to use and unexpended funds on research grants.

Self-Insurance Reserves

BWH is self-insured for employee healthcare, disability, workers' compensation and certain other
employee benefits. These costs are accounted for on an accrual basis to include estimates of future
payments for claims incurred.

Net Assets

Permanently restricted net assets include only the historical dollar amounts of gifts which are
required by donors to be permanently retained. Temporarily restricted net assets include gifts, and
income and gains on permanently restricted net assets which can be expended but for which
restrictions have not yet been met. Such restrictions include purpose restrictions where donors
have specified the purpose for which the net assets are to be spent, or time restrictions imposed by
donors or implied by the nature of the gift (capital projects, pledges to be paid in the future, life
income funds) or by interpretations of law (gains available for appropriation but not appropriated in
the current period).

Realized gains and losses are classified as unrestricted net assets unless they are restricted by the
donor or law. Unless permanently restricted by the donor, realized and unrealized net gains on
permanently restricted gifts are classified as temporarily restricted until appropriated for spending
by BWH in accordance with policies established by Partners and the Massachusetts Management
of Institutional Funds Act. Net losses on permanently restricted endowment funds are classified as
a reduction to unrestricted net assets until such time as the market value exceeds book value.
Unrestricted net assets include all the remaining net assets of BWH. See Note 13 for further
information on the composition of restricted net assets.
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The Brigham and Women's Hospital, Inc.
Notes to Financial Statements
September 30, 2006 and 2005

(in thousands)

Gifts and Grants

Unconditional promises to give cash and other assets to BWH are reported at fair value at the date
the promise is received. Conditional promises to give are recognized when the conditions are
substantially met. The gifts are reported as either temporarily or permanently restricted support if
they are received with donor stipulations that limit the use of the donated assets. Donor-restricted
contributions whose restrictions are met within the same year as received are reported as
unrestricted gifts in the accompanying financial statements.

Gifts of long-lived assets with explicit restrictions that specify use of assets and gifis of cash or
other assets that must be used to acquire long-lived assets are reported as additions to temporarily
restricted net assets if the assets are not placed in service during the year.

Grants and contracts are recognized as unrestricted revenues as the related expenditures are
incurred. BWH recognizes indirect cost recoveries at predetermined rates for U.S. Government
grants and contracts and negotiated rates for other grants and contracts.

Statement of Operations

All activities of BWH deemed by management to be ongoing, major and central to the provision of
healthcare services, training and research activities are reported as operating revenue and expenses.
Other activities are deemed to be nonoperating and include unrestricted gifts (net of fund-raising
expenses), net change in unexpended academic and research gifts, change in net unrealized gains
and losses on equity method investments, substantially all investment income (including realized
gains and losses), and system development funding. System development funding represents
payments to PHS for corporate expenses and to support clinical and other initiatives provided by
PHS for the benefit of the System. Academic and research gifis largely consist of donor
contributions to the entity (and the related investment income including realized gains and losses)
designated to support the clinical, teaching or research efforts of a physician or department as
directed by the donor.

The statements of operations include excess of revenues over expenses. Changes in unrestricted
net assets which are excluded from excess of revenues over expenses include changes in unrealized
gains and losses on marketable investments, transfers of assets to and from affiliates, and
contributions of long-lived assets (including assets acquired using contributions which by donor
restriction were to be used for acquisition of such assets). In 2005, BWH altered its practice of
accruing for a certain nonvested employee benefit. This benefit will now be recognized on a pay-
as-you-go basis. Accordingly, the liability previously recorded has been eliminated and a $17,211
adjustment was recorded as an increase to other changes in unrestricted net assets.

In September 2006, the Securities and Exchange Commission staff issued Staff Accounting
Bulletin ("SAB") No. 108, Considering the Effects of Prior Year Misstatements when Quantifying
Misstatements in Current Year Financial Statements. SAB 108 was issued in order to eliminate the
diversity of practice surrounding how public companies quantify and assess the materiality of
financial statement misstatements. Although the SAB is directly applicable to public companies,
BWH has elected to follow the prescribed guidance.
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The Brigham and Women's Hospital, Inc.
Notes to Financial Statements
September 30, 2006 and 2005

(in thousands)

Traditionally, there have been two accepted methods for quantifying and assessing the materiality
of the effects of financial statement misstatements: the "rollover” method and the "iron curtain”
method. The rollover method focuses primarily on the impact of a misstatement on the statement of
operations—including the reversing effect of prior year misstatements—but its use can lead to the
accumulation of misstatements in the balance sheet. The iron curtain method, on the other hand,
focuses primarily on the effect of correcting the period-end balance sheet with less emphasis on the
reversing effects of prior year misstatements on the statement of operations. Prior to the
application of SAB 108, BWH used the rollover method for quantifying and assessing the
materiality of financial statement misstatements.

SAB 108 establishes an approach that requires quantification and assessment of the materiality of
financial statement misstatements based on the effects of the misstatements on each of the
company's financial statements and the related financial statement disclosures. This model is
commonly referred to as a "dual approach” because it requires quantification and assessment of the
materiality of misstatements under both the iron curtain and the rollover methods. SAB 108
permits companies to initially apply its provisions either by (i) restating prior financial statements
as if the dual approach had always been applied or (ii) recording the cumulative effect of initially
applying the dual approach as adjustments to the carrying values of assets and liabilities with an
offsetting adjustment recorded to the opening balance of unrestricted net assets. BWH elected to
record the effects of applying SAB 108 using the cumulative effect transition method.

Prior to fiscal 2006, BWH recorded estimated accruals for settlements with third-party payers and
certain other liabilities above specific accrual amounts. In addition, changes in third-party payer
settlement estimates were generally amortized into income over a period not to exceed five years
rather than recorded in total in the year of the change in estimate. The net impact of the
amortization policy was to increase net patient service revenue by $12,948 in 2005. The impact of
the change in other assets and other liabilities was to decrease operating expenses by $11,259 in
200S. The adoption of SAB 108 as of October 1, 2005 resulted in a decrease in accruals for
settlements with third-party payers of $26,502 and a decrease in accounts payable and accrued
expenses of $10,448. Adjustment of other differences resulted in a decrease in property and
equipment of $8,696. The impact of these adjustments resulted in a net increase of $28,254 in
unrestricted net assets. For the year ended September 30, 2006, adjustments to prior year estimates
resulted in an increase to income from operations of $7,335.

Net Patient Service Revenue

BWH maintains agreements with the Centers for Medicare and Medicaid Services (CMS) of the
United States Department of Health and Human Services (DHHS) under the Medicare Program,
The Commonwealth of Massachusetts under the Medical Assistance Program (Medicaid) and
various managed care payers that govern payment to BWH for services rendered to patients
covered by these agreements. The agreements generally provide for per case or per diem rates or
payments based on allowable costs, subject to certain limitations, for inpatient care and discounted
charges or fee schedules for outpatient care. Certain "pay for performance” contracts also provide
for payments that are contingent upon meeting agreed upon quality and efficiency measures.



Management’s View and Corrective Action Plan
for the Fiscal Year Ended September 30, 2006

06-1 Equipment

aninegrated 1 1€ HoSpital agrees with the auditors’ recommendations. As the auditors
noted the Hospital is in the process of converting its equipment records to a
new system. The Research Space Management Department at BWH expects
to finalize the transition to the new system and complete the bi annual
Brighimand - physical inventory during the third quarter of fiscal year 2007.

Women's Hospital

health care system

founded by

and

06-02 Grant-Specific Exceptions

Massachusetts

General Hosptl The Hospital agrees with the auditors’ recommendations. The Hospital will
continue working directly with the principal investigator and other
individuals working in this department to ensure they are aware of and in
compliance with the Hospital's policies and Federal regulations. A
management plan has been initiated and includes the following:

e The department, hired a full time Grants Administrator to work
exclusively with this department and principal investigator to ensure
compliance with all Hospital policies and Federal regulations

¢ The principal investigator and his staff will be reeducated and trained
on all appropriate Hospital policies and Federal regulations. The
reeducation is being managed by the Director of Research
Compliance.

e The educational and compliance plan will also be enforced and
monitored through regular meetings with the principal investigator,
grant administrator and Chief.

To address the specific exceptions noted in the A-133 audit related to the

principal investigator’s grant, research management has taken the following
actions:

Research Management

Partners HealthCare System, Inc., 50 Staniford Street, Suite 1001, Boston, MA 021 14-2554
Tel: 617 726-3651, Fax: 617 726-3246 / 617 726-2796



e The effort certification reports for FY06 have been re-issued and the
principal investigator will certify his effort for each quarter of FY06
by January 31, 2007.

e While the noted grant was charged less than the principal
investigator’s actual effort, management has ensured that no other
federal grant was overcharged as a result. After reviewing the effort
charged to this grant a retroactive correction is also being made. The
change will correctly allocate the principal investigator’s salary and
effort. The change was processed December 4, 2006.

e A retroactive adjustment has been processed to correct the salary
expense charged incorrectly to this grant. The adjustment was
processed on 11/21/2006 and was posted November 2006. Although
the individual was working in the principal investigator’s lab her
effort was not devoted to this project.

06-3 Travel Expense

The Hospital agrees with the auditors’ finding and recommendation. The
error was corrected 10/19/2006. We will continue to remind the
departments and the central travel office of the importance of prescreening
and review as it relates to travel expense reports. We will also review and
enhance, if needed the existing procedures of the central travel office to
ensure full compliance with the Hospital’s expense reimbursement policy.

06-4 Patient Care Expense

The Hospital agrees with the auditors recommendation. The error was
corrected 11/15/2006 and transferred to an unrestricted source. The Hospital
will continue to emphasize the need for diligence when reviewing journal
entries to ensure full compliance with the cost transfer policy and to prevent
future errors. The hospital has enhanced and rewritten the cost transfer
policy. The updated policy will be implemented during FY07.
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