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CAUTIONARY NOTE REGARDING FORWARD-LOOKING STATEMENTS

This Annual Report on Form 10-K contains forward-looking statements, which include, but are not limited to our

expected future financial position, results of operations, cash flows, financing plans, business strategy, budgets, capital
expenditures, competitive positions, growth opportunities and plans and objectives of management. Forward-looking
statements can often be identified by words such as “anticipates,” “expects,” “intends,” “plans,” “predicts,” “believes,” “seeks,
“estimates,” “may,” “will,” “should,” “would,” “could,” “potential,” “continue,” “ongoing,” similar expressions, and variations
negatives of these words. These statements are subject to the safe harbors created under the Securities Act of 1933

(Security Act) and the Securities Exchange Act of 1934 (Exchange Act). These statements are not guarantees of future
performance and are subject to risks, uncertainties and assumptions that are difficult to predict. Therefore, our actual

results could differ materially and adversely from those expressed in any forward-looking statements as a result of

various factors, some of which are listed under the section “Risk Factors” in Part I, Item 1A of this Annual Report on

Form 10-K. Accordingly, you should not rely upon forward-looking statements as predictions of future events. These
forward-looking statements speak only as of the date of this Annual Report, and are based on our current expectations,
estimates and projections about our industry and business, management's beliefs, and certain assumptions made by us,

all of which are subject to change. We undertake no obligation to revise or update publicly any forward-looking

statement for any reason, except as otherwise required by law.
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As used in this Annual Report on Form 10-K, the words, "Ensign," Company," “we,” “our” and “us” refer to The Ensign
Group, Inc. and its consolidated subsidiaries. All of our affiliated facilities, operating subsidiaries, the Service Center
(defined below) and our wholly-owned captive insurance subsidiary (the Captive) are operated by separate,
wholly-owned, independent subsidiaries that have their own management, employees and assets. The use of “we”, “us”,
“our” and similar terms in this Annual Report is not meant to imply that any of our affiliated facilities, operating
subsidiaries, the Service Center or the Captive are operated by the same entity.

The Ensign Group, Inc. is a holding company with no direct operating assets, employees or revenues. In addition,
certain of our wholly-owned independent subsidiaries, collectively referred to as the Service Center, provide
centralized accounting, payroll, human resources, information technology, legal, risk management and other
centralized services to the other operating subsidiaries through contractual relationships with such subsidiaries. In
addition, our wholly-owned captive insurance subsidiary, which we refer to as the Captive, provides some
claims-made coverage to our operating subsidiaries for general and professional liability, as well as for certain
workers' compensation insurance liabilities.

We were incorporated in 1999 in Delaware. The Service Center address is 27101 Puerta Real, Suite 450, Mission
Viejo, CA 92691, and our telephone number is (949) 487-9500. Our corporate website is located at
www.ensigngroup.net. The information contained in, or that can be accessed through, our website does not constitute
a part of this Annual Report.

Ensign™ is our United States trademark. All other trademarks and trade names appearing in this annual report are the
property of their respective owners.
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PART L.

Item 1. Business
Company Overview

We, through our operating subsidiaries, are a provider of skilled nursing, rehabilitative care services, home health,
home care, hospice care, assisted living and urgent care services. As of December 31, 2014, we operated 136 facilities,
twelve home health and eleven hospice operations, one home care business, one transitional care management
company, fourteen urgent care centers and a mobile x-ray and diagnostic company, located in Arizona, California,
Colorado, Idaho, Iowa, Oregon, Nebraska, Nevada, Texas, Utah, Washington and Wisconsin. Our operating
subsidiaries, each of which strives to be the operation of choice in the community it serves, provide a broad spectrum
of healthcare services, including skilled nursing, assisted living, home health and hospice, mobile ancillary, and urgent
care services.

Our organizational structure is centered upon local leadership. We believe our organizational structure, which
empowers leaders and staff at the local level, is unique within the healthcare services industry. Each of our operations
is led by highly dedicated individuals who are responsible for key operational decisions at their operations. Leaders
and staff are trained and motivated to pursue superior clinical outcomes, high patient and family satisfaction,
operating efficiencies and financial performance at their operations.

We encourage and empower our leaders and staff to make their operation the “operation of choice” in the community it
serves. This means that our leaders and staff are generally authorized to discern and address the unique needs and
priorities of healthcare professionals, customers and other stakeholders in the local community or market, and then
work to create a superior service offering for and reputation in that particular community or market. We believe that
our localized approach encourages prospective customers and referral sources to choose or recommend the operation.
In addition, our leaders are enabled and motivated to share real-time operating data and otherwise benchmark clinical
and operational performance against their peers in order to improve clinical care, enhance patient satisfaction and
augment operational efficiencies, promoting the sharing of best practices.

We view healthcare services primarily as a local business, influenced by personal relationships and community
reputation. We believe our success is largely dependent upon our ability to build strong relationships with key
stakeholders from the local healthcare community, based upon a solid foundation of reliably superior care.
Accordingly, our brand strategy is focused on encouraging the leaders and staff of each operation to focus on clinical
excellence, and promote their operation independently within their local community.

Much of our historical growth can be attributed to our expertise in acquiring real estate or leasing both
under-performing and performing post-acute care operations and transforming them into market leaders in clinical
quality, staff competency, employee loyalty and financial performance. We plan to continue to grow our revenue and
earnings by:

econtinuing to grow our talent base and develop future leaders;

eincreasing the overall percentage or “mix” of higher-acuity patients;

*focusing on organic growth and internal operating efficiencies;

econtinuing to acquire additional operations in existing and new markets;

eexpanding and renovating our existing operations;
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econstructing new facilities in existing and new markets, and

estrategically investing in and integrating other post-acute care healthcare businesses.
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Company History

Our company was formed in 1999 with the goal of establishing a new level of quality care within the skilled nursing
industry. The name “Ensign” is synonymous with a “flag” or a “standard,” and refers to our goal of setting the standard by
which all others in our industry are measured. We believe that through our efforts and leadership, we can foster a new
level of patient care and professional competence at our operating subsidiaries, and set a new industry standard for

quality skilled nursing and rehabilitative care services.

We organize our operating subsidiaries into portfolio companies, which we believe has enabled us to maintain a local,
field-driven organizational structure and attract additional qualified leadership talent, and to identify, acquire, and
improve operations at a generally faster rate. Each of our portfolio companies has its own president. These presidents,
who are experienced and proven leaders that are generally taken from the ranks of operational CEOs, serve as
leadership resources within their own portfolio companies, and have the primary responsibility for recruiting qualified
talent, finding potential acquisition targets, and identifying other internal and external growth opportunities. We
believe this organizational structure has improved the quality of our recruiting and will continue to facilitate
successful acquisitions.

On June 1, 2014, we completed the separation of our healthcare business and our real estate business into two separate
and independent publicly traded companies through the distribution of all of the outstanding shares of common stock
of CareTrust REIT, Inc. (CareTrust) to Ensign stockholders on a pro rata basis (the Spin-Off). Our stockholders
received one share of CareTrust common stock for each share of our common stock held at the close of business on
May 22, 2014, the record date for the Spin-Off. Prior to the Spin-Off, we transferred 97 skilled nursing, assisted and
independent living facilities to CareTrust. We continue to operate 94 of these facilities under multiple, long-term,
triple-net leases with CareTrust.

Beginning in the fourth quarter of 2014, we realigned our operating segments to more closely correlate with our
service offerings, which coincide with the way that we measure performance and allocate resources. We have two
reportable operating segments: (1) transitional, skilled and assisted living services (TSA services), which includes the
operation of skilled nursing facilities and assisted living facilities and is the largest portion of our business; and (2)
home health and hospice services, which includes our home health, home care and hospice businesses. Our Chief
Executive Officer, who is our chief operating decision maker, or CODM, reviews financial information at the
operating segment level.

We also report an “all other” category that includes revenue from our urgent care centers and a mobile x-ray and
diagnostic company. Our urgent care centers and mobile x-ray and diagnostic businesses are neither significant
individually nor in aggregate and therefore do not constitute a reportable segment. Our reporting segments are
business units that offer different services and that are managed separately to provide greater visibility into those
operations. The expansion of our home health and hospice business led us to separate our home health and hospice
businesses into distinct reportable segment in the fourth quarter of 2014. Previously, we had a single reportable
segment, healthcare services, which included providing skilled nursing, assisted living, home health and hospice,
urgent care and related ancillary services. We have presented 2013 and 2012 financial information in this Annual
Report on a comparative basis to conform with the current year segment presentation. For more information about our
operating segments, as well as financial information, see Part II Item 7. Management’s Discussion and Analysis of
Financial Condition and Results of Operations and Note 7, Business Segments of the Notes to Consolidated Financial
Statements.

Transitional, Skilled and Assisted Living Services Segment

Skilled Nursing Operations
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As of December 31, 2014, our skilled nursing companies provided skilled nursing care at 121 operations, having
12,560 operational beds, in Arizona, California, Colorado, Idaho, lowa, Nebraska, Nevada, Texas, Utah, Wisconsin
and Washington. Through our skilled nursing operations, we provide short stay patients and long stay patients with a
full range of medical, nursing, rehabilitative, pharmacy and routine services, including daily dietary, social and
recreational services. We generate our revenue from Medicaid, private pay, managed care and Medicare payors. In the
year ended December 31, 2014, approximately 42.5% and 28.9% of our skilled nursing revenue was derived from
Medicaid and Medicare programs, respectively.

Assisted and Independent Living Operations

We complement our skilled nursing care business by providing assisted and independent living services at 32
operations, of which 17 are located on the same site location as our skilled nursing care operations. As of

December 31, 2014, we had 2,165 units. Our assisted living companies located in Arizona, California, Colorado,
Idaho, Iowa, Nebraska, Nevada, Texas, Utah and Washington, provide residential accommodations, activities, meals,
security, housekeeping and assistance in the activities of daily living to seniors who are independent or who require
some support, but not the level of nursing care provided in a skilled

5
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nursing operation. Our independent living units are non-licensed independent living apartments in which residents are
independent and require no support with the activities of daily living. We generate revenue at these units primarily
from private pay sources, with a small portion earned from Medicaid or other state-specific programs. During the year
ended December 31, 2014, approximately 98.8% of our assisted and independent living revenue was derived from
private pay sources.

Home Health and Hospice Services Segment
Home Health

As of December 31, 2014, we provided home health care services in California, Colorado, Idaho, Iowa, Oregon,
Texas, Utah and Washington. Our home health care services generally consist of providing some combination of the
nursing, speech, occupational and physical therapists, medical social workers and certified home health aide services.
Home health care is often a cost-effective solution for patients, and can also increase their quality of life and allow
them to receive quality medical care in the comfort and convenience of a familiar setting. We derive the majority of
our home health revenue from Medicare and managed care. During the year ended December 31, 2014, approximately
58.7% of our home health revenue were derived from Medicare.

Hospice

As of December 31, 2014, we provided hospice care services in Arizona, California, Colorado, Idaho, Texas, Utah and
Washington. Hospice services focus on the physical, spiritual and psychosocial needs of terminally ill individuals and
their families, and consists primarily of palliative and clinical care, education and counseling. We derive the majority
of our hospice revenue from Medicare reimbursement. During the year ended December 31, 2014, approximately
84.5% of our hospice revenue was derived from Medicare.

Other

In addition, as of December 31, 2014, we operated 14 urgent care clinics and held 80% of the membership interest of a
mobile x-ray and diagnostic company. Our urgent care centers provide daily access to healthcare for minor injuries
and illnesses, including x-ray and lab services, all from convenient neighborhood locations with no appointments. Our
diagnostic company is a leader in providing mobile diagnostic services, including digital x-ray, ultrasound,
electrocardiograms, ankle-brachial index, and phlebotomy services to people in their homes or at long-term care
facilities.
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Growth

We have an established track record of successful acquisitions. Much of our historical growth can be attributed to our
expertise in acquiring real estate or leasing both under-performing and performing post-acute care operations and
transforming them into market leaders in clinical quality, staff competency, employee loyalty and financial
performance. With each acquisition, we apply our core operating expertise to improve these operations, both clinically
and financially. In years where pricing has been high, we have focused on the integration and improvement of our
existing operating subsidiaries while limiting our acquisitions to strategically situated properties.

In the last few years, our acquisition activity accelerated, allowing us to add 35 facilities between January 1, 2012 and
December 31, 2014. From January 1, 2008 through December 31, 2014, we acquired 76 facilities, which added 7,884
operational beds to our operating subsidiaries.

During the year ended December 31, 2014, we continued to expand our operations with the addition of fifteen
stand-alone skilled nursing operations, three assisted living operations, three home health agencies, four hospice
agencies, one home care business, one primary care group and one transitional care management company. We also
opened seven urgent care centers during 2014. The following table summarizes our growth through December 31,
2014:

December 31,

2005 2006 2007 2008 2009 2010 2011 2012 2013 2014
Cumulative number of
skilled nursing, assisted and
. o 4
independent living
operations
Cumulative number of
operational skilled nursing,

6 57 61 63 77 82 102 108 119 (1136 (1)

assisted living and 5,585 6,667 7,105 7,324 8948 9,539 11,702 12,198 13,204 (1)14,725 (1)
independent living

beds/units

Num})er of home healthand L o o | 3 7 10 16 73

hospice agencies

Number of urgent care o o o . o o . 3 7 14

centers

(1) Included in 2013 operational beds/units are operational beds/units of the three independent living facilities we
transferred to CareTrust as part of the Spin-Off. Prior to the Spin-Off, the Company separated the healthcare
operations from the independent living operations at two locations, resulting in two separate facilities and transferred
the two separate facilities and one stand-alone independent facilities to CareTrust. Included in 2013 number of
operations includes the one stand-alone independent facility transferred to CareTrust as part of the Spin-Off. 2014
operational beds/units and number of operations do not include the three independent living facilities.

New Market CEO and New Ventures Programs. In order to broaden our reach into new markets, and in an effort to
provide existing leaders in our company with the entrepreneurial opportunity and challenge of entering a new market
and starting a new business, we established our New Market CEO program in 2006. Supported by our Service Center
and other resources, a New Market CEO evaluates a target market, develops a comprehensive business plan, and
relocates to the target market to find talent and connect with other providers, regulators and the healthcare community
in that market, with the goal of ultimately acquiring facilities and establishing an operating platform for future growth.
In addition, this program was expanded to broaden our reach to other lines of business closely related to the skilled
nursing industry through our New Ventures program. For example, we entered into home health as part of this
program. The New Ventures program encourages facility CEOs to evaluate service offerings with the goal of
establishing an operating platform in new markets. We believe that this program will not only continue to drive
growth, but will also provide a valuable training ground for our next generation of leaders, who will have experienced

10
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the challenges of growing and operating a new business.

Real Estate Investment Trust (REIT) Spin-Off. On June 1, 2014, we completed the separation of our healthcare
business and our real estate business into two separate publicly traded companies through a tax-free distribution of all
of the outstanding shares of common stock of CareTrust REIT, Inc. (CareTrust) to our stockholders on a pro rata basis
(the Spin-Off). Our stockholders received one share of CareTrust common stock for each share of our common stock
held at the close of business on May 22, 2014, the record date for the Spin-Off. As a result of the Spin-Off, we lease
back real property associated with 94 affiliated skilled nursing, assisted living and independent living facilities from
CareTrust on a triple-net basis (the Master Leases), under which we are responsible for all costs at the properties,
including property taxes, insurance and maintenance and repair costs.

Immediately before the Spin-Off, on May 30, 2014, while CareTrust was a wholly-owned subsidiary, CareTrust raised
$260.0 million of debt financing (The Bond). CareTrust also entered into the Fifth Amended and Restated Loan
Agreement, with General Electric Capital Corporation (GECC), which consisted of an additional loan of $50.7 million
to an aggregate principal amount of $99.0 million (the Ten Project Note). The Ten Project Note and The Bond were
assumed by CareTrust in connection with the Separation and Distribution Agreement. CareTrust transferred $220.8
million to us, a portion of which we used to retire $208.6 million of long-term debt prior to maturity. The remaining
portion was used to pay prepayment penalties

7
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and other third party fees relating to the early retirement of outstanding debt. We also retained $8.2 million of the
amount CareTrust transferred, which we used to pay regular quarterly dividend payments. See further details of the
Spin-Off at Note 2, Spin-Off of Real Estate Assets through a Real Estate Investment Trust of Notes to Consolidated
Financial Statements.

As a result of the early retirement of long-term debt, we incurred losses of $5.8 million consisting of $4.1 million in
repayment penalties and the write-off of unamortized debt discount and deferred financing costs and $1.7 million of
recognized loss due to the discontinuance of cash flow hedge accounting for the related interest-rate swap. We also
entered into a new credit facility agreement (2014 Credit Facility) in an aggregate principal amount of $150.0 million
with a lending consortium arranged by SunTrust effective May 30, 2014. We have and continue to expect to use the
2014 Credit Facility for working capital purposes, to fund acquisitions and for general corporate purposes. As of
December 31, 2014, our subsidiaries had $65.0 million outstanding on the 2014 Credit Facility. See further details at
Note 18, Debt of Notes to Consolidated Financial Statements.

Acquisition History

The following table sets forth the location of our facilities and the number of operational beds located at our facilities
as of December 31, 2014:

CA AZ TX uT CcoO WA ID NV NE 1A WI Total
Cumulative
number of skilled
nursing and 46 16 26 12 7 8 6 3 5 5 2 136
assisted living
operations
Cumulative
number of
operational skilled
nursing, assisted 4,806 2,446 3,146 1,360 587 739 477 304 366 356 138 14,725
living and
independent living
beds/units
In addition to the facility acquisitions above, in 2014, we acquired seven home health and hospice agencies. As of
December 31, 2014, we provided home health and hospice services through our 23 operating subsidiaries in Arizona,
California, Colorado, Idaho, Iowa, Oregon, Texas, Utah and Washington.
In the first quarter of 2014, we acquired a skilled nursing operation and a transitional care managing company in two
states for an aggregate purchase price of $9.1 million. The acquisition of the skilled nursing operation added 196
operational skilled nursing beds to our operating subsidiaries. The acquisition of the transitional care managing
company did not have an impact on the number of beds operated by our operating subsidiaries.
In the second quarter of 2014, we acquired three skilled nursing operations, one assisted living operation, one home
health agency, one hospice agency and one primary care group in four states for an aggregate purchase price of $29.3
million. The acquisitions of the three skilled nursing and one assisted living operations added 368 and 144 operational
skilled nursing beds and assisted living units, respectively, to our operating subsidiaries. The acquisitions of the home
health and hospice agencies and primary care group did not have an impact on the number of beds operated by our
operating subsidiaries.
In addition, during the second quarter of 2014, we acquired the underlying assets of two skilled nursing operations in
two states, which we previously operated under a long-term lease agreement, for an aggregate purchase price of
approximately $7.5 million. These acquisitions did not have an impact on our operational bed count. We also entered
into long-term lease agreements and assumed the operations of two skilled nursing facilities in two states. These
transactions added 199 operational skilled nursing beds to our operating subsidiaries. We did not acquire any material
assets or assume any liabilities other than the tenant's post-assumption rights and obligations under the leases.
During the third quarter of 2014, we acquired an assisted living operation, a hospice agency, a home health agency
and a hospice license in three states for an aggregate purchase price of $8.3 million. We assumed an existing

12
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HUD-insured loan as part of the transaction. We also entered into a long-term lease agreement and assumed the
operations of one skilled nursing facility in one state. We did not acquire any material assets or assume any liabilities
other than the tenant's post-assumption rights and obligations under the lease. The acquisition of the assisted living
operation and the long-term lease of a skilled nursing operation added 135 and 67 operational assisted living units and
skilled nursing beds, respectively, to our operating subsidiaries. The acquisitions of the home health and hospice
agencies and hospice license did not have an impact on the number of beds operated by our operating subsidiaries.

8
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During the fourth quarter of 2014, we acquired eight skilled nursing operations, two assisted living operations, one
home health agency, two hospice agencies and one private home care business in three states for an aggregate
purchase price of $49.8 million. The acquisitions of skilled nursing and assisted living operations added 623 and 66
operational skilled nursing beds and assisted living units, respectively, to our operating subsidiaries. The acquisitions
of the home health and hospice agencies and private home care business did not have an impact on the number of beds
operated by our operating subsidiaries.

Subsequent to the fourth quarter of 2014, we acquired five skilled nursing operations, two assisted living operations,
two independent living operations, one home health agency and two urgent care clinics in three states for an aggregate
purchase price of $38.6 million. The acquisition of the skilled nursing operations and assisted and independent living
operations added 419 and 286 operational skilled nursing beds and assisted and independent living units, respectively,
to our operating subsidiaries. The acquisitions of the home health agency and urgent care centers did not have an
impact on the number of beds operated by our operating subsidiaries.

See further discussion of facility acquisitions in Note 8, Acquisitions in Notes to Consolidated Financial Statements.

Quality of Care Measures

In December 2008, the Centers for Medicare and Medicaid Services (CMS) introduced the Five-Star Quality Rating
System to help consumers, their families and caregivers compare nursing homes more easily. The Five-Star Quality
Rating System gives each nursing home a rating of between one and five stars in various categories. In cases of
acquisitions, the previous operator's clinical ratings are included in our overall Five-Star Quality Rating. The prior
operator's results will impact our rating until we have sufficient clinical measurements subsequent to the acquisition
date. Generally we acquire facilities with a 1 or 2-Star rating. We believe compliance and quality outcomes are
precursors to outstanding financial performance. The table below summarizes the improvements we have made in
these quality measures since 2010:

As of December 31,

2010 2011 2012 2013 2014
Cumulative number of facilities 82 102 108 119 136
4 and 5-Star Quality Rated facilities 21 38 45 60 77
Percentage of 4 and 5-Star Quality Rated facilities 256 % 373 % 4177 % 504 % 56.6 %

Industry Trends

The skilled nursing industry has evolved to meet the growing demand for post-acute and custodial healthcare services
generated by an aging population, increasing life expectancies and the trend toward shifting of patient care to lower
cost settings. The skilled nursing industry has evolved in recent years, which we believe has led to a number of
favorable improvements in the industry, as described below:

Shift of Patient Care to Lower Cost Alternatives. The growth of the senior population in the United States continues to
increase healthcare costs, often faster than the available funding from government-sponsored healthcare programs. In
response, federal and state governments have adopted cost-containment measures that encourage the treatment of
patients in more cost-effective settings such as skilled nursing facilities, for which the staffing requirements and
associated costs are often significantly lower than acute care hospitals, inpatient rehabilitation facilities and other
post-acute care settings. As a result, skilled nursing facilities are generally serving a larger population of higher-acuity
patients than in the past.

Significant Acquisition and Consolidation Opportunities. The skilled nursing industry is large and highly fragmented,
characterized predominantly by numerous local and regional providers. We believe this fragmentation provides
significant acquisition and consolidation opportunities for us.

Improving Supply and Demand Balance. The number of skilled nursing facilities has declined modestly over the past
several years. We expect that the supply and demand balance in the skilled nursing industry will continue to improve
due to the shift of patient care to lower cost settings, an aging population and increasing life expectancies.

dncreased Demand Driven by Aging Populations and Increased Life Expectancy. As life expectancy continues to
increase in the United States and seniors account for a higher percentage of the total U.S. population, we believe the
overall demand for skilled nursing services will increase. At present, the primary market demographic for skilled
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nursing services is primarily individuals age 75 and older. According to the 2010 U.S. Census, there were over
40 million people in the United States in 2010 that are over 65 years old. The 2010 U.S. Census estimates this group

is one of the fastest growing segments of the United States population and is expected to more than double between
2000 and 2030.

9
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Accountable Care Organizations and Reimbursement Reform. A significant goal of federal health care reform
is to transform the delivery of health care by changing reimbursement for health care services to hold
providers accountable for the cost and quality of care provided. Medicare and many commercial third party
payors are implementing Accountable Care Organization (ACO) models in which groups of providers share
in the benefit and risk of providing care to an assigned group of individuals. Other reimbursement
methodology reforms include value-based purchasing, in which a portion of provider reimbursement is
redistributed based on relative performance on designated economic, clinical quality, and patient satisfaction
metrics. In addition, CMS is implementing demonstration programs to bundle acute care and post-acute care
reimbursement to hold providers accountable for costs across a broader continuum of care. These
reimbursement methodologies and similar programs are likely to continue and expand, both in public and
commercial health plans. On January 26, 2015, CMS announced its goal to have 30% of Medicare payments
for quality and value through alternative payment models such as ACOs or bundled payments by 2016 and up
to 50% by the end of 2018. Providers who respond successfully to these trends and are able to deliver quality
care at lower cost are likely to benefit financially.

We believe the skilled nursing industry has been and will continue to be impacted by several other trends. The use of
long-term care insurance is increasing among seniors as a means of planning for the costs of skilled nursing services.
In addition, as a result of increased mobility in society, reduction of average family size, and the increased number of
two-wage earner couples, more seniors are looking for alternatives outside the family for their care.

Effects of Changing Prices

Medicare reimbursement rates and procedures are subject to change from time to time, which could materially impact
our revenue. Medicare reimburses our skilled nursing operations under a prospective payment system (PPS) for
certain inpatient covered services. Under the PPS, facilities are paid a predetermined amount per patient, per day,
based on the anticipated costs of treating patients. The amount to be paid is determined by classifying each patient into
a resource utilization group (RUG) category that is based upon each patient’s acuity level. As of October 1, 2010, the
RUG categories were expanded from 53 to 66 with the introduction of minimum data set (MDS) 3.0. Should future
changes in skilled nursing facility payments reduce rates or increase the standards for reaching certain reimbursement
levels, our Medicare revenues could be reduced and/or our costs to provide those services could increase, with a
corresponding adverse impact on our financial condition or results of operations.

CMS Rulings. On July 31, 2014, CMS issued its final rule outlining fiscal year 2015 Medicare payment rates for
skilled nursing facilities. CMS estimates that aggregate payments to skilled nursing facilities will increase by $750
million, or 2.0% for fiscal year 2015, relative to payments in 2014. The estimated increase reflects a 2.5% market
basket increase, reduced by the 0.5% multi-factor productivity (MFP) adjustment required by the Patient Protection
and Affordable Care Act (PPACA).

On July 31, 2013, CMS issued its final rule outlining fiscal year 2014 Medicare payment rates for skilled nursing
facilities. CMS estimated that aggregate payments to skilled nursing facilities would increase by $470 million, or

1.3% for fiscal year 2014, relative to payments in 2013. This estimated increase reflected a 2.3% market basket
increase, reduced by the 0.5% forecast error correction and further reduced by the 0.5% MFP as required by PPACA.
The forecast error correction is applied when the difference between the actual and projected market basket percentage
change for the most recent available fiscal year exceeds the 0.5% threshold. In its 2014 report to congress, the
Medicare Payment Advisory Commission recommended eliminating the market basket update and reducing payments
through the SNF prospective payments system.

On July 27,2012, CMS announced a final rule updating Medicare skilled nursing facility PPS payments in fiscal year
2013. The update, a 1.8% or $670 million increase, reflected a 2.5% market basket increase, reduced by a 0.7% MFP
adjustment mandated by the PPACA. This increase was offset by the 2% sequestration reduction, which became
effective April 1, 2013.
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On October 30, 2014, CMS announced payment changes to the Medicare home health prospective payment system
(HH PPS) for calendar year 2015. Under this rule, CMS projects that Medicare payments to home health agencies in
calendar year 2015 will be reduced by 0.3%, or $60 million. The decrease reflects the effects of the 2.1% home health
payment update percentage and the rebasing adjustments to the national, standardized 60-day episode payment rate,
the national per-visit payment rates, and the non-routine medical supplies (NRS) conversion factor. CMS is also
finalizing three changes to the face-to-face encounter requirements under the Affordable Care Act. These changes
include: a) eliminating the narrative requirement currently in regulation, b) establishing that if each home health
agency (HHA) claim is denied, the corresponding physician claim for certifying/re-certifying patient eligibility for
Medicare-covered home health services is considered non-covered as well because there is no longer a corresponding
claim for Medicare-covered home health services and c) clarifying that a face-to-face encounter is required for
certifications, rather than initial episodes; and that a certification (versus a re-certification) is generally considered to
be any time a new start of care assessment is completed to initiate care. This rule also established a minimum
submission
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threshold for the number of OASIS assessments that each HHA must submit under the Home Health Quality
Reporting Program and the Home Health Conditions of Participant for speech language pathologist personnel.

On November 22, 2013, CMS issued its final ruling regarding Medicare payment rates for home health agencies
effective January 1, 2014. As required by the PPACA, this rule included rebasing adjustments, with a four-year
phase-in, to the national, standardized 60-day episode payment rates; the national per-visit rates; and the NRS
conversion factor. Under the ruling, CMS projected that Medicare payments to home health agencies in calendar year
2014 would be reduced by 1.05%, or $200 million, reflecting the combined effects of the 2.3% increase in the home
health national payment update percentage; offset by a 2.7% decrease due to rebasing adjustments to the national,
standardized 60-day episode payment rate, mandated by the Affordable Care Act; and a 0.6% decrease due to the
effects of Home Health Prospective Payment Systems Grouper refinements. This final rule also updated the home
health wage index for calendar year 2014. The ruling also established home health quality reporting requirements for
2014 payment and subsequent years to specify that Medicaid responsibilities for home health surveys be explicitly
recognized in the State Medicaid Plan, which is similar to the current regulations for surveys of skilled nursing
facilities and intermediate care facilities for individuals with intellectual disabilities.

In November 2012, CMS issued final regulations regarding Medicare payment rates for home health agencies
effective January 1, 2013. These final regulations implemented a net market basket increase of 1.3% consisting of a
2.3% market basket inflation increase, less a 1.0% adjustment mandated by the PPACA. In addition, CMS
implemented a 1.3% reduction in case mix. CMS projected the impact of these changes would result in a less than
0.1% decrease in payments to home health agencies.

On August 1, 2014, CMS issued its final rule outlining fiscal year 2015 Medicare payment rates and the wage index
for hospices serving Medicare beneficiaries. Under the final rule, hospices will see an estimated 1.4% increase in
their payments for fiscal year 2015. The hospice payment increase would be the net result of a hospice payment
update to the hospice per diem rates of 2.1% (a “hospital market basket” increase of 2.9% minus 0.8% for reductions
required by law) and a 0.7% decrease in payments to hospices due to updated wage data and the sixth year of CMS’
seven-year phase-out of its wage index budget neutrality adjustment factor (BNAF). The final rule also states that
CMS will begin national implementation of the CAHPS Hospice Survey starting January 1, 2015. In the final rule,
CMS requires providers to complete their hospice cap determination within 150 days after the cap period and remit
any overpayments. If a hospice does not complete its cap determination in a timely fashion, its Medicare payments
would be suspended until the cap determination is complete and received by the contractor. This is similar to the
current practice for all other provider types that file cost reports with Medicare.

On August 2, 2013, CMS issued its final rule that updated fiscal year 2014 Medicare payment rates and the wage
index for hospices serving Medicare beneficiaries. Hospices were projected to see an estimated 1.0% increase in their
payments for fiscal year 2014. The hospice payment increase was the net result of a hospice payment update
percentage of 1.7% (a 2.5% hospital market basket increase minus a 0.8% reduction mandated by law), offset by a
0.7% decrease in payments to hospices due to updated wage data and the fifth year of the CMS's seven-year phase-out
of its wage index budget neutrality adjustment factor (BNAF). As finalized in this rule, CMS planned to update the
hospice per diem rates for fiscal year 2014 and subsequent years through the annual hospice rule or notice, rather than
solely through a Change Request, as has been done in prior years. The fiscal year 2014 hospice payment rates and
wage index became effective on October 1, 2013.

In July 2012, CMS issued its final rule for hospice services for its 2013 fiscal year. These final regulations
implemented a net market basket increase of 1.6% consisting of a 2.6% market basket inflation increase, less offsets to
the standard payment conversion factor mandated by the PPACA of 0.7% to account for the effect of a productivity
adjustment, and 0.3% as required by statute. CMS projected the impact of these changes would result in a 0.9%
increase in payments to hospice providers.
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On April 1, 2014, the President signed into law the Protecting Access to Medicare Act of 2014, which averted a 24%
cut in Medicare payments to physicians and other Part B providers until March 31, 2015. In addition, this law
maintains the 0.5% update for such services through December 31, 2014 and provides a 0.0% update to the 2015
Medicare Physician Fee Schedule (MPES) through March 31, 2015. Among other things, this law provides the
framework for implementation of a value-based purchasing program for skilled nursing facilities. Under this
legislation HHS is required to develop by October 1, 2016 measures and performance standards regarding preventable
hospital readmissions from skilled nursing facilities. Beginning October 1, 2018, HHS will withhold 2% of Medicare
payments to all skilled nursing facilities and distribute this pool of payment to skilled nursing facilities as incentive
payments for preventing readmissions to hospitals.

On January 2, 2013 the President signed the American Taxpayer Relief Act of 2012 into law. This statute creates a
Commission on Long Term Care, the goal of which is to develop a plan for the establishment, implementation, and
financing of a comprehensive, coordinated, and high-quality system that ensures the availability of long-term care
services and supports for individuals in need of such services and supports. Any implementation of recommendations
from this commission may have an impact on coverage and payment for our services.
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Should future changes in PPS include further reduced rates or increased standards for reaching certain reimbursement
levels, our Medicare revenues derived from our affiliated skilled nursing facilities (including rehabilitation therapy
services provided at our affiliated skilled nursing facilities) could be reduced, with a corresponding adverse impact on
our financial condition or results of operations.

On February 22, 2012, the President signed into law H.R. 3630, which among other things, delayed a cut in physician
and Part B services. In establishing the funding for the law, payments to nursing facilities for patients' unpaid
Medicare A co-insurance was reduced. The Deficit Reduction Act of 2005 had previously limited reimbursement of
bad debt to 70% on privately responsibility co-insurance. However, under H.R. 3630, this reimbursement will be
reduced to 65%.

Further, prior to the introduction of H.R. 3630, we were reimbursed for 100% of bad debt related to dual-eligible
Medicare patients' co-insurance. H.R. 3630 will phase down the dual-eligible reimbursement over three years.
Effective October 1, 2012, Medicare dual-eligible co-insurance reimbursement decreased from 100% to 88%, with
further rates reductions to 77% and 65% as of October 1, 2013 and 2014, respectively. Any reductions in Medicare or
Medicaid reimbursement could materially adversely affect our profitability.

Medicare Part B Therapy Cap. Some of our rehabilitation therapy revenue is paid by the Medicare Part B program
under a fee schedule. Congress has established annual caps that limit the amounts that can be paid (including
deductible and coinsurance amounts) for rehabilitation therapy services rendered to any Medicare beneficiary under
Medicare Part B. The Deficit Reduction Act of 2005 (DRA) added Sec. 1833(g)(5) of the Social Security Act and
directed CMS to develop a process that allows exceptions for Medicare beneficiaries to therapy caps when continued
therapy is deemed medically necessary.

The therapy cap exception has been reauthorized in a number of subsequent laws, most recently in the Protecting
Access to Medicare Act of 2014, which extends the cap and exception process through March 31, 2015. That statute
implements a two-tiered exception process, with an automatic exception process and a manual medical review
exception process. The automatic exception process applies for patients who reach a $1,920 threshold. The manual
medical review exception process applies at the $3,700 threshold. Every claim exceeding threshold after April 1, 2014
is subject to Manual Medical Review (MMR). The Texas and California ‘Pre-Payment” MMR has been discontinued at
this point in time. All states continued to be subject to post payment review when exceeding $3,700 Speech/Part time
combined and $3,700 overtime alone. All threshold exceptions over $3,700 are subject to review. It was expected that
the MMR Pre-Payment Review would be reinstated in August 2014. However, due to the continued delay in awarding
new Recovery Auditor contracts, the CMS initiated contract modifications to the current Recovery Auditor contracts
to allow the Recovery Auditors to restart some reviews. Most reviews will be done on an automated basis, but a
limited number will be complex reviews of topics selected by CMS. While the RAC Contractors have begun to
reinstate some reviews, the Part B ‘Pre-Payment” MMR Pause continues at this time.

The application of annual caps, or the discontinuation of exceptions to the annual caps, could have an adverse effect
on our rehabilitation therapy revenue. Additionally, the exceptions to these caps may not be extended beyond March
31, 2015, which could also have an adverse effect on our revenue after that date.

In addition, the Multiple Procedure Payment Reduction (MPPR) was increased from a 25% to 50% reduction applied
to therapy by reducing payments for practice expense of the second and subsequent therapies when therapies are
provided on the same day. The implementation of MPPR includes: 1) facilities that provide Medicare Part B
speech-language pathology, occupational therapy, and physical therapy services and bill under the same provider
number; and 2) providers in private practice, including speech-language pathologists, who perform and bill for
multiple services in a single day. The change from 25% of the practice expense to a 50% reduction went into effect for
Medicare Part B services provided on or after April 1, 2013.

Medicare Coverage Settlement Agreement. A proposed federal class action settlement was filed in federal district
court on October 16, 2012 that would end the Medicare coverage standard for skilled nursing, home health and
outpatient therapy services that a beneficiary's condition must be expected to improve. The settlement was approved
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on January 24, 2013, which tasked CMS with revising its Medicare Benefit Manual and numerous other policies,
guidelines and instructions to ensure that Medicare coverage is available for skilled maintenance services in the home
health, skilled nursing and outpatient settings. CMS must also develop and implement a nationwide education
campaign for all who make Medicare determinations to ensure that beneficiaries with chronic conditions are not
denied coverage for critical services because their underlying conditions will not improve. At the conclusion of the
CMS education campaign, the members of the class will have the opportunity for re-review of their claims, and a two-
or three-year monitoring period will commence. Implementation of the provisions of this settlement agreement could
favorably impact Medicare coverage reimbursement for our services.

Historically, adjustments to reimbursement under Medicare have had a significant effect on our revenue. For a
discussion of historic adjustments and recent changes to the Medicare program and related reimbursement rates, see

Item 1A. Risk Factors -
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Risks Related to Our Business and Industry - “Our revenue could be impacted by federal and state changes to
reimbursement and other aspects of Medicaid and Medicare,” “Our future revenue, financial condition and results of
operations could be impacted by continued cost containment pressures on Medicaid spending,” “We may not be fully
reimbursed for all services for which each facility bills through consolidated billing, which could adversely affect our
revenue, financial condition and results of operations” and “Reforms to the U.S. healthcare system will impose new
requirements upon us and may lower our reimbursements." The federal government and state governments continue to
focus on efforts to curb spending on healthcare programs such as Medicare and Medicaid. We are not able to predict
the outcome of the legislative process. We also cannot predict the extent to which proposals will be adopted or, if
adopted and implemented, what effect, if any, such proposals and existing new legislation will have on us. Efforts to
impose reduced allowances, greater discounts and more stringent cost controls by government and other payors are
expected to continue and could adversely affect our business, financial condition and results of operations.

Payor Sources

We derive revenue primarily from the Medicaid and Medicare programs, private pay patients and managed care
payors. Medicaid typically covers patients that require standard room and board services, and provides reimbursement
rates that are generally lower than rates earned from other sources. We monitor our quality mix, which is the
percentage of non-Medicaid revenue from each of our facilities, to measure the level received from each payor across
each of our business units. We intend to continue to focus on enhancing our care offerings to accommodate more high
acuity patients.

Medicaid. Medicaid is a state-administered program financed by state funds and matching federal funds. Medicaid
programs are administered by the states and their political subdivisions, and often go by state-specific names, such as
Medi-Cal in California and the Arizona Healthcare Cost Containment System in Arizona. Medicaid programs
generally provide health benefits for qualifying individuals, and may supplement Medicare benefits for financially
needy persons aged 65 and older. Medicaid reimbursement formulas are established by each state with the approval of
the federal government in accordance with federal guidelines. Seniors who enter skilled nursing facilities as private
pay clients can become eligible for Medicaid once they have substantially depleted their assets. Medicaid is the largest
source of funding for nursing home facilities.

Medicare. Medicare is a federal program that provides healthcare benefits to individuals who are 65 years of age or
older or are disabled. To achieve and maintain Medicare certification, a skilled nursing facility must sign a Medicare
provider agreement and meet the CMS “Conditions of Participation” on an ongoing basis, as determined in periodic
facility inspections or “surveys” conducted primarily by the state licensing agency in the state where the facility is
located. Medicare pays for inpatient skilled nursing facility services under the prospective payment system. The
prospective payment for each beneficiary is based upon the medical condition of and care needed by the beneficiary.
Medicare skilled nursing facility coverage is limited to 100 days per episode of illness for those beneficiaries who
require daily care following discharge from an acute care hospital.

Managed Care and Private Insurance. Managed care patients consist of individuals who are insured by a third-party
entity, typically a senior HMO plan, or who are Medicare beneficiaries who have assigned their Medicare benefits to a
senior HMO plan. Another type of insurance, long-term care insurance, is also becoming more widely available to
consumers, but is not expected to contribute significantly to industry revenues in the near term.

Private and Other Payors. Private and other payors consist primarily of individuals, family members or other third
parties who directly pay for the services we provide.
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Billing and Reimbursement. Our revenue from government payors, including Medicare and state Medicaid agencies,
is subject to retroactive adjustments in the form of claimed overpayments and underpayments based on rate
adjustments, audits or asserted billing and reimbursement errors. We believe billing and reimbursement errors,
disagreements, overpayments and underpayments are common in our industry, and we are regularly engaged with
government payors and their contractors in reviews, audits and appeals of our claims for reimbursement due to the
subjectivity inherent in the processes related to patient diagnosis and care, recordkeeping, claims processing and other
aspects of the patient service and reimbursement processes, and the errors or disagreements those subjectivities can
produce.

We take seriously our responsibility to act appropriately under applicable laws and regulations, including Medicare
and Medicaid billing and reimbursement laws and regulations. Accordingly, we employ accounting, reimbursement
and compliance specialists who train, mentor and assist our clerical, clinical and rehabilitation staffs in the preparation
of claims and supporting documentation, regularly monitor billing and reimbursement practices within our operating
subsidiaries, and assist with the appeal of overpayment and recoupment claims generated by governmental, Medicare
contractors and other auditors and reviewers. In addition, due to the potentially serious consequences that could arise
from any impropriety in our billing and
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reimbursement processes, we investigate allegations of impropriety or irregularity relative thereto, and sometimes do
so with the aid of outside auditors (other than our independent registered public accounting firm), attorneys and other
professionals.

Whether information about our billing and reimbursement processes is obtained from external sources or activities
such as Medicare and Medicaid audits or probe reviews, internal investigations, or our regular day-to-day monitoring
and training activities, we collect and utilize such information to improve our billing and reimbursement functions and
the various processes related thereto. While, like other operators in our industry, we experience billing and
reimbursement errors, disagreements and other effects of the inherent subjectivities in reimbursement processes on a
regular basis, we believe that we are in substantial compliance with applicable Medicare and Medicaid reimbursement
requirements. We continually strive to improve the efficiency and accuracy of all of our operational and business
functions, including our billing and reimbursement processes.
The following table sets forth our total revenue by payor source generated by each of our reportable segments and our
"all other" category and as a percentage of total revenue for the periods indicated (dollars in thousands):

Year Ended December 31, 2014

Home Health
TSA. and Hospice  All Other Total Revenue %
Services ) Revenue
Services
Medicaid $352,874 $5,245 $— $358,119 349 %
Medicare 274,723 38,421 — 313,144 30.5
Medicaid-skilled 51,157 — — 51,157 5.0
Subtotal 678,754 43,666 — 722,420 70.4
Managed care 138,215 7,581 — 145,796 14.2
Private and other 133,349 3,269 22,572 (1) 159,190 154
Total revenue $950,318
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