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0 TRANSITION REPORT PURSUANT TO SECTION 13(a) OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934.
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Commission file number: 001-33757
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Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days. p Yes o No

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained
herein, and will not be contained, to the best of the registrant s knowledge, in definitive proxy or information
statements incorporated by reference in Part III of this Form 10-K or any amendment to this Form 10-K. o

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer or
a smaller reporting company. See the definitions of large accelerated filer , accelerated filer and smaller reporting
company in Rule 12b-2 of the Exchange Act. (Check one):

Large Accelerated filer p Non-accelerated filer o Smaller reporting company o
accelerated
filer o

(Do not check if a smaller reporting company)

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Act). o Yes p No

The aggregate market value of the registrant s common stock held by non-affiliates of the registrant, computed by

reference to the closing price as of the last business day of the registrant s most recently completed second fiscal

quarter, June 30, 2008, was approximately $123,948,369 million.

On February 13, 2009, The Ensign Group, Inc. had 20,565,580 shares of Common Stock outstanding.
DOCUMENTS INCORPORATED BY REFERENCE:

Part III of this Form 10-K incorporates information by reference from the Registrant s definitive proxy statement for

the Registrant s 2009 Annual Meeting of Stockholders to be filed within 120 days after the close of the fiscal year
covered by this annual report.
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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 the

Company s 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, simil

variations or negatives of these words. 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 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. As used in this Annual Report on Form 10-K, the words, we, our and us referto The

Ensign Group, Inc. and its consolidated subsidiaries. All of our facilities, the Service Center and the 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 verbiage in this annual report is not

meant to imply that any of our facilities or the Service Center are operated by the same entity.

The Ensign Group, Inc. is a holding company with no direct operating assets, employees or revenues. All of our
facilities are operated by separate, wholly-owned, independent subsidiaries, which have their own management,
employees and assets. In addition, one of our wholly-owned independent subsidiaries, which we call our Service
Center, provides centralized accounting, payroll, human resources, information technology, legal, risk management
and other services to each operating subsidiary through contractual relationships between such subsidiaries. In
addition, we have the Captive that provides some claims-made coverage to our operating subsidiaries for general and
professional liability, as well as for certain workers compensation insurance liabilities. Reference herein to the
consolidated Company and its assets and activities, as well as the use of the terms we, us, our and similar verbia
this annual report is not meant to imply that The Ensign Group, Inc. has direct operating assets, employees or revenue,
or that any of the facilities, the Service Center or the Captive are operated by the same entity. We were incorporated in
1999 in Delaware. Our corporate 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 1.
Item 1. Business
Overview

We are a provider of skilled nursing and rehabilitative care services through the operation of facilities located in
California, Arizona, Texas, Washington, Utah and Idaho. As of December 31, 2008, we owned or leased 63 facilities.
All of our facilities are skilled nursing facilities, other than three stand-alone assisted living facilities in Arizona and
Texas and four campuses that offer both skilled nursing and assisted living services in California, Arizona and Utah.
Our facilities, each of which strives to be the facility of choice in the community it serves, provide a broad spectrum
of skilled nursing, physical, occupational and speech therapies, and other rehabilitative and healthcare services and, in
certain facilities, assisted living services, for both long-term residents and short-stay rehabilitation patients. Our
facilities have a collective licensed capacity of over 7,600 skilled nursing, assisted living and independent living beds.
As of December 31, 2008 we owned 32 of our facilities and operated an additional 31 facilities under long-term lease
arrangements, and had purchase agreements or options to purchase nine of those 31 facilities. For the years ended
December 31, 2008, 2007 and 2006 our skilled nursing services, including our integrated rehabilitative therapy
services, generated approximately 98%, 97% and 97% of our revenue, respectively.

Our organizational structure is centered upon local leadership. We believe our organizational structure, which
empowers leaders and staff at the facility level, is unique within the skilled nursing industry. Each of our facilities is
led by highly dedicated individuals who are responsible for key operational decisions at their facilities. Facility leaders
and staff are trained and incentivized to pursue superior clinical outcomes, operating efficiencies and financial
performance at their facilities. In addition, our facility leaders are enabled and incentivized to share real-time
operating data and otherwise benchmark clinical and operational performance against their peers in other facilities in
order to improve clinical care, maximize patient satisfaction and augment operational efficiencies, promoting the
sharing of best practices.

We view skilled nursing 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 facility to focus on clinical excellence, and promote
their facility independently within their local community.
Much of our historical growth can be attributed to our expertise in acquiring under-performing facilities 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:

continuing to grow our talent base and develop future leaders;

increasing the overall percentage or mix of higher-acuity residents;

focusing on organic growth and internal operating efficiencies;

continuing to acquire additional facilities in existing and new markets; and

expanding and renovating our existing facilities, and potentially constructing new facilities.
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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 ora standard, and refers to our goal of setting the standard by
which all others are measured. We believe that through our efforts and leadership, we can foster a new level of patient

care and professional competence at our facilities, and set a new industry standard for quality skilled nursing and
rehabilitative care services.

We have an established track record of successful acquisitions. Many of our earliest acquisitions were completed at a
time when the skilled nursing industry was undergoing a major restructuring. From 2001 to 2003, we

2
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acquired a number of underperforming facilities, as several long-term care providers disposed of troubled facilities
from their portfolios. We then applied our core operating expertise to turn these facilities around, both clinically and
financially. In 2004 and 2005, we focused on the integration and improvement of our existing operations while
limiting our acquisitions to strategically situated properties, acquiring five facilities over that period.

We organized our facilities into five portfolio companies in 2006 and introduced a sixth portfolio company in 2008,
which we believe has enabled us to attract additional qualified leadership talent, and to identify, acquire, and improve
facilities at a generally faster rate. With the introduction in early 2006 of the portfolio companies and our New Market
CEO program, described below, our acquisition activity accelerated, allowing us to add 15 facilities between

January 1, 2006 and July 31, 2007. We then effectively suspended our acquisition program while we effected our
initial public offering, which was completed in November 2007. (See ~ Recent Developments ). During 2008 we
acquired two facilities which added 219 licensed, or 199 operational beds to our operations. The following table
summarizes our growth from our formation in 1999 through December 31, 2008:

Cumulative Facility Growth

As of December 31,
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008

Cumulative

number of

facilities 5 13 19 24 41 43 46 57 61 63
Cumulative

number of

licensed

skilled

nursing,

assisted

living and

independent

living

beds(1) 710 1,645 2,244 2,919 5,147 5,401 5,780 6,940 7,448 7,687
Cumulative

number of

operational

skilled

nursing,

assisted

living and

independent

living

beds(2) 665 1,571 2,155 2,751 4,959 5,213 5,585 6,667 7,105 7,324

(1) Includes 671 beds in our 460 assisted living units and 84 independent living units as of December 31, 2008. The
cumulative number of skilled nursing, assisted living and independent living beds is calculated using the current
number of beds at each facility and may differ from the number of beds at the time of acquisition. We may also
temporarily or permanently expand or reduce the number of beds in connection with renovations or expansions of
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specific facilities. All bed counts are licensed beds except independent living beds, and may not reflect the
number of beds actually available for patient use.

(2) The number of licensed and independent living beds in a skilled nursing, assisted living or independent living
facility that are actually operational and available for occupancy may be less than the total official licensed bed
capacity. This sometimes occurs due to the permanent dedication of bed space to alternative purposes, such as
enhanced therapy treatment space or other desirable uses calculated to improve service offerings and/or
operational efficiencies in a facility. In some cases, three- and four-bed wards have been reduced to two-bed
rooms for resident comfort. These beds are seldom expected to be placed back into service. In addition, we
occasionally acquire facilities with banked beds, for which valuable licensing rights have been retained, but have
been voluntarily suspended under state regulations until the beds can be economically placed into service again.

Recent Developments

Reorganization of Operations under Portfolio Companies. To preserve our entrepreneurial culture and the scalability
of our leadership-centered management model, we have created several portfolio companies, each with its own
president and resources. We believe that this structure is allowing us to better maintain organizational and individual
development across our large and rapidly-growing organization, while continuing to maintain our

one-facility-at-a-time focus, and to implement the key principles that have contributed to our success to date. To
facilitate this internal reorganization, we formed five separate portfolio companies in 2006.

In July 2008, our Utah and Idaho facilities, which had been supported by our Keystone Care portfolio subsidiary since
we first moved into those markets beginning in July 2006, were reorganized in anticipation of

3
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becoming their own standalone portfolio company known as Milestone Healthcare, Inc. Milestone s eventual
emergence as a self-contained portfolio company not only allows us to focus more closely on the growth and
development of our Utah/Idaho markets, it also allows our key leadership in Keystone, which is based in and covers
the state of Texas, to focus more rigorously on operational excellence and growth in that important market as well.
During the transitional period our Chief Executive Officer, Christopher Christensen, is serving as interim President of
Milestone, as he did for the latter part of 2007 and early 2008 in our Flagstone portfolio subsidiary, until a permanent
leader for Milestone is identified and installed. Resources have been deployed from other areas of the organization to
provide needed support. We expect the transition to be completed in the near term. As of December 31, 2008, our
portfolio companies are organized as follows:

The Flagstone Group, Inc., with 15 facilities and 1,792 licensed!, or 1,769 operational beds? in Southern
California;

Touchstone Care, Inc., with 10 facilities and 1,208 licensed!, or 1,197 operational beds? in the Los Angeles
area and in Southern California s Inland Empire and Palm Springs markets;

Northern Pioneers Healthcare, Inc., with nine facilities and 832 licensed!, or 781 operational beds? in Northern
California and Washington;

Keystone Care, Inc., with 10 facilities and 1,154 licensed!, or 1,076 operational beds? in Texas
Bandera Healthcare, Inc., with 12 facilities and 1,952 licensed!, or 1,836 operational beds? in Arizona; and
Milestone Healthcare, Inc., with seven facilities and 749 licensed!, or 665 operational beds? in Utah and Idaho.

As noted above, each of our portfolio companies has its own president. These presidents, who are experienced and
proven leaders taken from the ranks of our facility 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 reorganization has improved the quality
of our recruiting and will continue to facilitate successful acquisitions.

New Market CEO Program. In order to broaden our reach to 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.

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 the challenges of growing and operating a new business.

Recent Acquisition History and Growth. Since January 1, 2008, we added an aggregate of two skilled nursing

facilities located in Utah that we had not operated previously, both of which we acquired under long-term lease
arrangements. These facilities contributed 219 and 199 licensed and operational beds, respectively, to our

I All bed counts are licensed beds except for independent living beds, and may not reflect the number of beds actually
available for patient use.
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2 The number of licensed and independent living beds in a skilled nursing, assisted living or independent living

facility that are actually operational and available for occupancy may be less than the total official licensed bed
capacity. This sometimes occurs due to the permanent dedication of bed space to alternative purposes, such as
enhanced therapy treatment space or other desirable uses calculated to improve service offerings and/or operational
efficiencies in a facility. In some cases, three- and four-bed wards have been reduced to two-bed rooms for resident
comfort. These beds are seldom expected to be placed back into service. In addition, we occasionally acquire facilities
with banked beds, for which valuable licensing rights have been retained, but have been voluntarily suspended under
state regulations until the beds can be economically placed into service again.

4
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operations, increasing our total capacity by approximately 3%. In Utah, we have increased our capacity by
approximately 50% since January 1, 2008.

The following table sets forth the location and number of licensed and independent living beds located at our facilities
as of December 31, 2008:

CA AZ TX UT WA ID Total
Number of facilities 31 12 10 6 3 1 63
Licensed skilled nursing, assisted living
and independent living beds(1) 3,519 1,952 1,154 661 313 88 7,687
Operational skilled nursing, assisted
living and independent living beds(2) 3,464 1,836 1,076 577 283 88 7,324

(1) Includes 671 beds in our 460 assisted living units and 84 independent living units as of December 31, 2008. All
bed counts are licensed beds except for independent living beds, and may not reflect the number of beds actually
available for patient use.

(2) The number of licensed and independent living beds in a skilled nursing, assisted living or independent living
facility that are actually operational and available for occupancy may be less than the total official licensed bed
capacity. This sometimes occurs due to the permanent dedication of bed space to alternative purposes, such as
enhanced therapy treatment space or other desirable uses calculated to improve service offerings and/or
operational efficiencies in a facility. In some cases, three- and four-bed wards have been reduced to two-bed
rooms for resident comfort. These beds are seldom expected to be placed back into service. In addition, we
occasionally acquire facilities with banked beds, for which valuable licensing rights have been retained, but have
been voluntarily suspended under state regulations until the beds can be economically placed into service again.

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 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.
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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.

Increased 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 nursing services is individuals age 75 and older. According to U.S. Census Bureau
Interim Projections, there were 38 million people in the United States in 2007 that were

5
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over 65 years old. The U.S. Census Bureau 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.

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 facilities 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 January 1, 2006, the RUG categories were expanded from 44 to 53, with increased reimbursement rates for
treating higher acuity patients. 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, with a corresponding
adverse impact on our financial condition or results of operation.

The Deficit Reduction Act of 2005 (DRA) was expected to significantly reduce net Medicare and Medicaid spending.
Prior to the DRA, caps on annual reimbursements for rehabilitation therapy became effective on January 1, 2006. The
DRA provides for exceptions to those caps for patients with certain conditions or multiple complexities whose therapy
is reimbursed under Medicare Part B and provided in 2006. On July 15, 2008, the Medicare Improvements for Patients
and Providers Act of 2008 extended the exceptions to these therapy caps until December 31, 2009.

On July 31, 2008, Centers for Medicare and Medicaid Services (CMS) released its final rule on the fiscal year 2009
PPS reimbursement rates for skilled nursing facilities, which resulted in a 3.4% market basket increase. The final rule
increased aggregate payments to skilled nursing facilities nationwide by $780 million. In addition, CMS decided to
defer consideration of the $770 million reduction in payments to skilled nursing facilities, contemplated in the initial
proposal on May 2, 2008, until 2009 when the fiscal year 2010 PPS reimbursement rates are set.

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
Risk Factors  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, and If
Medicare reimbursement rates decline, our revenue, financial condition and results of operations could be adversely
affected. 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.

Competition
The skilled nursing industry is highly competitive, and we expect that the industry will become increasingly
competitive in the future. The industry is highly fragmented and characterized by numerous local and regional

providers, in addition to large national providers that have achieved geographic diversity and economies of scale. We
also compete with inpatient rehabilitation facilities and long-term acute care hospitals. Competitiveness may vary
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significantly from location to location, depending upon factors such as the number of competing facilities, availability
of services, expertise of staff, and the physical appearance and amenities of each location. We believe that the primary
competitive factors in the skilled nursing industry are:

ability to attract and to retain qualified management and caregivers;

reputation and commitment to quality;
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attractiveness and location of facilities;

the expertise and commitment of the facility management team and employees;
community value, including amenities and ancillary services; and

for private pay and HMO patients, price of services.

We seek to compete effectively in each market by establishing a reputation within the local community as the facility
of choice. This means that the facility leaders are generally free to discern and address the unique needs and priorities
of healthcare professionals, customers and other stakeholders in the local community or market, and then create a
superior service offering and reputation for that particular community or market that is calculated to encourage
prospective customers and referral sources to choose or recommend the facility.

Increased competition could limit our ability to attract and retain patients, maintain or increase rates or to expand our
business. Some of our competitors have greater financial and other resources than we have, may have greater brand
recognition and may be more established in their respective communities than we are. Competing companies may also
offer newer facilities or different programs or services than we offer, and may therefore attract individuals who are
currently residents of our facilities, potential residents of our facilities, or who are otherwise receiving our healthcare
services. Other competitors may have lower expenses or accept lower margins than us and, therefore, provide services
at lower prices than we offer.

Our Competitive Strengths

We believe that we are well positioned to benefit from the ongoing changes within our industry. We believe that our
ability to acquire, integrate and improve our facilities is a direct result of the following key competitive strengths:

Experienced and Dedicated Employees. We believe that our employees are among the best in the skilled nursing
industry. We believe each of our facilities is led by an experienced and caring leadership team, including a dedicated
front-line care staff, who participates daily in the clinical and operational improvement of their individual facilities.

We have been successful in attracting, training, incentivizing and retaining a core group of outstanding business and
clinical leaders to lead our facilities. These leaders operate their facilities as separate local businesses. With broad

local control, these talented leaders and their care staffs are able to quickly meet the needs of their patients and
residents, employees and local communities, without waiting for permission to act or being bound to a one-size-fits-all
corporate strategy.

Unique Incentive Programs. We believe that our employee compensation programs are unique within the skilled
nursing industry. Employee stock options and performance bonuses, based on achieving target clinical quality and
financial benchmarks, represent a significant component of total compensation for our facility leaders. We believe that
these compensation programs assist us in encouraging our facility leaders and key employees to act with a shared
ownership mentality. Furthermore, our facility leaders are incentivized to help local facilities within a defined cluster,
which is a group of geographically-proximate facilities that share clinical best practices, real-time financial data and
other resources and information.

Staff and Leadership Development. We have a company-wide commitment to ongoing education, training and
professional development. Accordingly, our facility leaders participate in regular training. Most participate in training
sessions at Ensign University, our in-house educational system, generally four or five times each year. Other training
opportunities are generally offered on a monthly basis. Training and educational topics include leadership

Table of Contents 16



Edgar Filing: ENSIGN GROUP, INC - Form 10-K

development, our values, updates on Medicaid and Medicare billing requirements, updates on new regulations or
legislation, emerging healthcare service alternatives and other relevant clinical, business and industry specific
coursework. Additionally, we encourage and provide ongoing education classes for our clinical staff to maintain
licensing and increase the breadth of their knowledge and expertise. We believe that our commitment to, and
substantial investment in, ongoing education will further strengthen the quality of our facility leaders and staff, and the
quality of the care they provide to our patients and residents.

Innovative Service Center Approach. We do not maintain a corporate headquarters; rather, we operate a Service
Center to support the efforts of each facility. Our Service Center is a dedicated service organization that acts

7
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as a resource and provides centralized information technology, human resources, accounting, payroll, legal, risk
management, educational and other key services, so that local facility leaders can focus on delivering top-quality care
and efficient business operations. Our Service Center approach allows individual facilities to function with the

strength, synergies and economies of scale found in larger organizations, but without what we believe are the
disadvantages of a top-down management structure or corporate hierarchy. We believe our Service Center approach is
unique within the industry, and allows us to preserve the one-facility-at-a-time focus and culture that has contributed
to our success.

Proven Track Record of Successful Acquisitions. We have established a disciplined acquisition strategy that is
focused on selectively acquiring facilities within our target markets. Our acquisition strategy is highly operations
driven. Prospective facility leaders are included in the decision making process and compensated as these acquired
facilities reach pre-established clinical quality and financial benchmarks, helping to ensure that we only undertake
acquisitions that key leaders believe can become clinically sound and contribute to our financial performance.

Since April 1999, we have acquired 63 facilities with over 7,600 licensed beds, including 671 beds in our 460 assisted
living units and 84 independent living units, through both long-term leases and purchases. We believe our experience
in acquiring these facilities and our demonstrated success in significantly improving their operations enables us to
consider a broad range of acquisition targets. In addition, we believe we have developed expertise in transitioning
newly-acquired facilities to our unique organizational culture and operating systems, which enables us to acquire
facilities with limited disruption to patients, residents and facility operating staff, while significantly improving
quality of care. We also intend to consider the construction of new facilities as we determine that market conditions
justify the cost of new construction in some of our markets.

Reputation for Quality Care. We believe that we have achieved a reputation for high-quality and cost-effective care
and services to our patients and residents within the communities we serve. We believe that our reputation for quality,
coupled with the integrated skilled nursing and rehabilitation services that we offer, allows us to attract patients that
require more intensive and medically complex care and generally result in higher reimbursement rates than lower
acuity patients.

Community Focused Approach. We view skilled nursing care primarily as a local, community-based business. Our
local leadership-centered management culture enables each facility s nursing and support staff and leaders to meet the
unique needs of their residents and local communities. We believe that our commitment to this one-facility-at-a-time
philosophy helps to ensure that each facility, its residents, their family members and the community will receive the
individualized attention they need. By serving our residents, their families, the community and our fellow healthcare
professionals, we strive to make each individual facility the facility of choice in its local community.

We further believe that when choosing a healthcare provider, consumers usually choose a person or people they know
and trust, rather than a corporation or business. Therefore, rather than pursuing a traditional organization-wide
branding strategy, we actively seek to develop the facility brand at the local level, serving and marketing one-on-one
to caregivers, our residents, their families, the community and our fellow healthcare professionals in the local market.

Attractive Asset Base. We believe that our facilities are among the best-operated in their respective markets. As of
December 31, 2008, we owned 32 of the 63 facilities that we operated, and had purchase agreements or options to
purchase nine of the 31 facilities that we operated under long-term lease arrangements. We will consider exercising
some or all of these purchase options as they become exercisable, and we expect that we will own a higher percentage
of our facilities in the future than we currently own. Assuming we eventually exercise all purchase options we
currently hold and we don t dispose of any of our current facilities, we would own approximately 65% of the facilities
we currently operate. By owning our facilities, we believe we will have better control over our occupancy costs over
time, as well as increased financial and operational flexibility. We continually invest in our facilities, both owned and
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leased, to keep them physically attractive and clinically sound.

Investment in Information Technology. We have acquired information technology that enables our facility leaders to
access, and to share with their peers, both clinical and financial performance data in real time. Armed with relevant
and current information, our facility leaders and their management teams are able to share best practices
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and latest information, adjust to challenges and opportunities on a timely basis, improve quality of care, mitigate risk
and improve both clinical outcomes and financial performance. We have also invested in specialized healthcare
technology systems to assist our nursing and support staff. We have installed automated software and touch-screen
interface systems in each facility to enable our clinical staff to more efficiently monitor and deliver patient care and
record patient information. We believe these systems have improved the quality of our medical and billing records,
while improving the productivity of our staff.

Our Growth Strategy

We believe that the following strategies are primarily responsible for our growth to date, and will continue to drive the
growth of our business:

Grow Talent Base and Develop Future Leaders. Our primary growth strategy is to expand our talent base and
develop future leaders. A key component of our organizational culture is our belief that strong local leadership is a
primary key to the success of each facility. While we believe that significant acquisition opportunities exist, we have
generally followed a disciplined approach to growth that permits us to acquire a facility only when we believe, among
other things, that we will have qualified leadership for that facility. To develop these leaders, we have a rigorous

CEO-in-Training Program that attracts proven business leaders from various industries and backgrounds, and provides
them the knowledge and hands-on training they need to successfully lead one of our facilities. As of December 31,
2008, 15 prospective administrators were progressing through the various stages of this training program, which is
generally much more rigorous, hands-on and intensive than the minimum 1,000 hours of training mandated by the
licensing requirements of most states where we do business. Once administrators are licensed and assigned to a
facility, they continue to learn and develop in our facility Chief Executive Officer Program, which facilitates the
continued development of these talented business leaders into outstanding facility CEOs, through regular peer review,
our Ensign University and on-the-job training.

In addition, our facility Chief Operating Officer Program recruits and trains highly-qualified Directors of Nursing to
lead the clinical programs in our facilities. Working together with their facility CEO and/or administrator, other key
facility leaders and front-line staff, these experienced nurses manage delivery of care and other clinical personnel and
programs to optimize both clinical outcomes and employee and patient satisfaction.

Increase Mix of High Acuity Patients. Many skilled nursing facilities are serving an increasingly larger population of
patients who require a high level of skilled nursing and rehabilitative care, whom we refer to as high acuity patients,
as a result of government and other payors seeking lower-cost alternatives to traditional acute-care hospitals. We
generally receive higher reimbursement rates for providing care for these patients. In addition, many of these patients
require therapy and other rehabilitative services, which we are able to provide as part of our integrated service
offerings. Where therapy services are prescribed by a patient s physician or other healthcare professional, we generally
receive additional revenue in connection with the provision of those services. By making these integrated services
available to such patients, and maintaining established clinical standards in the delivery of those services, we are able
to increase our overall revenues. We believe that we can continue to attract high acuity patients and therapy patients to
our facilities by maintaining and enhancing our reputation for quality care, continuing our community focused
approach, and strengthening our referral networks.

Focus on Organic Growth and Internal Operating Efficiencies. We are able to grow organically through our ability to
increase patient occupancy within our existing facilities. Although some of the facilities we have acquired were in
good physical and operating condition, the majority have been clinically and financially troubled, with some facilities
having had occupancy rates as low as 30% at the time of acquisition. Additionally, we believe that incremental
operating margins on the last 20% of our beds are significantly higher than on the first 80%, offering real
opportunities to improve financial performance within our existing facilities, as we seek to improve overall
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operational occupancy beyond our average rates for the years ended December 31, 2008, 2007 and 2006 of 81.1%,
81.3% and 82.6%, respectively.

We also believe we can generate organic growth by improving operating efficiencies and the quality of care at the
patient level. By focusing on staff development, clinical systems and the efficient delivery of quality patient care, we
believe we are able to deliver higher quality care at lower costs than many of our competitors.
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We also have achieved incremental occupancy and revenue growth by creating or expanding outpatient therapy
programs in existing facilities. Physical, occupational and speech therapy services account for a significant portion of
revenue in most of our skilled nursing facilities. By expanding therapy programs to provide outpatient services in
many markets, we are able to increase revenue while spreading the fixed costs of maintaining these programs over a
larger patient base. Outpatient therapy has also proven to be an effective marketing tool, raising the visibility of our
facilities in their local communities and enhancing the reputation of our facilities with short-stay rehabilitation
patients.

Add New Facilities and Expand Existing Facilities. A key element of our growth strategy includes the acquisition of
existing facilities from third parties, the expansion of current facilities, and the potential construction of new facilities.
In the near term, we plan to take advantage of the fragmented skilled nursing industry by acquiring facilities within
select geographic markets and may consider the construction of new facilities. In addition, historically we have
targeted facilities that we believed were underperforming, and where we believed we could improve service delivery,
occupancy rates and cash flow. With experienced leaders in place at the community level, and demonstrated success
in significantly improving operating conditions at acquired facilities, we believe that we are well positioned for
continued growth. While the integration of underperforming facilities generally has a negative short-term effect on
overall operating margins, these facilities are typically accretive to earnings within 12 to 18 months following
acquisition. For the 48 facilities that we acquired from 2001 through 2007, the aggregate EBITDAR (defined below)
as a percentage of revenue improved from 11.0% during the first full three months of operations to 13.4% during the
thirteenth through fifteenth months of operations.

Labor

The operation of our skilled nursing and assisted living facilities requires a large number of highly skilled healthcare
professionals and support staff. At December 31, 2008, we had approximately 6,153 full-time equivalent employees,
employed by our Service Center and our operating subsidiaries. For the year ended December 31, 2008,
approximately 67% of our total expenses were payroll related. Periodically, market forces, which vary by region,
require that we increase wages in excess of general inflation or in excess of increases in reimbursement rates we
receive. We believe that we staff appropriately, focusing primarily on the acuity level and day-to-day needs of our
patients and residents. In most of the states where we operate, our skilled nursing facilities are subject to state
mandated minimum staffing ratios, so our ability to reduce costs by decreasing staff, notwithstanding decreases in
acuity or need, is limited. We seek to manage our labor costs by improving staff retention, improving operating
efficiencies, maintaining competitive wage rates and benefits and reducing reliance on overtime compensation and
temporary nursing agency services.

The healthcare industry as a whole has been experiencing shortages of qualified professional clinical staff. We believe
that our ability to attract and retain qualified professional clinical staff stems from our ability to offer attractive wage
and benefits packages, a high level of employee training, an empowered culture that provides incentives for individual
efforts and a quality of work environment.

Government Regulation

The regulatory environment within the skilled nursing industry continues to intensify in the amount and type of laws
and regulations affecting it. In addition to this changing regulatory environment, federal, state and local officials are
increasingly focusing their efforts on the enforcement of these laws. In order to operate our facilities we must comply
with federal, state and local laws relating to licensure, delivery and adequacy of medical care, distribution of
pharmaceuticals, equipment, personnel, operating policies, fire prevention, rate-setting, billing and reimbursement,
building codes and environmental protection. Additionally, we must also adhere to anti-kickback laws, physician
referral laws, and safety and health standards set by the Occupational Safety and Health Administration (OSHA).
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Changes in the law or new interpretations of existing laws may have an adverse impact on our methods and costs of
doing business.

Skilled nursing facilities are also subject to various regulations and licensing requirements promulgated by state and
local health and social service agencies and other regulatory authorities. Requirements vary from state to state and

these requirements can affect, among other things, personnel education and training, patient and personnel
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records, facility services, staffing levels, monitoring of patient wellness, patient furnishings, housekeeping services,
dietary requirements, emergency plans and procedures, certification and licensing of staff prior to beginning
employment, and patient rights. These laws and regulations could limit our ability to expand into new markets and to
expand our services and facilities in existing markets.

Regulations Regarding Our Facilities. Governmental and other authorities periodically inspect our facilities to assess
our compliance with various standards. The intensified regulatory and enforcement environment continues to impact
healthcare providers, as these providers respond to periodic surveys and other inspections by governmental authorities
and act on any noncompliance identified in the inspection process. Unannounced surveys or inspections generally
occur at least annually, and also following a government agency s receipt of a complaint about a facility. We must pass
these inspections to maintain our licensure under state law, to obtain or maintain certification under the Medicare and
Medicaid programs, to continue participation in the Veterans Administration program at some facilities, and to
comply with our provider contracts with managed care clients at many facilities. From time to time, we, like others in
the healthcare industry, may receive notices from federal and state regulatory agencies alleging that we failed to
comply with applicable standards. These notices may require us to take corrective action, may impose civil monetary
penalties for noncompliance, and may threaten or impose other operating restrictions on facilities such as admission
holds, provisional skilled nursing license or increased staffing requirements. If our facilities fail to comply with these
directives or otherwise fail to comply substantially with licensure and certification laws, rules and regulations, we
could lose our certification as a Medicare or Medicaid provider, or lose our state licenses to operate the facilities.

Regulations Protecting Against Fraud. Various complex federal and state laws exist which govern a wide array of
referrals, relationships and arrangements, and prohibit fraud by healthcare providers. Governmental agencies are
devoting increasing attention and resources to such anti-fraud efforts. The Health Insurance Portability and
Accountability Act of 1996 (HIPAA), and the Balanced Budget Act of 1997 (BBA) expanded the penalties for
healthcare fraud. Additionally, in connection with our involvement with federal healthcare reimbursement programs,
the government or those acting on its behalf may bring an action under the False Claims Act, alleging that a healthcare
provider has defrauded the government. These claimants may seek treble damages for false claims and payment of
additional civil monetary penalties. The False Claims Act allows a private individual with knowledge of fraud to bring
a claim on behalf of the federal government and earn a percentage of the federal government s recovery. Due to these
whistleblower incentives, suits have become more frequent.

Regulations Regarding Financial Arrangements. We are also subject to federal and state laws that regulate financial
arrangement by healthcare providers, such as the federal and state anti-kickback laws, the Stark laws, and various state
referral laws.

The federal anti-kickback laws and similar state laws make it unlawful for any person to pay, receive, offer, or solicit
any benefit, directly or indirectly, for the referral or recommendation for products or services which are eligible for
payment under federal healthcare programs, including Medicare and Medicaid. For the purposes of the anti-kickback
law, a federal healthcare program includes Medicare and Medicaid programs and any other plan or program that
provides health benefits which are funded directly, in whole or in part, by the United States Government.

The arrangements prohibited under these anti-kickback laws can involve nursing homes, hospitals, physicians and
other healthcare providers, plans and suppliers. These laws have been interpreted very broadly to include a number of
practices and relationships between healthcare providers and sources of patient referral. The scope of prohibited
payments is very broad, including anything of value, whether offered directly or indirectly, in cash or in kind. Federal
safe harbor regulations describe certain arrangements that will not be deemed to constitute violations of the
anti-kickback law. Arrangements that do not comply with all of the strict requirements of a safe harbor are not
necessarily illegal, but, due to the broad language of the statute, failure to comply with a safe harbor may increase the
potential that a government agency or whistleblower will seek to investigate or challenge the arrangement. The safe

Table of Contents 24



Edgar Filing: ENSIGN GROUP, INC - Form 10-K

harbors are narrow and do not cover a wide range of economic relationships.
Violations of the federal anti-kickback laws can result in criminal penalties of up to $25,000 and five years
imprisonment. Violations of the anti-kickback laws can also result in civil monetary penalties of up to $50,000 and an

assessment of up to three times the total amount of remuneration offered, paid, solicited, or received. Violation of

11

Table of Contents 25



Edgar Filing: ENSIGN GROUP, INC - Form 10-K

Table of Contents

the anti-kickback laws may also result in an individual s or organization s exclusion from future participation in
Medicare, Medicaid and other state and federal healthcare programs. Exclusion of us or any of our key employees
from the Medicare or Medicaid program could have a material adverse impact on our operations and financial
condition.

In addition to these regulations, we may face adverse consequences if we violate the federal Stark laws related to
certain Medicare physician referrals. The Stark laws prohibit a physician from referring Medicare patients for certain
designated health services where the physician has an ownership interest in or compensation arrangement with the
provider of the services, with limited exceptions. Also, any services furnished pursuant to a prohibited referral are not
eligible for payment by the Medicare programs, and the provider is prohibited from billing any third party for such
services. The Stark laws provide for the imposition of a civil monetary penalty of $15,000 per service and exclusion
from Medicare for any person who presents or causes to be presented a bill or claim the person knows or should know
is submitted in violation of the Stark laws. Such designated health services include physical therapy services;
occupational therapy services; radiology services, including CT, MRI and ultrasound; durable medical equipment and
services; radiation therapy services and supplies; parenteral and enteral nutrients, equipment and supplies; prosthetics,
orthotics and prosthetic devices and supplies; home health services; outpatient prescription drugs; inpatient and
outpatient hospital services; clinical laboratory services; and, effective January 1, 2007, diagnostic and therapeutic
nuclear medical services.

Regulations Regarding Patient Record Confidentiality. We are also subject to laws and regulations enacted to protect
the confidentiality of patient health information. For example, the U.S. Department of Health and Human Services has
issued rules pursuant to HIPAA, which relate to the privacy of certain patient information. These rules govern our use
and disclosure of protected health information. We have established policies and procedures to comply with HIPAA
privacy requirements at these facilities. We believe that we are in compliance with all current HIPAA laws and
regulations.

Antitrust Laws. We are also subject to federal and state antitrust laws. Enforcement of the antitrust laws against
healthcare providers is common, and antitrust liability may arise in a wide variety of circumstances, including third
party contracting, physician relations, joint venture, merger, affiliation and acquisition activities. In some respects, the
application of federal and state antitrust laws to healthcare is still evolving, and enforcement activity by federal and
state agencies appears to be increasing. At various times, healthcare providers and insurance and managed care
organizations may be subject to an investigation by a governmental agency charged with the enforcement of antitrust
laws, or may be subject to administrative or judicial action by a federal or state agency or a private party. Violators of
the antitrust laws could be subject to criminal and civil enforcement by federal and state agencies, as well as by
private litigants.

Environmental Matters

Our business is subject to a variety of federal, state and local environmental laws and regulations. As a healthcare
provider, we face regulatory requirements in areas of air and water quality control, medical and low-level radioactive
waste management and disposal, asbestos management, response to mold and lead-based paint in our facilities and
employee safety.

As an owner or operator of our facilities, we also may be required to investigate and remediate hazardous substances
that are located on and/or under the property, including any such substances that may have migrated off, or may have
been discharged or transported from the property. Part of our operations involves the handling, use, storage,
transportation, disposal and discharge of medical, biological, infectious, toxic, flammable and other hazardous
materials, wastes, pollutants or contaminants. In addition, we are sometimes unable to determine with certainty
whether prior uses of our facilities and properties or surrounding properties may have produced continuing
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environmental contamination or noncompliance, particularly where the timing or cost of making such determinations
is not deemed cost-effective. These activities, as well as the possible presence of such materials in, on and under our
properties, may result in damage to individuals, property or the environment; may interrupt operations or increase
costs; may result in legal liability, damages, injunctions or fines; may result in investigations, administrative
proceedings, penalties or other governmental agency actions; and may not be covered by insurance.
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We believe that we are in material compliance with applicable environmental and occupational health and safety
requirements. However, we cannot assure you that we will not encounter environmental liabilities in the future, and
such liabilities may result in material adverse consequences to our operations or financial condition.

Payor Sources

Total Revenue by 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 of
more attractive reimbursements that we received 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.

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.

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 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.

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,
asserted billing and reimbursement errors, and claimed overpayments and underpayments. 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 fiscal intermediaries in reviews, audits and appeals of our claims
for reimbursement due to the subjectivities 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
and disagreements those subjectivities can produce.
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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 facilities,
and assist with the appeal of overpayment and recoupment claims generated by governmental, fiscal intermediary and
other auditors and reviewers. In addition, due to the potentially serious consequences that could arise from any
impropriety in our billing and reimbursement processes, we investigate all allegations of
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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 such as the one completed in early
2008 (discussed below in Risk Factors), 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 the payor sources of our total revenue for the periods indicated:

Year Ended December 31,
2008 2007 2006
(In thousands)

Payor Sources for All Facilities:

Medicare $ 154,852 $ 123,170 $ 117,511
Managed care 64,361 52,779 44,487
Private and other payors(1) 54,123 52,579 45,312
Medicaid 196,036 182,790 151,264
Total revenue $ 469,372 $ 411,318 $ 358,574

(1) Includes revenue from our assisted living facilities.

Payor Sources as a Percentage of Skilled Nursing Services. We use both our skilled mix and quality mix as measures
of the quality of reimbursements we receive at our skilled nursing facilities over various periods. The following table
sets forth our percentage of skilled nursing patient days by payor source:

Year Ended December 31,
2008 2007 2006

Percentage of Skilled Nursing Days:

Medicare 14.7% 13.6% 15.0%
Managed care 9.7 9.1 9.3
Skilled mix 244 22.7 243
Private and other payors 12.7 13.0 13.1
Quality mix 37.1 35.7 374
Medicaid 62.9 64.3 62.6
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Total skilled nursing 100.0% 100.0% 100.0%

Reimbursement for Specific Services

Reimbursement for Skilled Nursing Services. Skilled nursing facility revenue is primarily derived from Medicaid,
private pay, managed care and Medicare payors. Our skilled nursing facilities provide Medicaid-covered services to
eligible individuals consisting of nursing care, room and board and social services. In addition, states may, at their
option, cover other services such as physical, occupational and speech therapies.

Reimbursement for Rehabilitation Therapy Services. Rehabilitation therapy revenue is primarily received from
private pay and Medicare for services provided at skilled nursing facilities and assisted living facilities. The payments

are based on negotiated patient per diem rates or a negotiated fee schedule based on the type of service rendered.
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Reimbursement for Assisted Living Services. Assisted living facility revenue is primarily derived from private pay
residents at rates we establish based upon the services we provide and market conditions in the area of operation. In
addition, Medicaid or other state-specific programs in some states where we operate supplement payments for board
and care services provided in assisted living facilities.

Available Information

We are subject to the reporting requirements under the Securities and Exchange Act of 1934. Consequently, we are
required to file reports and information with the Securities and Exchange Commission (SEC), including reports on the
following forms: annual report on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, and
amendments to those reports filed or furnished pursuant to Section 13(a) or 15(d) of the Securities Exchange Act of
1934. These reports and other information concerning the company may be accessed through the SEC s website at
http://www. sec.gov.

You may also find on our website at http://www. ensigngroup.net, electronic copies of our annual report on

Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K and amendments to those reports filed or
furnished pursuant to Section 13(a) or 15(d) of the Securities Exchange Act of 1934. Such filings are placed on our
website as soon as reasonably possible after they are filed with the SEC. All such filings are available free of charge.
Information contained in our website is not deemed to be a part of this Annual Report.

Item 1A. Risk Factors

Set forth below are certain risk factors that could harm our business, results of operations and financial condition.
You should carefully read the following risk factors, together with the financial statements, related notes and other
information contained in this Annual Report on Form 10-K. This Annual Report on Form 10-K contains
forward-looking statements that contain risks and uncertainties. Please refer to the section entitled Cautionary Note
Regarding Forward-Looking Statements on page 1 of this Annual Report on Form 10-K in connection with your
consideration of the risk factors and other important factors that may affect future results described below.

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.

We derived approximately 42% and 33% of our revenue from the Medicaid and Medicare programs, respectively, for
the year ended December 31, 2008 and 44% and 30% for the year ended December 31, 2007, respectively. If
reimbursement rates under these programs are reduced or fail to increase as quickly as our costs, or if there are
changes in the way these programs pay for services, our business and results of operations would be adversely
affected. The services for which we are currently reimbursed by Medicaid and Medicare may not continue to be
reimbursed at adequate levels or at all. Further limits on the scope of services being reimbursed, delays or reductions
in reimbursement or changes in other aspects of reimbursement could impact our revenue. For example, in the past,
the enactment of the Deficit Reduction Act of 2005 (DRA), the Medicaid Voluntary Contribution and
Provider-Specific Tax Amendments of 1991 and the Balanced Budget Act of 1997 (BBA) caused changes in
government reimbursement systems, which, in some cases, made obtaining reimbursements more difficult and costly
and lowered or restricted reimbursement rates for some of our residents.

The Medicaid and Medicare programs are subject to statutory and regulatory changes affecting base rates or basis of

payment, retroactive rate adjustments, administrative or executive orders and government funding restrictions, all of
which may materially adversely affect the rates and frequency at which these programs reimburse us for our services.
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Implementation of these and other measures to reduce or delay reimbursement could result in substantial reductions in
our revenue and profitability. Payors may disallow our requests for reimbursement based on determinations that
certain costs are not reimbursable or reasonable because either adequate or additional documentation was not provided
or because certain services were not covered or considered reasonably necessary. Additionally, revenue from these
payors can be retroactively adjusted after a new examination during the claims settlement process or as a result of
post-payment audits. New legislation and regulatory
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proposals could impose further limitations on government payments to healthcare providers. These and other changes
to the reimbursement and other aspects of Medicaid and Medicare could adversely affect our revenue.

Our future revenue, financial condition and results of operations could be impacted by continued cost containment
pressures on Medicaid spending.

Medicaid, which is largely administered by the states, is a significant payor for our skilled nursing services. Rapidly
increasing Medicaid spending, combined with slow state revenue growth, has led many states to institute measures
aimed at controlling spending growth. Because state legislatures control the amount of state funding for Medicaid
programs, cuts or delays in approval of such funding by legislatures could reduce the amount of, or cause a delay in,
payment from Medicaid to skilled nursing facilities. We expect continuing cost containment pressures on Medicaid
outlays for skilled nursing facilities.

To generate funds to pay for the increasing costs of the Medicaid program, many states utilize financial arrangements
such as provider taxes. Under provider tax arrangements, states collect taxes or fees from healthcare providers and
then return the revenue to these providers as Medicaid expenditures. Congress, however, has placed restrictions on
states use of provider tax and donation programs as a source of state matching funds. Under the Medicaid Voluntary
Contribution and Provider-Specific Tax Amendments of 1991, the federal medical assistance percentage available to a
state was reduced by the total amount of healthcare related taxes that the state imposed, unless certain requirements
are met. The federal medical assistance percentage is not reduced if the state taxes are broad-based and not applied
specifically to Medicaid reimbursed services. In addition, the healthcare providers receiving Medicaid reimbursement
must be at risk for the amount of tax assessed and must not be guaranteed to receive reimbursement through the
applicable state Medicaid program for the tax assessed. Lower Medicaid reimbursement rates would adversely affect
our revenue, financial condition and results of operations.

If Medicare reimbursement rates decline, our revenue, financial condition and results of operations could be
adversely affected.

Over the past several years, the federal government has periodically changed various aspects of Medicare
reimbursements for skilled nursing facilities. Medicare Part A covers inpatient hospital services, skilled nursing care
and some home healthcare. Medicare Part B covers physician and other health practitioner services, some supplies and
a variety of medical services not covered under Medicare Part A.

Medicare coverage of skilled nursing services is available only if the patient is hospitalized for at least three
consecutive days, the need for such services is related to the reason for the hospitalization, and the patient is admitted
to the facility within 30 days following discharge from a Medicare participating hospital. Medicare coverage of skilled
nursing services is limited to 100 days per benefit period after discharge from a Medicare participating hospital or
critical access hospital. The patient must pay coinsurance amounts for the twenty-first day and each of the remaining
days of covered care per benefit period.

Medicare payments for skilled nursing services are paid on a case-mix adjusted per diem prospective payment system
(PPS) for all routine, ancillary and capital-related costs. The prospective payment for skilled nursing services is based
solely on the adjusted federal per diem rate. Although Medicare payment rates under the skilled nursing facility PPS
increased temporarily for federal fiscal years 2003 and 2004, new payment rates for federal fiscal year 2005 took
effect for discharges beginning October 1, 2004. A regulation by CMS sets forth a schedule of prospective payment
rates applicable to Medicare Part A skilled nursing services that took effect on October 1, 2007, and included a full
market basket increase of 3.3%. There can be no assurance that the skilled nursing facility PPS rates will be sufficient
to cover our actual costs of providing skilled nursing facility services.
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On July 31, 2008, CMS released its final rule on the fiscal year 2009 PPS reimbursement rates for skilled nursing
facilities, which resulted in a 3.4% market basket increase. The final rule increased aggregate payments to skilled
nursing facilities nationwide by $780 million. In addition, CMS decided to defer consideration of the $770 million
reduction in payments to skilled nursing facilities, contemplated in the initial proposal on May 2, 2008 until 2009
when the fiscal year 2010 PPS reimbursement rates are set.
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Skilled nursing facilities are also required to perform consolidated billing for items and services furnished to patients
and residents during a Part A covered stay and therapy services furnished during Part A and Part B covered stays. The
consolidated billing requirement essentially confers on the skilled nursing facility itself the Medicare billing
responsibility for the entire package of care that its residents receive in these situations. The BBA also affected skilled
nursing facility payments by requiring that post-hospitalization skilled nursing services be bundled into the hospital s
Diagnostic Related Group (DRG) payment in certain circumstances. Where this rule applies, the hospital and the
skilled nursing facility must, in effect, divide the payment which otherwise would have been paid to the hospital alone
for the patient s treatment, and no additional funds are paid by Medicare for skilled nursing care of the patient. At
present, this provision applies to a limited number of DRGs, but already is apparently having a negative effect on
skilled nursing facility utilization and payments, either because hospitals are finding it difficult to place patients in
skilled nursing facilities which will not be paid as before or because hospitals are reluctant to discharge the patients to
skilled nursing facilities and lose part of their payment. This bundling requirement could be extended to more DRGs
in the future, which would accentuate the negative impact on skilled nursing facility utilization and payments.

Skilled nursing facility prospective payment rates, as they may change from time to time, may be insufficient to cover
our actual costs of providing skilled nursing services to Medicare patients. In addition, we may not be fully
reimbursed for all services for which each facility bills through consolidated billing. If Medicare reimbursement rates
decline, it could adversely affect our revenue, financial condition and results of operations.

We are subject to various government reviews, audits and investigations that could adversely affect our business,
including an obligation to refund amounts previously paid to us, potential criminal charges, the imposition of fines,
and/or the loss of our right to participate in Medicare and Medicaid programs.

As a result of our participation in the Medicaid and Medicare programs, we are subject to various governmental
reviews, audits and investigations to verify our compliance with these programs and applicable laws and regulations.

Private pay sources also reserve the right to conduct audits. An adverse review, audit or investigation could result in:

an obligation to refund amounts previously paid to us pursuant to the Medicare or Medicaid programs or from
private payors, in amounts that could be material to our business;

state or federal agencies imposing fines, penalties and other sanctions on us;

loss of our right to participate in the Medicare or Medicaid programs or one or more private payor networks;

an increase in private litigation against us; and

damage to our reputation in various markets.
We believe that billing and reimbursement errors and disagreements are common in our industry. We are regularly
engaged in reviews, audits and appeals of our claims for reimbursement due to the subjectivities inherent in the
processes related to patient diagnosis and care, record keeping, claims processing and other aspects of the patient
service and reimbursement processes, and the errors and disagreements those subjectivities can produce.
In 2004, our Medicare fiscal intermediary began to conduct selected reviews of claims previously submitted by and
paid to some of our facilities. While we have always been subject to post-payment audits and reviews, more intensive

probe reviews appear to be a permanent procedure with our fiscal intermediary.

In some cases, probe reviews can also result in a facility being temporarily placed on prepayment review of
reimbursement claims, requiring additional documentation and adding steps and time to the reimbursement process for

Table of Contents 36



Edgar Filing: ENSIGN GROUP, INC - Form 10-K

the affected facility. Payment delays resulting from the prepayment review process could have an adverse effect on
our cash flow, and such adverse effect could be material if multiple facilities were placed on prepayment review
simultaneously.

Failure to meet claim filing and documentation requirements during the prepayment review could subject a facility to
an even more intensive targeted review, where a corrective action plan addressing perceived deficiencies must be
prepared by the facility and approved by the fiscal intermediary. During a targeted review,
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additional claims are reviewed pre-payment to ensure that the prescribed corrective actions are being followed. Failure
to make corrections or to otherwise meet the claim documentation and submission requirements could eventually
result in Medicare decertification.

Separately, in 2006, the federal government introduced a program that utilizes independent contractors (other than the
fiscal intermediaries) known as recovery audit contractors to identify and recoup Medicare overpayments. These
recovery audit contractors are paid a contingent fee based on recoupments. In October 2008, this program was
permanently implemented and requires the expansion of the program to all 50 states by no later than 2010. We
anticipate that the number of overpayment reviews could increase in the future, and that the reviewers could be more
aggressive in making claims for recoupment. In 2006, one of our facilities was subjected to review under this
program, resulting in a recoupment to the federal government of approximately $12,000. If future Medicare reviews
result in significant refund payments to the federal government, it would have an adverse effect on our financial
results.

The reduction in overall Medicaid and Medicare spending pursuant to the Deficit Reduction Act of 2005 and the
increased costs to comply with the Deficit Reduction Act of 2005 could adversely affect our revenue, financial
condition or results of operations.

The DRA provides for a reduction in overall Medicaid and Medicare spending by approximately $11.0 billion over
five years. Under the DRA, individuals who transferred assets for less than fair market value during a five year
look-back period will be ineligible for Medicaid for so long as they would have been able to fund their cost of care
absent the transfer or until the transfer would no longer have been made during the look-back period. This period is
referred to as the penalty period. The DRA also changes the calculation for determining when the penalty period
begins, and prohibits states from ignoring small asset transfers and other asset transfer mechanisms. In addition, the
legislation reduces Medicare skilled nursing facility bad debt payments by 30% for those individuals who are not
dually eligible for Medicaid and Medicare. If any of our existing Medicaid patients become ineligible under the DRA
during their stay, it would be difficult for us to collect from them or transfer them, and our revenue could decrease
without a corresponding decrease in expenses related to the care of those patients. The loss of revenue associated with
potential reductions in skilled nursing facility payments could adversely affect our revenue, financial condition or
results of operations. The DRA also requires entities which receive at least $5.0 million in annual Medicaid dollars
each year to provide education to their employees concerning false claims laws and protections for whistleblowers.
The DRA also requires those entities to provide contractors and vendors with similar information. As a result, we have
and will continue to expend resources to meet these requirements. Further, the requirement that we provide education
to employees and contractors regarding false claims laws and other fraud and abuse laws may result in increased
investigations into these matters.

Each year the federal government releases a budget proposal, which, if enacted, may have a material effect on our
business. From time to time, such proposals include significant reductions in Medicare spending, including among
other things, a freeze on or reduction to Medicare spending for skilled nursing facilities. For example, the Bush
Administration s fiscal year 2009 budget proposal included significant reductions, which in large part ultimately were
not enacted by Congress for the 2009 budget. We cannot predict whether future proposed budgets will include
reductions in Medicare spending, but if such reductions are enacted, this may have a material effect on our business.

Annual caps that limit the amounts that can be paid for outpatient therapy services rendered to any Medicare
beneficiary may reduce our future revenue and profitability or cause us to incur losses.

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 BBA requires a
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combined cap for physical therapy and speech-language pathology and a separate cap for occupational therapy. Due to
a series of moratoria enacted subsequent to the BBA, the caps were only in effect in 1999 and for a few months in
2003. With the expiration of the most recent moratorium, the caps were reinstated on January 1, 2006 at $1,740 for
physical therapy and speech therapy, and $1,740 for occupational therapy. Each of these caps increased to $1,780 on
January 1, 2007 and $1,810 on January 1, 2008.
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The DRA directs CMS to create a process to allow exceptions to therapy caps for certain medically necessary services
provided on or after January 1, 2006 for patients with certain conditions or multiple complexities whose therapy
services are reimbursed under Medicare Part B. A significant portion of the residents in our skilled nursing facilities
and patients served by our rehabilitation therapy programs whose therapy is reimbursed under Medicare Part B have
qualified for the exceptions to these reimbursement caps. On July 15, 2008, the Medicare Improvements for Patients
and Providers Act of 2008 extended the exceptions to these therapy caps until December 31, 2009.

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

December 31, 2009, which could also have an adverse effect on our revenue after that date.

We are subject to extensive and complex federal and state government laws and regulations which could change at
any time and increase our cost of doing business and subject us to enforcement actions.

We, along with other companies in the healthcare industry, are required to comply with extensive and complex laws
and regulations at the federal, state and local government levels relating to, among other things:

facility and professional licensure, certificates of need, permits and other government approvals;

adequacy and quality of healthcare services;

qualifications of healthcare and support personnel;

quality of medical equipment;

confidentiality, maintenance and security issues associated with medical records and claims processing;

relationships with physicians and other referral sources and recipients;

constraints on protective contractual provisions with patients and third-party payors;

operating policies and procedures;

certification of additional facilities by the Medicare program; and

payment for services.
The laws and regulations governing our operations, along with the terms of participation in various government
programs, regulate how we do business, the services we offer, and our interactions with patients and other healthcare
providers. These laws and regulations are subject to frequent change. We believe that such regulations may increase in
the future and we cannot predict the ultimate content, timing or impact on us of any healthcare reform legislation.
Changes in existing laws or regulations, or the enactment of new laws or regulations, could negatively impact our
business. If we fail to comply with these applicable laws and regulations, we could suffer civil or criminal penalties
and other detrimental consequences, including denial of reimbursement, imposition of fines, temporary suspension of
admission of new patients, suspension or decertification from the Medicaid and Medicare programs, restrictions on

our ability to acquire new facilities or expand or operate existing facilities, the loss of our licenses to operate and the
loss of our ability to participate in federal and state reimbursement programs.
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We are subject to federal and state laws, such as the Federal False Claims Act, state false claims acts, the illegal
remuneration provisions of the Social Security Act, the federal anti-kickback laws, state anti-kickback laws, and the
federal Stark laws, that govern financial and other arrangements among healthcare providers, their owners, vendors
and referral sources, and that are intended to prevent healthcare fraud and abuse. Among other things, these laws
prohibit kickbacks, bribes and rebates, as well as other direct and indirect payments or fee-splitting arrangements that
are designed to induce the referral of patients to a particular provider for medical products or services payable by any
federal healthcare program, and prohibit presenting a false or misleading claim for payment under a federal or state
program. They also prohibit some physician self-referrals. Possible sanctions for violation of any of these restrictions
or prohibitions include loss of eligibility to participate in federal and state reimbursement programs and civil and
criminal penalties. Changes in these laws could increase our cost of doing business. If we fail to comply, even
inadvertently, with any of these requirements, we could be required to alter our operations, refund payments to the
government, enter into corporate integrity, deferred prosecution or similar
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agreements with state or federal government agencies, and become subject to significant civil and criminal penalties.

We are also required to comply with state and federal laws governing the transmission, privacy and security of health
information. The Health Insurance Portability and Accountability Act of 1996 (HIPAA) requires us to comply with
certain standards for the use of individually identifiable health information within our company, and the disclosure
and electronic transmission of such information to third parties, such as payors, business associates and patients.
These include standards for common electronic healthcare transactions and information, such as claim submission,
plan eligibility determination, payment information submission and the use of electronic signatures; unique identifiers
for providers, employers and health plans; and the security and privacy of individually identifiable health information.
In addition, some states have enacted comparable or, in some cases, more stringent privacy and security laws. If we
fail to comply with these state and federal laws, we could be subject to criminal penalties and civil sanctions and be
forced to modify our policies and procedures.

We are unable to predict the future course of federal, state and local regulation or legislation, including Medicaid and
Medicare statutes and regulations. Changes in the regulatory framework, our failure to obtain or renew required
regulatory approvals or licenses or to comply with applicable regulatory requirements, the suspension or revocation of
our licenses or our disqualification from participation in federal and state reimbursement programs, or the imposition
of other harsh enforcement sanctions could increase our cost of doing business and expose us to potential sanctions.
Furthermore, if we were to lose licenses or certifications for any of our facilities as a result of regulatory action or
otherwise, we could be deemed to be in default under some of our agreements, including agreements governing
outstanding indebtedness and lease obligations.

Any changes in the interpretation and enforcement of the laws or regulations governing our business could cause
us to modify our operations, increase our cost of doing business and subject us to potential regulatory action.

The interpretation and enforcement of federal and state laws and regulations governing our operations, including, but
not limited to, laws and regulations relating to Medicaid and Medicare, the Federal False Claims Act, state false
claims acts, the illegal remuneration provisions of the Social Security Act, the federal anti-kickback laws, state
anti-kickback laws, the federal Stark laws, and HIPAA, are subject to frequent change. Governmental authorities may
interpret these laws in a manner inconsistent with our interpretation and application. If we fail to comply, even
inadvertently, with any of these requirements, we could be required to alter our operations and reduce, forego or
refund reimbursements to the government, or incur other significant penalties. We could also be compelled to divert
personnel and other resources to responding to an investigation or other enforcement action under these laws or
regulations, or to ongoing compliance with a corporate integrity agreement, deferred prosecution agreement, court
order or similar agreement. The diversion of these resources, including our management team, clinical and compliance
staff, and others, would take away from the time and energy these individuals devote to routine operations.
Furthermore, federal, state and local officials are increasingly focusing their efforts on enforcement of these laws,
particularly with respect to providers who share common ownership or control with other providers. The increased
enforcement of these requirements could affect our ability to expand into new markets, to expand our services and
facilities in existing markets and, if any of our presently licensed facilities were to operate outside of its licensing
authority, may subject us to penalties, including closure of the facility.

We are unable to predict the intensity of federal and state enforcement actions or the areas in which regulators may
choose to focus their investigations at any given time. Changes in government agency interpretation of applicable
regulatory requirements, or changes in enforcement methodologies, including increases in the scope and severity of
deficiencies determined by survey or inspection officials, could increase our cost of doing business. Furthermore,
should we lose licenses or certifications for any of our facilities as a result of changing regulatory interpretations,
enforcement actions or otherwise, we could be deemed to be in default under some of our agreements, including
agreements governing outstanding indebtedness and lease obligations.
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Increased civil and criminal enforcement efforts of government agencies against skilled nursing facilities could
harm our business, and could preclude us from participating in federal healthcare programs.

Both federal and state government agencies have heightened and coordinated civil and criminal enforcement efforts as
part of numerous ongoing investigations of healthcare companies and, in particular, skilled nursing facilities. The
focus of these investigations includes, among other things:

cost reporting and billing practices;

quality of care;

financial relationships with referral sources; and

medical necessity of services provided.
If any of our facilities is decertified or loses its licenses, our revenue, financial condition or results of operations
would be adversely affected. In addition, the report of such issues at any of our facilities could harm our reputation for
quality care and lead to a reduction in our patient referrals and ultimately a reduction in occupancy at these facilities.
Also, responding to enforcement efforts would divert material time, resources and attention from our management
team and our staff, and could have a materially detrimental impact on our results of operations during and after any
such investigation or proceedings, regardless of whether we prevail on the underlying claim.
Federal law provides that practitioners, providers and related persons may not participate in most federal healthcare
programs, including the Medicaid and Medicare programs, if the individual or entity has been convicted of a criminal
offense related to the delivery of a product or service under these programs or if the individual or entity has been
convicted under state or federal law of a criminal offense relating to neglect or abuse of patients in connection with the
delivery of a healthcare product or service. Other individuals or entities may be, but are not required to be, excluded
from such programs under certain circumstances, including, but not limited to, the following:

conviction related to fraud;

conviction relating to obstruction of an investigation;

conviction relating to a controlled substance;

licensure revocation or suspension;

exclusion or suspension from state or other federal healthcare programs;

filing claims for excessive charges or unnecessary services or failure to furnish medically necessary services;

ownership or control of an entity by an individual who has been excluded from the Medicaid or Medicare

programs, against whom a civil monetary penalty related to the Medicaid or Medicare programs has been

assessed or who has been convicted of a criminal offense under federal healthcare programs; and

the transfer of ownership or control interest in an entity to an immediate family or household member in
anticipation of, or following, a conviction, assessment or exclusion from the Medicare or Medicaid programs.
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The Office of Inspector General (OIG), among other priorities, is responsible for identifying and eliminating fraud,
abuse and waste in certain federal healthcare programs. The OIG has implemented a nationwide program of audits,
inspections and investigations and from time to time issues fraud alerts to segments of the healthcare industry on
particular practices that are vulnerable to abuse. The fraud alerts inform healthcare providers of potentially abusive
practices or transactions that are subject to criminal activity and reportable to the OIG. An increasing level of
resources has been devoted to the investigation of allegations of fraud and abuse in the Medicaid and Medicare
programs, and federal and state regulatory authorities are taking an increasingly strict view of the requirements
imposed on healthcare providers by the Social Security Act and Medicaid and Medicare programs. Although we have
created a corporate compliance program that we believe is consistent with the OIG guidelines, the OIG may modify its
guidelines or interpret its guidelines in a manner inconsistent with our interpretation or the OIG may ultimately
determine that our corporate compliance program is insufficient.
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In some circumstances, if one facility is convicted of abusive or fraudulent behavior, then other facilities under
common control or ownership may be decertified from participating in Medicaid or Medicare programs. Federal
regulations prohibit any corporation or facility from participating in federal contracts if it or its principals have been
barred, suspended or declared ineligible from participating in federal contracts. In addition, some state regulations
provide that all facilities under common control or ownership licensed within a state may be de-licensed if one or
more of the facilities are de-licensed. If any of our facilities were decertified or excluded from participating in
Medicaid or Medicare programs, our revenue would be adversely affected.

Public and governmental calls for increased survey and enforcement efforts against long-term care facilities could
result in increased scrutiny by state and federal survey agencies.

CMS has undertaken several initiatives to increase or intensify Medicaid and Medicare survey and enforcement
activities, including federal oversight of state actions. CMS is taking steps to focus more survey and enforcement
efforts on facilities with findings of substandard care or repeat violations of Medicaid and Medicare standards, and to
identify multi-facility providers with patterns of noncompliance. In addition, the Department of Health and Human
Services has adopted a rule that requires CMS to charge user fees to healthcare facilities cited during regular
certification, recertification or substantiated complaint surveys for deficiencies, which require a revisit to assure that
corrections have been made. CMS is also increasing its oversight of state survey agencies and requiring state agencies
to use enforcement sanctions and remedies more promptly when substandard care or repeat violations are identified, to
investigate complaints more promptly, and to survey facilities more consistently.

In addition, CMS has adopted, and is considering additional regulations expanding federal and state authority to
impose civil monetary penalties in instances of noncompliance. When a facility is found to be deficient under state
licensing and Medicaid and Medicare standards, sanctions may be threatened or imposed such as denial of payment
for new Medicaid and Medicare admissions, civil monetary penalties, focused state and federal oversight and even
loss of eligibility for Medicaid and Medicare participation or state licensure. Sanctions such as denial of payment for
new admissions often are scheduled to go into effect before surveyors return to verify compliance. Generally, if the
surveyors confirm that the facility is in compliance upon their return, the sanctions never take effect. However, if they
determine that the facility is not in compliance, the denial of payment goes into effect retroactive to the date given in
the original notice. This possibility sometimes leaves affected operators, including us, with the difficult task of
deciding whether to continue accepting patients after the potential denial of payment date, thus risking the retroactive
denial of revenue associated with those patients care if the operators are later found to be out of compliance, or simply
refusing admissions from the potential denial of payment date until the facility is actually found to be in compliance.

Facilities with otherwise acceptable regulatory histories generally are given an opportunity to correct deficiencies and
continue their participation in the Medicare and Medicaid programs by a certain date, usually within six months,
although where denial of payment remedies are asserted, such interim remedies go into effect much sooner. Facilities
with deficiencies that immediately jeopardize patient health and safety and those that are classified as poor performing
facilities, however, are not generally given an opportunity to correct their deficiencies prior to the imposition of
remedies and other enforcement actions. Moreover, facilities with poor regulatory histories continue to be classified
by CMS as poor performing facilities notwithstanding any intervening change in ownership, unless the new owner
obtains a new Medicare provider agreement instead of assuming the facility s existing agreement. However, new
owners (including us, historically) nearly always assume the existing Medicare provider agreement due to the
difficulty and time delays generally associated with obtaining new Medicare certifications, especially in
previously-certified locations with sub-par operating histories. Accordingly, facilities that have poor regulatory
histories before we acquire them and that develop new deficiencies after we acquire them are more likely to have
sanctions imposed upon them by CMS or state regulators. In addition, CMS has increased its focus on facilities with a
history of serious quality of care problems through the special focus facility initiative. A facility s administrators and
owners are notified when it is identified as a special focus facility. This information is also provided to the general
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public. The special focus facility designation is based in part on the facility s compliance history typically dating
before our acquisition of the facility. Local state survey agencies recommend to CMS that facilities be placed on
special focus status. A special focus facility receives heightened scrutiny and more frequent regulatory surveys.
Failure to improve the quality of care can result in fines and termination from
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participation in Medicare and Medicaid. A facility graduates from the program once it demonstrates significant
improvements in quality of care that are continued over time. We have had three facilities placed on special focus
facility status, due largely or entirely to their respective regulatory histories prior to our acquisition of the operations
and have successfully graduated two of them from the program to date. We currently have one facility operating under
special focus status, and the state survey agency has indicated that some or all of the historical non-compliance
considered in placing this facility on special focus status predated our 2006 acquisitions of the facility.

State efforts to regulate or deregulate the healthcare services industry or the construction or expansion of
healthcare facilities could impair our ability to expand our operations, or could result in increased competition.

Some states require healthcare providers, including skilled nursing facilities, to obtain prior approval, known as a
certificate of need, for:

the purchase, construction or expansion of healthcare facilities;
capital expenditures exceeding a prescribed amount; or
changes in services or bed capacity.

In addition, other states that do not require certificates of need have effectively barred the expansion of existing
facilities and the development of new ones by placing partial or complete moratoria on the number of new Medicaid
beds they will certify in certain areas or in the entire state. Other states have established such stringent development
standards and approval procedures for constructing new healthcare facilities that the construction of new facilities, or
the expansion or renovation of existing facilities, may become cost-prohibitive or extremely time-consuming. Our
ability to acquire or construct new facilities or expand or provide new services at existing facilities would be adversely
affected if we are unable to obtain the necessary approvals, if there are changes in the standards applicable to those
approvals, or if we experience delays and increased expenses associated with obtaining those approvals. We may not
be able to obtain licensure, certificate of need approval, Medicaid certification, or other necessary approvals for future
expansion projects. Conversely, the elimination or reduction of state regulations that limit the construction, expansion
or renovation of new or existing facilities could result in increased competition to us or result in overbuilding of
facilities in some of our markets. If overbuilding in the skilled nursing industry in the markets in which we operate
were to occur, it could reduce the occupancy rates of existing facilities and, in some cases, might reduce the private
rates that we charge for our services.

Changes in federal and state employment-related laws and regulations could increase our cost of doing business.

Our operations are subject to a variety of federal and state employment-related laws and regulations, including, but not
limited to, the U.S. Fair Labor Standards Act which governs such matters as minimum wages, overtime and other
working conditions, the Americans with Disabilities Act (ADA) and similar state laws that provide civil rights
protections to individuals with disabilities in the context of employment, public accommodations and other areas, the
National Labor Relations Act, regulations of the Equal Employment Opportunity Commission, regulations of the
Office of Civil Rights, regulations of state Attorneys General, family leave mandates and a variety of similar laws
enacted by the federal and state governments that govern these and other employment law matters. Because labor
represents such a large portion of our operating costs, changes in federal and state employment-related laws and
regulations could increase our cost of doing business.

The compliance costs associated with these laws and evolving regulations could be substantial. For example, all of our

facilities are required to comply with the ADA. The ADA has separate compliance requirements for public
accommodations and commercial properties, but generally requires that buildings be made accessible to people with
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disabilities. Compliance with ADA requirements could require removal of access barriers and non-compliance could
result in imposition of government fines or an award of damages to private litigants. Further legislation may impose
additional burdens or restrictions with respect to access by disabled persons. In addition, federal proposals to
introduce a system of mandated health insurance and flexible work time and other similar initiatives could, if
implemented, adversely affect our operations. We also may be subject to employee-related
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claims such as wrongful discharge, discrimination or violation of equal employment law. While we are insured for
these types of claims, we could experience damages that are not covered by our insurance policies or that exceed our
insurance limits, and we may be required to pay such damages directly, which would negatively impact our cash flow
from operations.

Compliance with federal and state fair housing, fire, safety and other regulations may require us to make
unanticipated expenditures, which could be costly to us.

We must comply with the federal Fair Housing Act and similar state laws, which prohibit us from discriminating
against individuals on certain bases in any of our practices if it would cause such individuals to face barriers in
gaining residency in any of our facilities. Additionally, the Fair Housing Act and other similar state laws require that
we advertise our services in such a way that we promote diversity and not limit it. We may be required, among other
things, to change our marketing techniques to comply with these requirements.

In addition, we are required to operate our facilities in compliance with applicable fire and safety regulations, building
codes and other land use regulations and food licensing or certification requirements as they may be adopted by
governmental agencies and bodies from time to time. Like other healthcare facilities, our skilled nursing facilities are
subject to periodic surveys or inspections by governmental authorities to assess and assure compliance with regulatory
requirements. Surveys occur on a regular (often annual or biannual) schedule, and special surveys may result from a
specific complaint filed by a patient, a family member or one of our competitors. We may be required to make
substantial capital expenditures to comply with these requirements.

We depend largely upon reimbursement from third-party payors, and our revenue, financial condition and results
of operations could be negatively impacted by any changes in the acuity mix of patients in our facilities as well as
payor mix and payment methodologies.

Our revenue is affected by the percentage of our patients who require a high level of skilled nursing and rehabilitative
care, whom we refer to as high acuity patients, and by our mix of payment sources. Changes in the acuity level of
patients we attract, as well as our payor mix among Medicaid, Medicare, private payors and managed care companies,
significantly affect our profitability because we generally receive higher reimbursement rates for high acuity patients
and because the payors reimburse us at different rates. Governmental payment programs are subject to statutory and
regulatory changes, retroactive rate adjustments, administrative or executive orders and government funding
restrictions, all of which may materially increase or decrease the rate of program payments to us for our services. For
the years ended December 31, 2008 and 2007, approximately 75% and 74% of our revenue, respectively, was
provided by government payors that reimburse us at predetermined rates. If our labor or other operating costs increase,
we will be unable to recover such increased costs from government payors. Accordingly, if we fail to maintain our
proportion of high acuity patients or if there is any significant increase in the percentage of our patients for whom we
receive Medicaid reimbursement, our results of operations may be adversely affected.

Initiatives undertaken by major insurers and managed care companies to contain healthcare costs may adversely affect
our business. These payors attempt to control healthcare costs by contracting with healthcare providers to obtain
services on a discounted basis. We believe that this trend will continue and may limit reimbursements for healthcare
services. If insurers or managed care companies from whom we receive substantial payments were to reduce the
amounts they pay for services, we may lose patients if we choose not to renew our contracts with these insurers at
lower rates.

Increased competition for, or a shortage of, nurses and other skilled personnel could increase our staffing and
labor costs and subject us to monetary fines.
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Our success depends upon our ability to retain and attract nurses, Certified Nurse Assistants (CNAs) and therapists.
Our success also depends upon our ability to retain and attract skilled management personnel who are responsible for
the day-to-day operations of each of our facilities. Each facility has a facility leader responsible for the overall
day-to-day operations of the facility, including quality of care, social services and financial performance. Depending
upon the size of the facility, each facility leader is supported by facility staff who are directly responsible for
day-to-day care of the patients and either facility staff or regional support to oversee the facility s marketing and
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community outreach programs. Other key positions supporting each facility may include individuals responsible for
physical, occupational and
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