Roate, George J &= OBCIJ

From: Reppy, Don [DREPPY@hcr-manorcare.com)
Sent: Tuesday, April 24, 2012 11:08 AM
To: Roate, George
Ce: Kara Friedman
Subject: RE: Missing application pages R E c E ' v E D
Attachments: Audited Statements Attachment 42. pdf
APR 2 4 2012
I can't believe that | did not include these,
HEALTH FACILITIES &
SERVICES REVIEW BOARD

Here are the audited statements for Attachment 42. | have numbered them 318a to 318gg.

| apologize again.

Don Reppy RECEIVED

HCR-ManorCare

Director of Health Planning '
7361 Calhoun Place #300 APR 2 2012
Rockville, MD 20855 HEALTH FACILITIES &
240-453-8568 SERVICES REVIEW BOARD

dreppy@hcr-manorcare.com

From: Roate, George [mailto:George.Roate@Illinois.gov]
Sent: Tuesday, April 24, 2012 11:33 AM

To: Reppy, Don

Cc: Kara Friedman

Subject: RE: Missing application pages

Ok. Thanks.
Could you please forward the audited financial statements for HCR Healthcare, LLC?
Or have | overiooked them?

s = i — = .- —_— - e — o

From: Reppy, Don [mailto: DREPPY@hcr-manorcare.com]
Sent: Tuesday, April 24, 2012 10:23 AM

To: Roate, George

Cc: Kara Friedman

Subject: RE: Missing application pages

There are no audited statements for the parent corperation HCR ManorCare Inc. or the immediate applicant, ManorCare
Health Services LLC

Thus, we added an applicant, HCR Healthcare LLC, for which there are audited statements. This created three ¢o-
applicants.

The HCR Healthcare LLC audit includes anything and everything that is owned, operated, or owned and operated by the
ultimate parent, HCR ManorCare Inc.

Thanks.

Don Reppy
HCR-ManorCare
Director of Health Planning
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Report of Independent Auditors

The Board of Directors of HCR Healthcare, LLC

We have audited the accompanying consolidated balance sheets of HCR Healthcare, LLC as of
December 31, 2010 and 2009, and the related consolidated statements of income, cash flows and
equity for the years then ended. These financial statements are the responsibility of the
Company’s management. Our responsibility is to express an opinion on these financial
statements based on our audits,

We conducted our audits in accordance with auditing standards generally accepted in the United
States. Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. We were not engaged
to perform an audit of the Company’s internal control over financial reporting. Our audits
included censideration of intemmal cantrol over financial reporting as a basis for designing audit
procedures that are appropriate in the circumstances, but not for the purpose of expressing an
opinton on the effectiveness of the Company's internal control over financial reporting.
Accordingly, we express no such opinion. An audit also includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements, assessing the
accounting principles used and significant estimates made by management, and evaluating the
overall financial statement presentation. We believe that our zudits provide a reasonable basss wur
our opinion,

In our opinien, the tinancial statemenis referred to above present fairly, in ali material respects,
the consolidated financial position of HCR Healthcare, LLC at December 31, 2010 and 2009,
and the consolidated results of its operations and its cash flows for the years then ended in
conformity with U.S. generally accepied accounting principles.

St ¥ MLLP

Toledo, Ohio
February 4, 201 |
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Aasets

Current agsets:
Cash and cash ¢quivalents
Restricted cash and cash equivalenis

Restricted cash and cash equis alents of consolidated VIE

Receivables, kess allowance For doubtful

accounts of §93.240 and $1 16,163, respectively

I'repaid expenses
Dieterred income taxes
Tuotal current assels

Net property and equipment of consolidated VIE

Net propeny and <yguipment
Goodwill

Intangible assets

{)ther assets

Unher yssets of consotidaed VIE
Fotal assets

Liabilities 2nd Equity

Current liabilities:
Agcounts payable
Emplosee compensation and beactits
Accrued insurance liabilities
fncome taxes pasable
Other acorued liabilities
Other acerued liabilities of consulidaed VIE
Long=term debt due within one year
Net payable to aftiliate

Total current liabilities

Long-term debt of consolidated VIE
Long-term debt

Deterred income taxes

Other liabilitics

Eyuity:
HCR Healthcare, LLC member's eguity:
Comributed capital
Retained eamings
Accumulated nther comprehensive foss
Total HCR Healtheare, LLC member's equity
Noncontrolling interest
Total equity
Total liabilities and equity

HCR Healthe¢are, LLC

Consolidated Balance Sheets

Drecember 31,
2010 2009
{In thousands)
$ 2119 s 179,658
6.052 87.982
1446 7.853
173.3 14 30,969
[0.408 (.45
11913 _60.366
960.354 1.056.9758
2,791,542 Y 8¥4.569
351,584 296,244
1.495.482 1.495.482
659.732 662,025
71607 78.225
3617 59.389
$ 8,361,918 $ %.523.109
s 14,826 1 126,453
135,375 [4R.535
119,010 120,784
X926 59)
91,132 98.368
8519 £.280
2123 7,594
1917 5.100
496,018 316,208
4.5395.942 4.595.942
456,274 497,979
915.011 915.251
301829 504,711
1,330,331 1.322,601
64.681 {2704
(3.427) {17.520)
1.391,785 [.487.783
3.059 3.236
1.396. 844 1,493.021

5 8.361.918
e —]

See accompanying notes.
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HCR Healthcare, LLC
Consolidated Statements of Income

Revenues

Expenses:
Operating
General and administrative
Depreciation and amortization

Income before other (¢xpenses) income
and income taxes

Other (expenses) income:
Interest expense
(Loss) gain on debt extinguishment
Derivative floor expense
Unrealized derivative gain
(Loss) gain on sale of assets
Equity in earnings of atfiliated company
Interest income and other
Total other expenses, net

Income before income taxes

Income taxes

Net income

Less net income attnibutable to noncontrolling interest
Net income attributabie to controlling interest

Year ended December 31,

2010

2009

{In thousands)

$ 4,168,566 $ 4,123,720
3.311,695 3.304,130
181,404 169,524
150,270 135,732
3,643,369 3.609.386
525,197 514,334
(173.459) (169.907)
(570) 13.184
{123.997) {120,306)
12.073 [1.698
(16) 174

6,284 5423
1.758 2,637
(271.927) (257,097)
247,270 257,237
83,715 86.077
163,555 171.160
809 1022

$ 162,746 § 170,138

See accompanying notes.
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HCR Healthcare, LLC

Consolidated Statements of Cash Flows
Year ended December 31,

Operating Activities
Net income
Adjustments to reconcile net income
to net cash provided by operating activities:
Depreciation and amortization
Deterred finance fee amortization
Derivative amortization
Pension amortization
Loss {gain) on debt extinguishment
Unrealized dertvative gain
Restricted stock and stock option compensation
Provision for bad debts ’
Provision tor deferred income taxes
Loss (gain) an sale of assets
Equity in eamings of aftiliated company
Changes in assets and liabilities:
Receivables
Prepaid expenses and other assets
Liabilities
Total adjustments
Net cash provided by operating activities

Investing Activities

investment in property and equipment

investment in 53 .22ms development

Acquisitions

Proceeds from sale of assets

Net change in restricted cash and cash equivalents
Net cash used in investing activities

Financing Activities

Net advance to affiliated company

Proceeds from issuance of debt

Payment of debt

Payment of financing and extinguishment costs
Dividends paid

Excess tax benefits from the equity plan
Distributions to noncontrolling interest

Net cash used in financing activities

Net jncrease in cash and cash equivalents
Cash and cash equivalents at beginning of year
Cash and cash equivalents at end of year

See accompanying notes.
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2010 2009
(In thousands)
$ 163555 $ 171160
150.270 135.732
18.799 18.978
10.504 3434
42] Q21s)
370 (13,184)
(12073 {11.698)
6,181 10,355
66,727 71,643
9.085 26.135
16 {174)
(6.284) (5.423)
{29.07) (14.779)
7.874 (9.068)
21,986 {51,499
245,004 160.234
48,559 331.2%4
{117,237 {127,258}
(90U 1974)
{(i.013) -
229 6.666
82,339 3.545
(36.582) (119,021}
(3.183) -
2,500 -
{49.676) (57.278)
{51) (1.839
i280,769) -
1,749 -
{536} (528)
(330.416) (59.645)
41.561 152,728
379.658 226.930
$ 420219 $ 379.638
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HCR Healthcare, LLC
Consolidated Statements of Equity

Accumulated
Other Non-
Contributed Retained  Comprehensive  controlling Total
Capital Eamings Loss Interest Equity
(In thousands)
Balance at January 1, 2009 $ 1312246 3 12566 3 (19.398) 4,742 % 1310156
Contribution from parent 10.355 10,355
Distributions to noncontrolling interest (528) (528)
Comprehensive income:
Net income 170,138 1,022
Other comprehensive income,
net of 1ax;
Unrealized denvative loss and
reclassification adjustments (Note 7) 2742
Pension activity {Note 13) {364)
Total comprehensive income
attributable 1o HCR Healtheare 172,016
Total comprehensive income
attributable 1o noncontroiiing interest 1.022
Total comprehensive income 173,038
Balance at December 31, 2009 1.322 601 182,704 (17.520) 5.236 1,493,021
Comtribution from parem 6.181 6,181
Tax benefit from the equity ptan 1.749 1.749
Cash dividends declared {280,769} {180,769}
Distributions to noncontrolling interest {986) {986)
Comprehensive income:
Net income 162,746 RO9
Other comprehensive income,
net of tax:
Unrealized dedivative loss and
reclassification adjustments {Note 7) 14,652
Pension activity {Note 13) (559)
Total comprehensive income
attributable to HCR Healtheare 176.839
Total comprehensive income
attributable to noncontrolling interest 809
Total comprehensive income 177,648
Balance at December 31, 2010 $ 1330531 3 64681 0§ {3427} % 5.059 5 1.396.844

See accompanying notes.




HCR Healthcare, LLC
Notes to Consolidated Financial Statements

1. Accounting Policies

Nature of Operations
HCR Healthcare, LLC. and subsidiaries (the Company) is a provider of a range of health care services,

including skilled nursing care, assisted living, post-acute medical and rehabilitation care, hospice care,
home health care and rehabilitation therapy. The most significant portion of the Company's business
relates to skilled nursing care and assisted living, operating 343 centers in 30 states, with 62 percent
located in Florida, lllinois, Michigan, Ohio and Pennsylvania. The hospice and home health business
specializes in all levels of hospice care, home health and rehabilitation therapy, with 105 offices located in
25 states. The Company not only provides rehabilitation therapy in the Company’s 57 outpatient therapy
clinics, but in a variety of other settings including skilled nursing centers, schools, and hospitals.

Principles of Consolidation and Basis of Presentation

The consolidated financial statements include the accounts of HCR Healthcare, L.LC and its wholly-
owned subsidiaries, including but not limited to HCR 1l Healthcare, LLC and its subsidiartes, as well as
the Company's majority-owned subsidiaries. HCR Healthcare, LLC is a wholly-owned subsidiary of
Manor Care, Inc. and an indirect wholly-owned subsidiary of HCR ManorCare, Inc. Intercompany
accounts and transactions with subsidiaries have been eliminated in consolidation. The net payable to
atfiliate of $1.9 million and $5.1 million at December 31, 2010 and 2009, respectively, does not bear
interest.

HCR ManorCare, inc. was formed for the purpose of merging its subsidiary with and into Manor Care,
Inc., with Manur Care, Inc. continuing as the surviving corporation in the merger. Prior to the merger,
Manor Care, Inc. was a publicly traded company. The merger was completed in December 2007.

In addition, in accordance with accounting standards for the consolidation of variable interest entities,
HCR Healthcare, LLC consolidates a variable interest entity (VIE), HCR Properties, LLC and its
subsidiaries because HCR Il Healthcare, LLC is deemed to be the primary beneficiary. HCR Properties,
LLC is a wholly-owned subsidiary of Manor Care, Inc.

The Company uses the equity method to account for investments in entities in which it has less than a
majority interest but can exercise significant, but not a controlling, influence. These investments were
classified on the accompanying balance sheets as other long-term assets and amounted to $18.7 million
and $20.2 million at December 31, 2010 and 2009, respectively. Under the equity method, the
investment, onginally recorded at cost, is adjusted 1o recognize the Company's share of the net earnings or
losses of the affiliate as they occur. Losses are limited to the extent of the Company’s investments in,
advances 10 and guarantees for the entity, The Company has a 50 percent ownership and voting interest in
s pharmacy partnership, with Omnicare, Inc. having the remaining interest,

218 h




Variable Interest Entity \
On January 1, 2010, the Company adopted a new accounting standard that changes the consolidation
analysis for a VIE. The standard requires a qualitative analysis rather than a quantitative analysis to
determine the pnmary beneficiary of a VIE and requires continuous assessments of whether an entity is
the primary beneficiary of a VIE. A VIE is a legal entity that lacks sufficient equity to finance its
activities, or the equity investors of the entity as a group lack any of the characteristics of a controlling
interest. The primary beneficiary of a VIE is the enterprise that has both the power to direct the activities
most significant to the economic performance of the VIE and the obligation to absorb losses or receive
benefits thal could potentially be significant to the VIE. If the Company is determined to be the primary
beneficiary of a VIE, it must account for the VIE as a consoiidated subsidiary. The adoption of this
standard did not change the consolidation of the VIE, HCR Properties, LLC, but expanded the disclosures

regarding a VIE.

Certain of the consolidated subsidiaries of HCR Properties, LLC hold the title to the property and
cquipment of the skilled nursing and assisted living factlities. HCR [II Healthcare, LLC (also referred to
as Master Tenant) leases the property trom certain subsidiaries of HCR Properties, LLC and conducts the
operations of the business. HCR Properties, LLC distributes the residual lease payments to Manor Care,
Inc.. which represents the portion of the lease payments received from HCR {[l Healthcare, LLC which are
not used by subsidiaries of HCR Properties, LLC to make payments with respect to their loan agreements.
Manor Care, Inc. contributes the residual lease payments to the Company. The distributions were $273.4
million and $256.4 million for the years ended December 31, 2010 and 2009, respectively. HCR [
Healthcare, LLC has a variable interest in HCR Properties, LLC as a result of the leasing relationship.
HCR III Healthcare. LLC was considered to be the primary beneficiary based on its implicit obligation to
absorb the losses of HCR Properties, LLC due to the fact that the entities are both owned by the same
parent, Manor Care, inc, and the co-dependent operations of both entities.

The consolidated balance sheets present the assets of HCR Properties, LLC that can be used only to settle
obligations of this entity and the liabilities of HCR Properties, LLC for which creditors do not have
recourse to the general credit of the Company. See Note 6 for a description of HCR Properties, LLC and
its subsidiaries’ debt of $4.6 billion. Excluding the assets that secure the mortgage, HCR Properties, LLC
and its consolidared subsidiaries have assets related to deferred financing fees, derivative asset for interest
rate caps, and restricted cash and cash equivalents for insurance and taxes.

Use of Estimates

The preparation of financial statements in conformity with U.S. generally accepted accounting principles
requires management to make estirmnates and assumptions that affect the amounts reported in the financial
statements and accompanying notes. Actual results could differ from those estimates.

Cash Equivalents
Investments with a matunty of three months or less when purchased are considered cash equivalents for

1

purposes of the statements of cash flows. :

1%
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Restricted Cash and Cash Equivalenty

The restricted balances include amounis held as collateral or escrowed under the Company’s credit or loan
agreements for letiers of credit, insurance and taxes, as well as funds for the Company’s captive insurance
subsidiary. In addition, a small portion of the Company's restricted balances includes amounts to pay the

convertible debt senior notes, as discussed in Note 6,

Receivables and Revenues .o
Revenues are derived from services rendered to patients for long-term care, including skilled nursing and
assisted living services, hospice and home health care, and rehabilitation therapy. Revenues are recorded
when services are provided based on rates expected to be received under governmental programs and
other third-party arrangements based on contractual terms. These revenues and receivables are stated at
amounts estimated by management to be the net realizable value,

A portion of the episodic Medicare payments tor home health services are received in advance of the
services being rendered. All advance billings are recognized as revenue when the services are performed.

Medicare program revenues prior to June 1999 tor skilled nursing tacilities and October 2000 tor home
health agencies. as well as certain Medicaid program revenues, are subject to audit and retroactive
adjusiment by government represematives. Retroactive adjustments are estimated in the recording of
revenues in the penod the related services are rendered. These amounts are adjusted in future periods as
adjustments become known oOr as cost reporting years are no longer subject to audits or reviews. The net
receivable balance for third-party settlements was $19.8 million and $28.2 million at December 31, 2010
and 2009, respectively.

Laws and regulations governing the Medicare and Medicaid programs are comnlex and subject to
interpretation. The Company believes that it is in material compliance with all applicable laws and
regulations and is not aware of any pending or threatened investigations involving material allegations of
potential wrongdoing. Noncompliance with such Jaws and regulations can be subject to regulatory actions
including fines, penalties, and exclusion from the Medicare and Medicaid programs.

Allowance for Doubiful Accounts

The Company evaluates the collectibility of its accounts receivable based on certain factors. such as pay
type, historical and current collection trends, and aging categories. The percentage that is applied to the
receivable balances is based on the Company's historical experience and time limits, if any, for each
particular pay source, such as private, other/insurance, Medicare and Medicaid.

Property and Equipment

Property and equipment are recorded at cost. Depreciation is provided by the straight-line method over
the estimated useful lives of the assets, generally three to 10 years for equipment and furnishings and three
to 40 years for buildings and improvemenits. Leasehold improvements are amortized over the shorter of
the useful life or the contractual term of the lease.




Direct incremental costs are capitalized for major development projects and are amortized over the lives
of the related assets. The Company capitalizes interest on borrowings applicable to construction in

progress.

Goodwill and Intangible Assets
Goodwill represents the excess of cost over the fair value of net assets of businesses acquired. Indefinite-

lived intangible assets include trademarks, tradenames, and certificates of need. Goodwill and indefinite-
lived intangible assets are not amortized, but are reviewed at least annually on October 1 for impairment,
or more frequently if events or circumstances arise which indicate there may be an impairment of a
reporting unit, using a fair value methodology. In performing this review, the fair value of the reporting
unit is determined by using cash flow analysis which projects the future cash flows and discounts those
cash flows to the present value. The projection of future cash flows is dependent upon assumptions
regarding future levels of income, including changes in Medicare and Medicaid reimbursement
regulations. If the carrying value of a reporting unit exceeds the fair value, the goodwill or indefinite-
lived intangible assets are potentially impaired, subject to additional analysis. In such a case, the
Company may have to record a charge to its results of operations based on the results of the additional

analysis.

Intangible assets with a determinable useful life. such as non-compete agreements, are amortized on a
straight-line basis over their estimated useful life.

Asset Impairments

The carrying value of property and equipment and amortizable intangibie assets is reviewed quarterly to
determine if facts and circumstances suggest that the assets may be impaired or that the useful life may
need to be changed. The Company considers internal and external factors relating to each asset, including
cash flows, contract changes, local market developments, national health care trends and other publicly
available information. [f these factors and the projected undiscounted cash flows of the business over the
remaining useful life indicate that the asset will not be recoverable, the carrying value will be adjusted to
the estimated fair value.

Systems Development Costs
Costs incurred for systems development primarily include external programming costs. These costs are
capitalized and arec amortized over the estimated useful lives of the related systems.

T

{nvestinent in Life Insurance :
Investment in corporate-owned life insurance policies is recorded in other assets based on the net cash
surrender value. Changes in the net cash surrender value are recorded in operating expenses.

Insurance Liabilities

The Company purchases general and professional liability insurance and maintains an unaggregated self-
insured retention per occurrence ranging from $0.5 million to $12.5 million, depending on the policy year
and state. In addition, for the policy periods June 1, 2004 through May 31, 2007, there is a coverage layer of
$12.5 million in excess of the self-insured retention provided by the Company's captive insurance
subsidiary. For the policy period June 1, 2007 through May 31, 2008, the Company’s captive insurance

+*
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subsidiary provides coverage of 50 percent per claim in excess of the self-insured retention up to an
aggregate coverage of $6.25 million. Provisions for estimated seftlements, including incurred but not
reported claims, are provided on an undiscounted basis in the period to which the coverage related. These
provisions are based on internal and external evaluations of the merits of the individual claims and an
analysis of claim history. Based on the Company’s historical data and review of recent claims, cost and
other trends, management determines the appropriate reserve. Any adjustments resulting from this review
are retlected in curtent earnings. Claims are paid over varying perieds, which generally range from one to
eight years. See Note 11 for further discussion.

The Company’s workers’ compensation insurance consists of a combination of insured and self-insured
programs and limited participation in certain state programs. The Company is responsible for 50.5
million per occurrence tor insured programs. The Company is responsible for $1.0 million per occurrence
for self-insured programs and maintains insurance above this amount. The Company records an estimated
liability, including incurred but not reported claims, for losses attributable to workers™ compensation
claims based on intemal cvaluations and an analysis of claim history. The estimates are based on loss
clatm data, trends and assumptions. Claims are paid over varying periods and are generally fully paid
within eight years. The workers’ compensation liability consisted of short-term reserves of $26.7 miltion
and $25.6 million at December 31, 2010 and 2009, respectively, which were included in accrued
insurance liabilities, and long-term reserves of $42.0 million and $39.0 million at December 31, 2010 and
2009, respectively, which were included in other long-term tiabilities. The expense for workers'
compensation was $33.0 million and $31.6 million for the years ended December 31, 2010 and 2009,
respectively, which was included in operating expenses.

Derivative Financial instruments and Hedging Activities

The accounting standard for derivatives and hedging activities establishes accounting ~nd reporting
standards for dertvative instruments, including certain derivative instruments embedded in other contracts,
and for hedging activities. The Company records all derivatives on the balance sheet at fair value. The
accounting for changes in the fair value of derivatives depends on the intended use of the derivative and
the resulting designation. Dervatives used to hedge the exposure to changes in the fair value of an asset,
liability, or firm commitment attributable 10 a particular risk, such as interest rate risk, are considered fair
value hedges. Derivatives used to hedge the exposure to variability in expected future cash flows, or other
types of forecasted transactions, are considered cash flow hedges.

For denvatives designated as fair value hedges, changes in the fair value of the derivative and the hedged
item related to the hedged risk are recognized in earnings. For derivatives designated as cash flow hedges,
the effective portion of changes in the fair value of the derivative is initially reported in other
comprehensive income (outside of eamings) and subsequently reclassified to eamings when the hedged
transaction affects earnings, and the ineffective portion of changes in the fair value of the derivative is
recognized directly in eamings. The Company assesses the effectiveness of each hedging relationship by
companng the changes in fair value or cash flows of the derivative hedging instrument with the changes in
fair value or cash flows of the designated hedged item or transaction. For derivatives not designated as
hedges, changes in fair value are recognized in eamings. The Company records all derivative activity in
cash flows from operations. ‘
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Assets and Liabilities Measured at Fair Value

In 2010, the Company adopted a new accounting standard that amends and expands the disclosures about
fair value measurements, The additional disclosures include the amount of transfers between

Levels 1 and 2 of the fair value hicrarchy, the reasons for transfers in and out of Level 3 and activity for
recurring Leve] 3 measures. The amendments clarify certain existing disclosure requirements related to
the level at which fair value disclosures should be disaggregated and the requirement to provide
disclosures about the valuation techniques and inputs used in determining the fair value of assets or
liabilities classified as Levels 2 or 3. The Company previously provided disclosures about the valuation
techniques and inputs. See Note 8 for these disclosures.

Concentrations of Credit Risk

Financial instruments that potentially subject the Company to significant concentrations of credit risk
consist of cash and cash equivalents, restricted cash and cash equivalents, and derivatives, which the
Company maintains with various financial institutions. The Company’s credit agreement limits the types
of investments. The majority of the Company’s cash equivalents are invested in money market funds, As
part of its cash and risk management process, the Company performs periodic evaluations of the relative
credit standing of the financial institutions. The Company has not sustained credit losses from
instruments held at financial institutions. The Company utilizes interest rate caps and floors to add
stability to interest expense. Such contracts involve the risk of nonperformance by the counterparties with
respect to the interest rate caps, which could result in a material loss if interest rates were to increase.

Advertising Expense
The cost of advertising is expensed as incurred. The Company recorded advertising expense of $13.8
million and $13.7 mullion for the years ended December 31, 2010 and 2009, respectively.

Stock-Based Compensation

HCR ManorCare, Inc. grants awards under its equity plan to employees of its consolidated subsidiaries.
The Company accounts for the equity plan as if it adopted the plan. The Company records compensation
expense with a corresponding credit to equity, representing HCR ManorCare, Inc.’s capital contribution.

Compensation costs subject to graded vesting based on a service condition are amortized to expensc on a
straight-line basis over the service period for each separately vesting portion of the award.

Income Taxes

The Company accounts for income taxes and related accounts under the liability method. Deferred tax
assets and liabilities are determined based on the difference between the financial statement and tax bases
of assets and liabilities using enacted rates expected to be in effect during the year in which the basis
differences reverse. A valuation allowance is provided when the Company determines that it is more
likely than not that a portion of the deferred tax balance will not be realized.

H




The Company records an amount of unrecognized tax benefits when a tax position is more likely than not
to be sustained. This amount is analyzed on a quarterly basis and adjusted based upon changes in facts
and circumstances. The Company’s effective tax rate includes the recognition and adjustments to this
amount. The Company also records interest and penalties related to income taxes as income taxes in the
statement of income,

Subsequent Events
The Company has evaluated subsequent events through February 4, 2011, the date the financial statements

were available to be issued.
2. Divestitures

During December 2010, HCR ManorCare, Inc. signed an agreement to sell the real estate of substantially
all of its skilled nursing and assisted living facilities for $6.1 billion to HCP, Inc (HCP). The transaction
has been approved by HCP's Board of Directors and the shareholders of HCR ManorCare, Inc., and is
structured as a sale of the equity interests of HCR Properties, LLC. The Company intends to repay its
(MBS and Mezzanine variable-rate debt and terminate its interest rate caps and floors contemporanecus
with this transaction, HCR III Healthcare, LLC will continue to operate these tacilities pursuant to a long-
term triple-net master lease, for which the lease payments will be guaranteed by HCR ManorCare, Inc.
The transaction will be accounted for as a failed sale-leaseback with the proceeds recorded as a liability.
The assets subject to the sale-leaseback will remain on the balance sheet and continue to be depreciated.
The transaction is expected to close in the first quarter of 2011, subject to the completion of certain
regulatory approvals, third party consents, and other customary closing conditions.

During 2009, the Company sold one skilled nursing facility in Illinois and one in Ohio for $6.5 million,
resulting in a net gain of approximately $0.2 million. The results of operations of the divested facilities
were not matenal to the consolidated results of operations.

3, Revenues

The Company receives reimbursement under the tederal Medicare program and various state Medicaid
programs. Revenues under these programs totaled $2.9 billion and $2.8 billion for years ended

December 31, 2010 and 2009, respectively,

Revenues by type of health care services were as follows:

Year ended December 31,
2010 2009
(In thousands)
Skilled nursing and assisted living services $ 3.638.091 g 3571721
Hospice and home health services 441,699 457,238
Rehabilitation services 57822 64,844
Other services 30,954 29917

S 4,168.566 $ 4,123,720
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4, Property and Equipment

At December 31, property and equipment consisted of the following:

201G 2009
(In thousands)

Land and improvements $ 471841 § 464316
Buildings and improvements 2,703,705 2,650,929
Equipment and fumishings 264,603 212,420
Capitalized leases 33,332 31,885
Construction in progress 41,319 39,156

3,514,800 3,398,706
Less accumulated depreciation 371.674 227.893
Net property and equipment $ 3,143.126 5 3170813

Depreciation expense. including amortization of capitalized leases, amounted to $144.0 miilion and
$123.6 million for the years ended December 31, 2010 and 2009, respectively. Accumulated depreciation
included $3.6 million and $2.0 million at December 3}, 2010 and 2009, respectively, relating to
capitalized leases,

Capitalized systems development costs of $11.1 million at December 31, 2010 and 510.2 million at
December 31, 2009, net of accumulated amortization of $9.9 million and $7.6 million, respectively, were
included in other assets. Amortization expense related to capitalized systerns development costs was $2.3
million and $3.4 million for the years ended December 31, 2010 and 2009, respectively.

S. Goodwill and Intangible Assces
There were no changes in the carrying amount of goodwill during 2010 or 2009. There were no
accumulated impairment losses at December 31, 2010. At December 31, 2010 and 2009, the carrying

amount of goodwill by segment was $2.8 billion for long-term care and $0.6 million for hospice and home
health.

At December 31. intangible assets consisted of the following:

2010 2009
{In thousands)

Owned trademarks and tradenames (nen-amortizing) § 630979 % 630,979
Certificates of need {non-amortizing) 28,753 27,100
Neon-compete agreements 21,800 21,800

681,532 679.879
Less accumulated amortization 21,800 17,854
Net intangible assets $ 659,732 $ 662,025

Amortization expense was $3.9 million and $8.7 million for the years ended December 31, 2010 and
2009, respectively,
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6. Debt

At December 31, debt consisted ot the following:

2010 2009
{In thousands)

Revolving credit facility 3 - 3 -
Convertible sentor notes 144 7
Term loan 434,337 483,064
Commercial morngage-backed secunities (CMBS) 2,997,353 2,997,353
Mezzanine loans 1,598,589 1,598,589
Qther loan 2,000 -
Capital lease obligations 21,916 22,332

5.054,339 5,101,515
Less amounts due within one year 2,123 7.594
Long-term debt $ 50522106 $  5.093,921

Revolving Credit Fucility and Term Loan. In December 2007, HCR Healthcare, LLC entered into
a credit agreement with a group of lenders that provides for a $200 million revolving credit facility and
$700 million term loan. The debt is secured by assets of HCR Healthcare, LLC and certain of its
subsidiaries, This credit agreement contains various covenants, restrictions and events of default. Among
other things, these provisions require the borrower to maintain certain financial ratios and impose certain
limits on its ability to incur indebtedness. create tiens, pay dividends, and dispose of assets.

The revolving credit facility expires on the earlier of December 21, 2013 or the date six months pnior to
the final maturity date of the CMBS debt. The term Inan expires on the earlier of De~ember 21, 2014 or
the date six months prior to the final maturity date of the CMBS debt. The interest rate on borrowings
under the revolving credit facility and term loan is, at the borrower’s option, the prime rate plus a margin
or Eurodollar rate plus a margin. The margin is linked to the borrower’s Consolidated Total Senior
Leverage Ratio, as defined in the agreement. The revelving credit facility also provides for a fee on the
total amount of the facility, depending on the same key ratio. In addition to direct borrowings. the credit
facility may be used to support the issuance of letters of credit. As of December 31, 2010, there were no
loans outstanding under this facility. After consideration of usage for letters of credit, $122.8 million was
available for future borrowing. The interest rate on the term loan was 2.8 percent and 2.7 percent at
December 31, 2010 and 2009, respectively, based on the borrower’s election to borrow at the Eurodollar
rate plus a margin. The term Joan required repayment of principal in equal consecutive quarterly
installments of $1.75 million, which was reduced to $0.3 million as a result of a mandatory prepayment in
2010. The Company paid a total of $2.6 miilion and $7.0 million duning the years ended December 31,
2010 and 2009, respectively, related to quarterly installments. In addition, there are certain mandatory
prepayments based on incurrence of debt, asset sales, excess cash flow and release of cash collateral, as
defined in the agreement. During 2010, the Company made a mandatory prepayment of $46.1 million
related to the release of cash collateral for deposit letters of credit. The debt extinguishment resulted in a
loss of $0.6 million from the amortization of deferred finance fees. Through several open market
transactions during 2009, the Company paid an additional $46.4 million toward the repurchase of its term
loan debt at an average price of approximately 76 percent of par value. The debt extinguishments resulted
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in net gains of $13.2 million in 2009 after deducting fees of $0.5 million and amortization of deferred
finance fees of $1.2 million.

Commercial Mortgage-Backed Securities (CMBS) and Mezzanine Loans. In December 2007,
subsidiaries of HCR Properties, LLC entered into loan agreements with aggregate proceeds of $4.6
billion, consisting of CMBS totaling $3.0 billion and Mezzanine loans totaling $1.6 billion. The CMBS
and Mezzanine debt are non-recourse and expire on January 9, 2012, subject to a one-year extension at the
borrower’s option if certain criteria are met. CMBS debt is secured by mortgages on the assets of certain
of the subsidiaries of HCR Properties, LLC, with a net book value of $2.8 billion at December 31, 2010,
Interest on the CMBS and Mezzanine loans is payable monthly at LIBOR plus a spread, as defined in the
loan agreements. Principal and any unpaid interest are payable at maturity. At December 31, 2010 and
2009. the weighted-average interest rate on the CMBS and Mezzanine loans was 2.8 percent and 2.7
percent, respectively. See Note 7 for discussion on interest rate caps and floors entered into with respect
to the CMBS and Mezzanine debt. During 2009, the Company paid a total of $3.6 million on its CMBS
and Mezzanine loans due 1o the sale of a facility and excess land.

The convertible senior notes, term loan, other loan, and capital lease obligations are not obligations of
HCR Properties, LLC. The CMBS and Mezzanine debt are not obligations of HCR Healthcare, LLC or
HCR Il Healthcare, LLC. HCR Properties, LLC and its subsidiaries” assets and credit are not available to
satisfy the debts and other obligations of any ot their atfiliates or any other person. HCR III Healthcare,
LLC and its subsidiaries’ assets and credit are not available to satisfy the debts and other obligations of
any of their affiliates or any other person.

Convertible Senior Notes. As a result of the merger, a fundamental change under the indentures
occurred with respect to the convertible senior notes because of a change in control. Pursuant to the
indentures, each holder has a right to require the Company to purchase any or all of the holder’s
convertible senior notes. The Company sent a notice of fundamental change to all holders stating the
purchase price in cash. The Company funded an escrow account in 2007 for the total amount of the
purchase price. The Company has an escrow account, which is classified as restricted cash and cash
equivalents, with a balance equivalent to the remaining obligations of the convertible senior notes.

Cupital Lease Obligations. In 2009, a subsidiary of the Company entered into a new lease
agreement for the corporate headquarters. Manor Care, Inc. guaranteed the obligation. The new lease
agreement was recorded as a capital lease due to the transfer of ownership for a nominal fee at the end of
the 20-year lease. The Company recorded a noncash asset and liability of $14.3 million,

Fair Value. At December 31, 2010 and 2009, the carrying value of the Company's debt, excluding
capitalized lease obligations, was $5.0 billion and $5.1 billion, and the tair value was $4.7 bitlion and $4.4
billion, respectively. At December 31, 2010 and 2009, the fair value of the Company’s variable-rate debt
was calculated using cash flows based upon the variable interest rate in effect at year end discounted at a
current replacement spread over LIBOR based on current market conditions. The fair value of the
convertible senior notes was the same as the carrying value because the notes were recorded at fair value
due 10 the right to require the Company to purchase the notes under the fundamental change provision
discussed above.

I5

3169




Other Information. Interest paid, primarily related to debt, amounted to $146.3 million and $154.2
million for the years ended December 31, 2010 and 2009, respectively. Capitalized interest costs were
$0.7 million and $0.9 million for the years ended December 31, 2010 and 2009, respectively.

Debt maturities for the tive years subsequent to December 31, 2010 are as follows: 2011 - 32.1 million;
2012 - $435.1 million; 2013 — $4.6 billion; 2014 — $0.5 million; and 2015 - $0.5 million The.Company
has assumed that it will extend the CMBS and Mezzanine debt for one year, which is permitted under the
foan agreements if certain criteria are met, untif 2013,

7. Derivative Financial [nstruments and Hedging Activities

Risk Management Objective of Using Derivatives. The Company is exposed to certain risk arising
from both its business operations and economic cenditions. The Company principally manages its
exposures to a wide variety of business and operational risks through management of its core business
activities. The Company manages economic risks, including interest rate, liquidity, and credit risk
primarily by managing the amount, sources, and duration of its debt funding and the use of derivative
tinancial instruments. Specifically, the Company enters into derivative financial instruments to manage
exposures that arise from business activities that result in the receipt or payment of future known and
uncertain cash amounts, the value of which are determined by interest rates. The Company’s derivative
financial instruments are used to manage differences in the amount, timing, and duration of the
Company’s known or cxpected cash receipts and its known or expected cash payments principally related
to the Company’s investments and borrowings. As of December 31, 2010 and 2009, no derivatives were
designated as fair value hedges or hedges of net investments in foreign operations. Additionally, the
Company does not use derivatives for trading or speculative purposes.

Cash Flow Hedges of Interest Rate Risk. The Company’s objectives in using interest rate
derivatives arc to add stability to interest expense and to manage its exposure to interest rate movements.
To accomplish this objective, HCR Properties, LLC and its subsidiarics use interest rate caps as part of its
interest rate risk management strategy. Interest rate caps designated as cash flow hedges involve the
receipt of variable-rate arounts from a counterparty if interest rates rise above the strike rate on the
contract in exchange for an up-front premium. HCR Healthcare, LLC entered into interest rate floors in
conjunction with its ultimate parent company, HCR ManorCare, Inc., to reduce the net cost of purchasing
interest rate caps to hedge the variable cash flows associated with existing variable-rate debt. Interest rate
floors are not designated as hedges, as they do not meet the strict hedge accounting requirements.

The effective portion of changes in the fair value of derivatives designated and that qualify as cash flow
hedges is recorded in other comprehensive income (OCT) and is subsequently reclassified from
accumulated other comprehensive income (AOCT) into earnings in the period that the hedged forecasted
transaction affects eamings. The ineffective portion of the change in fair value of the derivatives is
recognized directly in eamings. Amounts reported in AOCI related to derivatives will be reclassified to
interest expense as interest payments are made on the Company’s variable-rate debt. The payment of $3.6
million of CMBS and Mezzanine variable rate debt in 2009 created a minor ineffective portion.
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During December 2007, the Company entered into 24 interest rate caps, which expire in January 2012, to
hedge the variable cash flows associated with the CMBS and Mezzanine variable-rate debt of $4.6 billion
for an up-front premium of $36.9 million. In conjunction with these transactions, the Company sold three
interest rate floors, which expire in January 2012, to reduce the net cost of purchasing interest rate caps for
an up-front premium received of $28.3 million. During the first quarter of 2009, the Company modified
certain interest rate caps to reduce the strike rate on $2.5 billion of the total cutstanding notional amount
for an up-front premium of $14.2 million. As a result of these modifications, the Company discontinued
prospectively the hedge accounting on 16 of its interest rate caps for $3.57 billion of the notionai amount,
as this portion no longer met the strict hedge accounting requirements. The Company continued to report
the net loss at the time of the modification related to the discontinued cash flow hedges in AQCT and was
reclassifying these losses into eamings during the original contractual terms of the derivative agreements
as the hedged forecasted transactions were expected to oceur,

As discussed in Note 2, HCR ManorCare, Inc. signed an agreement in December 2010 to sell HCR
Properties, LLC’s equity interests, which is expected to close at the end of the first quarter of 2011, The
Company intends to repay its CMBS and Mezzanine variable-rate debt and terminate its interest rate caps
contemporaneous with this transaction. As a result, the Company discontinued prospectively the hedge
accounting on its remaining eight interest rate caps with a notional amount of $1.03 billion as the hedged
transactions were no longer probable 1o occur. As of December 31, 2010, the Company had no
derivatives qualifying as cash flow hedges of interest rate risk. All prospective changes in the fair value of
outstanding derivatives will be recorded directly to earnings.

During December 2010, the Company reclassified $14.7 million of losses from AOCI to earnings as a
missed forecast. The missed forecast represented those losses related to estimated hedged transactions
that were expected to cccur after March 31, 2011, The losses were required to be recognized in eamings
as these hedged transactions were deemed probable not to occur as originally forecasted. During the first
quarter of 2011, the Company estimates that $3.9 million will be reclassified from AQCI to eamings as an
increase to interest expense.

Non-Designated Hedges. Derivatives not designated as hedges are not speculative and are used to
manage the Company’s exposure 1o interest rate movements and other identified nsks but do not meet the
strict hedge accounting requirements. The Company uses interest rate caps and floors as part of its
interest rate risk management strategy. Interest rate caps involve the receipt of variable-rate amounts from
a counterparty if interest rates rise above the strike rate on the contract. Interest rate floors involve the
payment of vanable-rate amounts to a counterparty if interest rates fall below the strike rate on the
contract. Changes in the fair value are recorded directly in earnings. As of December 31, 2010, the
Company had 24 interest rate caps for a notional amount of $4.6 billion and three interest rate floors for a
notional amount of $4.6 billion that were not designated as hedges in qualifying hedging relationships.
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Balance Sheet Classification. The fair value of the Company’s derivative financial instruments
and their classification on the consolidated balance sheets was as follows as of December 31, 2010 and
2009:

Asset Derivatives Liability Derivatives
Balance Sheet Balance Sheet
Location  Fair Value Location Fair Value
As of December 31, 2010 ([n thousands)
Non-destgnated hedges
Interest Rate Caps Otherassets $ 159 3 -
Interest Rate Floors Other assets - Other liabilities 118,201
$ 159 $ 118.201
= ___ -} e~ .- ]
As of December 31, 2009
Designated hedges
Interest Rate Caps Otherassets § 1,179 Other liabilities  § -
Non-designated hedges
[nterest Rate Caps Other assets 11,014 -
Interest Rate Floors Other assets - Other liabilities 155,916
£12,193 $ 155916
] f—— ————— - __ |

Income Statement Effect. The elfect of the Company’s denvative financial instruments on the
consolidated statements of income was as follows:

Derivatives Designated as Cash Flow Hedges
Interest Rate Caps:

Year ended December 31,

Amount of gain/credit or (loss/expense) Location 2010 2000
{In thousands)
Recognized in OCI (effective portion) ocCl $ (L,130) % 052

Reclassified from AOCI into income
(effective portion) Interest expense (10,504) (3.434)

Recognized in income {missed forecast,
ineffective portion and amount excluded
from effectiveness testing) Unrealized derivative loss {14.742) (53)




Derivatives Not Designated as Hedging Instruments

Amount of gain (loss) . Year ended December 31,
recognized in income Location 2010 2009

(In thousands)
Interest Rate Caps Unrealized derivative loss $ 110,899 S (6936)
Interest Rate Floors Unrealized derivative gain 37,7114 18,687
interest Rate Floors Derivative floor expense (123,997) {120.306)
Total S (97.182) $ (108,555)

Other Comprehensive Loss. The derivative activity included in other comprehensive loss was as
follows:

2010 2009
(In thousands)
Balance at lanuary { $ (170200 § (19,762)

Unrealized (loss) gain on hedging derivatives, net of income

tax benefit (expense) of $442 and $(413), respectively (688) 639
Reclassitication adjustment for losses recognized

in earnings during the period, net of income tax benefit

ot $9.902 and $1.357, respectively t5,340 2,103
Net derivative activity 14.652 2,742
Balance at Decernber 31 $ (2,368 3 (17,020}

Credit-Risk-Related Contingent Fearures. The Company has agreements with each of its
derivative counterpanties that contain a provision where the Company could be declared in default on its
derivative obligations if repayment of the underlying indebtedness is accelerated by the lender due to the
Company's detault on the indebtedness. As of December 31, 2010 and 2009, the fair value of derivatives
in a liability position related to these agreements was 3118.2 million and $155.9 million, respectively. As
of December 31, 2010, the Campany has not posted any collateral related to these agreements. If the
Company breached any of these provisions it would be required to settle its obligations under the
agreements at their termination value of $129.5 million and $175.4 million as of December 31, 2010 and
2009, respectively.

8. Fair Value Measurements

The Company measures certain financial assets and liabilities at fair value on a recurring basis, Fair value
is a market-based measurement, not an entity-specific measurement. Therefore, a fair value measurement
should be determined based on the assumptions that market participants would use in pricing the asset or
fiability. The Company's assessment of the significance of a particular input to the fair value
measurement in its entirety requires judgment, and considers factors specific to the asset or liability.
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The following three-tier hierarchy prioritizes the inputs used in measuring fair value:

Level 1; Observable inputs such as quoted prices in active markets;

Level 2: Inputs, other than quoted prices in active markets, that are observable either directly or
indirect]y; and

Level 3: Unobservable inputs for which there is little or no market data, which requires the Company to
develop assumptions.

The fair value of the Company's financial assets and liabilities was determined using the following inputs
at December 31, 2010 and 2009:
Fair Value at December 31, 2010

Level 1 Level 2 Level 3
{in thousands)
Assets:
Cash and cash equivalents $ 421219 3§ - 3 -
Restricted cash and cash equivalents 13,498 . -
Derivative asset for interest rate caps - 159 -
Total assets $ 434,717 3 159 § -
Liabillties:
Derivative liability for inierest rate floors 3 - % 11820f % -
Fair Value at December 31, 2009
Level 1 Level 2 Level 3
(In thousands}
Assets: ,
Cash and cash equivalents $ 379658 5 - 8 -
Restricted cash and cash equivalents 95,837 - -
Derivative asset for interest rate caps - 12,193 -
Total assets h 475495 § 12193 % -
Liabilities:
Derivative liability for interest rate floors ] - % 155916 § -

There were no transfers between Level 1 and Level 2 during the years ended December 31, 2010 or 2009,
There were no assets or liabilitics classified in Level 3 duning the years ended December 31, 2010 or
2009.

The valuation of interest rate caps and floors was determined using widely accepted valuation techniques,
including discounted cash flow analysis on the expected cash flows of each derivative. This analysis
reflected the contractual terms of the dedvatives, including the period to maturity, and used observable
market-based inputs, including interest rate curves and implied volatilities. The Company incorporated
credit valuation adjustments to appropriately reflect both its own nonperformance risk and the respective
counterparty's nonperformance risk in the fair value measurements. Although the Company determined
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that the majority of the inputs used to value its derivatives fall within Level 2 of the fair value hierarchy,
the credit valuation adjustments associated with its derivatives utilize Level 3 inputs, such as estimates of
current credit spreads, to evaluate the likelihood of detfault by itself and its counterparties. However, as of
December 31, 2010 and 2009, the Company assessed the significance of the impact of the credit valuation
adjustments on the overall valuation of its derivative positions and determined that the credit valuation
adjustments were not significant to the overall valuation of its derivatives. As a result, the Company
determined that its derivative valuations in their entirety were classified in Level 2 of the fair value

hierarchy.
9. Leases

The Company leases certain property and equipment under both operating and capital Jeases, which
expire at various dates through 2036. Certain of the facility leases contain purchase options.

Payments under non-cancelable operating leases, minimum lease payments and the present value of net
minimum lease payments under capital leases as of December 31, 2010 are as follows:

Operating Capital

Leases Leases
{In thousands)

2011 £ 10927 § 2100 :
2012 7.271 2,103 '
2013 5285 2116
2014 4,335 2,199
2015 ) 3.148 2,113
Later years ) 3,795 36,069
Total minimum lease payments § 34,761 46,700
Less amount representing interest 24,784
Present value of net minimum lease payments
{included in long-term debt - sec Note 6) $ 21916

Rental expense was $16.5 million and $19.6 million for the years ended December 31, 2010 and 2009,
respectively.




10.  Income Taxes
The provision for income taxes consisted of the following:

Year ended Decernber 31,

2010 2009
(In thousands)
Current:
Federal § 75,193 $ 55923
State and local 2,397 16,936
77,59 72,859
Deferred:
Federal 2,561 30.380
State and local 6.524 (4.245)
9.085 26,135
Interest and penalties income {2.960) {12.917)
Provision for income taxes S 83715 $ R6,077

The reconciliation of the amount computed by applying the statutory federal income tax rate to income

before income taxes to the provision for income taxes was as follows:

Year ended December 31,
2010 2009
{In thousands)
Income taxes computed at statutory rate $ B8A.545 3 90,033
Differences resulting from:
State and local income 1axes, net of federal effect 5,799 8,249
Interest income, net of federal effect (1.635) (8.451)
Effect of change in unrecognized tax benefits (4,326) -
Other (2,668) (3,754)
Provision for income taxes 3 83,715 % R86.077
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Deferred income taxes reflect the net tax effects of temporary differences between the carrying amounts of
assets and liabilities for financial reporting purposes and the amount used for income tax purposes.
Significant components of the Company's federal and state deferred tax assets and liabilities were as
follows at December 31:

2019 2009
Deferred tax assets: {In thousands)
Accrued insurance liabilities $ 1045331 $ 93227
Employee compensation and benefits 94,552 85.459
Hedge transactions 44,297 88,782
State net operating loss and credit carryforward 22246 23,565
Allowance for receivables and settlements 7,101 25,588
Other 14,229 20,792
386,956 337,413
Valuation allowarnce - {13477 ~ {12,569)
273,479 324.844
Deferred tax liabilities:
Depreciable/amortizable assets 1,112,680 1,115,408
Tax accounting method change 18,361 36,819
Leveraged leases 10,503 13,794
Other 5,031 13.708
1,146,575 1,179,729
Net deferred tax liabilities $ 873,096 $ 854,885
TN — T —

The Company has deferred tax assets related to state net operating loss and credit carryforwards with
expiration dates varying from 2011 through 2030. These potential future state tax benefits have been
partially offset by a valuation allowance based on the Company's analysis of the likelihood of generating
sufficient taxable income in the vanous state jurisdictions to utilize the benefits before expiration.

A reconciliation of the beginning and ending amount of unrecognized tax benefits was as follows:

010 2009
{In thousands)
Balance at January | $ 28230 $ 96414
Increases related to current-year tax positions 4,120 1,119
Increases related to prior-year tax positions 1.798 835
Decreases related to pricr-year tax positions (16,410} (76.349)
Settlements (3,154) -
Lapse of statute - (3,780)
Bailance at Decemnber 31 $ 14,384 § 28230
| b= — ]
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In early 2009, the Internal Revenue Service approved the Company's 2008 request to change an

accounting method. Resolution of this uncertainty in 2009 caused $68.0 million of the beginning balance
of unrecognized tax benefits to be reclassified to deferred tax liability accounts. This change also resulted
in the reversal of accrued interest expense of $13.1 million related to this item, which was included in the

income taxes line item.

Included in the 2010 and 2009 ending balance of unrecognized tax benefits are potential benefits of $7.1
million and $13.5 million that if recognized, would affect the effective income tax rate. At December 31,
2010 and 2009, the amount of interest and penalties accrued related to tax uncertainties was $2.5 million
and $7.2 million, respectively, which was included in other long-term liabilitics. Interest and penalties
related to income 1ax uncertainties included in the statement of incomne was $4.2 million of income in
2010 and $12.9 million of income in 2009.

The Company or one or more of its subsidiaries files income tax returns in the U.S. federal jurisdiction
and most states. Settlements were reached with certain states in 2010 and the related uncertain tax
positions for such states have been eliminated. The Intemal Revenue Service examination of tax years
ended in 2007 and 2008 was concluded in 2010. All federal tax uncertain tax items from such years were
settled or effectively settled resulting in an overall reduction of federal tax expense of $4.3 million. With
tew exceptions, the Company is no longer subject to U.S. federal, state, or local income tax examinations
for years before 2006. Within the next twelve months, there is not expected to be a significant change in
the balance of unrecognized tax benefits.

In late 2009, the Company tiled an appeal of a decision by the United States Court of Federal Claims
denying refunds of certain federal tax credits for tax years 2001 and earlier. On January 21, 2011, the
judgment of the Court was affirmed and the credits were denied. There are no unrecognized tax benefits
recorded that are attributable to these claims.

Income taxes and interest paid, net of refunds, amounted to $85.0 million and $141.5 million for the years
ended December 31, 2010 and 2009, respectively. B

11. Commitments/Coutingencies

One or more subsidianies or affiliates of the Company have been identified as potentially responsible
parties (PRPs) in a variety of actions {the Actions) relating 10 waste disposal sites which altegedly are
subject to remedial action under the Comprehensive Environmental Response Compensation Liability
Act, as amended, 42 U.S.C. Sections 9601 et seq. (CERCLA) and similar state laws. CERCLA imposes
retroactive, strict joint and several liability on PRPs for the costs of hazardous waste clean-up. The
Actions arise out of the alleged activities of Cenco, Incorporated and its subsidiary and affiliated
companies (Cenco). Cenco was acquired in 1981 by a wholly owned subsidiary of the Company. The
Actions allege that Cenco transported and/or generated hazardous substances that came 10 be located at
the sites in question. Environmental proceedings such as the Actions may involve owners and/or
operators of the hazardous waste site, multiple waste generators and multiple waste transportation disposal
companies. Such proceedings involve efforts by governmental entities and/or private parties to allocate or
recover site investigation and clean-up costs, which costs may be substantial. The potential liability "
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exposure for currently pending environmental claims and litigation, without regard to insurance coverage,
cannot be quantified with precision because of the inherent uncertainties of litigation in the Actions and
the fact that the ultimate cost of the remedial actions for some of the waste disposal sites where
subsidiaries or affitiates of the Company are alleged to be a potentially responsible party has not yet been
quantified. At December 31, 2010 and 2009, the Company had $3.0 million and $3.7 million,
respectively, accrued in other long-term liabilities based on its current assessment of the likely outcome of
the Actions. The amount of the Company's reserve was based on management's continual monitoring of
the litigation activity, estimated clean-up costs and the portion of the liability for which the Company is
responsible. At December 31, 2010 and 2009, there were no receivables related to insurance recoveries.

The Company is party to various other legal matters arising in the ordinary course of business, including
patient care-related claims and litigation. The general and professional {iability consisted of short-term
reserves of $63.6 million and $67.0 million at December 31, 2010 and 2009, respectively, which were
included in accrued insurance liabilities, and long-term reserves of $156.1 million and $123.0 million,
respectively, which were included in other long-term liabilities. The expense for general and professional
liability claims. premiums and administrative fees was 3$115.0 miilion and $86.6 million for the years
ended December 31, 2010 and 2009, respectively, which was included in operating expenses. Although
management believes that the Company's liability reserves are adequate, there can be no assurance that
such provision and liability will not require material adjustment in future periods.

As of December 31, 2010, the Company had contractual commitments of $21.8 million relating to 1ts
internal construction program. As of December 31, 2010, the Company had total letters of credit of $77.2
million that benefit certain third-party insurers, and 87 percent of these letters of credit related to recorded
liabilities.

12.  Stock-Based Compensation

Plan Information. HCR ManorCare, tnc.’s Equity Incentive Plan (Equity Plan) that was approved
by its Board of Directors in December 2007 allows it to grant awards of non-qualified stock options,
incentive stock options, restricted stock, restricted stock units and stock appreciation rights to key
employees, consultants and directors. HCR ManorCare, Inc. has not awarded incentive stock options,
restricted stock units of stock appreciation nghts under the Equity Plan, A maximum of 19,348,540
shares of HCR ManorCare, Inc.'s common stock were authorized for issuance under the Equity Plan.
Shares covered by expired or canceled options, by surrender ar repurchase of restricted stock, or by shares
withheld for the exercise price or tax withholding thereon, could also be awarded under the Equity Plan,

The Company's stock-based compensation expense was $6.2 million and $10.4 million for the years
ended December 31, 2010 and 2009, respectively, which includes time-vested stock options, performance-
vested stock options, and restricted stock. Stock-based compensation expense was recorded in general
and administrative expenses. The income tax benefit related to stock-based compensation expense was
$2.3 miltion and $3.8 million for the year ended December 31, 2010 and 2009, respectively. In addition,
there was §1.7 million of excess tax benefits related to the Equity Plan, which was recorded as additional
capital and classified as a financing cash flow for 2010, At December 31, 2010, there was $1.0 million of
total unrecognized compensation cost related to non-vested time stock options. The cost is expected to be
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recognized over one year. This does not include the expense for performance option awards or liquidity
event options that will be expensed, as the performance or event is considered to be probable of vesting.

Stock Options. During 2007, options were granted to certain officers. During 2008, options were
granted to certain officers, key employees and directors. For officers and key employees, the components
of the total options were as follows: 50 percent time-vested, 25 percent performance-vested, 16.7 percent
based on liquidity event A and 8.3 percent based on liquidity event B. Directors were awarded a total of
75,000 time options.

e The time options for officers and key employees vest 25 percent per year on the anniversary of the
grant date as long as the employee remains employed. The time options for directors vest 20
percent per year on the anniversary of the grant date. The vesting of all time options for officers
and employees will accelerate immediately upon a liquidity event, as defined below. [n addition,
the vesting of 25 percent of the time options for certain officers will accelerate immediately upon
certain defined termination of service reasons.

e The performance options pertain to the calendar years 2008 through 2012, with 20 percent based
on each year. The performance criteria for eamings before interest, taxes, depreciation and
amortization (EBITDA) were established for each year. There is prorated vesting if EBITDA is at
least 90 percent but less than 100 percent of target. Provided the employee is still employed on the
last day of the year, the awards will vest ater HCR ManorCare, (nc.'s Board of Directors certifies
that the relevant EBITDA target has been met for that year. There are certain catch-up vesting
provisions for years when performance awards did not vest. Upon the occurrence of a liquidity
event, if the EBITDA would have been achieved at target for that year, then all unvested tranches
of the performance option will automatically vest. [n January 2010, the Compensation Committee
of HCR ManorCare, inc.’s Board of Directors certified the performance against the criteria
previously set by the Committee, which resulted in 973,700 performance options vesting effective
December 31, 2009, which included 2008 catch-up vesting and 2009 vesting. The Compensation
Committee of HCR ManorCare, Inc.’s Board of Directors has not certified the performance for
2010.

¢ A liquidity event is based on certain transactions or certain changes in ownership levels of private
equity investors, as defined in the agreement. Liquidity events A and B are based on certain
internal rates of return of the private equity investors.
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The stock option activity for 2010 was as follows:

Weighted-
Average
Remaining
Exercise Contractual
Shares Price Term {years)
QOutstanding at December 31, 2009 17,006,493 $ 10,00
Forteited (61,950) 10.00
Exercised {7.000) 10.00
QOutstanding at December 31, 2010 16,937,543 10.00 7.0
Exercisable at December 31, 2010 7,793,841 10.00 7.0

The exercise price of the aptions was $10.00. The market price was $10.00 based on the stock price paid
by outside investors. The Company estimates the value of its stock options based on the calculated value
instead of fair value because it is not practical to estimate the volatility of its share price. The Company
does not maintain an infernal market for its shares. The Company uses the Black-Scholes option
valuation model to estimate the calculated value of its stock-based compensation. An option’s maximum
termn is 10 years. During 2010 and 2009, there were no option awards. Duning 2010, the cash received for
the exercise of stock options was $0.1 million with no intrinsic value. During 2009, there were no options
exercised.

Restricted Stock. An officer was awarded restricted stock tn 2007. The grant-date fair value was
. % $10.00 based on the stock price paid by outside investors. The shares vest 25 percent on the first
e anniversary date, 25 percent on the second anniversary date and 50 percent on the third anniversary date.
The fair v»ive of shares that vested was 27.4 million and $3.7 million fo: the ycars ended December 31,
2101 and 2009, respectively. The restricted stock activity for 2010 was as follows:

Grant-Date

Shares Fair Value

Restricted stock at December 31, 2009 744,175 $ 10.00

Restnctions lapse due (o time (744,175) 10.00
Restricted stock at December 31, 2010 -

tn addition, certain officers rolled over the value of prior company shares that were converted into
401,010 HCR ManorCare, Inc. restricted shares. These shares are subject to transfer restrictions and shall
become immediately vested upon the earliest to occur of the fifth anniversary, certain defined termination
of service reasons, or a liquidity event. The holders of the restricted stock and rollover restricted stock
have the right to receive non-forfeitable dividends.

&
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13. Employee Benefit Plans

éﬁ% . Defined Benefit Plans. The Company has one qualified and two non-qualified defined benefit
pension plans. The qualified plan is an underfunded plan with continuing benefits. The unfunded non-
qualified plans include one plan with frozen future benefits and one with continuing benefits.

Obligations and Funded Status. The funded status of the plans was as follows:

Change in projected benefit obligation

2010

2009

(In thousands)

Benefit obligation at beginning of year $ 46,608 3 40.270
Service cost 3,500 3,540
Interest cost 2.469 2,374
Amendments 1.849 -
Actuarial {gain) loss {399) 1,400
Benetits paid (443) ~ (985)
Benefit obligation at end of year 53.984 46,608
Change in plan assets
Fair value of plan assets at beginning of year 2,031 1,041
Actual return on pian assets 286 413
Employer contribution 423 1,562
Benefits paid (443) (985)
Fair value of plan assets at end of year 2,297 2,031
@ Funded status at end of year 3 {51.687) $ (44,577)
Amounts recognized in the balance shecis consisted of:
Current liabilities 3210 g i
Long-term liabilities {51,476)  (44,366)
$(51,687) $ (44.577)
Amounts in accumulated other comprehensive income
that have not been recognized in net periodic
pension cost, net of tax:
Net actuarial loss b 9 $ 500
Prior scrvice cost 940 -
$ 1,059 3 500
T ——————— P —— ]
Accumulated benefit obligation for all plans $ 42234 3 3443}

The Company expects to recognize $0.1 million of the net actuanial loss and $0.4 million of the prior

service cost in net pension cost in 2011,




Components of Net Pension Cost

. 2010 2009
% (In thousands)
Service cost £ 3900 3 3540
Interest cost 2,469 2,374
Expected return on plan assets (150) {164)
Amortization of prior service cost 370 -
Amortization of net loss {gain) 51 218)
Nel pension cost $ 6,640 $ 5,532

Other Changes in Benefit Obligations Recognized in Other Comprehensive Income

2010 2009
{In thousands)
Net actuarial gain (loss), net of tax (beneiit) of
5186 and $(434), respectively 3 349 $ (725
Prior service cost, net of tax {(benefit) of $(674) {1,175) -
Reclassifications adjustments, net of tax:
Amortization of prior service cost, net of tax of $135 235 -
Amortization of net loss (gain), net of tax (benefit) of
$19 and $(79), respectively 32 (139)
Other comprehensive loss, net of tax (benelit) of
% $(334) and $(513). respectively 3 (359 S (864)
Disclosure Assumptions
2010 2009
For determining benefit obligations at December 31:
Weighted-average discount rate 4.74% 5.47%
Rate of compensation increase 5.00% 5.00%
2010 2009
For determining net pension cost for the year:
Weighted-average discount rate 5.47% 6.62%
Expected return on assets 7.00% 8.50%
Rate of compensation increase 5.00% 5.00%

The rate of compensation increase applies to plans with continuing benefits. The expected long-term rate
of return on plan assets is based on the historical trend for the Company's qualified pension plan.
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Plan Asset 4lfocation. The Company measures the assets held in its qualified defined benefit
pension plan at fair value. A fair value measurement should be determined based on the assumptions that
market participants would use in pricing the asset. The three levels of the fair value hierarchy are
described in Note 8, It was determined thar all of the Company’s pension assets would fall within Level |
of the hierarchy, meaning that their fair value could be determined through observable inputs such as
quoted prices in active markets. The fair values of the Company's defined benefit pension plan assets at

December 11 were as follows:

2010 2009
Asset Category: {In thousands)
Cash and cash equivalents 3 47 3 55
Equity securities o 1,395 1,389
Debt securities 655 387
Total assets $ 2,297 § 2,031

The Company's investment strategy for its defined benefit plan is targeted toward 70 percent equity
investments and 30 percent fixed income and is rebalanced from time to time to approximate that mix.
Equity investments consist of domestic and international mutua) funds in large and small cap companies.
Fixed income investments consist ot bond funds.

Cush Flows. The expected benefit payments for the 10 years subsequent to December 31, 2010
are as follows: 2011 —30.5 million; 2012 — 1.5 million; 2013 - $0.4 million; 3014 — $27.4 million; 2015
- $2.9 million and 2016-2020 — $10.8 million. In 2011, the Company expects to contribute pension
payments of approximately $0.3 million.

Qther Informatic~. In addition to the benefit liabiiities in the tables above, the Company has a
supplemental obligation to certain officers. The Company has committed (o fund this obligation by
releasing a portion of the Company's interest in the cash surrender values of split-dotlar life insurance
arrangements to these officers upon retirement, if necessary. The Company’s share of the cash surrender
value of the policies was $20.9 million and $21.4 million at December 31, 2010 and 2009, respectively.
The balances were included in other long-term assets. The Company's obligation of $16.7 million and
$16.9 million at December 31, 2010 and 2009, respectively, was included in other long-term liabilities.

Defined Cemtribution Plans. The Company maintains a savings program qualified under Section
401(k) of the Internal Revenue Code and three non-qualified, deferred compensation programs. The
Company contributes matching contributions up to a maximum of 3 percent of the participant's
compensation, as defined in each plan. The Company’s expense for these plans was $21.0 million and
322.8 million for the years ended December 31, 2010 and 2009, respectively.
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14,  Segment Information

The Company provides a range of health care services. The Company has two reportable operating

segments — long-term care, which includes the operation of skilled nursing and assisted living facilities,

and hospice and home health. The Other category includes the non-reportable segmertts and corporate
items. The revenues in the Other category include other health care services. Asset information,

including capital expenditures, is not reported by segment by the Company.

The accounting palicies of the operating segments are the same as those described in the summary of

signiticant accounting policies (see Note 1), The Company evaluates performance and allocates resources

based on operating margin, which represents revenues less operating expenses. The operating margin

does not include general and administrative cxpenses, depreciation and amortization, other income and

expense itemns, and income taxes.

Year ended December 31, 2010;
Revenues from extemal customers
Intersegment revenues
Depreciation and amortization
Operating margin

Year ended December 31, 2009:
Revenues from external customers
Intersegment revenues
Depreciation and amortization
COperating margin

Long-term Hospice and
Care Home Health Other Total
(In thousands})
$3638091 5 34169 S 88,776 S 4,168.566
- - 1 11
131,275 3,781 15.214 150,270
768,753 75887 12,234 56,87}
£ 3,571,721 $ 457238 3 94,761 3 4,123,720
. - +19 419
112,075 3,656 20,001 135,732
735,411 71.749 12,430 819,590
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