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

The aggregate market value of the shares of the registrant held by non-affiliates of the registrant, based on the closing price of such stock on the
New York Stock Exchange on June 30, 2009, was approximately $471,000,000. For purposes of the foregoing calculation only, all directors and
executive officers of the registrant have been deemed affiliates.

As of January 31, 2010, there were 39,111,208 shares of the registrant s common stock, $0.25 par value, outstanding.
DOCUMENTS INCORPORATED BY REFERENCE

Portions of the registrant s Proxy Statement for the Annual Meeting of Shareholders to be held on May 18, 2010 are incorporated by reference
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PART I

Item 1. Business
GENERAL

Kindred Healthcare, Inc. is a healthcare services company that through its subsidiaries operates hospitals, nursing and rehabilitation centers and

a contract rehabilitation services business across the United States. At December 31, 2009, our hospital division operated 83 long-term acute

care ( LTAC ) hospitals (6,580 licensed beds) in 24 states. Our health services division operated 222 nursing and rehabilitation centers (27,523

licensed beds) in 27 states. We also operated a contract rehabilitation services business that provides rehabilitative services primarily in

long-term care settings. All references in this Annual Report on Form 10-K to Kindred, Company, we, us, or our mean Kindred Healthcare,
and, unless the context otherwise requires, our consolidated subsidiaries.

All financial and statistical information presented in this Annual Report on Form 10-K reflects the continuing operations of our businesses for all
periods presented unless otherwise indicated.

Spin-Off Transaction. On July 31, 2007, we completed the spin-off of our former institutional pharmacy business, Kindred Pharmacy Services,
Inc. ( KPS ), and the immediate subsequent combination of KPS with the former institutional pharmacy business of AmerisourceBergen
Corporation ( AmerisourceBergen ) to form a new, independent, publicly traded company named PharMerica Corporation ( PharMerica ) (the

Spin-off Transaction ). Immediately prior to the Spin-off Transaction, KPS incurred $125 million of bank debt, the proceeds of which were
distributed to us. Immediately after the Spin-off Transaction, our stockholders and the stockholders of AmerisourceBergen each held
approximately 50% of the outstanding common stock of PharMerica.

For accounting purposes, the assets and liabilities of KPS were eliminated from our balance sheet effective at the close of business on July 31,
2007, and beginning August 1, 2007, the future operating results of KPS were no longer included in our operating results. In accordance with the
authoritative guidance for accounting for the impairment or disposal of long-lived assets, the historical operating results of KPS are not reported
as a discontinued operation of the Company because of the significance of the expected continuing cash flows between PharMerica and the
Company under pharmacy services contracts for services to be provided by PharMerica to the Company s hospitals and nursing centers.
Accordingly, for periods prior to August 1, 2007, the historical operating results of KPS are included in our historical continuing operations.

In addition to the pharmacy services contracts noted above, we also entered into new agreements with PharMerica for information systems
services, transition services and certain tax matters.

Commonwealth Transaction. In February 2006, we acquired the operations of the LTAC hospitals, nursing centers and assisted living facilities
operated by Commonwealth Communities Holdings LLC and certain of its affiliates for a total purchase price of $124 million in cash (the
Commonwealth Transaction ).

The Commonwealth Transaction included five freestanding LTAC hospitals and one hospital-in-hospital with a total of 421 licensed hospital
beds. Three of these hospitals also operate co-located sub-acute units and skilled nursing units with a total of 168 licensed beds. In addition, we
acquired the operations of nine nursing and rehabilitation centers containing 1,316 licensed beds and four assisted living facilities with a total of
215 licensed beds. In the transaction, we also acquired the right to develop 95 additional licensed hospital beds in Massachusetts. In September
2008, we closed one of the freestanding LTAC hospitals acquired in the Commonwealth Transaction and relinquished the related licensed beds
to the Commonwealth of Massachusetts. See ~ Discontinued Operations.
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Spin-off from Ventas. On May 1, 1998, Ventas, Inc. ( Ventas ) completed the spin-off of its healthcare operations to its stockholders through the
distribution of our former common stock. Ventas retained ownership of substantially all of its real property and leases a portion of such real
property to us. In anticipation of the spin-off from Ventas, we were incorporated on March 27, 1998 as a Delaware corporation. For accounting
purposes, the consolidated historical financial statements of Ventas became our historical financial statements following the spin-off.

Risk Factors. This Annual Report on Form 10-K includes forward-looking statements within the meaning of Section 27A of the Securities Act
of 1933, as amended (the Securities Act ), and Section 21E of the Securities Exchange Act of 1934, as amended (the Exchange Act ). See Item 1A
Risk Factors.

Discontinued Operations
In recent years, we have completed several transactions related to the divestiture of unprofitable hospitals and nursing centers.

In June 2009, we purchased for resale six under-performing nursing centers (the Nursing Centers ) previously leased from Ventas for $55.7
million (the 2009 Facility Acquisitions ). In addition, we paid Ventas a lease termination fee of $2.3 million. The Nursing Centers were included
in our Master Lease Agreements (as defined) with Ventas and we do not have the ability to terminate a lease of an individual facility under the
Master Lease Agreements. The aggregate annual rent for the Nursing Centers was approximately $6 million for the year ended December 31,
2008. The Nursing Centers, which contained 777 licensed beds, generated pretax losses of $0.5 million, $2.5 million and $5.5 million for 2009,
2008 and 2007, respectively. We recorded a pretax loss of $39.5 million ($24.3 million net of income taxes) during 2009 related to these
divestitures. We disposed of five of the Nursing Centers in 2009 for $26.2 million and intend to dispose of the remaining Nursing Center as soon
as practicable.

In September 2008, we purchased for resale a LTAC hospital for $22.3 million that was previously leased. We recorded a pretax loss of $36.9
million ($22.7 million net of income taxes) in 2008 resulting from the losses related to the purchase, closure and planned divestiture of the
hospital, including the impairment of a certificate of need intangible asset ($15.2 million), the impairment of property and equipment ($17.3
million) and other costs ($4.4 million).

In September 2008, we also announced our intention to dispose of another LTAC hospital and its related operations. We recorded a pretax loss
of $7.4 million ($4.6 million net of income taxes) during 2008 related to the impairment of the hospital s building and equipment.

These two hospitals generated pretax losses of $3.3 million in 2009 and $8.0 million in each of 2008 and 2007.
We also discontinued the operations of a hospital in 2008 after terminating the hospital operating lease and ceasing operations.

In June 2007, we purchased for resale 21 nursing centers and one LTAC hospital (collectively, the Ventas Facilities ) previously leased from
Ventas for $171.5 million (the 2007 Facility Acquisitions ). In addition, we paid Ventas a lease termination fee of $3.5 million.

The Ventas Facilities, which contained 2,634 licensed nursing center beds and 220 licensed hospital beds, generated pretax income of
approximately $3 million in 2008 and a pretax loss of approximately $4 million in 2007. During 2008 and 2007, we sold the Ventas Facilities for
approximately $95 million. We recorded a pretax gain of $10.5 million ($6.5 million net of income taxes) during 2008 and a pretax loss of
$112.7 million ($69.3 million net of income taxes) during 2007 related to the sale of the Ventas Facilities.
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In January 2007, we acquired from HCP, Inc., formerly known as Health Care Property Investors, Inc. ( HCP ), the real estate related to 11
unprofitable leased nursing centers operated by us for resale in exchange for the real estate related to three hospitals previously owned by us (the
HCP Transaction ). As part of the HCP Transaction, we continue to operate these hospitals under a long-term lease arrangement with HCP. In
addition, we paid HCP a one-time cash payment of approximately $36 million. We also amended our existing master lease with HCP to
(1) terminate the current annual rent of $9.9 million on the 11 nursing centers, (2) add the three hospitals to the master lease with a current
annual rent of $6.3 million and (3) extend the initial expiration date of the master lease until January 31, 2017 except for one hospital which has
an expiration date of January 31, 2022. The 11 unprofitable nursing centers, which contained 1,754 licensed beds, were sold in 2007 and
generated a pretax loss of approximately $4 million for 2007. In addition, we terminated a nursing center lease with another landlord during
2007. We recorded a pretax loss related to these divestitures of $13.4 million ($8.3 million net of income taxes) in 2007.

For accounting purposes, the operating results of these businesses and the losses or impairments associated with these transactions have been
classified as discontinued operations in the accompanying consolidated statement of operations for all periods presented. Assets not sold at
December 31, 2009 have been measured at the lower of carrying value or estimated fair value less costs of disposal and have been classified as
held for sale in the accompanying consolidated balance sheet. See notes 3 and 4 of the notes to consolidated financial statements.

HEALTHCARE OPERATIONS

We are organized into three operating divisions: the hospital division, the health services division and the rehabilitation division. The hospital
division operates LTAC hospitals. The health services division operates nursing and rehabilitation centers. The rehabilitation division primarily
provides rehabilitation services primarily in long-term care settings. We believe that the independent focus of each division on the unique
aspects of its business enhances its ability to attract patients, residents and non-affiliated customers, improve the quality of its operations and
achieve operating efficiencies.

Congress and the White House Administration are currently considering healthcare reform bills, which would initiate significant reforms to the
United States healthcare system, including potential material changes to the delivery of healthcare services and the reimbursement paid for such
services by the government or other third party payors. The House of Representatives has passed a healthcare reform bill entitled The Affordable
Healthcare for America Act and the Senate has passed a healthcare reform bill entitled The Patient Protection and Affordable Care Act. At this
time, we cannot predict if or when one of these bills or similar legislation may be passed and submitted to the President.

The healthcare reforms contained in these bills would impact each of our businesses in some manner. Due to the unsettled nature of the current
healthcare reform bills, the substantial regulatory changes that would need to be implemented by the Centers for Medicare and Medicaid

Services ( CMS ) and others, and the numerous processes required to implement these reforms, we cannot predict which healthcare reforms will
be implemented at the federal or state level, the timing of any such reforms, or the effect such reforms or any other future legislation or
regulation will have on our business.

Several of the proposed reforms are very significant and could ultimately change the nature of our services, the methods of payment for our
services and the underlying regulatory environment. The proposed reforms could include modifications to the conditions of qualification for
payment, bundling payments to cover both acute and post-acute care and the imposition of enrollment limitations on new providers. In addition,
a primary goal of healthcare reform is to reduce costs which could include reductions in the reimbursement paid to us and other healthcare
providers. Moreover, healthcare reform could negatively impact insurance companies, other third party payors, our customers, as well as other
healthcare providers, which may in turn negatively impact our
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business. As such, these healthcare reforms or other similar healthcare reforms, if adopted, could have a material adverse effect on our business,
financial position, results of operations and liquidity.

HOSPITAL DIVISION

Our hospital division provides long-term acute care services to medically complex patients through the operation of a national network of 83
hospitals with 6,580 licensed beds located in 24 states as of December 31, 2009. We operate the largest network of LTAC hospitals in the United
States based upon fiscal 2009 revenues of approximately $1.9 billion (before eliminations). As a result of our commitment to the LTAC hospital
business, we have developed a comprehensive program of care for medically complex patients that allows us to deliver high quality care in a
cost-effective manner.

A number of the hospital division s hospitals also provide skilled nursing, sub-acute and outpatient services. Outpatient services may include
diagnostic services, rehabilitation therapy, CT scanning, one-day surgery and laboratory.

In our hospitals, we treat medically complex patients, including the critically ill, suffering from multiple organ system failures, most commonly
of the cardiovascular, pulmonary, kidney, gastro-intestinal and cutaneous (skin) systems. In particular, we have a core competency in treating
patients with cardio-pulmonary disorders, skin and wound conditions, and life-threatening infections. Prior to being admitted to our hospitals,
many of our patients have undergone a major surgical procedure or developed a neurological disorder following head and spinal cord injury,
cerebrovascular incident or metabolic instability. Our expertise lies in the ability to simultaneously deliver comprehensive and coordinated
medical interventions directed at all affected organ systems, while maintaining a patient-centered, integrated care plan. Medically complex
patients are characteristically dependent on technology for continued life support, including mechanical ventilation, total parenteral nutrition,
respiratory or cardiac monitors and kidney dialysis machines. During 2009, the average length of stay for patients in our hospitals was
approximately 31 days.

Our hospital division patients generally have conditions that require a high level of monitoring and specialized care, yet may not need the
services of a traditional intensive care unit. These patients are not clinically appropriate for admission to other post-acute settings because their
severe medical conditions are periodically or chronically unstable. By providing a range of services required for the care of medically complex
patients, we believe that our LTAC hospitals provide our patients with high quality, cost-effective care.

Our LTAC hospitals employ a comprehensive program of care for their patients that draws upon the talents of interdisciplinary teams, including
physician specialists. The teams evaluate patients upon admission to determine treatment programs. Our hospital division has developed
specialized treatment programs focused on the needs of medically complex patients. In addition to traditional medical services, most of our
patients receive individualized treatment plans in rehabilitation, skin integrity management and clinical pharmacology. Where appropriate, the
treatment programs may involve the services of several disciplines, such as pulmonary medicine, infectious disease and physical medicine.

Hospital Division Strategy

Our goal is to be the leading operator of LTAC hospitals in terms of both quality of care and operating efficiency. Our strategies for achieving
this goal include:

Maintaining High Quality of Care. The hospital division differentiates its hospitals through its ability to care for medically complex patients in
a high quality, cost-effective setting. We are committed to maintaining and improving the quality of our patient care by dedicating appropriate
resources at each facility and continuing
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to refine our clinical initiatives and objectives. We continue to take steps to improve our quality indicators and maintain the quality of care at our
hospitals, including:

attracting and retaining high quality professional staff within each market. The hospital division believes that its future success will
depend in part upon its continued ability to hire and retain qualified healthcare personnel and to promote leadership and development
training,

maintaining an integrated quality assurance and improvement program, administered by our chief medical officer and senior vice
president of clinical operations, which encompasses utilization review, quality improvement, infection control and risk management,

promoting best practices through our hospitals and standardizing products and services to promote better care,

expanding our service excellence programs to further embed a culture of caring in each of our hospitals,

maintaining clinical outcomes programs, which include concurrent reviews of all of our patient population against quality screenings,
outcomes reporting and patient and family satisfaction surveys,

maintaining a program whereby our hospitals are reviewed by internal quality auditors for compliance with standards of The Joint
Commission, a national commission that establishes standards relating to the physical plant, administration, quality of patient care
and operation of medical staffs of hospitals (the Joint Commission ),

engaging quality councils at the divisional, regional, district and hospital levels to analyze data, set quality goals and oversee all
quality assurance and quality improvement activities throughout the division,

incorporating the clinical advice of our chief medical officer, medical advisory board and other physicians into our operational
procedures, and

implementing an integrated risk management plan to improve quality and expand existing patient safety initiatives.
Improving Operating Efficiency. The hospital division is continually focused on improving operating efficiency and controlling costs while
maintaining quality patient care. Our hospital division seeks to improve operating efficiencies and control costs by standardizing key operating
procedures and optimizing the skill mix of its staff based upon the clinical needs of each hospital s patients. The initiatives we have undertaken to
control our costs and improve efficiency include:

managing labor costs by adjusting staffing to patient acuity and fluctuations in patient census,

increasing the standardization of operating processes, procedures and equipment,

improving physician participation in resource consumption, medical record documentation and intensity of service management,
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managing pharmacy costs through the use of a medication control program and evaluating medical utilization through our pharmacy
and therapeutic committees in each hospital,

centralizing administrative functions such as accounting, payroll, legal, reimbursement, compliance, tax and information systems,
and

utilizing management information technology to aid in financial and clinical reporting as well as billing and collections.
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Growing Through Business Development and Acquisitions. Our growth strategy is focused on the development and expansion of our services:

Freestanding Hospitals At December 31, 2009, we operated 67 freestanding hospitals (5,888 licensed beds). During 2009, we
opened one hospital with 60 licensed hospital beds. During 2008 and 2007, we opened five new freestanding hospitals and one
replacement hospital which added a total of 331 licensed hospital beds and 39 licensed sub-acute beds. The maturation of these
hospitals is a key component of our growth strategy. We have two new freestanding hospitals under development which will add 100
licensed hospital beds to our capacity. Pursuant to the Medicare, Medicaid and SCHIP Extension Act of 2007 (the SCHIP Extension
Act ), a three-year moratorium, beginning December 29, 2007, has been imposed on the establishment of a LTAC hospital or satellite
facility, subject to exceptions for facilities under development. We believe both of the freestanding hospitals under development are
exempt from the three-year moratorium established by the SCHIP Extension Act. We also have two replacement hospitals under
development.

Sub-Acute Development We are well positioned to develop sub-acute units in several of our hospitals to broaden our scope of
services, promote higher quality care and take advantage of unused capacity. We operate seven sub-acute units with 409 licensed
beds and we have five hospital-based sub-acute units with approximately 150 licensed beds currently under development.

Cluster Market Development We are increasingly focused on the opportunities available to us in markets where we operate multiple
hospitals or in which we have affiliated nursing and rehabilitation centers. These cluster markets present opportunities for our
hospitals and nursing and rehabilitation centers to share centralized business office operations and collaborate on their sales and
marketing and managed care strategies. These cluster markets also allow us to better coordinate and manage the continuum of care
for each of our patients as well as implement physician services strategies. We believe a more market focused approach will increase
admissions over time, better educate the marketplace on our ability to care for post-acute patients and enhance our capabilities to care
for patients across various post-acute settings.

Growing Through Selective Acquisitions We seek growth opportunities through strategic acquisitions in selected target markets,
particularly where an acquisition may assist us in scaling our operations more rapidly and efficiently than internal growth.

Hospital-in-Hospital We have contracts with non-Kindred short-term acute care and other hospitals to operate LTAC hospitals with
a host hospital ( HIH ). Under these arrangements, we lease space and purchase certain ancillary services from the host hospital and
provide it with the option to discharge a portion of its clinically appropriate patients into the care of our hospital. These HIHs also
receive patients from general short-term acute care hospitals in addition to the host hospital. At December 31, 2009, we operated 16
HIHs with 692 licensed beds. We currently have a 50-bed HIH under development which we believe is exempt from the three-year
moratorium established by the SCHIP Extension Act.
Expanding Program Development. We are a leading provider of long-term acute care to patients with pulmonary dysfunction. In addition, we
have developed and continue to expand other inpatient and outpatient service areas such as wound care, post-surgical care, acute rehabilitation,
pain management, as well as new intensive care units, where we believe opportunities exist to position our hospitals as centers of excellence in
given markets. We continue to broaden our expertise beyond pulmonary services and to leverage our leadership position in pulmonary care to
expand our market strength to other clinical services. We also continue to expand our sub-acute programs in selected markets.

Increasing Patient Volume, Particularly Commercial Patients. We continue to expand our sales and marketing function to grow same-store
admissions and to take advantage of available capacity. We generally receive higher reimbursement rates from commercial insurers as a group
than from the Medicare and Medicaid
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programs. As a result, we work to expand relationships with insurers and to enhance their understanding of our services in order to increase
commercial patient volume. Each of our hospitals employs specialized staft to focus on patient admissions and the patient referral process. We
have enhanced our sales and marketing function and implemented new technologies to increase the speed of referrals and admissions.

Improving Relationships with Referring Providers. Substantially all of the acute and medically complex patients admitted to our hospitals are
transferred to us by other healthcare providers such as general short-term acute care hospitals, intensive care units, managed care programs,
physicians, nursing centers and home care settings. Accordingly, we are focused on maintaining strong relationships with these providers as well
as developing more comprehensive relationships with physician groups. In order to maintain these relationships, we employ clinical liaisons that
are responsible for coordinating admissions and assessing the nature of services necessary for the proper care of the patient. The clinical liaisons
also are responsible for educating healthcare professionals at the referral sources about the unique nature of the services provided by our LTAC
hospitals.

Selected Hospital Division Operating Data

The following table sets forth certain operating and financial data for the hospital division (dollars in thousands, except statistics):

Year ended December 31,

2009 2008 2007

Revenues $1,932,892 $1,837,322  $1,727,419
Operating income $ 363,811 $ 345367 $ 365,068
Hospitals in operation at end of period 83 82 81
Licensed beds at end of period 6,580 6,482 6,358
Admissions 45,019 43,936 41,330
Patient days 1,381,350 1,395,049 1,328,050
Average length of stay 30.7 31.8 32.1
Revenues per admission $ 42,935 $ 41,818 $ 41,796
Revenues per patient day $ 1,399 $ 1,317 $ 1,301
Medicare case mix index (discharged patients only) 1.21 1.15 1.11
Average daily census 3,785 3,812 3,638
Occupancy % 64.7 64.8 64.6
Annualized employee turnover % 22.1 25.2 26.1
Assets at end of period $ 867,332 $ 847,394 $ 846,429
Capital expenditures:

Routine $ 26716 $ 35932 $ 35646
Development 42,371 33,285 59,438

The term operating income is defined as earnings before interest, income taxes, depreciation, amortization, rent and corporate overhead. A
reconciliation of operating income to our consolidated results of operations is included in note 7 of the notes to consolidated financial

statements. The term licensed beds refers to the maximum number of beds permitted in a facility under its license regardless of whether the beds
are actually available for patient care. Patient days refers to the total number of days of patient care provided for the periods indicated. Average
length of stay is computed by dividing each facility s patient days by the number of admissions in the respective period. Medicare case mix index
is the sum of the individual patient diagnostic related group weights for the period divided by the sum of the discharges for the same period.

Average daily census is computed by dividing each facility s patient days by the number of calendar days in the respective period. Occupancy %
is computed by dividing average daily census by the number of operational licensed beds, adjusted for the length of time each facility was in
operation during each respective period. Annualized employee turnover % is calculated by dividing full-time and part-time terminations by the
active employee count at the beginning of the year. Routine capital expenditures include expenditures at existing
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facilities that generally do not result in the expansion of services. Development capital expenditures include expenditures for the development of
new facilities or the expansion of services at existing facilities.

Sources of Hospital Revenues

The hospital division receives payment for its services from third party payors, including government reimbursement programs such as Medicare
and Medicaid and non-government sources such as Medicare Advantage, commercial insurance companies, health maintenance organizations,
preferred provider organizations and contracted providers. Patients covered by non-government payors generally are more profitable to the
hospital division than those covered by the Medicare and Medicaid programs. The following table sets forth the approximate percentages of our
hospital admissions, patient days and revenues derived from the payor sources indicated:

Commercial insurance

Medicare Medicaid Medicare Advantage (a) and other
ear ended Patient Patient Patient Patient
ecember 31, Admissions days Revenues Admissions days Revenues Admissions days Revenues Admissions days Revenues
)09 64% 56% 55% 9% 15% 10% 9% 10% 10% 18% 19% 259
)08 66 58 55 10 15 10 8 8 9 16 19 26
)07 68 60 58 10 15 10 4 4 4 18 21 28

(a) Data not available prior to April 1, 2007.

For the year ended December 31, 2009, revenues of the hospital division totaled approximately $1.9 billion or 42% of our total revenues (before
eliminations). For more information regarding the reimbursement for our hospital services, see =~ Governmental Regulation Hospital Division
Overview of Hospital Division Reimbursement.
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Hospital Facilities

The following table lists by state the number of hospitals and related licensed beds we operated as of December 31, 2009:

Number of facilities

Licensed Owned Leased from Leased from
State beds by us Ventas (2) other parties Total
Arizona 217 2 2 4
California 823 4 5 1 10
Colorado 68 1 1
Florida (1) 745 2 6 2 10
Georgia (1) 72 1 1
Illinois (1) 545 4 1 5
Indiana 119 1 1 2
Kentucky (1) 414 1 1 2
Louisiana 168 1 1
Massachusetts (1) 676 1 2 4 7
Missouri (1) 265 2 1 3
Nevada 238 1 1 1 3
New Jersey (1) 117 3 3
New Mexico 61 1 1
North Carolina (1) 124 1 1
Ohio 250 3 3
Oklahoma 93 1 1 2
Pennsylvania 393 2 3 7
South Carolina (1) 59 1 1
Tennessee (1) 109 1 1 2
Texas 822 2 6 3 11
Virginia (1) 60 1 1
Washington (1) 80 1 1
Wisconsin 62 1 1
Totals 6,580 14 38 31 83

(1) These states have certificate of need regulations. See =~ Governmental Regulation Federal, State and Local Regulation.
(2) See Master Lease Agreements.
Quality Assessment and Improvement

The hospital division maintains a clinical outcomes and customer service program which includes a review of its patient population measured
against utilization and quality standards, clinical outcomes data collection and patient/family, employee and physician satisfaction surveys. In
addition, our hospitals have integrated quality assurance and improvement programs administered by a director of quality management, which
encompass quality improvement, infection control and risk management. The objective of these programs is to ensure that patients are managed
appropriately in our hospitals and that quality healthcare is provided in a cost-effective manner.

The hospital division has implemented a program whereby its hospitals are reviewed by internal quality auditors for compliance with standards
of the Joint Commission. The purposes of this internal review process are to (1) ensure ongoing compliance with industry recognized standards
for hospitals, (2) assist management in analyzing each hospital s operations and (3) provide consulting and educational programs for each
hospital to identify opportunities to improve patient care.
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Hospital Division Management and Operations

Each of our hospitals has a fully credentialed, multi-specialty medical staff to meet the needs of the medically complex, long-term acute patient.
Our hospitals offer a broad range of physician services including pulmonology, internal medicine, infectious diseases, neurology, nephrology,
cardiology, radiology and pathology. In addition, our hospitals have a multi-disciplinary team of healthcare professionals including a
professional nursing staff trained to care for long-term acute patients, respiratory, physical, occupational and speech therapists, pharmacists,
registered dietitians and social workers, to address the needs of medically complex patients.

Each hospital utilizes a pre-admission assessment system to evaluate clinical needs and other information in determining the appropriateness of
each potential patient admission. After admission, each patient s case is reviewed by the hospital s interdisciplinary team to determine a care plan.
Typically, and where appropriate, the care plan involves the services of several disciplines, such as pulmonary medicine, infectious disease and
physical medicine.

A hospital chief executive officer or administrator supervises and is responsible for the day-to-day operations at each of our hospitals. Each
hospital or network of hospitals also employs a chief financial officer who monitors the financial matters of the hospital or network. Within
selected markets having a significant concentration of hospitals, administrative functions such as billing and collections may be shared to
improve efficiency. In addition, each hospital or network of hospitals employs a chief clinical officer to oversee the clinical operations and a
director of quality management to oversee our quality assurance programs. We provide centralized services in the areas of information systems
design and development, training, reimbursement expertise, legal advice, tax, technical accounting support, purchasing and facilities
management to each of our hospitals. We believe that this centralization improves efficiency, promotes the standardization of certain processes
and allows hospital staff to focus more attention on patient care.

A division president and a chief financial officer manage the hospital division. The operations of the hospitals are divided into an east region, a
central region and a west region, each headed by a senior officer of the division who reports to the division president. The clinical issues and
quality concerns of the hospital division are managed by the division s chief medical officer and senior vice president of clinical operations.

Hospital Division Competition

In each geographic market that we serve, there are generally several competitors that provide similar services to those provided by our hospital
division. In addition, several of the markets in which the hospital division operates have other LTAC hospitals that provide services comparable
to those offered by our hospitals. Certain competing hospitals are operated by not-for-profit, non-taxpaying or governmental agencies, which can
finance capital expenditures on a tax-exempt basis and receive funds and charitable contributions unavailable to our hospital division.

Competition for patients covered by non-government reimbursement sources is intense. The primary competitive factors in the LTAC hospital
business include quality of services, charges for services and responsiveness to the needs of patients, families, payors and physicians. Other
companies have entered the LTAC market with licensed hospitals that compete with our hospitals. The competitive position of any hospital also
is affected by the ability of its management to negotiate contracts with purchasers of group healthcare services, including managed care
companies, preferred provider organizations and health maintenance organizations. Such organizations attempt to obtain discounts from
established hospital charges. The importance to a hospital s competitive position of obtaining contracts with preferred provider organizations,
health maintenance organizations and other organizations that finance healthcare varies from market to market, depending on the number and
market strength of such organizations.
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Our health services division provides quality, cost-effective care through the operation of a national network of 222 nursing and rehabilitation
centers (27,523 licensed beds) located in 27 states. We are the largest publicly held operator of nursing and rehabilitation centers in the United
States based upon our fiscal 2009 revenues of approximately $2.2 billion (before eliminations). Through our nursing and rehabilitation centers,
we provide short stay patients and long stay residents with a full range of medical, nursing, rehabilitative, pharmacy and routine services,
including daily dietary, social and recreational services.

Consistent with industry trends, patients and residents admitted to our nursing and rehabilitation centers arrive with greater medical complexity
and require a more extensive and costly level of care. This is particularly true with our Medicare population for whom the average length of stay
in 2009 was 35 days. To appropriately care for a higher acuity short stay patient population and a more frail and unstable long stay resident
population, we are taking steps to improve the delivery of the clinical and hospitality services offered to our patients and residents by adjusting
the level of clinical and hospitality staffing, assisting physician oversight through the selective use of nurse practitioners, enhancing nursing
skills via ongoing education and improving clinical case management through the employment of clinical case managers.

We have developed transitional care units at approximately half of our nursing and rehabilitation centers. These discrete units within our nursing
and rehabilitation centers typically consist of 20 to 50 beds offering skilled nursing services and a range of rehabilitation services including
physical, occupational and speech therapy to patients recovering from a variety of surgical procedures such as joint replacements, amputation,
bariatric procedures, wound closure/repair procedures as well as medical conditions such as stroke, and cardiac and respiratory ailments. Several
of our nursing and rehabilitation centers have clinical teams focused primarily upon a short stay patient population arriving for recovery,
recuperation and rehabilitation resulting in a transitional care patient population that comprises a majority of the patients in the nursing and
rehabilitation center. We refer to these types of nursing and rehabilitation centers as transitional care centers since this higher level of care
encompasses all of the center.

At a number of our nursing and rehabilitation centers, we offer specialized programs for residents with Alzheimer s disease and other dementias
through our Reflections units. We have developed specific certification criteria for these units. These are discrete units operated by teams of
professionals that are dedicated to addressing the unique problems experienced by residents with Alzheimer s disease or other dementias. We
believe that we are a leading provider of nursing care to residents with Alzheimer s disease and dementia based upon the specialization and size
of our program.

We also monitor and enhance the quality of care and customer service at our nursing and rehabilitation centers through the use of performance
improvement committees as well as family satisfaction surveys. Our performance improvement committees oversee resident healthcare needs
and resident and staff safety. Physician medical directors serve on these committees and advise on healthcare policies and practices. We
regularly conduct surveys of residents and their families, and these surveys are reviewed by our performance improvement committees at each
center to promote quality care and customer service.

Substantially all of our nursing and rehabilitation centers are certified to provide services under the Medicare and Medicaid programs. Our
nursing and rehabilitation centers have been certified because the quality of our services, accommodations, equipment, safety, personnel,
physical environment and policies and procedures meet or exceed the standards of certification set by those programs.
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Our goal is to become the provider of choice in the markets we serve, which we believe will allow us to increase our patient census and enhance
our payor mix. We are employing several initiatives to improve the quality of our services and to address the needs of a more acute patient
population. The principal elements of our health services division strategy are:

Providing Quality, Clinical-Based Services. The health services division is focused on qualitative and quantitative clinical performance
indicators with the goal of providing quality care under the cost containment objectives imposed by government and private payors. In an effort
to continually improve the quality of our services and enhance our ability to care for complex and higher acuity residents, we pursue initiatives
to:

improve recruitment, retention, management development, succession planning and employee satisfaction,

expand the involvement of our medical directors, engage the services of more primary care and specialty physicians and increase the
use of nurse practitioners,

expand our therapy services, wound care, complex medical care and palliative care programs to improve our ability to care for a
more acute patient population,

improve our processes to monitor and promote our patient care objectives and align financial incentives with quality care and
customer service goals,

increase the number of our transitional care and sub-acute units to treat patients with rehabilitation and complex medical needs,

develop medical advisory boards at select transitional care centers to enhance our clinical programming and review case studies to
improve care,

improve our Reflections units to care for residents with Alzheimer s disease and other dementias,

maximize quality outcomes by implementing the collaborative advice and recommendations of the chief medical officer, senior
nursing staff and rehabilitation therapists, and

implement recommendations of our performance improvement committees established at the division, regional and district levels

that analyze data, set quality goals and oversee all quality assurance and quality improvement activities throughout the division.
Enhancing Sales and Marketing Programs. We conduct our nursing center marketing efforts, which focus on the quality of care provided at
our nursing and rehabilitation centers, at the local market level through our nursing center executive directors, clinical liaisons, admissions
coordinators and/or other center-based sales and marketing personnel. The marketing efforts of our nursing and rehabilitation center personnel
are supplemented by strategies provided by our divisional, regional and district marketing staffs. We also continue to refocus our marketing
efforts to address the difference between the needs of short-term rehabilitation patients and those seeking long-term care. To better promote our
services we are:
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concentrating our sales and marketing resources toward our transitional care, sub-acute and Alzheimer s units,

working to improve our relationships with existing local referral sources and identifying and developing new referral sources and
promoting our value proposition,

expanding the number of clinical liaisons and admission coordinators, particularly at the nursing center level, and implementing
community outreach programs,

focusing on improving the recruiting, training and retention of sales and marketing personnel and improving accountability,
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reconfiguring our admission and discharge procedures to address a higher volume of short-term admissions, and

increasingly focusing on the opportunities available to us in markets where we operate multiple nursing and rehabilitation centers or
in which we have affiliated hospitals. These cluster markets present opportunities for our nursing and rehabilitation centers and
hospitals to share centralized business office operations and collaborate on their sales and marketing and managed care strategies.
These cluster markets also allow us to better coordinate and manage the continuum of care for each of our patients and residents as
well as implement physician services strategies. We believe a more market focused approach will increase admissions over time,
better educate the marketplace on our ability to care for post-acute patients and enhance our capabilities to care for patients across
various post-acute settings.

Increasing Operating Efficiency. The health services division continually seeks to improve operating efficiency with a view to maintaining
high quality care. We believe that operating efficiency is critical to maintaining our position as a leading provider of nursing center services in
the United States. To improve operating efficiency we strive to:

increase our average patient occupancy levels, which leverages higher revenues over the fixed costs associated with operating our
nursing and rehabilitation centers,

manage our labor costs by improving nurse and other staff retention, maintaining competitive labor rates and reducing reliance on
overtime compensation and temporary nursing agency services,

centralize administrative functions such as accounting, payroll, legal, reimbursement, compliance and information systems,

enhance our quality assurance, risk management and liability claims defense initiatives to address professional liability and workers
compensation costs,

enhance monitoring of our ancillary expenses, such as rehabilitation and pharmacy costs, that grow in an environment of higher
admissions and higher acuity patients, and

continue to upgrade our management information systems to provide financial and clinical reporting, and improve billing and
collections.

Nursing Center Development. The health services division continually seeks ways to improve its existing portfolio. We have:

repositioned our portfolio by divesting 29 underperforming nursing and rehabilitation centers with approximately 3,600 licensed
beds in the last three years, including the underperforming nursing and rehabilitation centers acquired as part of the 2009 Facility
Acquisitions and 2007 Facility Acquisitions,

continued to seek additional growth opportunities through strategic acquisitions in selected target markets, particularly where an
acquisition may assist us in scaling our operations more rapidly and efficiently than internal growth, and

expanded our transitional care centers and transitional care units to address the needs of more Medicare and managed care short term
patients.
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Selected Health Services Division Operating Data

The following table sets forth certain operating and financial data for the health services division (dollars in thousands, except statistics):

Year ended December 31,

2009 2008 2007
Revenues $2,150,342 $2,093,297  $1,958,322
Operating income $ 305,590 $ 321,814 $ 294,625
Nursing centers in operation at end of period:
Owned or leased 218 218 218
Managed 4 4 4
Licensed beds at end of period:
Owned or leased 27,038 27,252 27,809
Managed 485 485 485
Patient days (a) 8,810,288 8,921,598 8,840,517
Revenues per patient day (a) $ 244§ 235 $ 221
Average daily census (a) 24,138 24,376 24,221
Admissions (a) 72,801 69,986 65,772
Occupancy % (a) 89.0 89.1 87.8
Medicare average length of stay (a,b) 354 355 35.6
Annualized employee turnover % 38.9 48.9 559
Assets at end of period $ 566,592 $ 574,710 $ 550,525
Capital expenditures:
Routine $ 39,663 $ 44627 $ 41,252
Development 5,687 5,466 5,688

(a) Excludes managed facilities.
(b) Computed by dividing total Medicare discharge patient days by total Medicare discharges.
Sources of Nursing Center Revenues

Nursing center revenues are derived principally from the Medicare and Medicaid programs and from private and other payors. Consistent with
the nursing center industry, changes in the mix of the patient and resident population among these three categories significantly affect the
profitability of our nursing center operations. Although higher acuity patients generally produce the most revenue per patient day, profitability
with respect to higher acuity patients is impacted by the costs associated with the higher level of nursing care and other services generally
required. In addition, these patients usually have a significantly shorter length of stay.

The following table sets forth the approximate percentages of nursing center patient days and revenues derived from the payor sources indicated:

Medicare
Medicare Medicaid Advantage (a) Private and other
Patient Patient Patient Patient
Year ended December 31, days Revenues days Revenues days Revenues days Revenues
2009 17% 34% 61% 42% 4% 6% 18% 18%
2008 17 34 61 43 3 5 19 18
2007 17 35 63 44 20 21

(a) Data not available prior to January 1, 2008.

For the year ended December 31, 2009, revenues of the health services division totaled approximately $2.2 billion or 47% of our total revenues
(before eliminations). For more information regarding the reimbursement for our nursing center services, see ~ Governmental Regulation Health
Services Division =~ Overview of Health Services Division Reimbursement.
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The following table lists by state the number of nursing centers and related licensed beds we operated as of December 31, 2009:

Number of facilities

Licensed Owned Leased from Leased from
State beds by us Ventas (2) other parties Managed Total
Alabama (1) 474 2 1 3
Arizona 562 3 1 4
California 2,437 4 6 11 21
Colorado 464 4 4
Connecticut (1) 522 5 5
Georgia (1) 537 4 4
Idaho 695 1 7 8
Indiana 3,625 10 13 1 24
Kentucky (1) 1,575 2 10 1 13
Maine (1) 756 8 8
Massachusetts (1) 4,844 26 12 3 41
Missouri (1) 240 2 2
Montana (1) 276 2 2
Nevada 174 2 2
New Hampshire (1) 512 3 3
North Carolina (1) 2,135 16 3 19
Ohio (1) 1,812 2 9 2 13
Oregon (1) 205 2 2
Pennsylvania 103 1 1
Rhode Island (1) 201 2 2
Tennessee (1) 1,065 3 5 8
Utah 411 4 4
Vermont (1) 310 1 1 2
Virginia (1) 629 4 4
Washington (1) 659 7 7
Wisconsin (1) 1,922 11 1 12
Wyoming 378 4 4
Totals 27,523 19 159 40 4 222

(1) These states have certificate of need regulations. See =~ Governmental Regulation Federal, State and Local Regulation.
(2) See Master Lease Agreements.
Health Services Division Management and Operations

Each of our nursing and rehabilitation centers is managed by a state-licensed executive director who is supported by other professional
personnel, including a director of nursing, nursing assistants, licensed practical nurses, staff development coordinator, activities director, social
services director, clinical liaisons, admissions coordinator and business office manager. The directors of nursing are state-licensed nurses who
supervise our nursing staffs that include registered nurses, licensed practical nurses and nursing assistants. Staff size and composition vary
depending on the size and occupancy of each nursing and rehabilitation center, the types of services provided and the acuity level of the patients
and residents. The nursing and rehabilitation centers contract with